REGULAR MEETING OF THE
MONTANA BOARD OF INVESTMENTS
DEPARTMENT OF COMMERCE
2401 Colonial Drive, 3™ Floor
Helena, Montana
April 5, 2016

AGENDA
COMMITTEE MEETINGS

A. Human Resource Committee 9:00 AM
1. In-State Portfolio Manager — Update
2. Organization Chart — Decision
3. Executive Director — Comments

Tab1 CALL TO ORDER - Mark Noennig, Chairman 9:30 AM
A. Roll Call
B. Public Comment — Public Comment on issues with Board Jurisdiction
C. Administrative Business
1. Introduce New In-State Portfolio Manager
2. Human Resource Committee — Decision
D. Comments from TRS and PERS Board Members
E. Comments from Board Legislative Liaisons

Tab 2 |CAPITAL MARKET ASSUMPTIONS & ASSET ALLOCATION — RVK, Inc. | 9:45 AM

BREAK 10:45 AM

Tab 3 |BOARD EDUCATION - Efficient Hedging of Equity Risk in Total Fund — RVK, Inc.|  11:00 AM

LUNCH SERVED 12:00 PM

Tab 4 [EXECUTIVE DIRECTOR REPORTS — David Ewer 12:45 PM
A. Member Requests or Follow up from Prior Meeting
B. Monthly Snapshot
C. Organizational Chart — Decision

Tab 5 |PRIVATE EQUITY COMMITMENTS — Ethan Hurley| 1:00 PM
Tab 6 [ALL POLICY REVIEW — STAFF — Decisions| 1:15 PM
Tab 7 GENERAL DISCUSSION - David Ewer & Joseph Cullen 2:30 PM

RECAP OF STAFF TO DO LIST AND ADJOURNMENT - Mark Noennig, Chairman
ADJOURNMENT

2016 Board Meeting Schedule
Systematic Work and Education Plan
Acronym Index

Terminology List

Public Market Manager Evaluation Policy
Educational Resources

mmoom>§

The Board of Investments makes reasonable accommodations for any known disability that may interfere with a person’s ability to participate in public meetings. Persons
needing an accommodation must notify the Board (call 444-0001 or write to P.O. Box 200126, Helena, Montana 59620) no later than three days prior to the meeting to
allow adequate time to make needed arrangements.
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What Every Client Should Know About
Capital Market Assumptions in General, and
RVK’s in Particular




What are Capital Market
Assumptions?

Capital market (CM) assumptions are
forward-looking estimates of the behavior of
asset classes (i.e., groups of closely related
iInvestment opportunities).

Examples of CM assumptions include U.S.
stocks, emerging market stocks, real estate,
U.S. bonds, etc.




CM “Behaviors” and
“Forward Look”

* The “behaviors” we estimate are:
1. Return
2. Risk (volatility)

3. Correlation (the relationship of asset class
returns and all other asset classes)

 The “forward look” is long-term => 10
years or more.




CM Assumptions

« CM assumptions (in the form of a “set” of risk,
return, and correlation parameters for every
asset class) are the most pervasively used
tools in the management of institutional
portfolios and, by the way, the construction of
many defined contribution plan structures.




CM Assumptions

 The asset class behaviors that we attempt to
estimate in our CM assumptions—risk, return,
and correlation—are widely accepted as the
most powerful drivers of the total fund return
over the long run.

« Hence, the mix of asset classes (and the risk,
return, and correlation they bring with them)
are the most powerful drivers of total fund
return over the long run.




CM Assumptions

CM assumptions are almost always wrong—
for any short or intermediate time period!
What really matters is how “right” they are
over the long run. (We will discuss what
‘right” means in a moment!)




CM Forecasts are not
Economic Forecasts

CM and Economic Forecast Differences

* Forecast Horizon: Economic forecasts
typically center around 12 months. CM
forecasts are virtually never less than three
years, and even forecasts of five years are
rare.

* Typically, the outlook is far longer—10 years
or more.




CM Forecasts are not
Economic Forecasts

CM and Economic Forecast Differences

Decisions Targeted: Economic forecasts are
short-term and often target business tactics—
shrink inventories, expand production, hire
staff, lock in parts supplies, change price
points, etc.

CM forecasts target investment decisions,
particularly total fund structure.




CM Forecasts are not
Economic Forecasts

CM and Economic Forecast Differences

« Metrics: CM forecasts focus only on factors
that directly influence the values of
iInvestments—some of which, by the way, like
market neutral hedge funds and currency
alpha programs are substantially independent
of the direction of the economy because the
iInvestment is in skill, not the underlying
economy, per se.




CM Forecasts are not
Economic Forecasts

CM and Economic Forecast Differences

« Lags in Timing and Speed of Response: The
CMs are a giant mirror reflecting the
likelihood of value creating or reducing
activities and factors in the future. By the
time economists have changed their
forecasts up or down for the next year’'s GDP,
much (if not all) may already be embedded in
today’s asset class valuations.
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CM Forecasts are not
Economic Forecasts

Ailding & Abetting the Tactical Temptation

« Trying to manage a large institutional portfolio
to take advantage of one-year-ahead
economic and CM forecasts—called Tactical
Asset Allocation (TAA)—is a dicey and
expensive proposition that very few have
done well. The market moves like lightning,
often much faster than assets can be shifted
from one asset class to another. A mistake
can prove very costly.
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CM Forecasts are not
Economic Forecasts

« There are definitely overlaps between
economic forecasts and CM forecasts. After
all, value is created in the real economy and
only reflected in the Capital Markets. Some
factors like estimated inflation and growth
rates for corporate earnings play a very large
role in both—but again, not over the same
time frames.
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CM Assumptions are so
Important that at RVK we:

Deploy a team of RVK professionals each
year to focus on each asset class.

Poll our consultants annually as to where
they believe CM assumptions need review.

Utilize historical data, current market data,
financial theory, economic forecasts, product
performance, and other factors to create our
risk/return/correlation forecasts.

Ensure that all of our consultants formally
review, critique, and ultimately support our
CM assumptions.
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CM Assumptions are so
Important that at RVK we:

Create a white paper and a PowerPoint
presentation annually to support our CM
assumptions and document their development.

Test every revised assumptions set on real
client portfolios before we put them into use,
looking for anomalies, major changes in the
fund’s asset allocation, or signs of reduced
diversification—all potential warning signs of
faulty assumptions.

The frequent review, comprehensive analysis,
and documented basis for CM assumptions at
our firm is unusual in our industry.
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What does it Mean to get CM
Assumptions Right?

« “Relative” accuracy “well distributed” across the
assumptions set is far more important than
“barbell” accuracy—where some assumptions
are “spot on” and others are far off.

« “Relative” accuracy “well distributed” across the
assumptions set leads to well-diversified
portfolios. “Barbell” accuracy produces the
opposite—unbalanced, poorly diversified funds.

* Achieving “relative,” "well-distributed” accuracy
across a CM assumptions set, requires that
every risk and return assumption needs to be
“triangulated” to all other assumptions—
particularly closely related ones.

15




Capital Market Assumptions

2016
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What does it Mean to get CM
Assumptions Right?

But “absolute” accuracy matters too—just not as
much.

Having CM assumptions that are too low across
the board can cause an endowment/pension plan
to believe it must restrict spending/benefits to a
greater degree than necessary.

Having CM assumptions that are across the
board too high is an even worse problem because
it leads an endowment/ pension plan to believe it
can spend more/pay more benefits than they can
afford.
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Capital Market Assumptions

What a client should keep in mind when evaluating...

« Consultants are competitive and want to win business.
Using excessively high CM assumptions across the
board is one way to win business by suggesting clients
will earn high returns.

 Remember, these are forecasts only, and their chief
purpose is to optimally structure the portfolio. Well-
structured funds are produced by “well-distributed
accuracy” not simply “forecasting” higher returns. And
well-structured funds end up with higher long-term
returns and lower risk.

* A well-structured and well-executed fund will produce
the highest returns the markets will allow—regardless
of what we consultants forecast for total return.
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Capital Market Assumptions

What a client should keep in mind when evaluating...

* Fee structures that reward your consultant for assets
deployed in some asset classes more than others will
incentivize them to bias their CM assumptions to
maximize the amount of the fund that produces the
most fee revenue for them.

« Again, CM assumptions are “set” with each risk-and-
return estimate for an asset class bearing a rational
relationship to others in the set.
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Capital Market Assumptions

What a client should keep in mind when evaluating...

« RVKs ready and willing to do sensitivity analysis for
any client by varying the assumptions for specific asset
classes or replacing the entire set with one a client
wishes to test. But for an asset allocation, asset-
liability study, structure study, spending policy analysis
(all of which use CM assumptions) to carry our
recommendation, it needs to be based on our
iIntegrated assumptions set.
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Asset Allocation: Investment Decision Process

» Asset allocation studies help us to examine how well alternative investment strategies (i.e., differing
asset allocations) address the objectives of the fund; most recently this was completed within the
context of assessing the viability of the fund’s spending policy to fund sustainable growth, while
protecting the corpus over time.

« Strategic asset allocation is the most powerful determinant of total fund performance (return and risk)
in the long run.
o While good manager evaluation decisions will unquestionably add to performance, they cannot
make up for a poorly diversified, risk/return-inefficient allocation.

» Asset Class Structure studies seek to answer the following question after completion of an asset
allocation:

o What sub-asset class structure results in the optimal mix of excess return and tracking error
relative to a benchmark?

Large Cap (X% Manager X ($

e Equ,ty ge Cap (X%) — ger X ($)
X% isi

( 9 Small Cap (X%) Decis ons Manager Y ($)

100%

Developed (X%)

Emerging (X%)

Manager Y ($)

Total Plan

Assets (100%)

Internatlonal
Equity
(X%)
leed
Income
(X%)
100% 100% 100%

2 RVK

Manager
Decisions
100%

Investment Grade (X%) Manager X ($)
Manager
Decisions

H|gh Yield (X%)

Manager Y ($)




I Summary

Themes for 2016 Assumptions

« Past and future inflation levels are studied and considered given market conditions,
break-even indications, sovereign intervention, and inflation component pricing
behavior. 2016 assumption forecasts a 2.5% long-term expected increase.

« Mean reversion is considered for asset classes demonstrating weak recent returns
and pricing environments. Return decomposition models are run and examined in
light of current and possible future market conditions. Equity returns increased.

* Yield history, current environment, and prospective environments are considered.
US fixed income assumptions assume rising future rates, but also incorporate
improved current yields and spreads.

impact from underlying asset classes. Expectation

Hedge fund assumptions consider the 213 (=L = Valuations Stabilizing
impact from underlying asset classes; Non-US Equity t* Valuations Improving
such as stocks, bonds, and cash. Fixed Income — Higher Interest Rates

? RVK
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RVK 2016 Assumptions

Year-over-Year Changes

Asset Class

Global Equity

Large/Mid Cap US Equity
Small Cap US Equity

Dev'd Large/Mid Cap Int'l Equity
Dev'd Small Cap Int'l Equity

Return
(Arithmetic)

7.80%

7.00%
7.50%

8.00%
8.50%

2015

Standard
Deviation

18.35%

17.75%
21.25%

19.00%
23.00%

Return
(Compound)

6.27%

5.56%
5.46%

6.37%
6.14%

Return
(Arithmetic)

7.90% 18.35% 6.37%

7.00%
7.75%

8.25%
8.50%

2016

Standard
Deviation

17.75%
21.25%

19.00%
23.00%

Return
(Compound)

5.56%
5.71%

6.62%
6.14%

Intermediate Duration Fixed Income 3.50% 6.00% 3.33% 3.50% 6.00% 3.33%
Non-US Dev'd Sovereign Fixed Income UH 2.50% 10.50% 1.97% 2.25% 10.50% 1.72%
High Yield 6.00% 15.00% 4.95% 6.50% 15.00% 5.46%

Core Real Estate
Non-Core Real Estate

Private Equity 10.50% 26.00% 7.56% 10.25% 25.50% 7.41%
Timber 7.50% 14.50% 6.54% 7.25% 14.50% 6.28%
e et rYS—N—<Gu=—LUHYYY Y Y Y Y Y Y Y Y Y Y Y YY)
Cash Equivalents 2.25% 3.00% 2.21% 2.25% 3.00% 2.21%
US Inflation 2.50% 3.00% 2.46% 2.50% 3.00% 2.46%

6.75%
9.75%

12.50%
22.50%

6.03%
7.51%

6.50%
9.50%

12.50%
22.50%

5.77%
7.26%

Change (2016 - 2015)

Return

(Arithmetic)

0.10%

0.00%
0.25%

0.25%
0.00%

0.00%
-0.25%
0.50%

-0.25%
-0.25%

-0.25%
-0.25%

0.00%
0.00%

Standard
Deviation

0.00%

0.00%
0.00%

0.00%
0.00%

0.00%
0.00%
0.00%

0.00%
0.00%

-0.50%
0.00%

0.00%
0.00%

Return
(Compound)

0.10%

0.00%
0.25%

0.25%
0.00%

0.00%
-0.25%
0.50%

-0.25%
-0.25%

-0.15%
-0.25%

0.00%
0.00%

Yellow highlighted cells indicate values are being calculated based on a roll up of underlying asset classes.

Global Equity is a combination of 52.9% Broad US Equity and 47.1% Broad Intemational Equity.

Broad US Equity is a combination of 92.6% Large/Mid Cap US Equity and 7.3% Small Cap US Equity.

Broad International Equity is a combination of 68.5% Devd Large/Mid Cap Int| Equity, 10.8% Devd Small Cap Int! Equity, and 20.7% Emerging Markets Equity.
Convertibles is combination of 70.0% Broad US Equity and 30.0% Int. Duration Fixed Income.

Diversified Inflation Strategies is a combination of 1/3 TIPS, 1/3 Global REITs, and 1/3 Commodities.

The Custom GTAA Index is comprised of 30% Global Equities, 25% Intermediate Duration Fixed Income, 5% Non-US Devd Sovereign Fixed Income UH, 10% Emerging Markets Debt Local, 10% TIPS, 10% High Yield Fixed Income, and 10% Commaodities.

The Custom DIS Index is comprised of 1/3 BC US Try: US TIPS Index, 1/3 MSCI World Real Estate Index, and 1/3DJ-UBS Commodity Index.
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RVK 2016 Capital Markets Line
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RVK 2016 Correlation Matrix

Interrelationship of Various Asset Class Pairings

' . : . Dev'd :
Cash Int. Duration N(_)n-US pevd ngh vield  Large/Mid Small Cap Large/Mid Dev'd Small Emerging SOl Private
Equivalents Fixed Income BUECHACONE BUEd Cap .US US Equity Int'l Int'l Equity Markgts hed Equity
UH Income =o[V]14Y Equit = [V]14% Estate
Cash Equivalents 1 0.24 0.14 -0.03 0.02 -0.01 -0.05 -0.10 -0.08 0.14 0.07
Int. Duration Fixed Income 0.24 1 0.42 0.28 0.17 0.07 -0.01 0.05 -0.02 -0.06 -0.26
Non-US Dev'd Fixed Income 0.14 0.42 1 0.12 0.07 0.00 0.34 0.38 0.18 -0.04 -0.16
High Yield Fixed Income -0.03 0.28 0.12 1 0.60 0.62 0.66 0.70 0.65 0.11 0.51
Large/Mid Cap US Equity 0.02 0.17 0.07 0.60 1 0.84 0.83 0.76 0.74 0.22 0.73
Small Cap US Equity -0.01 0.07 0.00 0.62 0.84 1 0.75 0.74 0.72 0.18 0.69
Dev'd Large/Mid Int'l Equity -0.05 -0.01 0.34 0.66 0.83 0.75 1 0.92 0.81 0.31 0.74
Dev'd Small Int'l Equity -0.10 0.05 0.38 0.70 0.76 0.74 0.92 1 0.85 0.35 0.69
Emerging Markets Equity -0.08 -0.02 0.18 0.65 0.74 0.72 0.81 0.85 1 0.23 0.66
Core Real Estate 0.14 -0.06 -0.04 0.11 0.22 0.18 0.31 0.35 0.23 1 0.60
Private Equity 0.07 -0.26 -0.16 0.51 0.73 0.69 0.74 0.69 0.66 0.60 1

Correlation greater than 0.50
Correlation between 0.00 and 0.50
Correlation less than 0.00

; RVK




Historical Perspective
Return and Risk Ranges

Annual Returns (%)
10 Years

Minimum Maximum Average 12/31/2015
S& P 500 -4.95 21.43 10.41 7.31
US Int Govt 1.17 13.73 5.42 4.13
60/40 0.48 16.84 8.77 6.39

Minimum Maximum Average 12/31/2015
S&P 500 1.89 18.25 11.14 8.19
US Int Govt 1.58 10.50 5.50 4.91
60/40 3.52 15.18 9.2 7.24

Minimum Maximum Average 12/31/2015
S&P 500 7.80 14.78 11.25 10.37
US Int Govt 2.21 8.89 5.63 6.28
60/40 6.51 12.44 9.31 9.06

7 RVK




CAPE (Shiller) Model Results

25%

20%

15%

10%

5%

0%

10-Year Forward S&P 500 Returns (Annualized, %)

-5%

-10%

Forward 10-Year Return:
1926-2005 Correlation: -74% +1926-1929
Dec 2015 P/E Ratio*: 26
YO Dec 2015 Trendline: 4.88%
¢ 1930-1949
1950-1969
1970-1989
© 1990-2005

y =-0.0059x + 0.2019
R2=0.5431

5 10 15 20 25 30 35 40 45 50

Shiller S&P 500 P/E Ratio (Normalized Real 10-Year)

* Dec 2015 P/E Ratio uses June 2015 S&P 500 earnings for the months of July — Dec (earnings not released yet)
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10-Year Forward Barclays US Aggregate Bond

Yield Model Results

Index Returns (Annualized, %)

18% -

Forward 10-Year Return:
16% - 1976-2005 Correlation: 92% y =0.8853x + 0.0119
Dec. 31, 2015 YTW: 2.6% R?=0.8326 .
14% Dec. 31, 2015 Trendline: 3.48% N
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10% -
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6% -
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2% 1 1 1 1 1 1 1 J
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I Efficient Hedging of Equity Risk in Total Fund Structure
« As we address this topic, you need to know that RVK:

o Does not have “house favorites” when it comes to asset classes —
including Hedge Funds — nor implementing managers or strategies.

o Our goal is the most optimally structured total fund possible.

 We will recommend the use of whatever asset classes, the creation of
whatever mandates and the use of whatever managers we feel are
most likely to accomplish that goal.

» The objectives of the total fund are our sole consideration at all times.

RVK




I Overview

What do we want you to take away from this presentation?

A perpetual fund with long-term liabilities, but not facing short-term liquidity
pressures, needs substantial equity beta as the core of its long-term
iInvestment strategy.

A substantial equity beta carries with it an equally substantial amount of
volatility risk for the total fund.

Diversification around that equity beta core is critical to reducing volatility risk.
How much volatility dampening diversification is prudent is best decided in an
Asset/Liability Study.

The challenge we all face is what diversifying allocations offer the most
attractive options for curbing the volatility risk that stems from the core equity
beta.

There is an approach to sorting through the options for curbing equity beta
driven volatility that is logical, disciplined and difficult.

That approach, to succeed, must have a long-term focus, yet adapt when
major changes in the capital markets dictate.

RVK




The Equity Driven Core

Consists of public equity, private equity plus segments of other asset

classes that tend to move in some substantial manner with public equity —

e.g., High Yield Fixed Income, Risk Real Estate.

The Montana Public Employees’ Retirement Fund (PERS), had an
estimated total equity investment of 56% while the median public fund
allocation was slightly above 51%. (fund 20)

79 of 79 funds invest in Equity (%)

83.25

77.70

7215

66.60

61.05

55.50

49.95
44.40

38.85

ol [
33.30

2775 I
22.20

16.65

11.10

5.

[43]
th

0.00
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M uUs Equity B international Equity Emerging Markets [l Global Equity

— Universe Median: 51.12

Based on RVK’s June 30, 2015 Public Funds Report.
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Equity Beta - MTBOI Public Employees’ Retirement
Fund

* Equity beta levels vary significantly across public funds, MTBOI has
exhibited modest levels of equity beta compared to peers.

« Montana PERS (fund 20) had an equity beta of 0.60, while the Public
Fund median equity beta was 0.62.

78 of 79 funds provided Total Fund returns for this time period

With a beta of 0.60, Fund 20 received a percentile rank of 62
0.80

0.70

0.60
0.50
0.40
0.30
0.20
0.10 |
0.00
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= Universe Median: 0.62

Based on RVK'’s June 30, 2015 Public Funds Report.




Equity Drives Volatility Risk
 Below is an analysis of how much of the projected volatility of the

Montana PERS Fund, is driven largely by the current allocation to
equity.

PERS Expected Contribution to Total Portfolio Volatility

70 66.6

60

50

39.59
40
31.75
30
22.44
20 15.85
9.58 1136
10
1.43 . 0.22 1.18 0 0
0 I —
Domestic Equity International Equity Domestic Fixed Real Estate Short-term Investment Private Equity
Income Pool (STIP)
mCurrent Allocation (%) m Contribution to Volatility Risk (%)

Asset Class volatility expectations based on RVK’s 2016 Capital Market Assumptions. Montana PERS allocations as of 12/31/2015. Private Equity does
not express its full volatility because of its less frequent mark to market as well as the lagged nature of its returns. Volatility is a short-duration financial
indicator of risk.

RVK




Hedging Equity Volatility

 What are potential diversifying allocations that can reduce the effect of
equity driven volatility risk at MTBOI?
oCash — currently utilized
oFixed Income — currently utilized
oReal Estate — currently utilized
oCommodities — not utilized, although a Timber allocation exists
oHedge Funds — not utilized as an asset class, but utilized as a strategy

Rolling 3 Year Correlation to S&P 500
1.00
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e Fed NCOME  e—Fegl Estate Hedge Funds e Commodities — esCgsh

Some Hedge Fund-like strategies are utilized by MTBOI. For example, 130/30 equity strategies in the MTBOI Domestic Equity Pool.
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I Broader Questions

 The Questions for MTBOI are ...
o How much should equity-driven risk be reduced?

* This is a question that should be decided by the cumulative effect of
all diversifiers selected and their combined effect on expected return
and risk (and considerations of liquidity). The only definitive means
for answering this question is a comprehensive Asset/Liability Study
followed by an Asset Allocation Studly.

o How do Hedge Fund strategies and other diversifiers compete for
diversification benefits for MTBOI’s total fund?

 The competition between diversifying asset classes and strategies is
best executed within a full Asset Allocation Study.

« Key Point: Allocations to Hedge Fund strategies should reflect how Hedge
Fund strategies compare with those other diversifying alternatives and how
they are implemented.

RVK
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I Diversifier Characteristics

 Available diversifiers come with specific attributes in specific Capital Market
environments:

0 Expected return

Expected risk (volatility)

Expected ability to curb total fund volatility risk (correlation)
Fees

Liquidity

Required Resources

O O O O O

RVK




A Quick Comparison of the Competing Alternatives

Expected

Ability to Hedge
Equity Beta Liquidity
(Correlation)*

Expected

Asset Class Arithmetic Volatility*

Return*

Cash 2.25% 3.00% 0.01 Low Daily

Fixed Income 3.50% 6.00% 0.18 Low Daily

Hedge Funds 6.50% 9.50% 0.51 High QUEIEY (2
Annually

Real Estate 6.50% 12.50% 0.23 Moderate to High ~ SUarterly to Semi-

Annually
Commodities 6.00% 19.75% 0.31 Low to Moderate Daily to Monthly
Based on RVK'’s 2016 Capital Markets Assumptions. R V K




A General Idea of How that Competition Looks Today

 Depending on the degree of total fund risk the MTBOI Board feels is
prudent, Hedge Fund strategies may be deemed desirable using the five
attributes noted earlier range as noted in the table below:

- Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5

Total Equity 35% 44% 49% 55% 70%

Hedge Funds 15% 15% 15% 15% 0%

Other Equity

0 0 0 0 0
Hedging Assets 50% 41% 36% 30% 30%
Expected Risk 9.1% 10.7% 11.5% 12.4% 14.0%
Expected 0 0 0 0 0
Arithmetic Return 6.2% 6.6% 6.8% 7.1% 7.3%
Total equity consists of public equities. R V K
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I What if Capital Markets Conditions Were Different?

 For example, what if the attributes presented today looked as follows:

Asset Class

Expected
Return

Expected Volatility

Expected Ability
to Hedge Equity
Beta

Liquidity

Cash

Fixed Income

Hedge Funds

Real Estate

Commodities

4.25%

6.50%

6.50%

7.50%

7.00%

3.00%

6.00%

9.50%

12.50%

19.75%

11

0.01

0.18

0.51

0.23

0.31

Low

Low

High

Moderate to High

Low to Moderate

Daily

Daily

Quarterly to
Annually

Quarterly to Semi-
Annually

Daily to Monthly

RVK




What if Capital Markets Conditions Were Different?

The optimal use of equity diversifiers changes dramatically as capital
markets conditions change.

Current Capital Markets Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5

Hedge Funds 15% 15% 15% 15% 0%
Other Equity Hedging 50% 41% 36% 30% 30%
Assets

Alternate Capital Markets Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5
Hedge Funds 3% 0% 0% 0% 0%
Other Equity Hedging 59% 49% 44% 39% 30%
Assets

 Key point: The use of Hedge Fund strategies in the total fund can flex
depending on current capital market expectations and conditions.

/A RVK
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I But! Not All Hedge Fund Strategies are the Same!

 Hedge Funds are an “engineered asset class” and this means that the
selection of Hedge Fund strategies within the allocation can produce widely
varying attributes.

« Key Points on choosing a Hedge Fund strategy allocation:
1. Itis important to decide what type of Hedge Fund to use.

2. And how that Hedge Fund is deployed within the established
portfolio asset classes.

 The table below compares the attributes of various Hedge Fund strategies.
Hedge Fund strategies often exhibit independent characteristics that each
have unique risks, costs, and benefits associated with them.

- Annualized Return Annualized StDev | Correlation to MSCI

Fund 1 (Macro/Trend) 7.13 15.01 -0.07
Fund 2 (Multi-Strategy) 8.06 6.8 0.62
Fund 3 (Equity/Activist) 8.85 13.13 0.69
MSCI ACWI 4.76 16.86 1.00

RVK
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I The First Alternative Structural Paradigm to Consider

1. Paradigm: Traditional Asset Allocation and Enhanced Diversification:

 While the core considerations regarding the equity core, equity core driven
total fund volatility, and the need to constrain them remain, Hedge Fund
strategies (and all diversifying allocations) can be competed and implemented
not as standalone allocations, but rather within a structured basket of
exposures, sometimes referred to as the “opportunistic”’ allocation.

 Fixed Income, Traditional Real Estate, and Cash typically receive their own
standalone allocations under this alternative total fund structure. But a host of
other strategies — including many niche investment exposures — compete for
space within the “opportunistic bucket” of a total fund structure.

RVK
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A Visual lllustration of Two Approaches

Traditional Allocation

Enhanced Diversification

mTraditional Equity m Traditional Fixed Income
Real Estate ® Private Equity
mHedge Funds

m Traditional Equity

Real Estate
m HF - Macro Discretionary
mHF - Equity Market Neutral
mHF - Distressed/Event

15

m Traditional Fixed Income
m Private Equity

= HF - Macro Trend/CTA
mHF - Equity Activist

mHF - Fixed Income Arb.
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I Other Alternative Structural Paradigms to Consider

Is it possible to constrain equity core driven volatility efficiently in other
ways beyond Asset Allocation?

* Yes, with additional risks, fees and expenses through two other diversifying
paradigms:

2. Paradigm: By implementing a risk parity based on the total fund structure.

— Trade-offs: MTBOI would need to take on substantial leverage (borrow
capital) and expose the fund to interest rate and execution risk.

OR
3. Paradigm: By employing total fund talil risk overlays to the total fund.

— Trade-offs: MTBOI would need to forego some cash income, some equity
return and add fees (in some combination).

RVK
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I There’s More!

 There are many other issues related to Hedge Fund allocations
and implementation relating to:
o Liquidity
Implementation strategies
Internal and external resources necessary for implementation
Overlap with strategies and exposures in other asset class allocations
And more...

RVK
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I Summary

e So let’s quickly return to our key takeaways:

o A perpetual fund with long-term liabilities (and moderate or greater return
requirements), but not facing short-term liquidity pressures, needs to have
a substantial equity beta as the core of its long-term investment strategy.

0 A substantial equity beta carries with it an equally substantial amount of
volatility risk for the total fund.

o Diversification around that equity beta core is critical to reducing that
volatility risk. How much volatility dampening diversification is prudent is
best decided in an Asset/Liability Study.

o The challenge we all face is what diversifying allocations offer the most
attractive options for curbing the volatility risk that stems from that core
equity beta.

o There is an approach to sorting through the options for curbing equity
driven volatility that is logical, disciplined, and difficult.

o That approach to succeed must have a long-term focus yet adapt when
major changes in the capital markets dictate.

RVK
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I Questions?
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Disclaimer of Warranties and Limitation of Liability - This document was prepared by RVK; Inc: (RVK) and may include
information and data from some or all of the following sources: client staff; custodian banks; investment managers;
specialty investment consultants; actuaries; plan administrators/record-keepers; index providers; as well as other o
third-party sources as directed by.the client or as we believe necessary or appropriate. RVK has taken
reasonable care to ensure the'accuracy, of the information or. data, but'makes no warranties and disclaims:
responsibility:for the accuracy or'completeness of information’or data provided or-methodologies
employed by any external source. This documentis provided for the client's internal use only
and does not constitute a recommendation by RVK: or'an offer of, or a solicitation for, any
particular security and it is not intended to convey. any guarantees as to'the future
performance of the investment products, asset classes, or capital markets.
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MEMORANDUM Montana Board of Investments

Department of Commerce
2401 Colonial Drive, 3" Floor
Helena, MT 59601 (406) 444-0001

To: Members of the Board
From: David Ewer, Executive Director
Date: April 5, 2015

Subject:  Executive Director Reports

Member Requests or Committee Requests or Follow up from Prior Meeting
Board members identified three items for additional staff attention.

1. The Executive and Deputy Director are to provide direct, hands-on support and training to the
staff with new supervisory duties. We are taking direct involvement with this task.

2. Updated organizational chart. (Addressed below)

3. More detail for underwriting Intercap loans when involving the USDA Rural Development
program. Will be addressed at the May Board meeting.

Monthly Snapshot-Included under this Tab

Organizational Chart-Included under this Tab-Human Resource Committee Agenda ltem

In-State Loan Officer-Human Resource Committee Agenda Item

Invitation for Budget Officer to Consider Purchase of BOI buildings

The Board as fiduciary owns four buildings and one vacant property. Staff has approached the
Budget Office to consider a sale of three properties: 100 N. Park, 1712 9™ Avenue and 2273 Boot
Hill Court (Bozeman).

Funding for building is a lengthy budget process. The legislature would have to approve any
purchase; the Board would not be obligated or be compelled to sell these properties.




MBOI Snapshot

As of 2/29/2016
MBOI Internal/External MBOI Active/Passive Pension Internal/External Pension Active/Passive Pension by Asset Type
External Passive Pension Pool NAV Market Value % Policy Range
49% Passive Internal 329 MONTANA DOMESTIC EQUITY POOL $3,481,573,334 36.42% 28 - 44%
20% 23% MONTANA INTERNATIONAL POOL $1,449,100,018 15.16% 14 - 22%
MONTANA PRIVATE EQUITY POOL $1,118,621,956 11.70% 9-15%
MONTANA REAL ESTATE POOL $942,985,722 9.86% 6-10%
RETIREMENT FUNDS BOND POOL $2,270,914,622 23.75% 22-30%
SHORT TERM INVESTMENT POOL $296,997,950 3.11% 1-5%
External Total $9,560,193,601 100.00%
Active 77% Active SHORT TERM
Internal 80% 68% INVESTMENT
51% -
Total Pensions POOL
Internal External Active Passive Internal External Active Passive 3.1%  MONTANA
$8,245,882,130 $7,858,114,302  $12,876,751,740  $3,227,244,693 $2,219,106,834 $ 7,341,086,767 $ 6,488,118078 $ 3,072,075,523 RETIREMENT DOMESTIC
51.20% 48.80% 79.96% 20.04% 23.21% 76.79% 67.87% 3213%  FUNDSBOND EQUITY POOL
Grand Total $ 16,103,996,433 Grand Total $9,560,193,601 o 36.4%
Investment Pools Pension by Plan
Market Value % Fund Participant Market Value %
MONTANA DOMESTIC EQUITY POOL $3,481,573,334 24.40% PUBLIC EMPLOYEES' RETIREMENT $4,792,755,236 50.13%
SHORT TERM INVESTMENT POOL $2,698,729,330 18.91%) TEACHERS' RETIREMENT $3,465,918,929 36.25%
TRUST FUNDS INVESTMENT POOL $2,305,804,879 16.16% FIREFIGHTERS' RETIREMENT $322,145,237 3.37%
RETIREMENT FUNDS BOND POOL $2,270,914,622 15.92%) POLICE RETIREMENT $314,894,018 3.29%
MONTANA INTERNATIONAL POOL $1,449,100,018 10.16% SHERRIF'S RETIREMENT $283,258,417 2.96%
MONTANA PRIVATE EQUITY POOL $1,118,621,956 7.84% GAME WARDEN'S RETIREMENT $144,798,610 1.51% MEos’:/ITAS:goEfL
MONTANA REAL ESTATE POOL $942,985,722 6.61%)| HIGHWAY PATROL RETIREMENT $122,497,419 1.28%
Asset Total $14,267,729,860 100.00% JUDGES' RETIREMENT $83,044,164 0.87% 5% MONTANA MONTANA
el T PRIVATE EQUITY INTERNATIONAL
Coal Tax Trust VOL. FIREMANS' RETIREMENT $30,881,572 0.32% POOL pPoOL
Market Value % Total $9,560,193,601 100.00% 11.7% 132%
ECONOMIC DEVELOPMENT TRUST 92,713,794 8.99% Top 10 Non-Pension Accounts STIP
SHORT TERM INVESTMENT POOL 3,777,501 0.37% Market Value % Account # Accounts % Total  Total Market Value
TRUST FUNDS INVESTMENT POOL 88,936,293 8.62%) STATE FUND INSURANCE $1,442,377,718 28.87% Total State 317 73.21% 1,975,751,139
PERMANENT COAL TRUST 562,205,204 54.51% TREASURERS FUND $798,006,043 15.98% Total Local 165 26.79% 722,978,191
IN-STATE LOANS 122,631,003 11.89%) PUBLIC SCHOOL TRUST $680,435,426 13.62% Total STIP 482 100.00% 2,698,729,330
VHLM Mortgages 30,465,502 2.95%| STATE AGENCY OTHER $607,287,754 12.16% Average Current Month STIP Yield: 0.5097%
SHORT TERM INVESTMENT POOL 9,281,695 0.90%) PERMANENT COAL TRUST $560,625,479 11.22%
TRUST FUNDS INVESTMENT POOL 399,827,004 38.76% TREASURE STATE ENDOWMENT $280,402,605 5.61% Intercap Statistics as of 2/29/16
REGIONAL WATER FUND 96,152,870 9.32% TOBACCO TRUST $197,059,133 3.94% Loans Outstanding $76,141,539
SHORT TERM INVESTMENT POOL 2,724,310 0.26% MONTANA STATE UNIVERSITY $186,073,855 3.73% Bonds Outstanding $106,445,000
TRUST FUNDS INVESTMENT POOL 93,428,559 9.06% UCFRB RESTORATION $121,516,847 2.43% # of Borrowers 183
TREASURE STATE ENDOWMENT 280,402,605 27.18% UNIVERSITY OF MONTANA $121,476,042 2.43% 2014 Loan Rate 1.55%
IN-STATE LOANS 374,346 0.04%) Total $4,995,260,901 100.00%
SHORT TERM INVESTMENT POOL 5,639,281 0.55%
TRUST FUNDS INVESTMENT POOL 274,388,978 26.60%
Grand Total 1,031,474,472 100.00%




Montana Board of Investments Functional Organization Chart
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MEMORANDUM Montana Board of Investments

Department of Commerce
2401 Colonial Drive, 3" Floor
Helena, MT 59601 (406) 444-0001

To: Members of the Board

From: Ethan Hurley, Director of Private Investments
Date: April 5, 2016

Subject: Montana Private Equity Pool (MPEP)

Following this memo are the items listed below:

(1) New Commitments:
The table below summarizes the investment decisions made by staff since the last board
meeting. Two new commitments were made to Tenex Capital Partners II, LP and DFW
Capital Partners V, LP for $35M and $20M, respectively. Investment briefs summarizing
these funds and the general partners follow.

Fund Name Vintage Subclass Sector Amount Date
Tenex Capital 2016 Buyout Diversified $35M 3/15/16
Partners 11, LP

DFW Capital o
Partners V, LP 2016 Buyout Diversified $20M 2/29/16
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‘ MEMORANDUM Montana Board of Investments

Department of Commerce
2401 Colonial Drive, 3" Floor
Helena, MT 59601 (406) 444-0001

To: Wers of the Board
From: V;}Z%avid Ewer, Executive Director

Date: April 5, 2016
Subject: General Review and Revisions to Governance Policy
Overview

Each April, the work plan provides for a review of all policies. Given the number of recommendations
regarding pension investments and other areas in governance, staff will present policy
recommendations for STIP, trust funds, internal controls and others at the May meeting.

Pensions: a separate memorandum in the Board packet from the CIO presents the staff
recommendations to revise the Board’s pension policy. Policies are currently fragmented between a
general pension policy and seven additional investment pool policies. Staff proposes to consolidate
most of these policies into a single unified policy

Ethics: as presented below, staff recommends a change to allow reimbursement by an existing private
asset general partner for travel, meals and other expenses under certain circumstances when the Board
already is a limited partner to the private asset fund.

In reviewing the many appendices in the Governance Policy, there is no consistent presentation format.
Several have no numbered frame of reference. Staff will be recommending specific format changes at a
subsequent meeting so that any future amendments will be clearly identifiable by number within
existing policy.

Governance Policy - Proposed Staff Recommended Revisions

1. BOARD MEMBER AUTHORITIES, DUTIES, AND ROLES

‘ Il. Sec 7 Board Meeting Frequency and Recording - The Board meets at least quarterly and is subject to
the call of the Chairperson if additional meetings are required. The frequency of Board meetings is
subject to change at the direction of the Board. Board meetings are recorded as provided by 2-3-214,
MCA. - Decision

Il. Sec 14 Selection of Custodial Bank and Investment Consultant - While this Governance Manual
delegates general contracting authority to the Executive Director, the Board reserves the right and the
authority to make the final selection of the Custodial Bank and the Investment Consultant after which
the Executive Director shall negotiate a contract. The Board’s powers are specifically circumscribed
under 17-6-101 for custodial/depository banking services, and 18-4-122 et. seq. pertaining to the State’s
procurement laws. - Decision




IlIl. DELEGATION OF AUTHORITY TO STAFF

The Board delegates to its the Executive Director and the Chief Investment Officer the following day to
day duties required to carry out the Board’s mission.

lll. Sec 1 Executive Director - The Executive Director is empowered by the Board to administratively
supervise all Board staff and to delegate responsibilities and work assignments as necessary, to
authorize expenditures, all travel, and to sign any and all documents required to conduct Board
business, unless there are specific written policies or instructions from the Board to the contrary. These
documents include, but are not limited to vendor contracts, commitments to investment managers,
invoices, official letters detailing the position of the Board on any matter, resolutions approved by the
Board, leases for Board owned buildings, authorizations to renovate and repair Board owned buildings,
staff time sheets, and staff job descriptions. In exercising the delegated authority, the Executive Director
shall provide the Board with the information and reports necessary for the Board to fulfill its fiduciary
duty in monitoring and reviewing the actions of the Board staff and operations. - Decision

lll. Sec 7 All Other Contracts - For all contracts not specifically investment manager contracts, such
contracts both competitive and sole source, shall be processed according to the State’s procurement
and contracting laws. The Executive Director is authorized to negotiate and enter into all contracts
necessary to carry out the Board’s mission without advance approval of the Board, except for contracts
with the Board’s Custodial Bank and Investment Consultant. The Board shall approve (as limited by
statute) the selection of the Custodial Bank and the Investment Consultant after which the Executive
Director shall negotiate contracts with the firms. The Executive Director may approve contract
extensions for which the Custodial Bank and Investment Consultant are eligible under the original
contract terms. In compliance with state requirements and Board policies review by the Board’s Legal
Counsel is required for all contracts. - Decision

Ill. Sec 7, Part A Legal Services - The Board delegates to the Executive Director the authority to provide
appropriate legal representation for all Board activities. The Executive Director shall contract for legal
services and ensure that there is no lapse in service. Legal services may be provided by a combination of
private legal services contract, the Department of Commerce Legal Counsel, and the Attorney General’s
offices as appropriate. The Executive Director shall also ensure that the Board has legal representation
for any class action litigation to which it is entitled to participate. (No Recommended Changes)

For informational purposes only:

e Board’s general counsel: Luxan & Murfitt, general Board business including most contract review

e Department of Commerce Counsel: all FOIA matters, all human resource matters

e Jackson Walker: for specific services related to private equity, real estate and other private
investments

e Dorsey & Whitney: Board’s bond counsel as an issuer of tax exempt bonds

e Jackson, Murdo & Grant P.C.: underwriter’s counsel for Board’s bond underwritings

e |ce Miller: for services specifically related to tax matters related to pensions

e Barrack, Rodos & Bacine and Bernstein; and Litowitz, Berger & Grossmann LLP: serve as the
Board’s monitoring firms for possible securities class actions



Appendix B - Ethics Policy

I1l. Rationale for the Board of Investments Code of Ethics

The Board’s composition does not lend itself to the “pay to play” problems that have been discovered in
other investment Boards. There are no elected officials on the Board as voting members nor do any
elected officials exert any influence on the Board’s decision-making process. Therefore, campaign
contributions to any Montana elected official will have no impact on the Board’s decision to hire or fire
an investment vendor, make or deny a loan, or to conduct business with a political contributor.

Perhaps the greatest potential for conflicts of interest of Board members and staff is with private
investment vendor relationships. The Board’s mission requires it to have numerous relationships with
these vendors; including investment managers, investment brokers, investment consultants, investment
and custodian banks, and commercial banks. Vendors selected by the Board to provide these services will
receive millions in fees during the contract period. Therefore, the process for establishing and
terminating these relationships must be based on well-established protocol. When existing and potential
vendors provide any type of financial benefits to persons who are ultimately responsible for selecting and
maintaining these relationships a potential conflict could exist.

The type of “financial benefit” does not have to be direct to create a potential conflict of interest. There
are firms in the investment business who sponsor conferences couched as educational in nature but are
in fact a not so subtle attempt to get “buyers” and “sellers” of services (vendors) in the same place at the
same time. Generally, the service “buyers”, such as the Board are provided a host of “free” amenities to
attend and mix with potential vendors. Basically, it is the vendors paying for the amenities provided free
to the buyers. While it is difficult to put a dollar value on these amenities, the cost to the vendors of
providing free services to potential buyers is a “gift equivalent.”

This restriction does not apply to meals/beverages provided at investor conferences held by General
Partners in which the Board is a Limited Partner_or investment managers already hired by the Board. Fhis

he onlv oBBo aitv-Board-Membe hava to maee nd inta aith othe mitad P na nd

IV.Sec1Part A

Board members/staff shall not attend conferences if any of the actual costs to the Board of attending
such conferences are subsidized by current or potential investment vendors. However, Board
members/staff may attend if the Board pays the actual cost for such attendance. If the conference is
truly educational and otherwise worthwhile Board funds should be used to cover costs for member/staff
attendance. These costs would include transportation, lodging, meals, and reasonable registration fees.

This restriction does not apply to meals/beverages provided at investor conferences held by General
Partners in which the Board is a Limited Partner or investment managers already hired by the Board. as




This restriction does not apply where the Board participates on a Limited Partner Advisory Committee

(“LPAC”) and the limited partnership agreement or other legal documents entered into by the General
Partner and the Limited Partners explicitly provide for LPAC members to be reimbursed for reasonable
expenses related to travel, lodging and meals incurred while attending LPAC meetings. - Decision

IV. Sec 1 PartF

The above meal restriction does not apply to Board members/staff attending meetings held by the
General Partner of private equity funds, private real estate funds, or other private funds in which the
Board is a Limited Partner or investment managers already hired by the Board. - Decision

Appendix C - Loan Committee Charter, Under “Committee Duties and Responsibilities”

permitted-by-taw— Decision

parameters— Decision

Appendix D - Audit Committee Charter

Authority
The Audit Committee has authority to conduct or authorize an investigations on-irte any matters within
its scope of responsibility. It is empowered to:

® Retain outside counsel, accountants, or others to advise the committee or assist in the
conduct of an investigation.

e Seek any information it requires from employees — all of whom are directed to cooperate
with the committee’s requests — or external parties.

e Meet with Board officers, external auditors, or outside counsel, as necessary. - Decision




Reporting Responsibilities

Regularly report to the Board following each Audit Committee meeting about committee
activities, issues, and related recommendations.

Provide an open avenue of communication between-irternal-audit the external auditors; and
the Board.

Report at least annually to the Board how the committee has fully discharged all of its
responsibilities for the period being reported.

7 7
ommittee’ om Hion e ncihilitin

Review any other reports the Board issues that relate to committee responsibilities.

Other Responsibilities

Perform other activities related to this charter as requested by the Board.

st i Linvestiaati lod

Review and assess the adequacy of the committee charter annually, requesting Board
approval for proposed changes.

Decision
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MONTANA BOARD OF INVESTMENTS

MONTANA STATE FUND INSURANCE—NEWFEND-(MB26)-FUND-06035)
INVESTMENT POLICY STATEMENT

INFRODUCTIONLEGAL AND CONST

ITUTIONAL AUTHORITY

The Montana Constitution, Article VIII, Section 13, requires that the Legislature provide for a Unified

Investment Program for public funds. Section 17-6-201, MCA established the Unified Investment
Program, created the Montana Board of Investments (the “Board) and gave the Board sole authority to
invest state funds, including Montana State Fund in accordance with state law and the state constitution.

INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for Montana State Fund
investments under the guidance of the Board. The Board manages the assets under the prudent expert
principle (Section 17-6-201 MCA), which provides:

that the Board shall manage a portfolio

a) With the care, skill, prudence, and diligence, under the circumstances then prevailing,
that a prudent man acting in a like capacity and familiar with such matters would use in
the conduct of an enterprise of a like character and with like aims;

b) Diversify the holdings of each fund within the unified investment program to minimize the
risk of loss and to maximize the rate of return unless, under the circumstances, it is
clearly prudent not to do so; and

c) Discharge the duties solely in the interest of and for the benefit of the funds forming the
unified investment program

The Montana Constitution, Article VIII, Section 13 (4) requires-that-:

“Investment of state compensation insurance fund assets shall be managed in a fiduciary
capacity in the same manner that a prudent expert acting in a fiduciary capacity and familiar
with the circumstances would use in the conduct of a private insurance organization. State
compensation insurance fund assets may be invested in private corporate capital stock.
However, the stock investments shall not exceed 25 percent of the book value of the state
compensation insurance fund's total invested assets.”’

Montana State Fund investments are subject to Title 33, Chapter 12 of the Montana Code. The purpose
of Chapter 12 (Insurer Investments) “is to protect the interests of insureds by promoting insurer
solvency and financial strength.”
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MONTANA BOARD OF INVESTMENTS

MONTANA STATE FUND INSURANCE—NEWFEND-(MB26)-FUND-06035)
INVESTMENT POLICY STATEMENT

Attaining investment returns that assist Montana State Fund in meeting liabilities as well as
maintaining stable, cost effective rates for workers’ compensation insurance. Montana State Fund is the
guaranteed provider of workers’ compensation insurance. Workers’ compensation benefit payments
typically require immediate medical payments and then ongoing medical and indemnity benefits that can
span 40 vyears. Therefore, it is important to have a well-diversified, high quality portfolio that is
positioned for the long term.

Primary investment objectives:
1. Provide investment income by assuming a prudent amount of risk
2. Preserve principal by diversifying the portfolio across risk factors
Secondary investment objective:
1. Long term capital appreciation in excess of inflation

Performance:

Success in attaining the return objectives will be measured against:
1. The income component of the Barclays Capital Government / Credit Intermediate Term Index

versus the income component of the State Fund Investment Pool.

+:2.+The return on the Barclays Capital Government / Credit Intermediate Term Index, the return on
the S&P 500 index and the return on the MSCI ACWI Ex U.S. Index (international equity
index), and the return of the NCREIF ODCE index (real estate), each weighted proportionately
to the portfolio’s holdings, over a five-year moving average.

The Board expects to meet or exceed these objectives over a long-term investment horizon. Over shorter
periods, the anticipated market volatility and specific actions, including risk mitigation efforts of the
Board may lead to unfavorable, but expected, deviation from these objectives.

ASSET ALLOCATION - STATE FUND INVESTMENT PORTFOLIO (SFIP)

Fixed Income: A minimum of 75% of the market value of the SFIP will be invested in an internally
managed fixed income portfolio.

Public Equities: A maximum of 15% of the market value of the SFIP will be invested in public
equities. The allocation to public equities is targeted at 10% of total SFIP market value. Investment will
be in publicly-traded stocks of domestic and international companies via the use of passive index funds.
e A maximum of 12% will be invested in an S&P 500 Index Fund
e A maximum of 4% will be invested in an ACWI ex. U.S. Index Fund

Core Real Estate: A maximum of 8% of the market value of the SFIP will be invested in core real
estate. The allocation to core real estate is targeted at 5% of total SFIP market value. Investment will be
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MONTANA BOARD OF INVESTMENTS

MONTANA STATE FUND INSURANCE—NEWFEND-MB26)-(FEND-06035)
INVESTMENT POLICY STATEMENT

in commingled funds which own and operate institutional quality real estate in the traditional property
types (ie. multi-family, office, retail and industrial).

Cash Investments: A minimum of 1% and a maximum of 5% of the market value of the SFIP will be
held in cash investments. Cash investments held at the pool level, any managed account within it, or any
separate account entail an element of credit risk. Thus, only approved cash investment vehicles are
permitted. These include STIP, the custodian’s STIF vehicle or any SEC-registered money market fund
employed by our external asset manager’s all of which specifically address credit risk in their respective
investment guidelines.

PERMITTED FIXED INCOME INVESTMENTS

The fixed income portfolio may only invest in the following:

e Debt obligations of the U.S. Government, including its agencies and instrumentalities.

o Dollar denommated debt obllgatlons of md%grbl%s&praﬂa&enal—Ouam & Foreign

Government entities.

* 2 2

e Dollar denominated debt obligations of domestic and foreign corporations-Y-ankee-bonds)up-to

e Dollar denommated securrtrzed Seeuﬂﬁzed—assets mcludmg U S. Agency mortgage backed pass
through-securities (MBS), nen-agen

U.S. Agency collateralized mortgage obhgatlons (CMOS) commermal mortgage backed
securities (CMBS), hybrid-ARMS-and asset backed securities (ABS).
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MONTANA BOARD OF INVESTMENTS

MONTANA STATE FUND INSURANCE—NEWFEND-(MB26)-FUND-06035)
INVESTMENT POLICY STATEMENT

| CONSTRAINTS-OTHER RESTRICTIONS — FIXED INCOME ALLOCATION

1.

A minimum of 20% of the market value of the SFIP must be held in U.S. Treasury/Agency

2.

securities.
A maximum of 10% of the market value of the SFIP may be held in dollar denominated quasi

[98)

and foreign government securities.
a. Quasi and foreign government securities must be rated equal to or higher than A3 by
Moody’s or A- by S&P at the time of purchase.
A maximum of 60% of the market value of the SFIP may be held in corporate bonds.

A maximum of 20% of the market value of the SFIP may be held in dollar denominated,

international corporate bonds.
a. Exposure to a single foreign jurisdiction may not exceed 10% of the market value of the
SFIP.
A maximum of 20% of the market value of the SFIP may be held in U.S. Agency mortgage

backed securities (MBS & CMO).
A maximum of 5% of the market value of the SFIP may be held in asset backed securities

(ABS).

A maximum of 5% of the market value of the SFIP may be held in commercial mortgage backed

securities (CMBS).
The average duration of the fixed income portfolio will be maintained in a range of + or — 20%

of the index duration.
The average life for individual fixed income securities will be less than 12 vears.

. A maximum of 3% of the market value of the SFIP may be held in a single parent company

11.

issuer, foreign/quasi government issuer or ABS specific pool at the time of purchase; there is no
limit on U.S. Government/Agency securities.

a. Exposure to a single parent company issuer, foreign/quasi government issuer or ABS
specific pool will be limited to 4% of the market value of the SFIP regardless of when
securities were purchased.

Fixed income securities must be investment grade at the time of purchase as determined by

12.

Moody’s (Baa3 or higher) or S&P (BBB- or higher).

a. Securities in the portfolio that drop below investment grade may be held to maturity at
the discretion of the manager. However, the SFIP may not hold more than 5% below
investment grade.

Fixed income securities rated lower than A3 by Moody’s or A- by S&P are limited to 25% of the

13.

market value of the SFIP.
a. In the case of split rated securities, the lowest rating will apply.
A maximum of 15% of the market value of the SFIP may be held in Rule 144a securities,

14.

including a 10% maximum allocation to 144a securities without registration rights.
Securitized assets must be rated a minimum of Aa3 by Moody’s and AA- by S&P at the time of

15.

purchase.
a. Securities in the portfolio that drop below Aa3/AA- may be held to maturity at the

discretion of the manager. However, the SFIP may not hold more than 4% below
Aa3/AA-.
Companion/Residual/Equity tranches of securitized assets are prohibited.

16.

Interest only (I10) and principal only (PO) mortgage strips are prohibited.

17.

Collateralized Bond / Debt / Loan Obligations (CBO’s/CDQ’s/CLQ’s) are prohibited.

18.

The use of derivatives is prohibited.
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19. The use of leverage is prohibited.
20. Convertible securities or securities with an equity component are prohibited.
21. Securities with an inverse floating coupon are prohibited.

MBOI will notify Montana State Fund of any issues out of compliance within 5 days. Should the
portfolio fall out of compliance, a reasonable cure period will be allowed so that compliance can be
obtained through normal maturities or transactions at fair market value if deemed prudent by Staff in
light of prevailing market conditions.
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ADMINISTRATIVE

Securities Lending: Section 17-1-113, MCA, authorizes the Board to lend securities held by the state.
The Board may lend its publicly traded securities held in the investment pools, through an agent, to
other market participants in return for compensation. Currently, through an explicit contract, State Street
Bank and Trust, the state's custodial bank, manages the state's securities lending program. The Board
seeks to assess the risks, such as counterparty and reinvestment risk, associated with each aspect of its
securities lending program. The Board requires borrowers to maintain collateral at 102 percent for
domestic securities and 105 percent for international securities. To ensure that the collateral ratio is
maintained, securities on loan are marked to market daily and the borrower must provide additional
collateral if the value of the securities on loan increases. In addition to the strict collateral requirements
imposed by the Board, the credit quality of approved borrowers is monitored continuously by the
contractor. From time to time, Staff or the investment manager may restrict a security from the loan
program upon notification to State Street Bank. Staff will monitor the securities lending program, and
the CIO will periodically report to the Board on the status of the program.
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LEGAL AND CONSTITUTIONAL AUTHORITY

The Montana Constitution, Article VIII, Section 13, requires that the Legislature provide for a Unified
Investment Program for public funds. Section 17-6-201, MCA established the Unified Investment
Program, created the Montana Board of Investments (the “Board) and gave the Board sole authority to
invest state funds, including Montana State Fund in accordance with state law and the state constitution.

INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for Montana State Fund
investments under the guidance of the Board. The Board manages the assets under the prudent expert
principle (Section 17-6-201 MCA), which provides:

that the Board shall manage a portfolio

a) With the care, skill, prudence, and diligence, under the circumstances then prevailing,
that a prudent man acting in a like capacity and familiar with such matters would use in
the conduct of an enterprise of a like character and with like aims;

b) Diversify the holdings of each fund within the unified investment program to minimize the
risk of loss and to maximize the rate of return unless, under the circumstances, it is
clearly prudent not to do so, and

¢) Discharge the duties solely in the interest of and for the benefit of the funds forming the
unified investment program

The Montana Constitution, Article VIII, Section 13 (4) requires:

“Investment of state compensation insurance fund assets shall be managed in a fiduciary
capacity in the same manner that a prudent expert acting in a fiduciary capacity and familiar
with the circumstances would use in the conduct of a private insurance organization. State
compensation insurance fund assets may be invested in private corporate capital stock.
However, the stock investments shall not exceed 25 percent of the book value of the state
compensation insurance fund's total invested assets.”

Montana State Fund investments are subject to Title 33, Chapter 12 of the Montana Code. The purpose
of Chapter 12 (Insurer Investments) “is fo protect the interests of insureds by promoting insurer
solvency and financial strength.”

OBJECTIVES

Strategic: Attaining investment returns that assist Montana State Fund in meeting liabilities as well as
maintaining stable, cost effective rates for workers’ compensation insurance. Montana State Fund is the
guaranteed provider of workers’ compensation insurance. Workers’ compensation benefit payments
typically require immediate medical payments and then ongoing medical and indemnity benefits that can
span 40 years. Therefore, it is important to have a well-diversified, high quality portfolio that is
positioned for the long term.

Primary investment objectives:
1. Provide investment income by assuming a prudent amount of risk
2. Preserve principal by diversifying the portfolio across risk factors
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Secondary investment objective:
1. Long term capital appreciation in excess of inflation

Performance:
Success in attaining the return objectives will be measured against:
1. The income component of the Barclays Capital Government / Credit Intermediate Term Index
versus the income component of the State Fund Investment Pool.

2. The return on the Barclays Capital Government / Credit Intermediate Term Index, the return on
the S&P 500 index and the return on the MSCI ACWI Ex U.S. Index (international equity
index), and the return of the NCREIF ODCE index (real estate), each weighted proportionately
to the portfolio’s holdings, over a five-year moving average.

The Board expects to meet or exceed these objectives over a long-term investment horizon. Over shorter
periods, the anticipated market volatility and specific actions, including risk mitigation efforts of the
Board may lead to unfavorable, but expected, deviation from these objectives.

ASSET ALLOCATION - STATE FUND INVESTMENT PORTFOLIO (SFIP)

Fixed Income: A minimum of 75% of the market value of the SFIP will be invested in an internally
managed fixed income portfolio.

Public Equities: A maximum of 15% of the market value of the SFIP will be invested in public
equities. The allocation to public equities is targeted at 10% of total SFIP market value. Investment will
be in publicly-traded stocks of domestic and international companies via the use of passive index funds.
¢ A maximum of 12% will be invested in an S&P 500 Index Fund
¢ A maximum of 4% will be invested in an ACWI ex. U.S. Index Fund

Core Real Estate: A maximum of 8% of the market value of the SFIP will be invested in core real
estate. The allocation to core real estate is targeted at 5% of total SFIP market value. Investment will be
in commingled funds which own and operate institutional quality real estate in the traditional property
types (i.e. multi-family, office, retail and industrial).

Cash Investments: A minimum of 1% and a maximum of 5% of the market value of the SFIP will be
held in cash investments. Cash investments held at the pool level, any managed account within it, or
any separate account entail an element of credit risk. Thus, only approved cash investment vehicles are
permitted. These include STIP, the custodian’s STIF vehicle or any SEC-registered money market fund
employed by our external asset manager’s all of which specifically address credit risk in their respective
investment guidelines.

PERMITTED FIXED INCOME INVESTMENTS
The fixed income portfolio may only invest in the following:

e Debt obligations of the U.S. Government, including its agencies and instrumentalities.
e Dollar denominated debt obligations of Quasi and Foreign Government entities.
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Dollar denominated debt obligations of domestic and foreign corporations.

Dollar denominated securitized assets, including U.S. Agency mortgage backed securities
(MBS), U.S. Agency collateralized mortgage obligations (CMOs), commercial mortgage backed
securities (CMBS), and asset backed securities (ABS).

OTHER RESTRICTIONS - FIXED INCOME ALLOCATION

1.

2.

(98]

11.

12.

13.

A minimum of 20% of the market value of the SFIP must be held in U.S. Treasury/Agency
securities.
A maximum of 10% of the market value of the SFIP may be held in dollar denominated quasi
and foreign government securities.

a. Quasi and foreign government securities must be rated equal to or higher than A3 by

Moody’s or A- by S&P at the time of purchase.

A maximum of 60% of the market value of the SFIP may be held in corporate bonds.
A maximum of 20% of the market value of the SFIP may be held in dollar denominated,
international corporate bonds.

a. Exposure to a single foreign jurisdiction may not exceed 10% of the market value of the

SFIP.

A maximum of 20% of the market value of the SFIP may be held in U.S. Agency mortgage
backed securities (MBS & CMO).
A maximum of 5% of the market value of the SFIP may be held in asset backed securities
(ABS).
A maximum of 5% of the market value of the SFIP may be held in commercial mortgage backed
securities (CMBS).
The average duration of the fixed income portfolio will be maintained in a range of + or — 20%
of the index duration.
The average life for individual fixed income securities will be less than 12 years.

. A maximum of 3% of the market value of the SFIP may be held in a single parent company

issuer, foreign/quasi government issuer or ABS specific pool at the time of purchase; there is no
limit on U.S. Government/Agency securities.

a. Exposure to a single parent company issuer, foreign/quasi government issuer or ABS
specific pool will be limited to 4% of the market value of the SFIP regardless of when
securities were purchased.

Fixed income securities must be investment grade at the time of purchase as determined by
Moody’s (Baa3 or higher) or S&P (BBB- or higher).

a. Securities in the portfolio that drop below investment grade may be held to maturity at
the discretion of the manager. However, the SFIP may not hold more than 5% below
investment grade.

Fixed income securities rated lower than A3 by Moody’s or A- by S&P are limited to 25% of the
market value of the SFIP.

a. In the case of split rated securities, the lowest rating will apply.

A maximum of 15% of the market value of the SFIP may be held in Rule 144a securities,
including a 10% maximum allocation to 144a securities without registration rights.
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14. Securitized assets must be rated a minimum of Aa3 by Moody’s and AA- by S&P at the time of
purchase.
a. Securities in the portfolio that drop below Aa3/AA- may be held to maturity at the

discretion of the manager. However, the SFIP may not hold more than 4% below
Aa3/AA-.

15. Companion/Residual/Equity tranches of securitized assets are prohibited.

16. Interest only (IO) and principal only (PO) mortgage strips are prohibited.

17. Collateralized Bond / Debt / Loan Obligations (CBO’s/CDO’s/CLQO’s) are prohibited.

18. The use of derivatives is prohibited.

19. The use of leverage is prohibited.

20. Convertible securities or securities with an equity component are prohibited.

21. Securities with an inverse floating coupon are prohibited.

MBOI will notify Montana State Fund of any issues out of compliance within 5 days. Should the
portfolio fall out of compliance, a reasonable cure period will be allowed so that compliance can be
obtained through normal maturities or transactions at fair market value if deemed prudent by Staff in
light of prevailing market conditions.

ADMINISTRATIVE

Securities Lending: Section 17-1-113, MCA, authorizes the Board to lend securities held by the state.
The Board may lend its publicly traded securities held in the investment pools, through an agent, to
other market participants in return for compensation. Currently, through an explicit contract, State Street
Bank and Trust, the state's custodial bank, manages the state's securities lending program. The Board
seeks to assess the risks, such as counterparty and reinvestment risk, associated with each aspect of its
securities lending program. The Board requires borrowers to maintain collateral at 102 percent for
domestic securities and 105 percent for international securities. To ensure that the collateral ratio is
maintained, securities on loan are marked to market daily and the borrower must provide additional
collateral if the value of the securities on loan increases. In addition to the strict collateral requirements
imposed by the Board, the credit quality of approved borrowers is monitored continuously by the
contractor. From time to time, Staff or the investment manager may restrict a security from the loan
program upon notification to State Street Bank. Staff will monitor the securities lending program, and
the CIO will periodically report to the Board on the status of the program.




MEMORANDUM Montana Board of Investments

Department of Commerce
2401 Colonial Drive, 3" Floor
Helena, MT 59601 (406) 444-0001

To: Members of the Board

From: Joseph M. Cullen, CFA, CAIA, FRM
Chief Investment Officer

Date: April 5, 2016
Subject: Revised Retirement Plans’ Investment Policies Statements

The purpose of this memo is to summarize the current state of the Montana Public Retirement Plans’
Investment Policies and recommend changes to these policies for Board approval.

Current Policies Related to the Investment Management of the Montana Public Retirement Plan’s
investable assets

At this time, there are seven policy statements that govern the management of pension assets:

1) Montana Public Retirement Plans Investment Policy

2) Montana Domestic Equity Pool (MDEP) Investment Policy

3) Montana International Equity Pool (MTIP) Investment Policy

4) Montana Private Equity Pool (MPEP) Investment Policy

5) Montana Real Estate Pool (MTRP) Investment Policy

6) Montana Retirement Funds Bond Pool (RFBP) Investment Policy
7) Short-Term Investment Pool (STIP) Investment Policy

The Montana Public Retirement Plans Investment Policy can be viewed as an “umbrella” policy that
provides a top-down framework for the investment management of pension assets as well as providing
a link to the six pools, and their respective investment policy statements, which the nine public
retirement plans currently participate.

The other six policies provide a framework for each of the six pools to consolidate a broad spectrum of
asset classes, investment strategies, styles, and structures. Each of these six policies have been treated
historically as a “stand alone” investment policy, therefore each policy contains many of the same
sections (legal, roles and responsibilities, administrative, etc.) as each of the other policies.

New Comprehensive Policy - Montana Public Retirement Plans Investment Policy

Staff believes we would benefit from unifying all the policies listed above, with the exception of the STIP
policy, into a revised, comprehensive Retirement Plans Investment Policy. The STIP policy would not be
aggregated with the others because STIP has numerous participants beyond the retirement plans,
whereas the other six pools are intended for the sole use of the retirement plans.




The process of creating a single investment policy statement for the retirement plans would provide a
number of benefits:
1) provide better visibility and comprehensibility;
2) align well with the top-down approach currently utilized by the Board’s Governance Policy;
3) eliminate duplication;
4) improve consistency of the framework in form and substance across the investment pools; and
5) clarify the definition of “asset classes” and provide a distinction between the terms: investment
pools, asset classes, sub-asset classes, sectors, strategies, styles, and structures.

Investment Policies: Current and Proposed

Following this memo are:
1) the existing six policy statements that will be aggregated into a new comprehensive Investment
Policy Statement;
2) the existing Short-Term Investment Pool (STIP) Investment Policy statement. (No changes are
being recommended for the STIP policy during the April 2016 meeting.);
3) the proposed Montana Public Retirement Plans Investment Policy; and
4) the current and proposed asset allocation tables.

Rationale for Investment Policy Changes

Staff believes a number of revisions are warranted with respect to the Retirement Plans Investment
Policy. These revisions can be broadly divided into two categories: format and substance.

In terms of format, the primary difference is the creation of a single document versus many, but there
are a number of less visible formatting changes, including the alignment of terms and the ordering of
sections. The benefits of a unified document have already been listed above. The “cost” of a single
document format is that it is difficult to highlight all the changes using a “redlining” approach because
there is a significant amount of cutting/pasting and removing duplicate sections shared between the
current stand-alone investment policies. Additionally, the new policy will utilize appendices, schedules,
and exhibits attached to the main body of the Investment Policy to make it easier to refer to key details
of the policy as well as making it easier to address and incorporate future policy revisions.

With respect to substance, there are a number of changes that are summarized below. These substance
changes are based on the goals of:

1) clarifying existing policy;

2) removing sections that are more appropriately addressed as part of an internal manual or
checklist, utilized by staff describing procedures and considerations for evaluating individual
investment ideas; and

3) eliminating references to specific policy ranges or requirements, which in daily practice cannot
be specifically adhered to or controlled by staff.

Summary of changes — section by section

The following comments summarize changes when comparing the newly revised Montana Public
Retirement Plans Investment Policy to the multiple pool oriented investment policies currently being
followed:

1. Introduction
Change in substance — The first paragraph is taken almost in its entirety from the existing
Retirement Plans Investment Policy — Introduction section. There is a small change in referring
to “underlying set of investment objectives and investment guidelines” instead of the




“underlying governing investment policy statement providing additional guidelines” referenced
in the current policy.

The second paragraph is new, although similar in language used in current investment policies
to clarify that once a new investment policy is approved by the Board it replaces the old policy.
With this approach of one policy for the Retirement Plans, approval of the new policy would
make the old individual pool policies obsolete with the exception of the STIP policy, which
remains separate and active.

Purpose

Change in format, not substance — this section is taken directly from the existing Retirement
Plans Investment Policy statement - Introduction section. Similar language is repeated in the
existing individual pool policies.

Legal and Constitutional Authority

Change in format, not substance — this section is taken directly from the existing investment
policies, but only stated once and not repeated for each investment pool. The last paragraph in
the section is taken directly from the Retirement Plans Investment Policy — Asset Allocation
section, but moved under this section for clarity and focus on authority and governance
requirements.

Strategic Investment Objectives — no change

Time Horizon

Change in format, small change in substance — these three sections are almost entirely taken
from the Investment Objective section of the existing Retirement Plans. To provide improved
clarity, the decision was to utilize three section descriptions in the new policy instead of one
currently used. The small substance change was in the “Time Horizon” section to delete the
reference “relative to other pension plans” to make the overall scope of “risk mitigation efforts”
broader and not only limited to the relative comparison of other pension plans.

Performance Measurement — no change

Roles and Responsibilities

Change in format, small change in substance/addition — this section is a generalization and an
aggregation of the “roles and responsibilities” described in the individual pool policy statements
as well as the Governance Policy. Most of the substance for the Executive Director and the Chief
Investment Officer is derived directly from the Governance Policy (section Il Delegation of
Authority). In the current individual pool policies, the Executive Director role is not described.
The Staff, Investment Consultant, and External Managers role and responsibility description is
consistent with the existing polices, but only stated once.

Strategic Asset Allocation

Change in format, small change in substance — this section is taken directly from the “Legal and
Constitutional Authority” and “Asset Allocation” section of the existing Retirement Plans
Investment Policy. The section title is revised to include the “Strategic” reference to make it
clear the Board is specifying asset allocation ranges based on a long-term perspective. From a
formatting perspective, the current “exhibit A” is replaced with a reference to “Appendix |” in
the proposed Investment Policy. A few substance changes can be noted by comparing the
current and proposed asset allocation tables that follow this memo. These differences will be
described when summarizing the new Appendix | later in this memo.




9. Rebalancing
No change in format, small change in substance — this section is taken directly from the
“Rebalancing” section in the existing Retirement Plans Investment Policy. The small substance
change is to recognize that the current practice is to review the actual asset allocation and any
associated rebalancing activity only during the “Quarterly” meetings when holdings,
characteristics, and performance is reviewed for each quarter of the year.

10. Risk Management
a. Monitoring Investment Managers
i. Public Markets Manager Evaluation Policy — no change
ii. Private Investments Evaluation Policy — no change
b. Liquidity — new
Monitoring/Reporting — Transparency — no change
d. Leverage
Change in format and substance — the above sections are taken either directly or from
the intent of the existing policy statements, but the presentation of the information is in
a revised format.
e. Cash Investments
Change in format, not substance — this section is taken directly from the existing “Cash
Investments” section that is repeated in each of the existing individual pool policies. In
the proposed Investment Policy, it is only stated once.

o

11. Investment Pools

a. Montana Domestic Equity Pool (MDEP)
Montana International Equity Pool (MTIP)
Montana Private Equity Pool (MPEP)
Montana Real Estate Pool (MTRP)
Montana Retirement Funds Bond Pool (RFBP)
Short-Term Investment Pool (STIP)
Change in format and substance — with the exception of STIP, which will retain its own
specific investment policy, the other five investment pools listed above are consolidated
into the new proposed Retirement Plans Investment Policy. Each of the sub-sections a-
f, provide a brief introduction to the type of investments that the Retirement Plans will
participate in through each of the pool structures. The details for each pool including
the Purpose, Investment Objective, Performance Measurement, Permitted Investments,
and Other Restrictions are in the “Investment Objectives and Guidelines” Schedule
included in Appendix Il. Other sections (including Risk Management, Investment
Selection Process, Liquidity, Cash Investments, Monitoring and Reporting, Roles and
Responsibilities, Legal, and Administrative) have been removed for the Investment Pool
details, but included in the top-level of the proposed Investment Policy. The remaining
sections (including definition of strategies and advantages/disadvantages of investment
vehicles) have been removed because of the belief they belong in other types of
documents.

-0 oooT

12. Securities Lending
Change in format, not substance - this section aligns the “Securities Lending” sections from the
existing Retirement Plans Investment Policy and the section that is repeated in each of the
existing individual pool policies. In the proposed Investment Policy it is only stated once.

13. Exercise of Shareholder Rights
a. Proxy Voting — no change



b. Class Action Litigation

Change in format, small change in substance — the existing individual pool policies for
MDEP and MTIP use a shortened version of the “Shareholder Rights” section from the
existing Retirement Plans Investment Policy, but create specific sections for “Proxy
Voting” and “Class Action Litigation.” The proposed Investment Policy uses the three
section approach with one modification. The existing “Class Action Litigation” section
states that “the Board will participate in all class action securities litigation to which it is
entitled....” The proposed Investment Policy removes this sentence due to the “all”
reference and relies on the last sentence in the section that refers to the detailed
litigation policy in the Governance Manual.

14. Investment Policy Review
Change in format, small change in substance — The existing Retirement Plans Investment Policy
states in the “Legal and Constitutional Authority” section that “the Board intends to keep this
policy updated as it modifies or amends underlying investment related polices.” Since the
proposed investment policy is a single unified policy it revises this statement to reference the
underlying contents and not reference related policies and includes additional language from
the Governance Policy.

Appendices
a. Appendix I: Retirement Plans Asset Allocation Ranges
Change in substance — in comparing the existing and proposed asset allocation tables
that follow this memo there are a few differences:

1) The existing “Large Cap Core Passive” is changing the reference to “Large Cap
Passive.” The use of “Core” is redundant.

2) The reference to “Enhanced” and “Partial Long/Short” is being deleted and the
proposal is to replace them with the broader “Active” category. The deletions
are strategy/product definitions and represent a subset of the Active strategy
mandates that staff might consider. The Active strategy/product mixture is not
usually part of the Asset Allocation framework, but instead part of the manager
selection process.

3) The proposed “approved range” within Domestic Equity is changing. The
maximum for Passive is changing from 70% to 91% and the minimum for Active
is changing from 16% to 0% to reflect we should only invest in active strategies
if staff believes we have identified an investment manager that can outperform
the passive/index strategy net of fees.

4) The proposed “approved range” within International Equity is changing the
maximum for Passive from 66% to 92% and the minimum for Active from 22% to
0% to reflect we should only invest in active strategies if staff believes we have
identified an investment manager that can outperform the passive/index
strategy net of fees.

5) The reference to “Buyouts” within Private Equity is being clarified to capture all
other private equity related strategies that do not fall under a “Venture Capital”
or a “Debt Related” classification.

6) The “Value Added” and “Opportunistic” classifications are being combined into
a “Non-Core” classification to remove the subjective determination between
“Value Added” and “Opportunistic” and recognize that the classification could
change throughout the real estate market cycle.

7) With only two classifications within the Real Estate Pool, the “Non-Core”
proposed range is changing to complement the existing approved range for
“Core/Timberland.”




Appendix lI: Investment Objectives and Guidelines
Change in format - As noted previously under #11 Investment Pools, the formatting has

changed from the existing pool specific investment policy statements to improve clarity
and consistency. The substance changes specific to each investment pool’s objectives
and guidelines are summarized below.

Schedule II-A — Montana Domestic Equity Pool (MDEP)
Change in substance

1)

2)

3)

4)

As mentioned previously, the “Enhanced” and “Partial Long/Short”
strategy classifications are being removed in the proposed Investment
Policy to avoid mandating specific types of active mandates;

The topic of “Risk Management” is addressed elsewhere in the
proposed Investment Policy with a top-level focus because a
comprehensive explanation of all the risk management considerations
would require significantly more detail than exists in the current MDEP
Investment Policy;

The list of Permitted Investments in the proposed Investment Policy is
clarified to specifically include relevant ETFs and Cash Equivalents and
recognize that not every investment in MDEP will be an “externally
managed portfolio”; and

Two additional restrictions were added to ensure there is diversification
across different active managers and specific mandates.

Schedule 1I-B — Montana International Equity Pool (MTIP)
Change in substance

1)

2)

3)

The topic of “Risk Management” is addressed elsewhere in the
proposed Investment Policy with a top-level focus because a
comprehensive explanation of all the risk management considerations
would require significantly more detail than exists in the current MTIP
Investment Policy;

The list of Permitted Investments in the proposed Investment Policy is
clarified to specifically include relevant ETFs and Cash Equivalents and
recognize that not every investment in MTIP will be an “externally
managed portfolio”; and

Two additional restrictions were added to ensure there is diversification
across different active managers and specific mandates.

Schedule 1I-C — Montana Private Equity Pool (MPEP)
Change in substance

1)

2)

3)

The topic of “Risk” is addressed elsewhere in the proposed Investment
Policy with a top-level focus because a comprehensive explanation of all
the risk management considerations would require significantly more
detail than exists in the current MPEP Investment Policy;

The list of Permitted Investments in the proposed Investment Policy is
clarified to specifically include Cash Equivalents; and

An additional restriction was added to ensure that the geographical
exposure outside of the United States at the mandate objective level is
capped at 30%.



iv. Schedule II-D — Montana Real Estate Pool (MTRP) — dIfj
Change in substance

1)

2)

3)

4)

5)

As mentioned previously, the “Value Added” and “Opportunistic” Real
Estate classifications were consolidated into a single “Non-Core”
classification;

While no formal diversification ranges are set forth in the proposed
Investment Policy for property type diversification or regional
diversification within the United States, it is expected that MTRP shall
remain diversified across these factors. The ranges for these
diversification factors have been removed because staff cannot
explicitly control these ranges;

The list of Permitted Investments in the proposed Investment Policy is
clarified to specifically include Cash Equivalents and is increased to
allow for investments in Separate Accounts, Co-investments, ETFs, and
MLPs that provided similar exposures as currently allowed in the
existing MTRP Investment Policy statement;

An additional restriction was added to ensure that the maximum
exposure to Cash Equivalents is 5% (not including Cash held within the
various investment structures); and

The expected net return expectations that are included in the existing
policy were removed in the proposed policy to align with what is
included in other pool investment guidelines and recognize that these
return expectations are dynamic and that the expected return for Real
Estate will be considered as part of the regular Asset Allocation review.

v. Schedule II-E — Montana Retirement Funds Bond Pool (RFBP)
Change in substance

1)

2)

3)

4)

5)

The proposed Investment Policy does not use the “Core” or “Core Plus”
product descriptions that are used in the existing investment policy for
RFBP, but instead the new policy relies on the underlying sector
definitions and credit-rating classifications;

The proposed Investment Policy is silent on the percentage of assets
that shall be managed internally or externally, but instead will rely on
the ongoing investment process for investment manager selection and
the expectations for effective cost management and liquidity necessary
to achieve the objectives of the RFBP as well as the participating
Retirement Plans;

The proposed Investment Policy explicitly describes the “Permitted
Investments” and “Other Restrictions” in a manner consistent with the
approach utilized by the other pool Investment Guidelines;

The list of Permitted Investments in the proposed Investment Policy is
clarified to specifically include Cash Equivalents and is increased to
allow staff the flexibility to purchase fixed income securities that are
issued and guaranteed by the U.S. Government at the RFBP level for
liquidity and risk management purposes of RFBP as well as the
participating Retirement Plans; and

A number of additional restrictions were added to ensure diversification
at a more detailed level.



Recommendation:

Staff recommends the Board:
1) Approve and adopt the revised Montana Public Retirement Plans Investment Policy; and
2) Adopt a new view of asset classes which will have the effect of eliminating investment strategy,
style, and security types from the definition of an “Asset Class”.



MONTANA PUBLIC RETIREMENT PLANS
INVESTMENT POLICY

Recommended April 5, 2016
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1. Introduction:

Montana Public Retirement Plan assets are commingled for investment purposes into six
investment pools created by the Board. The pools are shared, that is co-mingled funds, which
operate similar to mutual funds. The use of pools allows for simplified investing and accounting,
broader diversification and thus less risk than would otherwise be available for the smaller Plans
and provides additional opportunities for fee savings. Each investment pool has an underlying set
of investment objectives and investment guidelines. Each of the nine Plans is separately identified
for accounting and record keeping purposes.

This policy is effective upon adoption and supersedes all previous Investment Policies related to the
investment management of the Montana Public Retirement Plans and the policies related to the
underlying Investment Pools utilized by the Montana Retirement Plans with the exception of the
Short-Term Investment Pool (STIP) Policy, which is addressed under its own investment policy
statement because STIP has other participants beyond the Montana Public Retirement Plans.

2. Purpose:

The purpose of this policy statement is to provide a broad strategic framework for the Montana
Public Retirement Plans’ investments under the guidance of the Board of Investments.

3. Legal and Constitutional Authority:

The Montana Constitution, Article VIII, Section 13, requires that the Legislature provide for a
Unified Investment Program for public funds. Section 17-6-201, MCA, established the Unified
Investment Program, created the Montana Board of Investments (the “Board”) and gave the Board
sole authority to invest state funds, including the public retirement plans (Plans) in accordance
with state law and the state constitution.

The Unified Investment program for public funds must be administered by the Board of
Investments in accordance with the “prudent expert principle,” defined as:

1) discharging its duties with the care, skill, prudence, and diligence, under the circumstances
then prevailing, that a prudent person acting in a like capacity with the same resources and
familiar with like matters exercises in the conduct of an enterprise of like character with like
aims;

2) diversifying the holdings of each fund to minimize the risk of loss and maximize the rate of
return, unless under the circumstances it is clearly prudent not to do so; and

3) discharging its duties solely in the interest of and for the beneficiaries of the funds
managed.

MCA section 17-6-201 (2) (a) states... “Retirement funds may be invested in common stocks of any
corporation.”

MCA section 17-6-201 (3) (b) states...“The Board is urged under the prudent expert principle to
invest up to three percent (3%) of retirement funds in Venture Capital companies. Whenever
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possible, preferences should be given to investments in those Venture Capital companies which
demonstrate an interest in making investments in Montana.”

MCA section 17-6-201 (3) (c) states...”In discharging its duties, the board shall consider the
preservation of purchasing power of capital during periods of high monetary inflation.”

The Board, as the investment fiduciary of the Plans, is responsible for establishing the investment
parameters for the Plans. The Board has the authority to allocate portfolios to any previously
board-approved asset class in the proportions it considers prudent, under the prudent expert rule.
There are currently no statutory or constitutional restrictions on the investment of the Plans. Asset
allocation decisions made by the Board must be made in a public meeting.

4. Strategic Investment Objectives

The Board’s overall objective is to achieve the highest level of investment performance that is
compatible with its risk tolerance and prudent investment practices. Because of the long-term
nature of the state’s various pension liabilities, the Board maintains a long-term perspective in
formulating and implementing its investment policies, and in evaluating its investment
performance.

5. Time Horizon

The Board expects to meet or exceed these objectives over a long-term investment horizon. Over
shorter periods, the anticipated market volatility and specific actions, including risk mitigation
efforts of the Board, may lead to unfavorable, but expected, deviation from these objectives.

6. Performance Measurement
Investment performance is measured by three integrated long-term return objectives:

e The actuarial target rate of return is the key actuarial assumption affecting future
funding rates and liabilities. Investment performance that exceeds or underperforms the
target rate may materially impact future funding rates and liabilities. The Board seeks to
generate long-term investment performance that will exceed the actuarial annual target
rate of return of 7.75%, net of all investment and administrative expenses. There may be
years, or a period of years, when the Plans do not achieve this goal followed by years
when the goal is exceeded. But over a long period of time, the Board seeks to achieve an
average net rate of return of 7.75% at risk levels (measured by expected volatility) broadly
consistent with other public fund peers.

e The investment policy benchmark is calculated by applying the investment performance
of the asset class benchmarks to the Plans’ actual asset allocation during the
measurement period. The investment policy benchmark represents the return that would
be achieved if the Plan implemented a passively managed portfolio. Deviations from the
policy benchmark measure the contribution of active investment management
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throughout the fund, rebalancing policy and its execution, and investment
implementation generally.

e The Board also compares each Plan’s total performance, before all fees, to appropriate
public plan sponsor universes. This process permits the Board to compare its total
performance to other public pension plans. While the Board seeks to rank consistently in
the top half of comparable public pension plans, the Board recognizes that other plans
may have investment objectives and risk tolerances that differ substantially from the
Board’s.

7. Roles and Responsibilities

Board of Investments — The Board is responsible for approving the Investment Policy Statement for
the Montana Public Retirement Plans and has the authority to allocate portfolios to any asset class
in the proportions it considers prudent, subject to such limitations as contained in law and the
Constitution. The Board reviews this document periodically and, as needed, approves any changes
to the policy.

As described in the Board of Investments Governance Manual, the Board delegates authority to the
Executive Director, Chief Investment Officer, and other Staff to execute the day to day duties
required to carry out the Board’s mission.

Executive Director — The Executive Director is empowered by the Board to sign any and all
documents required to conduct Board business, unless there are specific written policies or
instructions from the Board to the contrary. The Executive Director and the Chief Investment
Officer are authorized jointly to contract for investment manager services and if deemed
appropriate, terminate them.

Chief Investment Officer — The Chief Investment Officer (ClO) is empowered by the Board to serve
as the principal staff person responsible for overseeing the investment activities under the Board’s
jurisdiction in compliance with the Board’s policies. The CIO, with the support of other staff, is
responsible for recommending investment policy changes for Board approval.

Staff — The staff is responsible for:

e Managing day-to-day operations and delegating work to external resources as
appropriate;

e Monitoring allocations and overseeing all investment manager due diligence activities and
recommending changes to the CIO;

e Monitoring and reporting to the Board the performance of each asset class and the
individual managers performance;

e Informing the Board of any new managers or terminations; and

e Reporting any deviations from this Investment Policy to the Board.

Investment Consultant — The investment consultant assists the CIO and staff with policy

recommendations and provides advice to the Board. The investment consultant also assists staff in
monitoring all external managers and reports to the Board independently.
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External Managers — Managers are responsible for all aspects of portfolio management as set forth
in the contract specific to each manager. Managers must communicate with staff as needed,
regarding investment strategies and results. Managers must also cooperate fully with staff
regarding administrative, accounting, and reconciliation issues as well as any requests from the
investment consultant and the master custodian.

8. Strategic Asset Allocation

The Board finds that it is in the best interest of the state’s nine retirement Plans to set out
investment policies for the Plans in one comprehensive document utilizing the same asset
allocation. In the future, individual Plan requirements may vary and this common approach could
change.

Nine Public Retirement Plans:

Public Employees Retirement System
Teachers Retirement System

Police Officers Retirement
Firefighters Retirement

Sheriffs Retirement

Highway Patrol Retirement

Game Wardens Retirement

Judges Retirement

Volunteer Firefighters Retirement

The current asset allocation ranges for the Plans are in Appendix I. The asset allocation ranges are
subject to change as modifications are adopted by the Board, at which time Appendix | will be
revised to reflect these changes. The Board will formally affirm or revise the asset allocation
ranges for the Plans at least annually.

9. Rebalancing

The actual asset allocation mix may deviate from time to time from the approved asset allocation
ranges due to financial market performance, cash flows, and manager performance. Material
deviations from the asset allocation ranges can alter the expected return and risk of the Plans.
Rebalancing the Plans’ assets to remain within the Board-approved allocation ranges is delegated
to the Chief Investment Officer (CIO), in consultation with the Executive Director. Any necessary
rebalancing will be made in a timely manner and will take into consideration associated costs and
current market conditions. In addition to maintaining actual allocations within the ranges, the CIO
will also consider contractual investment commitments to private investments and real estate
partnerships, the liquidity necessary to meet benefit payments and administrative costs for the
Plans, and current market conditions. This may prompt asset rebalancing when asset allocations
fall within the established ranges. The CIO shall inform the Board of rebalancing activity at the
Board's next regularly scheduled quarterly meeting.

6|Page



10. Risk Management
a. Monitoring Investment Managers

i. Public Markets Manager Evaluation Policy

The Public Markets Manager Evaluation Policy is a distinct policy that is regularly reviewed and
updated separate from the Retirement Plans Investment Policy because staff utilizes this
Evaluation Policy to oversee and manage other assets in addition to the Pension Plan assets.
However, reference is made in this Investment Policy to recognize the importance of a disciplined
and thorough assessment of relevant evaluation criteria as a means of managing risks and prior to
implementing any investment manager changes within the Public Market asset classes.

ii. Private Investments Evaluation Policy

INVESTMENT SELECTION PROCESS

Portfolio Management: Staff reviews and selects appropriate funds to fulfill the objectives of the
pools. The management of the underlying assets will be executed by the General Partners of Fund-
of-Funds and/or Direct Limited Partnerships. Fund-of-Funds managers may be chosen to manage
assets where particular expertise is required and cannot be provided by Staff or where the Fund-of-
Funds manager can cost-effectively provide relevant information/assistance to Staff in the
selection of Direct Limited Partnership investments.

Monitoring:

e Staff shall monitor MPEP and MTRP characteristics to ensure diversification across vintage
years and other risk factors that change throughout the business cycle.

e Staff shall continually review the pace and timing of private investment commitments,
funding, and return of capital relative to expectations.

e Staff shall assess the performance of Managers relative to the following criteria:

1. Obijectives established by the Managers or the principals managing the investment
relative to their stated performance objectives;

2. Degree of risk undertaken across sectors, industry, geography, investment style, and
other dimensions as appropriate;

3. Performance comparisons to other managers with similar investment styles and/or
within the same vintage year; and

4. The MPEP and MTRP performance versus the selected benchmark.

e Staff shall oversee pacing analysis for MPEP. The pacing analysis will use historical private
equity data to estimate the level of new commitments needed to maintain MPEP assets at a
level that is consistent with MPEP and Pension strategies. The pacing analysis will be
reviewed and updated at least biennially.
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Risk Considerations: Private investments typically involve the following risks:

e Financial Risk: These investments may employ financial leverage (debt) leading to a higher
degree of volatility in investment returns.

e Operating and Business Risk: These investments typically involve operating and business
risk, due to risks associated with the underlying businesses being acquired.

e Valuation Risk: Given the lack of public pricing of the underlying private equity investments,
unrealized asset valuations are based on appraised values.

e Structure Risk: The funds involve extensive legal documentation which set out terms that
address investment constraints, fund governance, costs, and the distribution of economic
returns to investors.

e Country Risk: Investing in international investments include all of the risks associated with
the particular asset class along with political, economic, and currency risks associated with
investing outside of the U.S.

e Manager Risk: Fund managers have significant discretion in investing partnership assets.
This may lead to funds which are poorly diversified or which contain investments that had
not been anticipated by investors. Private funds are often dependent on a few key
investment staff, the loss of which may materially impact fund operations and performance.

e Industry Risk: Private equity firms are permitted to invest in a wide variety of industries
without many restrictions. Diversification across industries is the means by which this risk is
controlled in a private equity portfolio.

Evaluation Criteria:

e Managers shall demonstrate relevant experience in or directly applicable to the market in
which they propose to invest;

e Managers shall demonstrate that they are specifically qualified to pursue the proposed
strategy in the market in which they propose to invest;

e Managers shall demonstrate the requisite skills and experience necessary to execute
successfully the proposed strategy, including evidence from similar endeavors of their
ability to work successfully with Limited Partners;

e Managers shall dedicate sufficient time and effort to the proposed opportunity and make,
within the context of the particular investment, a meaningful personal financial
commitment;

e The Manager’s proposed strategy and business plan shall be set forth in sufficient detail to
permit substantive and meaningful review of the opportunity, verification of the investment
concept, and of the risk factors;

e The risk/reward trade-off in the particular market in which the Manager proposes to invest
shall be attractive based on reasonable assumptions;

e Uniqueness of the investment strategy relative to existing Managers;

e Integrity and experience of the key principals, employees and the reputation of the firm;

e Quality of the partnership corporate governance, including controls and reporting systems;

e Relationships with other Limited Partners, particularly public investment boards;

e Past investment performance; and

e Appropriateness of terms and conditions and alignment of interests of the firm’s principals
with the Limited Partners.
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b. Liquidity

Based on the percentage of total plan assets necessary for ongoing benefit payments and other
plan expenses, the liquidity needs for the Retirement Plans are generally low and participant
capital is not expected to change dramatically on short notice. However, illiquidity risk still needs
to be monitored and managed by staff on a regular basis to ensure that assets are not required to
be sold too quickly, or at an unfavorable time, and potentially at a discount to fair value to meet
the cash needs of the Retirement Plans.

Even though a portion of the Real Estate Pool investments, primarily the portion invested in open-
ended funds, is usually considered to have moderate liquidity, the majority of the investments in
the Real Estate and Private Equity pools are considered extremely illiquid. Due to the limited
liquidity of these assets, it will typically be impractical to fund plan cash needs or correct deviations
from policy ranges through the purchase or sale of assets held in MTRP or MPEP.

The investments held in MDEP, MTIP, RFBP, and STIP are categorized as publicly traded securities.
In “normal market” conditions the majority of the underlying assets from these pools can be
liquidated in a relatively short period of time to accommodate both expected and unexpected
withdrawals as well as any repositioning of the asset allocation to stay within approved ranges.

In order to improve liquidity and manage both the expected and unexpected Retirement Plans
need for cash, this Investment Policy specifies a strategic allocation to the Short-Term Investment
Pool (STIP).

c. Monitoring/Reporting — Transparency

Managers shall submit periodic reports to facilitate Staff’'s monitoring of the Managers’
conformance to investment restrictions and performance objectives.

Staff shall provide regular reporting to the Board regarding the asset allocation and performance of
the pension plans as well as the characteristics and performance of the various investment pools to
confirm these items are known and adhere to all Investment Policy requirements and expectations.

Staff will discuss and communicate any key information discovered as a result of the ongoing
Manager monitoring process that might assist the Board in understanding the underlying
investment manager structure or risks embedded in the investment characteristics of the
Retirement Plan asset allocations.

d. Leverage
Leverage is a significant risk factor. Investment managers may utilize leverage only when

permitted in the manager’s investment guidelines approved by Staff. Staff shall monitor the use of
leverage and its impact on risk and return.
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The use of derivative securities can generate additional leverage even if the derivative is being used
to reduce the risk in other investments. Investment managers may only use derivatives when
permitted in the manager’s investment guidelines approved by Staff.

e. Cash Investments

Cash investments held at the pool level, any managed account within it, or any separate account
entail an element of credit risk. Thus, only approved cash investment vehicles are permitted.
These include the custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all of
which specifically address credit risk in their respective investment guidelines.

11. Investment Pools
a. Montana Domestic Equity Pool (MDEP)

The Montana Public Retirement Plans investment in the Montana Domestic Equity Pool (MDEP)
will provide the Plans with exposure to a broad and diverse spectrum of equity-related securities
across different industries and market capitalization ranges. Primarily, these equity investments
will be managed by external asset managers that invest in the common shares of equity for entities
that have their headquarters based in the United States and are traded on eligible U.S. exchanges.
MDEP will be diversified across a number of investment portfolios and investment managers that
will utilize either an active or an index focused investment strategy. The specific strategic
objectives, performance criteria, and investment guidelines for MDEP are detailed in Appendix II:
Pool Investment Objectives and Guidelines — Schedule II-A.

b. Montana International Equity Pool (MTIP)

The Montana Public Retirement Plans investment in the Montana International Equity Pool (MTIP)
will provide the Plans with exposure to a broad and diverse spectrum of equity-related securities
across different industries and market capitalization ranges. Primarily, these equity investments
will be managed by external asset managers that invest in the common shares of equity for entities
that have their headquarters based outside of the United States. MTIP will be diversified across a
number of investment portfolios and investment managers that will utilize either an active or an
index focused investment strategy. The specific strategic objectives, performance criteria, and
investment guidelines for MTIP are detailed in Appendix IlI: Pool Investment Objectives and
Guidelines, Schedule [I-B.

¢. Montana Private Equity Pool (MPEP)

The Montana Public Retirement Plans investment in the Montana Private Equity Pool (MPEP) will
provide the Plans with exposure to a diverse spectrum of private investment opportunities across
different industries, both within and outside the United States. Primarily, these investments will be
private equity partnership interests, which may be direct limited partnerships or vehicles that
primarily invest in direct limited partnerships, including fund-of-funds and secondary funds. MPEP
will be diversified across a number of funds, vintage years, investment opportunities, and
geographies. The specific strategic objectives, performance criteria, and investment guidelines for
MPEP are detailed in Appendix II: Pool Investment Objectives and Guidelines, Schedule II-C.
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d. Montana Real Estate Pool (MTRP)

The Montana Public Retirement Plans investment in the Montana Real Estate Pool (MTRP) will
provide the Plans with exposure to a diverse spectrum of real estate related investment
opportunities both within and outside the United States. Primarily, these investments will be made
in an open-ended institutional commingled fund or a closed-ended private investment fund. MTRP
will be diversified across a number of funds, vintage years, investment opportunities, and
geographies. The specific strategic objectives, performance criteria, and investment guidelines for
MTRP are detailed in Appendix Il: Pool Investment Objectives and Guidelines, Schedule II-D.

e. Montana Retirement Funds Bond Pool (RFBP)

The Montana Public Retirement Plans investment in the Retirement Funds Bond Pool (RFBP) will
provide the Plans with exposure to a broad and diverse spectrum of fixed income-related securities
across different sectors, industries, credit ratings and maturities. These fixed income investments
will be managed internally as well as by external asset managers utilizing an active investment
strategy. The specific strategic objectives, performance criteria, and investment guidelines for
RFBP are detailed in Appendix Il: Pool Investment Objectives and Guidelines, Schedule II-E.

f. Short-Term Investment Pool (STIP)

The Montana Public Retirement Plans investment in the Short-Term Investment Pool (STIP) will
provide the Plans with exposure to Cash related investments. STIP will be managed internally
utilizing an active investment strategy. The specific strategic objectives, performance criteria, and
investment guidelines for STIP are detailed in the Short-Term Investment Pool (STIP) Investment
Policy.

12. Securities Lending

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board may
lend its publicly traded securities held in the investment pools, through an agent, to other market
participants in return for compensation. Currently, through an explicit contract, State Street Bank
and Trust, the state's custodial bank, manages the state's securities lending program. The Board
seeks to assess counterparty and reinvestment risk, associated with each aspect of its securities
lending program. The Board requires borrowers to maintain collateral at 102 percent for domestic
securities and 105 percent for international securities. To ensure that the collateral ratio is
maintained, securities on loan are marked to market daily and the borrower must provide
additional collateral if the value of the collateral falls below the agreed-upon ratio of over-
collateralization. In addition to the strict collateral requirements imposed by the Board, the credit
quality of approved borrowers is monitored continuously by the contractor. From time to time,
Staff or the investment manager may restrict a security from the loan program upon notification to
State Street Bank. Staff will monitor the securities lending program, and the CIO will periodically
report to the Board on the status of the program. The Board’s participation in securities lending
may change over time given Plan activity, market conditions and the agent agreement.
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13. Exercise of Shareholder Rights

The Board recognizes that publicly traded securities and other assets of the Plans include certain
ancillary rights, such as the right to vote on shareholder resolutions at companies’ annual
shareholders’ meetings, and the right to assert claims in securities class action lawsuits or other
litigation. The Board will prudently manage these assets of the Plans for the exclusive purpose of
enhancing the value of the Plans for its participating systems’ members and beneficiaries through
such means as adopting and implementing a proxy voting policy and undertaking productive, cost-
effective action to exercise its rights as shareholders or claimants in litigation.

a. Proxy Voting

Active voting of proxies is an important part of the Board’s investment program. Under the
contractual arrangements between the Board and its investment managers, the responsibility for
voting proxies on the investments is delegated to the managers. Managers are contractually
required to establish a proxy voting program in coordination with Board Staff and are required to
vote proxies, excluding shares on loan under the Board’s securities lending program, in the interest
of the Plans’ beneficiaries. Records of proxy votes shall be maintained by the Managers, and/or its
third party designee, and submitted to Staff and/or an external service provider annually.

Staff will monitor the proxy voting practices of the Board’s external investment managers. External
service providers may be retained by either the Board or the Managers to assist in monitoring
efforts. This monitoring will be coordinated with each manager to reasonably assure the Staff that
Managers are fulfilling their fiduciary responsibilities with respect to proxy voting.

b. Class Action Litigation

Claims under state and federal securities laws arising out of losses on securities under the Board’s
management are assets subject to the Board’s fiduciary duty of prudent management. The Board
shall take reasonable, cost effective steps to identify, pursue and collect upon claims under
securities laws for losses suffered by the Board on its investment. Accordingly, the Board
maintains a detailed litigation policy, including process steps, outlined in the Montana Board of
Investments Governance Manual, Appendix F.

14. Investment Policy Review
The Board intends to keep this Policy updated as it modifies or amends the underlying contents.
As stated in the Governance Policy, “the Board shall review this Investment Policy at least annually

or more frequently at the request of Board staff. Statements may only be revised in a public
meeting. All Statements shall be posted on the Board’s web site for review by the public.”
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Appendix I: Montana Public Retirement Plans Asset Allocation Ranges

All nine Montana Public Retirement Plans currently share the same asset allocation ranges but this
may change in the future.

Permitted Ranges:

Pension Fund Asset Allocations Board Approved Ranges
Proposed
Investment Type Approved Range
Asset Class - Domestic Equity 28% - 44%
Large 72% - 91%
Passive 48% - 91%
Active 0% - 24%
Mid 6% -17%
Small 3%-11%
Asset Class - International Equity
Large 79% - 92%
Passive 47% - 92%
Active 0% - 32%
Small 8% -16%
Emerging - Dedicated 0% - 5%
Venture Capital 10% - 25%
Debt Related 0% - 25%
Buyouts and all other private equity-
related strategies 50% - 90%
Domestic High Yield 0% - 15%
International 0% - 10%
Core (U.S. Investment Grade) 80% - 100%
Asset Class - Real Estate
Core/Timberland 35% - 65%
Non-Core 35% - 65%
*Existing Policy allows total equity range of 58% - 72% and
Timber may not exceed 2% of total pension assets.

Other Restrictions:

1. Total Plan Equities shall maintain a range between 58% and 72% of total Plan assets; and
2. Timberland Investments shall not exceed 2% of total Plan assets.
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Appendix II: Investment Objectives and Guidelines

Schedule II-A:
Investment Objectives and Guidelines
Montana Domestic Equity Pool (MDEP)

Effective Date of Schedule: April 5, 2016

This Schedule is effective upon adoption by the Board of Investments and supersedes all previous
Investment Objectives and Guidelines for this specific Pool.

Statement of Purpose:
The purpose of these objectives and guidelines is to:

1. Establish the investment objectives and performance standards of the Pool; and
2. Provide diversified exposure to the domestic equity market in a prudent and cost effective
manner.

Investment Objective:

Strategic:
The objective of the MDEP is to attain the highest possible total return within the parameters of

the Investment Guidelines set forth below.

Performance:

Success in achieving this objective will be measured by comparing the risk and after-fee return of
MDEP to the S&P 1500 Index (the “Benchmark”). Performance results will be monitored and
evaluated quarterly. However, the success in achieving the objective will be measured on a three-
year, five-year, and ten-year annualized basis.

Investment Guidelines:

The Montana Board Investment Staff will have full discretion to manage MDEP consistent with the
investment guidelines stated below. Compliance with the following guidelines for permitted
investments and other restrictions is the sole responsibility of the Staff. Any exceptions or
compliance violations are to be reported to the Board of Investments at the next scheduled

quarterly Board meeting.

The majority of the MDEP investments will be managed by external investment managers.
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Permitted Investments:

MDEP may invest only in the following:

1. Securities and derivatives held in separate accounts, commingled funds, limited
partnerships, or limited liability companies managed by external investment managers and
governed by their respective investment management contracts and investment guidelines;

2. Exchange-Traded Funds (ETFs) based on a domestic equity index that is approved by the
Chief Investment Officer and purchased and monitored by Staff; and

3. Cash — either an investment in the Short-Term Investment Pool (STIP) or a vehicle available
through the Custodian.

Other Restrictions:

1. The market capitalization by mandate shall adhere to the following ranges as a percentage
of the Pool’s total market value:
a. Large Cap 72-91%
b. Mid-Cap 6-17%
c. Small-Cap 3-11%
2. The Pool’s percentage of market value invested in passive/index strategies shall be greater
than 45%;
3. Cash held at the Pool level (not including cash held by external managers in separate
accounts or commingled funds) is limited to 5% of the Pool’s market value;
4. The Pool’s percentage of market value invested in mandates using an active investment
strategy by any one Manager shall be no greater than 15%; and
5. The Pool’s percentage of market value invested in any single mandate/portfolio using an
active investment strategy shall be no greater than 10%.

If at any time, due to market fluctuations or any other circumstances, any of the guidelines are not
maintained, Staff will use its best efforts to conform to these limits in a timely manner, while taking
into account current market conditions and the associated costs of rebalancing. At the Board’s
next regularly scheduled quarterly meeting, the CIO shall inform the Board of any cases that the
Pool allocations were outside of the limits and either inform the Board of the actions that were
taken to return the Pool back within guidelines or a plan to do so.
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Schedule II-B:
Investment Objectives and Guidelines
Montana International Equity Pool (MTIP)

Effective Date of Schedule: April 5, 2016

This Schedule is effective upon adoption by the Board of Investments and supersedes all previous
Investment Objectives and Guidelines for this specific Pool.

Statement of Purpose:
The purpose of these objectives and guidelines is to:

1. Establish the investment objectives and performance standards of the Pool; and
2. Provide diversified exposure to the international and global equity markets in a prudent and
cost effective manner.

Investment Objective:

Strategic:
The objective of the MTIP is to attain the highest possible total return within the parameters of the

Investment Guidelines set forth below.

Performance:

Success in achieving this objective will be measured by comparing the risk and after-fee return of
MTIP to the MSCI All Country World ex-US Investable Market Index (the “Benchmark”).
Performance results will be monitored and evaluated quarterly. However, the success in achieving
the objective will be measured on a three-year, five-year, and ten-year annualized basis.

Investment Guidelines:

The Montana Board Investment Staff will have full discretion to manage MTIP consistent with the
investment guidelines stated below. Compliance with the following guidelines for permitted
investments and other restrictions is the sole responsibility of the Staff. Any exceptions or
compliance violations are to be reported to the Board of Investments at the next scheduled
quarterly Board meeting.

The majority of the MTIP investments will be managed by external investment managers.

Permitted Investments:

MTIP may invest only in the following:
1. Securities and derivatives held in separate accounts, commingled funds, limited

partnerships, or limited liability companies managed by external investment managers and
governed by their respective investment management contracts and investment guidelines;
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2. Exchange-Traded Funds (ETFs) based on an international equity index that is approved by
the Chief Investment Officer and purchased and monitored by Staff; and

3. Cash — either an investment in the Short-Term Investment Pool (STIP) or a vehicle available
through the Custodian.

Other Restrictions:

1. The market capitalization by mandate shall adhere to the following ranges as a percentage
of the Pool’s total market value:
a. Large Cap 79-92%
b. Small-Cap 8-16%
2. The Pool’s percentage of market value invested in passive/index strategies shall be greater
than 42%;
3. The Pool’s percentage of market value invested in dedicated Emerging Market mandates
shall be no greater than 5%;
4. Cash held at the Pool level (not including cash held by external managers in separate
accounts or commingled funds) is limited to 5% of the Pool’s market value;
5. The Pool’s percentage of market value invested in mandates using an active investment
strategy by any one Manager shall be no greater than 15%; and
6. The Pool’s percentage of market value invested in any single mandate/portfolio using an
active investment strategy shall be no greater than 10%.

If at any time, due to market fluctuations or any other circumstances, any of the guidelines are not
maintained, Staff will use its best efforts to conform to these limits in a timely manner, while taking
into account current market conditions and the associated costs of rebalancing. At the Board’s
next regularly scheduled quarterly meeting, the CIO shall inform the Board of any cases that the
Pool allocations were outside of the limits and either inform the Board of the actions that were
taken to return the Pool back within guidelines or a plan to do so.
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Schedule II-C:
Investment Objectives and Guidelines
Montana Private Equity Pool (MPEP)

Effective Date of Schedule: April 5, 2016

This Schedule is effective upon adoption by the Board of Investments and supersedes all previous
Investment Objectives and Guidelines for this specific Pool.

Statement of Purpose:
The purpose of these objectives and guidelines is to:

1. Establish the investment objectives and performance standards of the Pool; and
2. Provide diversified exposure to the Private Investment markets in a prudent and cost
effective manner.

Investment Objective:

Strategic:
The objective of the MPEP is to attain the highest possible return within the parameters of the

Investment Guidelines set forth below.

Performance:

There is no generally accepted benchmark index for private equity performance comparisons.
Characteristically, private equity partnership investments are impacted by the “J-curve” effect, in
which fees and transaction costs create negative returns during the initial investment years before
distributions are realized. Private equity investing requires a long time horizon in order to realize
the value provided by the creation or restructuring of private companies.

The performance objective for MPEP is the achievement of long-term net returns (after
management fees and general partner’s carried interest) above a benchmark reflecting public
equity market returns plus an appropriate premium to compensate for the higher degree of risk,
including the illiquidity risk for Private Investments compared to Public Market Investments.

Success in achieving this objective will be measured by comparing the net return of MPEP to the
S&P 1500 Index plus 400 basis points (the “Benchmark”) on an annualized basis. Performance
results will be monitored quarterly. However, the success in achieving the objective will be
measured on a five-year and ten-year annualized basis.

Investment Guidelines:

The Montana Board Investment Staff will have full discretion to manage MPEP consistent with the
investment guidelines stated below. Compliance with the following guidelines for permitted
investments and other restrictions is the sole responsibility of the Staff. Any exceptions or
compliance violations are to be reported to the Board of Investments at the next scheduled
quarterly Board meeting.
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The majority of the MPEP investments will be managed by external investment managers via a
partnership structure in which the Montana Board of Investments will have a limited partnership
interest.

Permitted Investments:

MPEP may invest only in the following:

b

Private Investment partnership interests. These private partnerships may be direct limited
partnerships, limited liability companies, or vehicles that primarily invest in partnerships,
including Fund-of-Funds and Secondary Funds;

Investments held in separate accounts or commingled funds managed by external
investment managers and governed by their respective investment management contracts
and investment guidelines;

MPEP may co-invest with private investment managers in transactions that are suitable for
inclusion into a private investment partnership;

Individual public or private securities received as distributions from funds;

“Equitized” liquidity strategies that provide exposure to public equity indexes; and

Cash — either an investment in the Short-Term Investment Pool (STIP) or a vehicle available
through the Custodian.

Other Restrictions

No more than 7.5% of the aggregate of MPEP net asset value plus uncalled committed
capital should be in a single Direct Limited Partnership;

No more than 15% of the aggregate of MPEP net asset value plus uncalled committed
capital should be placed with a single fund manager or General Partner;

No more than 30% of the aggregate of MPEP net asset value plus uncalled committed
capital should considered “Non-U.S.” exposure based on the primary objective of the Fund,
Partnership, Separate Account, or Index;

Cash held at the Pool level (not including cash held in the underlying partnership
interests/funds or cash that is equitized) is limited to 5% of the Pool’s market value; and
Individual public securities received as distributions will be liquidated over a reasonable
time period dependent on market conditions.
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The following table provides a guideline range with respect to MPEP’s strategy diversification. It is
important to note that these ranges reference the sum of the pool’s net asset value and uncalled
commitments.

Strategy Policy Range
Buyout and all other private equity related strategies not

related to Venture Capital or Debt-Related 50% - 80%
Venture Capital 10% - 25%
Debt-related 0% - 25%

For the purpose of the ranges provided above, Special Situations and Secondary funds will be
classified in the category that is most reflective of the underlying investments in the funds.

If at any time, due to market fluctuations or any other circumstances, any of the guidelines are not
maintained, Staff will use its best efforts to conform to these limits in a timely manner, while taking
into account current market conditions and the associated costs of rebalancing. At the Board’s
next regularly scheduled quarterly meeting, the CIO shall inform the Board of any cases that the
Pool allocations were outside of the limits and either inform the Board of the actions that were
taken to return the Pool back within guidelines or a plan to do so.
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Schedule II-D:
Investment Objectives and Guidelines
Montana Real Estate Pool (MTRP)

Effective Date of Schedule: April 5, 2016

This Schedule is effective upon adoption by the Board of Investments and supersedes all previous
Investment Objectives and Guidelines for this specific Pool.

Statement of Purpose:
The purpose of these objectives and guidelines is to:

1. Establish the investment objectives and performance standards of the Pool; and
2. Provide diversified exposure to Real Estate and Timberland investments in a prudent and
cost effective manner.

Investment Objective:

Strategic:
The objective of the MTRP is to attain the highest possible return within the parameters of the

Investment Guidelines set forth below.

Performance:

Success in achieving this objective will be measured by comparing the risk and after-fee return of
MTRP to the NCREIF Open End Diversified Core Equity Net Index (the “Benchmark”). Performance
results will be monitored and evaluated quarterly. However, the success in achieving the objective
will be measured on a five-year, and ten-year annualized basis. Because MTRP’s underlying funds
typically report their returns 30-90 days after quarter-end, the Benchmark will be compared on a
one-quarter lagged basis.

Investment Guidelines:

The Montana Board Investment Staff will have full discretion to manage MTRP consistent with the
investment guidelines stated below. Compliance with the following guidelines for permitted
investments and other restrictions is the sole responsibility of the Staff. Any exceptions or
compliance violations are to be reported to the Board of Investments at the next scheduled

quarterly Board meeting.

The majority of the MTRP investments will be managed by external investment managers.

21 |Page



Permitted Investments:

MTRP may invest only in the following:

Open-Ended Commingled Funds investing in “Core” Real Estate. Real Estate is classified as
“Core” if it is an investment in operating and substantially-leased institutional quality real
estate in the traditional property types (apartments, office, retail, industrial, and hotel);
Private Investment partnership interests in “Non-Core” Real Estate and Timberland. These
private partnerships may be direct limited partnerships, limited liability companies, or
vehicles that primarily invest in partnerships, including Fund-of-Funds and Secondary Funds.
MTRP may co-invest with private investment managers in transactions that are suitable for
inclusion into a private Real Estate investment partnership;

Individual public or private securities received as distributions from funds and equitized
liquidity funds are also permitted to be held in MTRP;

Separate Accounts, Open-Ended Funds, Closed-Ended Funds, Exchange-Traded Funds
(ETFs), or Master Limited Partnerships (MLPs) managing publicly traded Real Estate or
Timberland related investments, where the funds are approved by the Chief Investment
Officer and purchased and monitored by Staff; and

Cash — either an investment in the Short-Term Investment Pool (STIP) or a vehicle available
through the Custodian.

Other Restrictions

1.

No more than 7.5% of the aggregate of MTRP net asset value plus uncalled committed
capital should be in a single Fund, Partnership, or Separate Account;

No more than 15% of the aggregate of MTRP net asset value plus uncalled committed
capital should be placed with a single fund manager.

Separate Accounts, Open-Ended Funds, Closed-Ended Funds, Exchange-Traded Funds
(ETFs), or Master Limited Partnerships (MLPs) managing publicly traded Real Estate or
Timberland related investments may not exceed 20% of the aggregate of MTRP net asset
value plus uncalled committed capital;

No more than 30% of the aggregate of MTRP net asset value plus uncalled committed
capital should considered “Non-U.S.” exposure based on the primary objective of the Fund,
Partnership, Separate Account, or Index;

Cash held at the Pool level (not including cash held in the underlying partnership interests,
funds, or accounts, or cash that is equitized) is limited to 5% of the Pool’s market value; and
Individual public securities received as distributions will be liquidated over a reasonable
time period dependent on market conditions.

The following table provides a guideline range with respect to MTRP’s strategy diversification. It is
important to note that these ranges reference the sum of the pool’s net asset value and uncalled

commitments.

Strategy Pool Policy Range Total Pensions Policy Range
Core Real Estate / Timber Investments 35% - 65%

Non-Core Real Estate Investments 35% - 65%

Timberland Investments Included w/Core 0% - 2%
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For funds with exposure across these categories, the fund will be classified in the category that is
most reflective of the underlying investments in the funds.

Leverage
Leverage is a significant risk factor. On an individual fund basis, the leverage level can range up to

75.0 percent. Leverage consists of the combined borrowing at the property level and the fund
level. On a select basis, the leverage may exceed 75.0 percent for a given investment, if it is
determined to be reasonable to do so. Leverage shall be monitored on an individual fund level and
new investments shall be made with the intention that the total MTRP portfolio leverage shall not
exceed 60%.

Strategy Leverage Policy Range
Core Real Estate Investments 0% - 50%
Non-Core Real Estate Investments 0% - 75%
Timberland Investments 0% - 30%

If at any time, due to market fluctuations or any other circumstances, any of the guidelines are not
maintained, Staff will use its best efforts to conform to these limits in a timely manner, while taking
into account current market conditions and the associated costs of rebalancing. At the Board’s
next regularly scheduled quarterly meeting, the CIO shall inform the Board of any cases that the
Pool allocations were outside of the limits and either inform the Board of the actions that were
taken to return the Pool back within guidelines or a plan to do so.

While no formal diversification ranges are set forth for property type diversification or regional
diversification within the United States, it is expected that MTRP shall remain diversified across
these factors. These and other factors shall be monitored and reported to the Board at least
annually.
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Schedule II-E:
Investment Objectives and Guidelines
Montana Retirement Funds Bond Pool (RFBP)

Effective Date of Schedule: April 5, 2016

This Schedule is effective upon adoption by the Board of Investments and supersedes all previous
Investment Objectives and Guidelines for this specific Pool.

Statement of Purpose:
The purpose of these objectives and guidelines is to:

1. Establish the investment objectives and performance standards of the Pool; and
2. Provide diversified exposure to the Fixed Income markets in a prudent and cost effective
manner.

Investment Objective:

Strategic:
The objective of the RFBP is to attain the highest possible total return within the parameters of the

Investment Guidelines set forth below.

Performance:

Success in achieving this objective will be measured by comparing the risk and after-fee return of
RFBP to the Barclays US Aggregate Bond Index (the “Benchmark”). Performance results will be
monitored and evaluated quarterly. However, the success in achieving the objective will be
measured on a three-year, five-year, and ten-year annualized basis.

Investment Guidelines:

The Montana Board Investment Staff will have full discretion to manage RFBP consistent with the
investment guidelines stated below. Compliance with the following guidelines for permitted
investments and other restrictions is the sole responsibility of the Staff. Any exceptions or
compliance violations are to be reported to the Board of Investments at the next scheduled
quarterly Board meeting.

Permitted Investments:

RFBP may invest only in the following:

1. Securities and derivatives held in separate accounts, commingled funds, limited
partnerships, or limited liability companies managed by internal or external investment
managers and governed by their respective investment management contracts and
investment guidelines;

2. Individual securities issued and guaranteed by the U.S. Government that are approved for
purchase by the Chief Investment Officer and purchased and monitored by Staff; and
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3.

Cash — either an investment in the Short-Term Investment Pool (STIP) or a vehicle available
through the Custodian.

Other Restrictions

1.

10.

11.

12

13

A minimum of 20% of the market value of the RFBP must be held in U.S. Treasury/Agency
securities;

A maximum of 50% of the market value of the RFBP shall be held in corporate securities;

A maximum of 10% of the market value of the RFBP shall be held in Non-U.S. securities
whether they are denominated in U.S. dollars or a foreign currency;

A maximum of 40% of the market value of the RFBP shall be held in U.S. residential Agency
Mortgage-Backed Securities (MBS & CMO);

A maximum of 10% of the market value of the RFBP shall be held in asset backed securities
(ABS);

A maximum of 10% of the market value of the RFBP shall be held in commercial mortgage
backed securities (CMBS);

A maximum of 5% of the market value of the RFBP shall be held in all other Permitted
Investments in the aggregate that are not classified as a Corporate, U.S. residential agency
mortgage-backed, ABS, CMBS, or U.S. Treasury/Agency security;

The average duration of the RFBP will be maintained in a range of + or — 20% of the index
duration;

A maximum of 15% of the market value of the RFBP shall be invested in fixed income
securities either non-rated or rated lower than Baa3 by Moody’s or BBB- by S&P. (In the
case of split rated securities, the lowest rating will apply.);

A maximum of 5% of the market value of the RFBP shall be invested in dedicated Emerging
Market mandates;

A maximum of 5% of the market value of the RFBP shall be invested in Cash held at the Pool
level (not including cash held by internal or external managers in separate accounts or
commingled funds);

. The Pool’s percentage of market value invested in mandates using an active investment

strategy by any one Manager other than any internally managed assets shall be no greater
than 15%; and

. The Pool’s percentage of market value invested in any single mandate/portfolio using an

active investment strategy, other than internally managed mandates, shall be no greater
than 10%.

If at any time, due to market fluctuations or any other circumstances, any of the guidelines are not
maintained, Staff will use its best efforts to conform to these limits in a timely manner, while taking
into account current market conditions and the associated costs of rebalancing. At the Board’s
next regularly scheduled quarterly meeting, the CIO shall inform the Board of any cases that the
Pool allocations were outside of the limits and either inform the Board of the actions that were
taken to return the Pool back within guidelines or a plan to do so.
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Current

Pension Fund Asset Allocations Board Approved Ranges

Investment Type
Asset Class - Domestic Equity
Large
Core Passive
Enhanced
Equity Long/Short Managers
Mid
Small
Asset Class - International Equity
Large
Passive
Active
Small
Emerging - Dedicated
Asset Class - Private Equity
Venture Capital
Debt Related

Buyouts

Asset Class - Fixed Income
Domestic High Yield
International

Core (U.S. Investment Grade)
Asset Class - Real Estate
Core/Timberland

Value Added

Opportunistic

Asset Class - Cash Equivalents

may not exceed 2% of total pension assets.

Approved Range

72% -91%
45% - 70%
8% -12%
8% -12%
6% -17%
3%-11%

79% -92%
42% - 66%
22%-32%
8% - 16%

0% - 5%

10% - 25%
0% - 25%

50% - 80%

0% - 15%
0% - 10%
80% - 100%

35% - 65%
20% - 45%
10% - 30%

*Existing Policy allows total equity range of 58% - 72% and Timber

Proposed

Pension Fund Asset Allocations Board Approved Ranges

Investment Type
Asset Class - Domestic Equity
Large
Passive
Active

Mid
Small
Asset Class - International Equity
Large

Passive

Active
Small
Emerging - Dedicated
Asset Class - Private Equity
Venture Capital
Debt Related
Buyouts and all other private equity-
related strategies
Asset Class - Fixed Income
Domestic High Yield
International
Core (U.S. Investment Grade)
Asset Class - Real Estate
Core/Timberland
Non-Core

Asset Class - Cash Equivalents

*Existing Policy allows total equity range of 58% - 72% and Timber
may not exceed 2% of total pension assets.

Approved Range

72%-91%
48% - 91%
0% - 24%

6% -17%
3% -11%

79% - 92%
47% - 92%

0% - 32%
8% - 16%
0% - 5%

10% - 25%
0% - 25%

50% - 90%
0% - 15%
0% - 10%

80% - 100%

35% - 65%
35% - 65%
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MONTANA PUBLIC RETIREMENT PLANS Approved April 7, 2015

INVESTMENT POLICY STATEMENT Page 1 of 4

LEGAL AND CONSTITUTIONAL AUTHORITY

The Montana Constitution, Article VIII, Section 13, requires that the Legislature provide for a Unified
Investment Program for public funds. Section 17-6-201, MCA established the Unified Investment
Program, created the Montana Board of Investments (the “Board”) and gave the Board sole authority to
invest state funds, including the public retirement plans (Plans) in accordance with state law and the
state constitution. The Board finds that it is in the best interest of the state’s nine retirement Plans to set
out investment policies for the Plans in one comprehensive document utilizing the same asset allocation.
In the future, individual Plan requirements may vary and this common approach could change. The
Board intends to keep this policy updated as it modifies or amends underlying investment related
policies. Click on the links below to view the Board’s Governing Law/Constitution and its
Governance Policy.

Governing Law/Constitution

Governance Policy

INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for the Plans’ investments
under the guidance of the Board. The Board manages the assets under the prudent expert principle
(Section 17-6-201 MCA), which provides:

that the Board shall manage a portfolio

a) with the care, skill, prudence, and diligence, under the circumstances then prevailing, that a
prudent man acting in a like capacity and familiar with such matters would use in the conduct of an
enterprise of a like character and with like aims;

b) diversify the holdings of each fund within the unified investment program to minimize the
risk of loss and to maximize the rate of return unless, under the circumstances, it is clearly prudent not
to do so; and

(c¢) discharge the duties solely in the interest of and for the benefit of the funds forming the
unified investment program.

Plan assets are commingled for investment purposes into six investment pools created by the Board.
The pools are shared, that is co-mingled funds, which operate similar to mutual funds. The use of pools
allows for simplified investing and accounting, broader diversification and thus less risk than would
otherwise be available for the smaller Plans and provides additional opportunities for fee savings. Each
investment pool has an underlying governing investment policy statement providing additional
investment guidelines. Each of the nine Plans forming a part of the investment pools are separately
identified for accounting and record keeping purposes. Click on the links below to view the
Investment Policy Statement for each pool.

Montana Domestic Equity Pool (MDEP)
Montana International Equity Pool (MTIP)
Montana Retirement Funds Bond Pool (RFBP)
Montana Real Estate Pool (MTRP)

Montana Private Equity Pool (MPEP)
Short-Term Investment Pool (STIP)



http://www.investmentmt.com/TheBoard/content/TheBoard/Docs/BoardLaws.pdf
http://www.investmentmt.com/TheBoard/content/TheBoard/Docs/GovernancePolicy.pdf
http://www.investmentmt.com/content/Investments/Docs/Policies/MDEPPolicy.pdf
http://www.investmentmt.com/content/Investments/Docs/Policies/MTIPPolicy.pdf
http://www.investmentmt.com/content/Investments/Docs/Policies/RFBPPolicy.pdf
http://www.investmentmt.com/content/Investments/Docs/Policies/MTRPPolicy.pdf
http://www.investmentmt.com/content/Investments/Docs/Policies/MPEPPolicy.pdf
http://www.investmentmt.com/content/STIP/Docs/STIPupdate111412.pdf
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Investment Objective

The Board’s overall objective is to achieve the highest level of investment performance that is
compatible with its risk tolerance and prudent investment practices. Because of the long-term nature of
the state’s various pension liabilities, the Board maintains a long-term perspective in formulating and
implementing its investment policies, and in evaluating its investment performance. Investment
performance is measured by three integrated long-term return objectives:

o The actuarial target rate of return is the key actuarial assumption affecting future funding rates
and liabilities. Investment performance that exceeds or underperforms the target rate may
materially impact future funding rates and liabilities. The Board seeks to generate long term
investment performance that will exceed the actuarial annual target rate of return of 7.75%, net of
all investment and administrative expenses. There may be years, or a period of years, when the
Plans do not achieve this goal followed by years when the goal is exceeded. But over a long period
of time, the Board seeks to achieve an average net rate of return of 7.75% at risk levels (measured
by expected volatility) broadly consistent with other public fund peers.

e The investment policy benchmark is calculated by applying the investment performance of the
asset class benchmarks to the Plans’ actual asset allocation during the measurement period. The
investment policy benchmark represents the return that would be achieved if the Plan implemented
a passively managed portfolio. Deviations from the policy benchmark measure the contribution of
active investment management throughout the fund, rebalancing policy and its execution, and
investment implementation generally.

e The Board also compares each Plan’s total performance, before all fees, to appropriate public plan
sponsor universes. This process permits the Board to compare its total performance to other public
pension plans. While the Board seeks to rank consistently in the top half of comparable public
pension plans, the Board recognizes that other plans may have investment objectives and risk
tolerances that differ substantially from the Board’s.

The Board expects to meet or exceed these objectives over a long-term investment horizon. Over shorter
periods, the anticipated market volatility and specific actions, including risk mitigation efforts of the
Board relative to other pension plans may lead to unfavorable, but expected, deviation from these
objectives.

Asset Allocation

The Board, as the investment fiduciary of the Plans, is responsible for establishing the investment
parameters for the Plans. The Board has the authority to allocate portfolios to any previously board-
approved asset class in the proportions it considers prudent, under the prudent expert rule. There are
currently no statutory or constitutional restrictions on the investment of the Plans. Asset allocation
decisions made by the Board must be made in a public meeting.

The current asset allocation ranges for the Plans are attached as Exhibit A. The asset allocation ranges
are subject to change as modifications are adopted by the Board, at which time the attached Exhibit A
will be revised to reflect these changes. The Board will formally affirm or revise the asset allocation
ranges for the Plans at least annually.

Rebalancing
The actual asset allocation mix may deviate from time to time from the approved asset allocation ranges

due to financial market performance, cash flows, and manager performance. Material deviations from
the asset allocation ranges can alter the expected return and risk of the Plans. Rebalancing the Plans’
assets to remain within the Board-approved allocation ranges is delegated to the Chief Investment
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Officer (CIO), in consultation with the Executive Director. Any necessary rebalancing will be made in a
timely manner and will take into consideration associated costs and current market conditions. In
addition to maintaining actual allocations within the ranges, the CIO will also consider contractual
investment commitments to private equity and real estate partnerships, the liquidity necessary to meet
benefit payments and administrative costs for the Plans, and current market conditions. This may
prompt asset rebalancing when asset allocations fall within the established ranges. The CIO shall inform
the Board of rebalancing activity at the Board's next regularly scheduled meeting.

Exercise of Shareholder Rights

The Board recognizes that publicly traded securities and other assets of the Plans include certain
ancillary rights, such as the right to vote on shareholder resolutions at companies’ annual shareholders’
meetings, and the right to assert claims in securities class action lawsuits or other litigation. The Board
will prudently manage these assets of the Plans for the exclusive purpose of enhancing the value of the
Plans for its participating systems’ members and beneficiaries through such means as adopting and
implementing a proxy voting policy and undertaking productive, cost-effective action to exercise its
rights as shareholders or claimants in litigation. The Board will participate in all class action securities
litigation to which it is entitled and may, pursuant to its securities litigation policy, serve as lead or co-
lead plaintiff for the benefit of the Plans. These policies are further described in the underlying
investment policy statements appropriate for the respective investment pools and in the governance
policy.

Securities Lending

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board may lend
its publicly traded securities held in the investment pools, through an agent, to other market participants
in return for compensation. Currently, State Street Bank and Trust, the state's custodial bank, manages
the state's securities lending program. The Board seeks to assess the risks, such as counterparty and
reinvestment risk, associated with each aspect of its securities lending program. In addition, the Board
requires that the risks assumed and the administrative resources committed to monitor those risks are
commensurate with the program’s income potential. =~ The Board requires borrowers to maintain
collateral at 102 percent for domestic securities and 105 percent for international securities. To ensure
that the collateral ratio is maintained, securities on loan are marked to market daily and the borrower
must provide additional collateral if the value of the securities on loan increases. The Board’s
participation in securities lending may change over time given Plan activity, market conditions and the
agent agreement.

Cash Investments

Cash investments held at the pool level, any managed account within it, or any separate account entail
an element of credit risk. Thus, only approved cash investment vehicles are permitted. These include
the custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all of which specifically
address credit risk in their respective investment guidelines.
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Exhibit A
Pension Fund
Asset Allocations
58 -72% Equities Range
Domestic Equity Pool Real Estate Pool

Investment Type Range Investment Type Range
Large Cap Core (passive) 45% - 70% Core/Timberland * 35%-65%
Large Cap Enhanced 8% - 12% 28% - 44% 6% -10% | Value Added 20% - 45%
Partial Long/Short (130/30) 8% -12% Opportunistic 10% - 30%
Total Large Cap 72% - 91%

Mid Cap 6%-17% * Timberland may not exceed 2%

Small Cap 3%-11% of total pension assets

International Equity Pool Private Equity Pool
Investment Type Range Investment Type Range
Large Cap Passive 42% - 66% 14%-22% 9% - 15% |Buyouts 50% - 80%
Large Cap Active 22%-32% Venture Capital 10% - 25%
Small Cap 8% -16% Debt Related 0% -25%
Dedicated Emerging Markets 0% - 5%
Retirement Funds Bond Pool Short Term Investment Pool

Investment Type Range Short-term liquid investments

Domestic High Yield 0% -15% 22%-30% 1% - 5% |High-quality Investments

International 0% -10% 24 Hour Liquidity for Participants

Total High Yield/International 0% - 20%

Domestic Core(investment grade) 80% - 100%

All nine Public Retirement Plans currently share the same asset allocation ranges but this may change in
the future as conditions and liquidity requirements for each of the individual plans change.

Nine Public Retirement Plans
Public Employees Retirement System
Teachers Retirement System
Police Officers Retirement
Firefighters Retirement
Sheriffs Retirement
Highway Patrol Retirement
Game Wardens Retirement
Judges Retirement
Volunteer Firefighters Retirement
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MONTANA DOMESTIC EQUITY POOL (MDEP)
INVESTMENT POLICY STATEMENT

This policy is effective upon adoption and supersedes all previous Montana Domestic Equity Pool
(MDEP) policies.

INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for domestic equity
investments, which are consolidated into the Montana Domestic Equity Pool (MDEP). This statement
provides a basis on which to invest in the publicly traded equity securities of domestic companies through
the employment of external managers and enables staff to monitor the progress of the domestic equity
managers on behalf of the retirement funds and other participants. The public domestic equity investment
program consists of several externally managed portfolios. The managers of the portfolios are governed by
their respective investment management contracts and investment guidelines.

The array of managers utilized are classified in the following strategy categories:
1. Passive
2. Enhanced index
3. Long-only active
4. Partial Long/Short (also called 130/30)

OBJECTIVES

Strategic: Attaining investment returns from publicly traded domestic equity markets while diversifying

investment risk and manager risk.

e The primary objective of the domestic equity investment program is to provide diversified exposure to
the domestic equity market for the benefit of the pension fund and other participants in a prudent and
cost effective manner.

e The objective of enhanced index management and other active management strategies is to add value
by achieving a rate of return that exceeds the relevant benchmark(s) after fees.

e The objective of passive management is to diversify risk within the program as well as to act as a
mechanism for liquidity within the program’s strategy and manager allocations. It is also the primary
liquidity source to absorb changes to the overall allocation to domestic equities.

Performance: The domestic equity investment program provides passive, enhanced index and active

investment management strategies in order to achieve the stated investment objectives.

e The return objective for the Montana Domestic Equity Pool is the achievement of an annualized, time-
weighted total rate of return exceeding that of the S&P 1500 Index over any three-year rolling period
after fees.

e The return objective for all enhanced index and other active domestic equity managers is the
achievement of an annualized, time-weighted total rate of return exceeding that of the relevant
benchmark over any three-year rolling period after fees: (see Public Markets Manager Evaluation
Policy).

e The return objective for all passive domestic equity index funds is the achievement of an annualized,
time-weighted total rate of return equaling that of the relevant benchmark on an annual basis before
fees (see Public Markets Manager Evaluation Policy).
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RISK MANAGEMENT

The domestic equity investment program utilizes active, enhanced index, and passive investment
management strategies with various risk tolerance parameters.

e Long-only active and partial long/short strategies entail active management. These active domestic
equity managers are able to assume greater than market risk subject to the following:

o Investments will be well diversified among market sectors and individual securities, though
deviations from benchmark characteristics may be taken in an effort to add value above
benchmark returns.

o Normally, at least 95% of assets will be invested in common or preferred stocks or securities
convertible into common or preferred stocks.

o Up to 5% of assets may be held in short-term investments.

e Enhanced index domestic equity managers also entail active management, though typically less than
the above category. These managers are able to assume above-market risk subject to the following:

o Investments will be well diversified among market sectors and individual securities.

o Up to 3% of assets may be held in short-term investments or securitized cash equivalents.

e Passive domestic equity managers are able to assume only the market risk of their respective
benchmark. Underlying investments are designed to replicate the relevant benchmark(s) index
characteristics in an effort to produce market-like risk and returns.

The description of risk characteristics by type of manager can also be quantified by tracking error, a
statistical measure that is defined as the standard deviation of a portfolio’s performance relative to the
performance of an appropriate benchmark. These are summarized in the table below.

Style Category Tracking Error Range (in basis
points)

Passive 0-20

Enhanced-index 50-250

Long-only active 300-900

Partial Long/Short 250-500

Staff monitors the overall pool portfolio and individual external managers using various analytical systems
designed to show the risk characteristics at the pool and manager level, and the sources of value-added for
each manager.

LIQUIDITY

The liquidity needs for the domestic equity program are low, as participant capital allocated to this
program is not expected to change dramatically on short notice. Nevertheless, the underlying assets held
are publicly

traded securities which can be liquidated in a relatively short period to accommodate broad asset
allocation changes between domestic equities and other asset categories held by the participants. Up to
5% of total MDEP assets may be held in short-term investments, securitized cash investment vehicles or a
combination of both.
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ELIGIBLE INVESTMENTS

Securities: Either directly held in separate accounts, or via commingled funds, securities eligible for
investment include the equity securities of domestic and foreign-based corporations listed on legal and
recognized domestic exchanges. Security types may include ordinary common shares, preferred shares,
American Depository Receipts (ADRs), and other security types deemed by the Chief Investment Officer
as equivalent to the above listed types.

Derivatives: Investment managers are authorized to invest in derivatives such as index futures contracts
in accordance with the Investment Manager Guidelines.

ALLOCATION
Allocation ranges are approved by the Board. The current allocation ranges by strategy category are

shown below. It is the responsibility of staff to manage individual manager and strategy allocations within
these ranges in order to attain the objectives of the pool.

Strategy Approved Range
Large Cap Core (passive) 45 -70%
Large Cap Enhanced 8-12%
Partial Long/Short (130/30) 8-12%
Total Large Cap 72 -91%
Mid Cap 6-17%
Small Cap 3-11%

ROLES AND RESPONSIBILITIES

Board of Investments — The Board is responsible for approving the Investment Policy Statement for the
Montana Domestic Equity Pool. The Board reviews this document periodically and, as needed, approves
any changes to the policy and allocation ranges.

Chief Investment Officer - The Chief Investment Officer (CIO), with the support of other staff, is
responsible for recommending policy changes, including any changes in allocation ranges, for Board
approval.

Staff - Staff is responsible for monitoring allocations and external managers, recommending allocation
changes to the CIO, and recommending retention or termination of external managers to the CIO (see
Public Markets Manager Evaluation Policy).

Investment Consultant — The investment consultant assists the CIO and staff with policy
recommendations

and provides advice to the Board. The investment consultant also assists staff in monitoring all external
managers and reports to the Board independently.
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External Managers — Managers are responsible for all aspects of portfolio management as set forth in the
contract specific to each manager. Managers must communicate with staff as needed, regarding
investment strategies and results. Managers must also cooperate fully with staff regarding administrative,
accounting, and reconciliation issues as well as any requests from the investment consultant and the
master custodian.

LEGAL

According to the unified investment program directed by Article VIII, section 13, of the 1972 Montana
Constitution (MCA 17-6-201: Unified investment program-General Provisions):

(1) Public funds must be administered by the Board of Investments in accordance with the prudent
expert rule, which requires any investment manager to:

(a) discharge duties with the care, skill, prudence, and diligence, under the circumstances then
prevailing, that a prudent person acting in a like capacity with the same resources and
familiar with like matters exercises in the conduct of an enterprise of a like character with
like aims;

(b) diversify the holdings of each fund within the unified investment program to minimize the
risk of loss and to maximize the rate of return unless, under the circumstances, it is clearly
prudent not to do so; and

(c) discharge duties solely in the interest of and for the benefit of the funds forming the unified
investment program.

(2) Retirement funds may be invested in common stocks of any corporation.

ADMINISTRATIVE

Securities Lending

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board may lend its
publicly traded securities held in the investment pools, through an agent, to other market participants in
return for compensation. Currently, through an explicit contract, State Street Bank and Trust, the state's
custodial bank, manages the state's securities lending program. The Board seeks to assess the risks, such
as counterparty and reinvestment risk, associated with each aspect of its securities lending program. The
Board requires borrowers to maintain collateral at 102 percent for domestic securities and 105 percent for
international securities. To ensure that the collateral ratio is maintained, securities on loan are marked to
market daily and the borrower must provide additional collateral if the value of the securities on loan
increases. In addition to the strict collateral requirements imposed by the Board, the credit quality of
approved borrowers is monitored continuously by the contractor. From time to time, Staff or the
investment manager may restrict a security from the loan program upon notification to State Street Bank.
Staff will monitor the securities lending program, and the CIO will periodically report to the Board on the
status of the program.

Shareholder Rights

The Board recognizes that publicly traded securities and other assets of the Retirement Plans include
certain ancillary rights, such as the right to vote on shareholder resolutions at companies’ annual
shareholders’ meetings, and the right to assert claims in securities class action lawsuits or other litigation.
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Proxy Voting

Active voting of proxies is an important part of the Board’s investment program. Under the contractual
arrangements between the Board and its investment managers, the responsibility for voting proxies on the
investments is delegated to the managers. They are contractually required to establish a proxy voting
program in coordination with Board Staff and are required to vote proxies, excluding shares on loan under
the Board’s securities lending program, in the interest of the Plans’ beneficiaries. Records of proxy votes
shall be maintained by the Managers, and/or its third party designee, and submitted to Staff and/or an
external service provider annually.

Staff will monitor the proxy voting practices of the Board’s external investment managers. External
service providers may be retained by either the board or the managers to assist in monitoring efforts. This
monitoring will be coordinated with each manager to reasonably assure the Staff that managers are
fulfilling their fiduciary responsibilities with respect to proxy voting.

Class Action Litigation

Claims under state and federal securities laws arising out of losses on securities under the Board’s
management are assets subject to the Board’s fiduciary duty of prudent management. The Board shall
take reasonable, cost effective steps to identify, pursue and collect upon claims under securities laws for
losses suffered by the Board on its investment. The Board will participate in all class action securities
litigation to which it is entitled and may, pursuant to its securities litigation policy, serve as lead or co-lead
plaintiff for the benefit of the Plans. Accordingly, the Board maintains a detailed litigation policy,
including process steps, outlined in the Montana Board of Investments Governance Manual, Appendix F.

Cash Investments

Cash investments held at the pool level, any managed account within it, or any separate account entail an
element of credit risk. Thus, only approved cash investment vehicles are permitted. These include the
custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all of which specifically
address credit risk in their respective investment guidelines.
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MONTANA INTERNATIONAL EQUITY POOL (MTIP)
INVESTMENT POLICY STATEMENT

This policy is effective upon adoption and supersedes all previous Montana International Equity
Pool (MTIP) policies.

INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for international
equity investments, which are consolidated into the Montana International Equity Pool (MTIP).
This statement provides a basis on which to invest in the publicly traded equity securities of
foreign (non-U.S.) companies through the employment of external managers and enables staff to
monitor the progress of the international equity managers on behalf of the retirement funds. The
international equity investment program consists of several externally managed portfolios. The
managers of the portfolios are governed by their respective investment management contracts
and investment guidelines.

OBJECTIVES

Strategic: Attaining investment returns from international equity markets while diversifying

investment risk and manager risk.

e The primary objective of the international equity investment program is to provide
diversified exposure to the international equity markets for the benefit of the pension fund in
a prudent and cost effective manner.

e The objective of active management is to add value by achieving a rate of return that exceeds
the relevant benchmark(s) after fees.

e The objective of passive management is to diversify risk within the program as well as to act
as a mechanism for liquidity within the program’s strategy and manager allocations. It is
also the primary liquidity source to absorb changes to the overall allocation to international
equities.

Performance: The international equity investment program provides for both active and passive

investment management strategies in order to achieve the stated investment objectives.

e The return objective for the Montana International Equity Pool is the achievement of an
annualized, time-weighted rate of return exceeding that of the MSCI All Country World ex-
US Investable Market Index (ACW ex-US IMI) over any three-year rolling period after fees.

e The return objective for all active international equity managers is the achievement of an
annualized, time-weighted total rate of return exceeding that of the relevant benchmark(s)
over any three-year rolling period after fees.

e The return objective for all passive international equities is the achievement of an annualized,
time-weighted total rate of return equaling that of the relevant benchmark(s) on an annual
basis before fees.
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RISK MANAGEMENT

The international equity investment program utilizes both active and passive investment

management strategies with various risk tolerance parameters.

e Active international equity managers are able to assume greater than market risk subject to
the following:

o Investments will be well diversified among market sectors and individual securities,
though deviations from benchmark characteristics may be taken in an effort to add
value above benchmark returns.

o Normally, at least 95% of assets will be invested in common or preferred stocks or
securities convertible into common or preferred stocks.

o Up to 5% of assets may be held in short-term investments.

e Passive international equity managers are able to assume only the market risk of their
respective benchmark(s) index(s). Underlying investments are designed to replicate the
relevant benchmark(s) index characteristics in an effort to produce market like risk and
returns.

The description of risk characteristics by type of manager can also be quantified by tracking
error, a statistical measure that is defined as the standard deviation of a portfolio’s performance
relative to the performance of an appropriate benchmark. These are summarized in the table
below.

Style Category Tracking Error Range (in basis points)
Passive 0-30
Long-only active 300-900

Staff monitors the overall pool portfolio and individual external managers using various
analytical systems designed to show the risk characteristics at the pool and manager level, and
the sources of value-added for each manager.

LIQUIDITY

The liquidity needs for the international equity program are low, as participant capital allocated
to this program is not expected to change dramatically on short notice. Nevertheless, the
underlying assets held are publicly traded securities which can be liquidated in a relatively short
period to accommodate broad asset allocation changes between international equities and other
asset categories held by the participants. Up to 5% of total MTIP assets may be held in short-
term investments, securitized cash investment vehicles or a combination of both.

ELIGIBLE INVESTMENTS

Securities: Either directly held in separate accounts, or via commingled funds, securities eligible
for investment include the equity securities of foreign-based corporations listed on legal and
recognized foreign exchanges as well as domestic exchanges. Security types may include
ordinary common shares, preferred shares, American Depository Receipts (ADRs), Global
Depository Receipts (GDRs) and other security types deemed by the Chief Investment Officer as
equivalent to the above listed types.
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Derivatives: External investment managers are authorized to invest in derivatives such as equity
call and put options contracts, index futures contracts and forward currency contracts in
accordance with their respective management contract and investment guidelines.

Currency: At the pool level, MTIP will be managed on an un-hedged basis. However, the
active managers are allowed to hedge in a defensive manner. The managers are not allowed to
engage in currency speculation, such as over-hedging, reverse hedging, cross-hedging or other
trading activity not specifically aimed at minimizing risk versus their benchmark or preserving
the U.S. dollar value of investments.

ALLOCATION
Allocation ranges are approved by the Board. The current allocation ranges by strategy category

are shown below. It is the responsibility of staff to manage individual manager and strategy
allocations within these ranges in order to attain the objective of the pool.

Strategy Approved Range
Large Cap Passive 42% - 66%
Large Cap Active 22% - 32%
Small Cap 8% - 16%
Dedicated Emerging Markets 0% - 5%

ROLES AND RESPONSIBILITIES

Board of Investments - The Board is responsible for approving the Investment Policy Statement
for the Montana International Equity Pool. The Board reviews this document periodically and as
needed and approves any changes to the policy and allocation ranges.

Chief Investment Officer — The Chief Investment Officer (CIO), with support of other staff is
responsible for recommending policy changes, including any changes in allocation ranges for
Board approval.

Staff — Staff is responsible for monitoring allocations and external managers, recommending
allocation changes to the CIO, and recommending retention or termination of external managers
to the CIO (see Pubic Equities — External Manager Evaluation Policy).

Investment Consultant — The investment consultant assists the CIO and staff with policy
recommendations and provides advice to the Board. The investment consultant also assists staff
in monitoring all external managers and reports to the Board independently.

External Managers — Managers are responsible for all aspects of portfolio management as set
forth in the contract specific to each manager. Managers must communicate with staff as
needed, regarding investment strategies and results. Managers must also cooperate fully with
staff regarding administrative, accounting, and reconciliation issues as well as any requests from
the investment consultant and the master custodian.
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LEGAL

According to the unified investment program directed by Article VIII, section 13, of the 1972

Montana Constitution (MCA 17-6-201: Unified investment program-General Provisions):

(1) Public funds must be administered by the Board of Investments in accordance with the
prudent expert rule, which requires any investment manager to:

(a) discharge duties with the care, skill, prudence, and diligence, under the
circumstances then prevailing, that a prudent person acting in a like capacity with
the same resources and familiar with like matters exercises in the conduct of an
enterprise of a like character with like aims;

(b) diversify the holdings of each fund within the unified investment program to
minimize the risk of loss and to maximize the rate of return unless, under the
circumstances, it is clearly prudent not to do so; and

(©) discharge duties solely in the interest of and for the benefit of the funds forming
the unified investment program.

(2) Retirement funds may be invested in common stocks of any corporation.

ADMINISTRATIVE

Securities Lending

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board
may lend its publicly traded securities held in the investment pools, through an agent, to other
market participants in return for compensation. Currently, through an explicit contract, State
Street Bank and Trust, the state's custodial bank, manages the state's securities lending program.
The Board seeks to assess the risks, such as counterparty and reinvestment risk, associated with
each aspect of its securities lending program. The Board requires borrowers to maintain
collateral at 102 percent for domestic securities and 105 percent for international securities. To
ensure that the collateral ratio is maintained, securities on loan are marked to market daily and
the borrower must provide additional collateral if the value of the securities on loan increases. In
addition to the strict collateral requirements imposed by the Board, the credit quality of approved
borrowers is monitored continuously by the contractor. From time to time, Staff or the
investment manager may restrict a security from the loan program upon notification to State
Street Bank. Staff will monitor the securities lending program, and the CIO will periodically
report to the Board on the status of the program.

Shareholder Rights

The Board recognizes that publicly traded securities and other assets of the Retirement Plans
include certain ancillary rights, such as the right to vote on shareholder resolutions at companies’
annual shareholders’ meetings, and the right to assert claims in securities class action lawsuits or
other litigation.

Proxy Voting

Active voting of proxies is an important part of the Board’s investment program. Under the
contractual arrangements between the Board and its investment managers, the responsibility for
voting proxies on the investments is delegated to the managers. They are contractually required
to establish a proxy voting program in coordination with Board Staff and are required to vote
proxies, excluding shares on loan under the Board’s securities lending program, in the interest of
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the Plans’ beneficiaries. Records of proxy votes shall be maintained by the Managers, and/or its
third party designee, and submitted to Staff and/or an external service provider annually.

Staff will monitor the proxy voting practices of the Board’s external investment managers.
External service providers may be retained by either the board or the managers to assist in
monitoring efforts. This monitoring will be coordinated with each manager to reasonably assure
the Staff that managers are fulfilling their fiduciary responsibilities with respect to proxy voting.

Class Action Litigation

Claims under state and federal securities laws arising out of losses on securities under the
Board’s management are assets subject to the Board’s fiduciary duty of prudent management.
The Board shall take reasonable, cost effective steps to identify, pursue and collect upon claims
under securities laws for losses suffered by the Board on its investment. The Board will
participate in all class action securities litigation to which it is entitled and may, pursuant to its
securities litigation policy, serve as lead or co-lead plaintiff for the benefit of the Plans.
Accordingly, the Board maintains a detailed litigation policy, including process steps, outlined in
the Montana Board of Investments Governance Manual, Appendix F.

Cash Investments

Cash investments held at the pool level, any managed account within it, or any separate account
entail an element of credit risk. Thus, only approved cash investment vehicles are permitted.
These include the custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all
of which specifically address credit risk in their respective investment guidelines.



Page 1 of 6 Approved April 7, 2015

MONTANA PRIVATE EQUITY POOL (MPEP)
INVESTMENT POLICY STATEMENT

This policy is effective immediately upon adoption and supersedes all previous Montana
Private Equity Pool (MPEP) policies.

INTRODUCTION

The purpose of this policy statement is to provide investment objectives, strategies, and
constraints for private equity investments, which are consolidated into the Montana
Private Equity Pool (MPEP). The Board approved the creation of MPEP at the April 2,
2002 Board meeting, and the pool was created on May 1, 2002. This statement provides
a basis on which to invest in private equity partnerships. MPEP investments consist of
private partnership funds which are selected and managed by internal investment staff.
The underlying assets held in these funds are managed by external managers with the
expertise and experience to prudently manage these types of investments.

OBJECTIVES

Attaining enhanced investment returns from private equity investments while
diversifying investment risk is the strategic objective of MPEP. The objective includes
the following components:

e Achieve diversification benefits by investing pension fund portfolios in non-
traditional (i.e. equity and fixed income) domestic and international capital markets

e Achieve higher risk-adjusted portfolio returns by investing in private investments that
are actively managed to add value using principles and tactics often not available in
the public marketplace

e Achieve superior investment returns within the respective investment strategies that
make up the pool

e Ancillary strategic objectives associated with private equity investments include, but
are not limited to the following:

a. Develop secondary market capabilities to prudently either divest private
equity assets prior to maturity or liquidation or invest in established
partnerships in the secondary market

b. Establish key general partner relationships that may enhance partnership
and direct investment opportunities

Return Requirement: There is no generally accepted benchmark index for private
equity performance comparisons. Characteristically, private equity partnership
investments are impacted by the “J-curve” effect, in which fees and transaction costs
create negative returns during the initial investment years before distributions are
realized. Private equity investing requires a long time horizon in order to realize the
value provided by the creation or restructuring of private companies.

e The performance objective for MPEP is the achievement of long-term net returns
(after management fees and general partner’s carried interest) above a benchmark
reflecting public equity market returns plus an appropriate premium to compensate
for the higher degree of risk.

MPEP IPS April 2015
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e The benchmark established for MPEP is an annualized rate of return 400 basis points
above the Standard & Poor’s 1500 Index which is a proxy for the broad domestic
stock market.

Risk: Private equity investments incur a higher degree of risk with a higher return
potential than traditional equity investments. Portfolio diversification of risk is achieved
through multiple partnership relationships and investments diversified by time, stage of
financing, industry sector, investment size and geographical region.

RESPONSIBILITES AND DELEGATION

Board: The Board shall approve and revise the MPEP Investment Policy Statement as
necessary, oversee MPEP performance, delegate decision making to Staff as appropriate
and authorize investment and other decisions not delegated to Staff. The Board delegates
to Staff the authority to screen, evaluate and select private equity managers.

Staff: Staff assigned to the MPEP will be responsible for:

e Making recommendations to the Board concerning MPEP Strategy and
Investment Policy changes

e Managing day-to-day operations, delegating work to external resources as
appropriate, and overseeing all due diligence activity

e Screening, evaluating and selecting private equity managers and informing the
Board at its next meeting: 1) which managers were selected; and 2) how the
selection of the manager fulfills the strategy and objectives of MPEP.

e Monitoring and reporting to the Board the performance of the MPEP and the
individual managers in the MPEP

e Managing on an ongoing basis any external resources and notifying the Board of
any material changes in these resources

e Reporting any deviations from this Policy to the Board

INVESTMENT SELECTION PROCESS

Portfolio Management: Staff reviews and selects appropriate funds to fulfill the
objectives of the pool. The management of the underlying assets will be executed by the
General Partners of Fund-of-Funds and/or Direct Limited Partnerships. Fund-of-Funds
managers may be chosen to manage assets where particular expertise is required and
cannot be provided by Staff or where the Fund-of-Funds manager can cost-effectively
provide relevant information/assistance to Staff in the selection of Direct Limited
Partnership investments.

Staff shall oversee the construction and maintenance of a pacing analysis. The pacing
analysis will use historical private equity data to estimate the level of new commitments
needed to maintain MPEP assets at a level that is consistent with MPEP and Pension
strategies. The pacing analysis will be reviewed and updated at least biennially.

Staff shall continually review MPEP investments for compliance and performance
relative to the following:

MPEP IPS April 2015
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e Pace and timing of investment commitments, funding and return of capital;

e Diversity of sectors (industry, geographical, investment style, and others as
appropriate);

e Stated objectives specific to the investment;

e The benchmark established for the MPEP

Eligible Investments: Private equity partnership interests are eligible MPEP
investments. These private equity partnerships may be Direct Limited Partnerships or
vehicles that primarily invest in Direct Limited Partnerships, including Fund-of-Funds
and Secondary Funds. MPEP may co-invest with private equity managers in transactions
that are suitable for inclusion into a private equity partnership. Individual public or
private securities received as distributions from funds and equitized liquidity funds are
also permitted to be held in MPEP. Individual public securities received as distributions
will be liquidated over a reasonable time period dependent on market conditions.

Strategies and Limitations: Private equity investments are typically classified as
follows:

e Buyout: Investments in leveraged buyouts, management buyouts, debt
restructuring, or other acquisition strategies and financial restructuring strategies.

e Venture Capital: Investments in relatively small but rapidly growing private
companies in various stages of development.

e Distressed: Either debt or equity securities in troubled companies are purchased
and held with the intention of selling them or negotiating a work out plan prior to
or during potential bankruptcy or formal restructuring proceedings.

e Mezzanine: Privately negotiated subordinated debt investments, usually with an
equity warrant attached at a relatively low cost.

e Special Situations: Typically, specific industry strategies and unconventional
investment opportunities.

e Secondary: Purchase of private equity interests from the limited partners of
private equity funds. Secondary funds will be classified based on underlying
assets.

The following table provides a guideline range with respect to MPEP’s strategy
diversification. It is important to note that these ranges reference the sum of the pool’s
net asset value and uncalled commitments.

Strategy Policy Rangel
Buyout (Distressed, for control, special situations and 50% - 80%
co-investments)

Venture Capital 10% - 25%
Debt-related (Distressed, not-for-control, & Mezzanine) 0% - 25%

'Based on net asset value + uncalled committed capital.
For the purpose of these strategy ranges, Special Situations and Secondary funds will be
classified in the category that is most reflective of the underlying investments in the
funds.

MPEP IPS April 2015
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No more than 7.5% of the aggregate of MPEP net asset value plus uncalled committed

capital

should be in a single Direct Limited Partnership. No more than 15% of the

aggregate of MPEP net asset value plus uncalled committed capital should be placed with
a single fund manager.

Risk C

onsiderations: Private Equity investments typically involve the following risks:

Financial Risk: These investments may employ financial leverage (debt) leading
to a higher degree of volatility in investment returns. Buyout strategies are
characterized by the use of significant levels of debt in their capital structures.
Operating and Business Risk: These investments typically involve operating
and business risk, due to risks associated with the underlying businesses being
acquired.

Valuation Risk: Given the lack of public pricing of the underlying private equity
investments, unrealized asset valuations are based on appraised values.

Structure Risk: The funds involve extensive legal documentation which set out
terms that address investment constraints, fund governance, costs, and the
distribution of economic returns to investors.

Country Risk: Investing in international alternative investments include all of the
risks associated with this particular asset class along with political, economic, and
currency risks associated with investing outside of the U.S.

Manager Risk: Fund managers have significant discretion in investing
partnership assets. This may lead to funds which are poorly diversified or which
contain investments that had not been anticipated by investors. Private equity
funds are often dependent on a few key investment staff, the loss of which may
materially impact fund operations.

Industry Risk: Private equity firms are permitted to invest in a wide variety of
industries without many restrictions. Diversification across industries is the means
by which this risk is controlled in a private equity portfolio.

Evaluation Criteria:

MPEP IPS April 2015

Managers shall demonstrate relevant experience in or directly applicable to the
market in which they propose to invest

Managers shall demonstrate that they are specifically qualified to pursue the
proposed strategy in the market in which they propose to invest

Managers shall demonstrate the requisite skills and experience necessary to
execute successfully the proposed strategy, including evidence from similar
endeavors of their ability to work successfully with Limited Partners

Managers shall dedicate sufficient time and effort to the proposed opportunity and
make, within the context of the particular investment, a meaningful personal
financial commitment

The Manager’s proposed strategy and business plan shall be set forth in sufficient
detail to permit substantive and meaningful review of the opportunity, verification
of the investment concept, and of the risk factors

The risk/reward trade-off in the particular market in which the Manager proposes
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to invest shall be attractive based on reasonable assumptions

Uniqueness of the investment strategy relative to existing Managers

Integrity and experience of the key principals, employees and the reputation of the
firm

Quality of the partnership corporate governance, including controls and reporting
systems

Relationships with other Limited Partners, particularly public investment boards
Past investment performance

Appropriateness of terms and conditions and alignment of interests of the firm’s
principals with the Limited Partners

MONITORING AND REPORTING

Monitoring:

Staff shall monitor both individual Managers within MPEP and overall
performance of MPEP
Staff shall assess the performance of Managers relative to the following criteria:
1. Objectives established by the Managers or the principals managing the
investment relative to their stated performance objectives
2. Degree of risk undertaken
3. Performance comparisons to other managers with similar investment
styles and/or within the same vintage year
4. The MPEP performance versus the selected benchmark

Reporting:

Managers shall submit periodic reports to facilitate Staff’s monitoring of the
Managers’ conformance to MPEP policy and performance objectives

Staff shall provide quarterly reports to the Board that include the results of such
monitoring of Managers

OTHER CONSIDERATIONS

Liquidity: Private equity investments are extremely illiquid and participation in these
investments is limited to the nine pension funds.

Time Horizon: Private equity investments are classified as long-term in nature. Private
equity investment fund positions generally represent 7 to 12 year commitments usually
characterized by capital calls occurring during years 1 through 5 with distributions of

income

or principal realizations during the latter years of the fund life. The final term of

a partnership may sometimes be increased in one-year increments as needed to liquidate
underlying assets.

MPEP IPS April 2015
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Tax Considerations: Since the investments are made exclusively for the pension funds,
there are no tax implications applicable to the MPEP. However, partnerships in which
MPEP invests may be structured to minimize tax implications for private investors.

Legal: Legal constraints on the management of investment funds for the State of
Montana are defined in MCA 17-6-201. Unified investment program - general
provisions:

The unified investment program directed by Article VIII, section 13, of the
Montana constitution to be provided for public funds must be administered by the Board
of Investments in accordance with the prudent expert principle, which requires any
investment manager to:

(a) discharge his duties with the care, skill, prudence, and diligence, under the
circumstances then prevailing, that a prudent person acting in a like capacity with the
same resources and familiar with like matters exercises in the conduct of an enterprise
of like character with like aims;

(b) diversify holdings of each fund to minimize the risk of loss and maximize the rate of
return, unless under the circumstances it is clearly prudent not to do so, and;

(c) discharge his duties solely in the interest of and for the benefit of the funds.

Client Preferences: MCA section 17-6-201 (3) (b) states...“The Board is urged under
the prudent expert principle to invest up to three percent (3%) of retirement funds in
Venture Capital companies. Whenever possible, preferences should be given to
investments in those Venture Capital companies which demonstrate an interest in making
investments in Montana.”

Cash Investments: Cash investments held at the pool level, any managed account within
it, or any separate account entail an element of credit risk. Thus, only approved cash
investment vehicles are permitted. These include the custodian’s STIF vehicle, STIP, or
any SEC-registered money market fund, all of which specifically address credit risk in
their respective investment guidelines.
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REAL ESTATE INVESTMENT GUIDELINES AND RANGES

The Montana Real Estate Pool (MTRP) was created to permit the nine Montana Retirement Systems
to participate in a diversified real estate portfolio, consisting of commercial real estate and
timberland. Real estate investments in the MTRP shall be consistent with the following guidelines:

a.  Permissible Investment Structures/Vehicles and Public/Private Allocations
Investment Structures/Vehicles. The MTRP will include real estate investments,
consisting of both open-end and closed-end pooled funds, the advantages and
disadvantages of which are described in the following table.

VEHICLE ADVANTAGES DISADVANTAGES LIQUIDITY
Open-Ended 1. Property type diversification. 1. Passive investor. Typically within 90 days
Fund 2. Geographic diversification. 2. Cannot replace manager. unless thete is an

3. Existing investment portfolio to evaluate. 3. Cannot influence manager investor queue.
4. Existing manager and fund performance decisions regarding
record. acquisitions, financings, and
5. Infinite life. sales.
6. Can redeem units in fund. 4.  Fee level and structures lack

Closed-Ended
Fund

alignment of interests.

5. Lack of manager co-
investment.

6. Historically have not sold
assets to harvest gains.

1. Skilled value-added/ opportunistic 1. Iliquid-specified term. Typically 7 to 10 year
management. 2. Typically blind pools. terms.

2. Manager organizations and track records. 3. Cannot redeem interest.

3. Manager co-investment. 4. Passive investor.

4. Manager-investor enhanced alignment of 5. Cannot influence manager
interests. decisions regarding

5. Asset liquidations by end of term of fund. acquisitions, financings, and

sales.

Open-end Commingled Funds. The MTRP portfolio may have significant exposure
to open-end commingled funds. The open-end fund investments shall be made
primarily to provide (1) timely access to large existing, well-diversified portfolios, (2)
reasonable property type and geographic diversification, (3) exposure to larger
properties (i.e., over $50 mil.), and (4) reasonable liquidity (i.e., ability to purchase or
redeem within 90 days unless there is an investor queue). Reasonable due diligence
shall be completed to evaluate open-end commingled funds consistent with these
objectives.

Closed-end Commingled Funds. The MTRP portfolio may have significant
exposure to closed-end commingled funds. The closed-end fund investments may be
made to obtain exposure to timberland and value-added and opportunistic real estate
investments. Reasonable due diligence shall be completed prior to selecting closed-end
fund investments.

Liquidity. The table below describes different levels of liquidity of real estate
investments.
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PORTFOLIO LIQUIDITY RANGES
Degree of Liquidity Investment Type

LIQUID (i.e., can redeem within 30 days if no queue exists) Select Open-End Funds

MODERATE LIQUIDITY (i.c., can redeem within 90 to 120 Open-End Funds
days if no queue exists)

ILLIQUID (ie., liquidity is subject to GP discretion until Closed-End Funds
fund termination.)

b.  Expected Investments.

The categories utilized to classify MTRP real estate investments are: Timberland,
Core, Value-Added, and Opportunistic. With the exception of Timberland, the
categories are differentiated primarily by risk/return attributes rather than by property
type. A description of each category follows.

Timberland. Equity investment in land that is populated with or is intended to
produce commercially harvestable timber. Net returns are expected to be 5.0 percent
to 7.0 percent. Proceeds from the sale of timber and ancillary revenue opportunities,
such as recreational leases, will account for the majority of the real return, while land
appreciation is expected to approximate the rate of inflation.

Core. Equity investment in operating and substantially-leased institutional quality real
estate in the traditional property types (apartments, office, retail, industrial and hotel).
Net returns historically have been in the 4.0 percent to 6.0 percent range and are
typically comprised of greater levels of income (i.e., 67.0 percent of total returns) with
appreciation matching or exceeding inflation.

Value-Added.  Equity or debt interests in assets requiring rehabilitation,
redevelopment, development, lease-up or repositioning. Net returns historically have
been in the 8.0 percent to 10.0 percent range. Value-added investments frequently
involve the repositioning of distressed assets (i.e., not fully leased and operating). For
example, a value-added investment may be an office building that is 40.0 percent
vacant and needs significant capital to rehabilitate and reposition the property.
Investment may also include non-traditional property types (e.g., manufactured
housing) which may contain greater risk. Value-added investments typically are
expected to generate returns in excess of core returns through the leasing-up of a
property, which increases the end value by increasing in-place income and, in many
cases, decreasing the capitalization rate used in selling the asset due to the reduced
asset risk resulting from stabilized occupancy. Value-added returns are typically more
dependent than core on appreciation returns with purchase prices based on in-place
income or asset replacement cost (i.e., at a discount to replacement cost).

Opportunistic. Equity or debt investment in real estate properties, operating
companies, and other investment vehicles involving significant investment risk. Risk
may include real estate, financial restructuring, and non-real estate risk. Net returns
have been in the 12.0 percent or higher range. Opportunistic investing includes
distressed assets, financial restructurings, and/or financial engineering opportunities
(e.g., foreclosing on a mortgage and selling the equity interest) and potentially the
purchase of REITs or REOCs. Investments may also be made in non-traditional
property types (e.g., self-storage), which typically contain greater risk. Opportunistic
returns typically require even greater appreciation returns than value-added (e.g., 50.0
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percent of total returns) and in many cases are originated with minimal income in
place.

c.  Policy Constraints.

Policy range targets for MTRP will be reviewed and adjusted periodically going forward
with respect to MTRP exposures. Policy range targets include those dealing with
investment category (see below), property type (Section e. 1.), geography (Section e. 2.),
and leverage (Section f. 1.). Portfolio exposures to these factors will be presented
quarterly. Because MTRP investments have limited liquidity, it will typically be
impractical to correct deviations from policy range targets through the purchase or sale
of assets. Therefore, if actual portfolio holdings should fall outside of policy
guidelines, the MTRP shall refrain from investing in funds that would be expected to
increase the deviation from policy ranges.

The following table sets forth the long-term investment category policy ranges for the

portfolio.
INVESTMENT STRATEGY RANGES AND RETURN EXPECTATIONS
Net Returns Policy
Strategy Range
Core plus Timberland 4-7% 35%-65%
Value-Added 8-10% 20%-45%
Opportunistic 12% plus 10%-30%

d. Income and Appreciation Return Mix.

Real estate investments, depending on their risk/return level, offer varying proportions
of expected income/cash yield and appreciation returns. Investments providing higher
income/cash yield returns typically will be preferred among investments of comparable
expected total returns since income/cash yield returns provide greater return certainty
and therefore lower risk. In addition, investments providing preferred or senior
income/cash yield returns typically will be preferred among investments providing
comparable returns because such features enhance the certainty of return.

e. Diversification.

The MTRP portfolio diversification is important in reducing portfolio risk and
accomplishing superior risk-adjusted returns. The impact of investments on portfolio
diversification, portfolio risk, and risk-adjusted returns shall be considered when
evaluating prospective investments. Additionally, the portfolio may have over-
weighted exposure in select property types or regions.

1. Property Type. Property type diversification is one of the most important
diversification features in terms of impact on returns. The property types have
historically performed differently during economic cycles. Residential and
industrial investments have historically outperformed the other property types
during economic downturns. Office has historically underperformed during
economic downturns, as reduced tenant demand results in lower rents, higher
owner operating and build-out costs, and reduced income and cash flow. Hotels
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historically also have underperformed during economic downturns.

Diversification ranges are based on the universe of available real estate
investments and institutional investor portfolio information. The following table
provides a guideline range with respect to the MTRP property type
diversification.

PROPERTY TYPE DIVERSIFICATION RANGES
Property Type Policy Range

Timbetland 0%-35%

Office 15%-45%

Retail 10%-40%
Industrial 5%-35%
Residential 10%-40%
Hotel/Other 5%-25%

Region/Location. The importance of location to the long-term value of real
estate is based on the economic fundamentals and the other risk attributes (e.g.,
weather, earthquake and local government impact) of U.S. and international
regions. The distribution of real estate investments by geographic region shall be
monitored for compliance with the broad ranges set forth in the table below.

REGIONAL DIVERSIFICATION RANGES
Regions Policy Range
West 20%-45%
South 10%-40%

Midwest 5%-25%
East 20%-45%
International 0%-30%

Because domestic commercial timberland is primarily concentrated in the South
and the Pacific Northwest, the preceding regional diversification ranges shall
apply only to non-timberland real estate holdings.

Other. In addition to property type and regional diversification, there are other
real estate factors that impact the portfolio risk which may be reduced through
diversification. These portfolio factors may include, but are not limited to, the
following:

a. Investment Structure. Equity, preferred equity, first mortgage debt or
mezzanine equity. Investments in public CMBS and REITSs are not
preferred.

b. Life Cycle. Land, development/redevelopment, leasing (i.e., less than 90%
leased) and operating (i.e., over 90% leased).

c. Investment Size. $0-$10 mil., $10-$20 mil., $20-$50 mil., $50-$100 mil.,
$100 mil.+.
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While no formal diversification ranges are set forth for the above portfolio risk factors,
these and other factors may be monitored in assessing overall portfolio risk and expected
return.

f. Other Risk Factors.

1. Leverage. Leverage is a significant risk factor. Its importance is magnified
during an economic downturn when decreasing property values and stricter
lending terms can lead to unexpected increased leverage levels. It may be the
case that the leverage level increases as market conditions worsen.

On an individual fund basis, the leverage level can range up to 75.0 percent.
Leverage consists of the combined borrowing at the property level and the fund
level. On a select basis, the leverage may exceed 75.0 percent for a given
investment, if it is determined to be reasonable to do so. Leverage shall be
monitored on an individual fund level, and new investments shall be made with
the intention that the total MTRP portfolio leverage shall not exceed 60.0

percent.
LEVERAGE RANGES
Risk Range
Timberland 0%-30%
Core 0%-50%
Non-Core 0%-75%
Total Real Estate Portfolio 0%-60%

2. Monitoring and Control. All investments will be made through investment
vehicles providing full discretion to investment managers.

3. Manager Concentrations. The MTRP exposure to each manager shall be
reviewed regularly to determine the reasonableness of each. No manager shall
have under management more than 25.0 percent of the MTRP’s net asset value,
unless specifically approved by the Board.

4. Cash Investments. Cash investments held at the pool level, any managed
account within it, or any separate account entail an element of credit risk. Thus,
only approved cash investment vehicles are permitted. These include the
custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all of
which specifically address credit risk in their respective investment guidelines.

Benchmark. The MTRP benchmark shall be the NCREIF Open End Diversified Core Equity
Index (Net) (NFI-ODCE), as a broad measure of investment in low-leveraged commercial real
estate. It should be noted that because of the allocation to non-core real estate funds, the pool will
be exposed to higher levels of real estate risk which should provide an expected return advantage
versus core real estate over long time periods. Because MTRP’s underlying funds typically report
their returns 30-90 days after quarter-end, the benchmark will be compared on a one-quarter lagged
basis. Benchmarking of the Pool should emphasize the comparison of longer-term performance
data, ideally a period of time sufficient to encompass an entire real estate market cycle.
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INTRODUCTION

The purpose of this policy statement is to provide a broad strategic framework for fixed income
investments, which are consolidated in the Retirement Fund Bond Pool (RFBP). This statement
provides a basis on which to invest in fixed income securities through the employment of both
internal and external managers and enables appropriate staff to monitor the progress of the fixed
income managers on behalf of the retirement funds. The managers of the various portfolios and
strategies are governed by their respective investment management guidelines. External manager
are also governed by their investment management contract.

The types of fixed income managers are classified in the following broad strategy categories:
e Core fixed income
e Core Plus fixed income
e High Yield

OBJECTIVES

Strategic: Attaining investment returns from fixed income markets while diversifying investment
risk and manager risk.

e The primary objective of the fixed income investment program is to provide diversified exposure
to the various fixed income markets for the benefit of the pension fund participants in a prudent
and cost effective manner.

o The majority of the core fixed income allocation will be managed internally to provide
cost effective management as well as to act as a mechanism for liquidity within the
program’s overall allocation. The internal portfolio will also provide primary liquidity to
retirement fund participants.

o The balance of the fixed income assets will be invested with external fixed income
managers selected with experience outside the core fixed income markets to provide
broader exposure to the fixed income universe.

Performance:

The return objective of the overall Retirement Fund Bond Pool (RFBP) is to achieve an annualized
time weighted total rate of return exceeding that of the Barclays Capital Aggregate Bond Index
over any three year rolling period, after fees.

The return objective for the individual fixed income managers is the achievement of an annualized,
time weighted total rate of return exceeding that of the relevant benchmark over any three year
rolling period, after fees.



Page 2 of 4 Approved: April 7, 2015

RETIREMENT FUNDS BOND POOL (RFBP)
INVESTMENT POLICY STATEMENT

ALLOCATION BY STRATEGY

Pool assets will be allocated within the following ranges by sector category:

Fixed Income Sector Range
U.S. High Yield 0—-15%
Non-U.S. (including emerging market debt) 0-10%
Total “Plus” Sectors 0-20%
Core (U.S. Investment Grade) 80 — 100%

These sector descriptions are more fully described below. The underlying security types listed here
are not meant to be an exhaustive list but to capture the general market sector categories. Each
portfolio will also include an allocation to a short term investment fund which is used to invest cash
not utilized for the purchase of individual securities.

Core: This strategy primarily consists of U.S. investment grade rated securities, though may also
contain an allocation to dollar denominated obligations of a foreign investment grade rated issuer
(Yankee bonds). Sector exposures include government obligations, predominantly U.S. Treasury
and Agency obligations; securitized obligations, including mortgage-backed securities, asset-backed
securities and commercial mortgage-backed securities; and credit obligations primarily in the form
of corporate bonds.

Non-U.S.: This category includes both emerging market debt and developed market debt. Either of
these could be denominated in dollars or non-dollar currencies. The underlying holdings utilized in
the non-U.S. segment of the portfolio would be expected to consist predominantly of sovereign debt,
though a limited exposure to corporate credit may be allowed. With respect to currency risk posed
by non-U.S., non-dollar holdings, this will be hedged as fully as practicable with respect to the major
currencies where liquid instruments exist to hedge assets back into dollars at low cost; primarily
developed market debt instruments. This would not apply to emerging market holdings denominated
in local currencies.

High Yield: This sector consists of predominantly U.S. corporate credits, whether in the form of
bonds or loans that are rated below investment grade. Specific portfolio guidelines that prohibit or
constrain certain types of securities will be addressed in the manager’s specific investment
guidelines.

LIQUIDITY

Liquidity needs for the fixed income program are low, as participant capital allocated to the pool is
not expected to change dramatically on short notice. Nevertheless, the underlying assets held are
predominantly publicly traded securities which can normally be liquidated in a relatively short
period to accommodate broad asset allocation changes between fixed income and other asset
categories held by the retirement plan participants.
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ROLES AND RESPONSIBILITIES

Board of Investments — The Board is responsible for approving the Investment Policy Statement
for the Retirement Fund Bond Pool. The Board reviews this document periodically and, as needed,
approves any changes to the policy and allocation ranges.

Chief Investment Officer - The Chief Investment Officer (CIO), with the support of other staff, is
responsible for recommending policy changes, including any changes in allocation ranges, for Board
approval.

Staff - Staff is responsible for investing the internal fixed income portfolio, monitoring allocations
and external managers, recommending allocation changes to the CIO, and recommending retention
or termination of external managers to the CIO.

Investment Consultant — The investment consultant assists the CIO and staff with policy
recommendations and provides advice to the Board. The investment consultant also assists staff in
monitoring all external managers and reports to the Board independently.

External Managers — Managers are responsible for all aspects of portfolio management as set forth
in the contract specific to each manager. Managers must communicate with staff as needed,
regarding investment strategies and results. Managers must also cooperate fully with staff regarding
administrative, accounting, and reconciliation issues as well as any requests from the investment
consultant and the master custodian.

LEGAL

According to the unified investment program directed by Article VIII, section 13, of the 1972
Montana Constitution (MCA 17-6-201: Unified investment program-General Provisions):

(1) Public funds must be administered by the Board of Investments in accordance with the
prudent expert rule, which requires any investment manager to:

(a) discharge duties with the care, skill, prudence, and diligence, under the
circumstances then prevailing, that a prudent person acting in a like capacity with the
same resources and familiar with like matters exercises in the conduct of an
enterprise of a like character with like aims;

(b) diversify the holdings within each fund of Retirement Fund Bond Pool to
minimize the risk of loss and to maximize the rate of return unless, under the
circumstances, it is clearly prudent not to do so; and

(©) discharge duties solely in the interest of and for the benefit of the funds forming the
Retirement Fund Bond Pool.
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ADMINISTRATIVE

Securities Lending:

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board may
lend its publicly traded securities held in the investment pools, through an agent, to other market
participants in return for compensation. Currently, through an explicit contract, State Street Bank
and Trust, the state's custodial bank, manages the state's securities lending program. The Board
seeks to assess the risks, such as counterparty and reinvestment risk, associated with each aspect
of its securities lending program. The Board requires borrowers to maintain collateral at 102
percent for domestic securities and 105 percent for international securities. To ensure that the
collateral ratio is maintained, securities on loan are marked to market daily and the borrower
must provide additional collateral if the value of the securities on loan increases. In addition to
the strict collateral requirements imposed by the Board, the credit quality of approved borrowers
is monitored continuously by the contractor. From time to time, Staff or the investment manager
may restrict a security from the loan program upon notification to State Street Bank. Staft will
monitor the securities lending program, and the CIO will periodically report to the Board on the
status of the program.

Cash Investments:

Cash investments held at the pool level, any managed account within it, or any separate account entail
an element of credit risk. Thus, only approved cash investment vehicles are permitted. These include
the custodian’s STIF vehicle, STIP, or any SEC-registered money market fund, all of which
specifically address credit risk in their respective investment guidelines.
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| PURPOSE

The purpose of this document is to establish policies that will govern the investment activities of the
Montana Board of Investments (MBOI) with regard to the management of the Short-term Investment Pool
(STIP). These policies are adopted by, and can be changed only by a majority of Board members at a
publicly-noticed meeting.

These policies are designed to ensure the prudent management of public funds, conformance to
Montana Constitution and law, the availability of operating and capital funds when needed, and an
investment return competitive with comparable funds and financial market indices.

All participants in the investment process shall act responsibly as custodians of the public trust and
shall recognize that the STIP portfolio is subject to public review and evaluation. The pool shall be designed
and managed in accordance with the standards of a “prudent expert”.

SCOPE

This Investment Policy applies to the investment of short-term operating funds of the State of
Montana, participating local government entity funds, and the liquidity requirements of the various pension
and trust funds managed by the MBOL.

1. Pooling of Funds. Each participant choosing to invest in the STIP must provide a legal opinion that
it is authorized by law to participate. The STIP will consolidate cash balances from all participating
funds to maximize investment earnings. Investment income is accrued daily and allocated monthly
to participants based on their pro rata participation in accordance with generally accepted accounting
principles net of fees and any reserve accrual.

2. Transactions and Reporting. STIP participant transactions are executed at amortized cost.
Amortized cost represents the original cost, adjusted for premium and discount amortization. The net
asset value (NAV) is reported at fair value monthly and presented on MBOI financial statements.

DELEGATION OF AUTHORITY

1. Board. The Board, as a quasi-judicial body under state law is legally responsible for the prudent
investment of the STIP. The Board is responsible for approving and amending this policy and
delegates the responsibility for administering the STIP as outlined below:

2. Staff. Responsibility for the daily operation of the STIP is delegated to Board Staff, who shall act in
accordance with this policy. Staff’s duties include, but are not limited to, the following:

a.

The Executive Director (ED) is responsible for the oversight of the STIP investment
program and the establishment of investment and financial reporting procedures consistent
with this policy. The ED is also responsible for the following:
1. collection and reporting of all income;
ii. reconciling all transactions with the records of brokers and custodians; and,
1ii. monitoring compliance with statute and this policy.
The Chief Investment Officer (CIO) shall establish a system to review and regulate the
activities of subordinate investment officers and shall exercise authority over the entire
investment staff and investment process.
The Portfolio Manager (PM) assigned to the STIP portfolio is responsible for, but not
limited to, the following:
1. developing and recommending amendments to the STIP policy to the CIO;
il. implementing and adhering to the STIP policy;
iii.  structuring the portfolio to meet investment objectives;
iv. all trades undertaken in the portfolio; and,
v. reporting to the Board at least quarterly on the results and investment strategy for the
pool.
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d. The Board Internal Auditor (BIA), if the Board chooses to employ one, will periodically
review the STIP internal controls. The audit will be designed to measure Board Staff
compliance with this policy.

3. General Investment Consultant. The General Investment Consultant shall provide assistance to the
Board’s Staff as requested in conjunction with the management of the STIP.

OBJECTIVES

1. Investment Objective. The STIP shall be managed to accomplish the following hierarchy of
objectives:

a. Preservation of Principal. The STIP portfolio investments shall be undertaken in a manner
that seeks to ensure the preservation of capital in the overall portfolio. The objective will be
to mitigate the inherent risks associated with short-term investments, primarily credit risk and
interest rate risk

1. Credit Risk. The STIP portfolio will minimize credit risk, the risk of loss due to the
failure of the security issuer or backer by means of the following:

1. limiting investments to Permissible Securities on the Approved List;

2. pre-qualifying the financial institutions, broker/dealers, intermediaries and
advisers with whom the STIP will conduct business; and

3. diversifying the investment portfolio so that potential losses on individual
securities will be minimized.

ii. Interest Rate Risk. The STIP portfolio will minimize the risk that the market value
of the securities will deviate significantly from cost due to changes in the general
level of interest rate by means of the following:

1. structuring the investment portfolio so that securities mature to meet cash
requirements for ongoing operations thereby normally avoiding the need to
sell securities on the open market prior to maturity;

2. investing funds primarily in short-term maturities of money market securities;
and

3. maintaining a dollar-weighted average portfolio maturity of 60 days or less
(for this purpose, the date to the next coupon reset date will be used for all
floating or variable rate securities).

b. Maintenance of Liquidity. The STIP portfolio will maintain sufficient liquidity to meet all
state agency and local government operating requirements and STIP participant investment
cash flow needs that can be reasonably anticipated; and

c. Return. The STIP investment portfolio shall be managed with the objective of attaining a
market rate of return throughout market and economic cycles, taking into account the
investment risk constraints and liquidity needs of the participants.

d. Reserve. The STIP portfolio will maintain a reserve account.. The reserve will be available
to offset realized gains or losses. The reserve will be available to offset unrealized gains or
losses, to the extent deemed prudent by Staff, to limit fluctuations in the NAV. Any use of
the reserve will be reported to the Board. The NAV will be calculated without regard to the
reserve.



SHORT-TERM INVESTMENT POOL (STIP)
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AUTHORIZED & SUITABLE INVESTMENTS

1. Permissible Securities. The following securities and investment vehicles are approved for purchase
for the STIP:

a.

b.
C.

J.

k.

U.S. Treasury and U.S. Governmental Agencies, or corporations wholly owned by the U.S.
Government;
Publicly traded domestic corporate bonds, notes and medium term notes (MTNs);
Asset-backed securities (ABS) collateralized by: credit cards, automobile loans, leases and
other receivables acceptable to staff in their analysis of this type of structure;
Publicly and privately traded U.S. dollar denominated money market securities, including,
but not limited to:
i. Bankers’ Acceptances (BA),
ii. Commercial Paper (CP), and
iii.  Certificates of Deposits (CD), including Eurodollar and Yankee obligations which
include CDs issued in U.S. dollars by foreign banks and foreign branches of U.S.
banks.

Floating rate securities tied to LIBOR, Fed Funds, Treasury Bills or commercial paper
indices;
Repurchase Agreements and Reverse Repurchase Agreements;
U.S. Dollar bonds and money market securities issued in the United States by foreign
borrowers (Yankees);
U.S. Dollar bonds and money market securities issued outside the United States by domestic
or foreign borrowers;
Institutional money market funds;
Investments required to implement the bond credit enhancement authorized by Resolution
219; and
Short term investment fund of the custodial bank.

2. Approved List. Purchases of securities other than U.S. government or U.S. Agency obligations are
restricted to those which are pre-approved. The approved list shall be maintained by Staff with
issuers added or removed from time to time depending on an analysis of their risk characteristics and
suitability for use in the portfolio. At least two investment staff must approve names on the list.
Issuers on the list shall be reviewed at least semi-annually for continued inclusion on the approved

list.

DIVERSIFICATION AND LIMITATIONS

These limitations shall apply at the time of purchase of a permissible security. Should the portfolio
fall out of compliance due to downgrades or shrinkage of the total portfolio size, a reasonable cure period
will be allowed so that compliance can be obtained through normal maturities or sales at fair market value.
Sales will be considered as a means of curing any out-of-compliance condition only if deemed prudent by
Staff in light of prevailing market conditions.

1. U.S. Government Securities

a.
b.
C.

100% of portfolio may be invested in U.S. Treasury Securities;
65% maximum of portfolio may be invested in U.S. Government Agency Securities; and
25% maximum of portfolio per single U.S. Agency issuer.

2. Corporate commercial paper, bonds, notes and medium-term notes (MTNs)

a.

40% maximum of portfolio may be invested in these types of corporate securities;
1. Up to 100% of this corporate debt limit may consist of commercial paper; and
ii. Up to 25% of the total portfolio may consist of bonds, notes or MTNs.



b.

SHORT-TERM INVESTMENT POOL (STIP)
INVESTMENT POLICY

CP, corporate notes, and MTNs must have a minimum of two separate credit ratings (either
short or long term) by Standard & Poor’s, Moody’s or Fitch;
1. CP must be rated a minimum of Al (S&P), P1 (Moody’s) or F1 (Fitch) at the time of
purchase; and
ii. Corporate notes and medium-term notes must be rated by at least two rating agencies
and carry a minimum mid-single A quality rating at the time of purchase (i.e.,
A(S&P), A2(Moody) or A(Fitch)).

3. Asset-backed Securities (ABS)

a.
b.

40% maximum of portfolio in Asset-backed Securities;

Asset Backed Commercial Paper (ABCP) must carry at least two separate credit ratings one of
which must be a minimum of A1 (S&P), P1 (Moody’s) or F1 (Fitch) at the time of purchase,
as long as no more than 10% of the portfolio is invested in ABCP which carries one lower
rating of A2, P2 or F2 (i.e., split-rated);

ABCP purchases shall be limited to maturities of 90 days, except that no more than 20% of the
portfolio may be invested in maturities greater than 30 days and no more than 10% of the
portfolio may be invested in maturities greater than 60 days; and

No more than 10% of the portfolio may be invested in any one financial sponsor of ABS of
any type. In measuring exposure to a financial sponsor for this purpose, both holdings in the
ABS sponsored by the firm as well as its direct obligations shall be considered. Repurchase
agreement obligations of a financial institution shall not be considered in this limit.

4. Bankers Acceptances and Certificates of Deposit

a.
b.

30% maximum of portfolio may be invested in the combination of BA’s and CD’s;

BA’s and CD’s must carry at least two separate credit ratings and be rated a minimum of A1,
P1 or F1 at the time of purchase; and

If not rated, the issuer’s parent must carry a minimum long-term unsecured senior debt rating
of A(S&P), A2(Moody) or A(Fitch)from at least two rating agencies at the time of purchase.

5. Repurchase and Reverse Repurchase Agreements

a.

o a0 o

Transactions will be conducted only with approved primary dealers or the master custodial
bank, and under the terms of a written master repurchase agreement;

30% maximum of the portfolio may be invested in repurchase agreements;

5% maximum of the portfolio with any single primary dealer or financial institution;

The maximum term of any repurchase agreement will be 90 days;

Acceptable forms of collateral under repurchase agreements will consist of U.S. Treasury
and/or U.S. Agency securities which will be required to be maintained at a market value of
102% of the value of the repurchase agreement;

The maximum term of any reverse repurchase agreement will be 90 days and must be
matched to anticipated cash flows adequate to liquidate the transaction; and

A maximum of fifteen percent (15%) of the portfolio may be pledged to secure reverse
repurchase agreements. Transactions will be used only to secure borrowings for temporary
Or emergency purposes.

6. Institutional Money Market Funds (MMF’s)

a.
b.

C.

Registered 2a-7 investment companies only;
15% maximum of portfolio may be invested in institutional MMF’s; and
5% maximum of portfolio invested in any one MMF.
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7. Issuer, Industry and Collateral Concentration Limitation

a.

No more than 2% of the portfolio will be invested in any one non-government issuer, except
that up to 3% may be invested per issuer as long as no more than 2% is invested in securities
maturing in more than seven days. Repurchase agreement obligations of a financial
institution shall not be considered in this limit;

No more than 15% of the portfolio will be invested in companies whose principal business
activities are in the same industry except that holdings in financial service companies are not
limited; and

No more than 10% of the portfolio will be invested in any one type of receivable or collateral
type via asset backed securities with the exception of financial institution obligations. These
underlying types of collateral include such assets as trade receivables, student loans,
residential mortgages, commercial mortgages, auto loans and leases, plant and equipment
loans and leases, repurchase agreements, collateralized debt obligations of all types, credit
card receivables, and other forms of collateral acceptable as part of the approval process for a
specific issuer.

8. Maximum Maturities. To the extent possible, investment maturities in the STIP portfolio shall
attempt to match the anticipated cash flow requirements. In addition, the maximum final maturity of any
security shall not exceed 397 days, with the following exceptions:

a.
b.

Securities used as collateral in repurchase agreements;

A variable rate security which on any reset date can reasonably be expected to have a market
value that approximates its amortized cost, and has a maximum maturity of 2 years. Further,
all variable rate non-government securities (corporate bonds, notes or MTNs and bank CDs)
maturing past one year shall not exceed 25% of the total portfolio; and

Securities received as settlement in exchange for an originally purchased security.

9. Liquidity

a.

Minimum one-day maturities equal to 5% or greater and minimum maturities within one
week equal to 10% or greater of the total fund value including MMF holdings and balances in
the U.S. Bank sweep account which is held by the Treasurer’s Fund;

The fund may not acquire any security if, or as a result, more than 10% of the fund’s net
assets would be invested in securities that are illiquid; and

[1liquid securities shall include repurchase agreements maturing in more than seven days, and
restricted, privately placed securities that are not registered under the Securities Act of 1933,
with the exception that certain restricted securities eligible for resale to qualified institutional
investors, including Rule 144a securities, are not subject to this limitation on illiquid
securities.

BENCHMARK

The STIP portfolio performance results will be compared to the return of a one month LIBOR index
as a market benchmark, and the iMoneyNet First Tier Institutional only (gross) return as a peer group

measure.

ADMINISTRATIVE

Securities Lending

Section 17-1-113, MCA, authorizes the Board to lend securities held by the state. The Board may
lend its publicly traded securities held in the investment pools, through an agent, to other market participants
in return for compensation. Currently, through an explicit contract, State Street Bank and Trust, the state's
custodial bank, manages the state's securities lending program. The Board seeks to assess the risks, such as
counterparty and reinvestment risk, associated with each aspect of its securities lending program. The Board
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requires borrowers to maintain collateral at 102 percent for domestic securities and 105 percent for
international securities. To ensure that the collateral ratio is maintained, securities on loan are marked to
market daily and the borrower must provide additional collateral if the value of the securities on loan
increases. In addition to the strict collateral requirements imposed by the Board, the credit quality of
approved borrowers is monitored continuously by the contractor. From time to time, Staff or the investment
manager may restrict a security from the loan program upon notification to State Street Bank. Staff will
monitor the securities lending program, and the CIO will periodically report to the Board on the status of the
program.

DEFINITIONS

1. Asset-Backed Security — Bonds or notes backed by loan paper or accounts receivable originated by
banks, credit card companies, or other providers of credit; not mortgages.

2. Banker's Acceptance — A short-term credit investment which is created by a non-financial firm and
whose payment is guaranteed by a bank. Often used in importing and exporting, and as a discount
money market fund investment.

3. Certificate of Deposit (CD) — A short-or medium-term, interest-bearing deposit obligation offered
by banks and savings and loans. These may include “Yankee CDs” which are CDs issued by foreign
banks or their U.S. affiliates in the U.S. which are denominated in U.S. dollars.

4. Commercial Paper — An unsecured obligation issued by a corporation or bank to finance its short-
term credit needs, such as accounts receivable and inventory. Maturities typically range from 2 to
270 days. Commercial paper is available in a wide range of denominations, can be either discounted
or interest-bearing, and usually have a limited or nonexistent secondary market. Commercial paper is
usually issued by companies with high credit ratings, meaning that the investment is almost always
relatively low risk.

5. Corporate Note — A type of unsecured debt issued by a corporation that may be longer-term than
Commercial Paper, but shorter-term than a typical Corporate Bond.

6. Repurchase Agreement — A contract in which the seller of securities, such as Treasury Bills, agrees
to buy them back at a specified time and price. May also be called “Repo” or “Buyback.” Typically
used a short term form of collateralized borrowing by a bank or securities dealer.

7. Reverse Repurchase Agreement — A purchase of securities with an agreement to resell them at a
higher price at a specific future date. The investor essentially borrows money and allows its securities
to be held as collateral. Reverse Repurchase Agreements occur most often in government securities
or other securities that are highly valued and thus considered a good form of collateral.
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01
18

25
27

08
30

04

05

08
11
24

New Year’s Day
M.L. King Day

Good Friday
Easter Sunday

Mother’s Day
Memorial Day

Independence Day

Labor Day

Election Day
Veterans Day
Thanksgiving Day

2016 CALENDAR - Revised

Th

10
31

Presidents Day

Father’s Day

Columbus Day
Halloween

Christmas Day



Feb. 23-24

April 5

May 24-25

August 16-17

October 6

Nov. 15-16

Systematic Work and Education Plan 2016

Quarterly Meeting

Quarterly reports and subcommittee meetings

Annual Report and Financial Statements - reception and status
Financial Audit

Ethics

Disaster recovery

INTERCAP program

Outreach efforts — loan and municipal programs

Non-Quarterly Meeting
All policy review, scrub and revise
Capital market/asset allocation overview RVK presentation (TBD)

Quarterly Meeting

Quarterly reports and subcommittee meetings
Exempt pay compensation review

Domestic equities

International equities

Staffing level review

Custodial banking relationship

Quarterly Meeting

Quarterly reports and subcommittee meetings

CEM Benchmarking

MBOI Budget and legislative-related action-decision
Internal Controls

Private Equity

Fiscal Year performance through June 30"

RVK presentation (TBD)

Non-Quarterly Meeting
Cash management of state monies

Quarterly Meeting

Quarterly reports and subcommittee meetings
Annual report and Financial Statements Submission for FY 2016
Affirm or Reset Asset Allocation

Real Estate and Timber

Resolution 217

Resolution 218

PERS/TRS annual update

2017 Legislative Session issues

Securities litigation status

Proxy voting public equities

Exempt staff annual performance review



24 Month Systematic Work and Education Plan 2016

Completed | Completed | Completed | In Process
2013 2014 2015 2016

X X Accounting Review
X X X X Annual report and financial statements
X X X X |Asset Allocation Range Approval (Board must review/approve annually as per policy)
X X X Capital Market/Asset Allocation
X X X X Audit (Financial)
X X Benchmarks used by Board
X X Board as a rated investment credit, a bond issuer and a credit enhancer
X X Board member education
X X Board’s budget
X X Board as landlord/tenant holdings
X X Board'’s website

Cash Management of state monies
X X Cost reporting including CEM, Inc. analysis
Custodial bank relationship, performance, continuity

X X Customer relationships (State government)
X Disaster Recovery and other emergency preparedness
X X Exempt staff performance and raises (HR policy requires annual consideration)
X X Ethics policy — (Board policy requires annual affirmations)
X X Fixed Income
X X In-state Loan program

X X INTERCAP program
X X X X Internal controls
X X X Policy Statements Review (Governance policy requires annual investment policy review)
X X X Legislative session and interim matters
X X X |Outreach efforts for Board - loan and municipal programs
X X X X PERS and TRS relationship

X X Private Equity

X X Proxy voting public equities

X X Public Domestic Equities

X X Public International Equities

X X  Real Estate and timberland
X X X X Resolution 217 update of current Investment Firms (Board policy requires annual update)
X X X X Resolution 218 role of deputy director to serve as acting executive if necessary
X X Securities Lending
X X X X Securities Litigation
X X Staffing levels (required biannually in board policy)
X X State Fund as major client
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ACH. .. Automated Clearing House
AD R s American Depository Receipts
AOF All Other Funds
ARC . Actuarially Required Contribution
BO Board of Investments
G A e Chartered Financial Analyst
BV Emerging Market
FOIA. e Freedom of Information Act
FWP Fish Wildlife and Parks
X e Foreign Exchange
P S Investment Policy Statement
LD e Liability-Driven Investing
MBOH ... Montana Board of Housing
MBO ... Montana Board of Investments
MDEP ... Montana Domestic Equity Pool
MEFA Montana Facility Finance Authority
MPEP ... Montana Private Equity Pool
VP T e Modern Portfolio Theory
MSTA Montana Science and Technology Alliance
IMTIP e Montana International Pool
MTRP e Montana Real Estate Pool
MTSBA ... Montana School Boards Association
1YY Mean-Variance Optimization
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MONTANA BOARD OF INVESTMENTS
ACRONYM INDEX

INAV e Net Asset Value
PERS ..o Public Employees’ Retirement System
P e Partnership Focus List
QZAB ... s Qualified Zone Academy Bonds
QSCBi.. Qualified School Construction Bonds
REBP...co Retirement Funds Bond Pool
OSSP Request for Proposal
SABHRS ... Statewide Accounting Budgeting and Human Resource System
ST I Securities Lending Quality Trust
SSBCI . State Small Business Credit Initiative
STl P e Short Term Investment Pool
T B Trust Funds Bond Pool
TP e Trust Funds Investment Pool
I e et e e eaaaan Tax Increment Financing
TIED e Tax Increment Financing District
T RS e —————— Teachers’ Retirement System
TUCS e Trust Universe Comparison Service
Y2 PP Volatility Index
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Terminology Commonly Used and Generally Understood at the Montana Board of Investments
(And most typical context used at BOI)

Active management (typically with respect to stocks)

Investment method which involves hiring a manager to research securities and actively make investment
decisions to buy and sell securities in an effort to outperform an assigned index, rather than purchasing a
portfolio of securities that would simply replicate the index holdings (‘passive’ investing).

Actuarial assumed rate (pension concept)
The investment return rate used by actuaries that enables them to project the investment growth of retirement
system assets into the future (typically perpetual).

Actuarial funding status (pension concept)
A measurement made by actuaries to measure a pension system’s financial soundness (ratio of actuarial
liabilities to the actuarial value of the assets available to pay the liabilities).

Alpha (investment term)
Return on an investment portfolio in excess of the market return or benchmark return; generally used in the
context of ‘active’ management (as passive management, by definition, does not seek excess returns, or ‘alpha’).

Alternative Investments

A wide range of investments, other than traditional assets such as publically traded stocks and bonds. The most
common nontraditional or alternative investments are private equity, real estate, commodities, and hedge
funds.

Arbitrage (bond program)

A structural or systematic difference between investment types which may allow profiting from the ‘difference,’
i.e., arbitrage. The most common context for the use of ‘arbitrage’ at the BOI is the federal law that prevents
‘arbitrage,’ i.e., the profiting of investing tax-exempt securities (e.g. INTERCAP) into taxable yields investments
(such as U.S. Treasuries).

Asset Allocation and Asset Allocation Range (general investment principle)

The Board’s invested assets are divided or allocated into various asset classes such as stocks and bonds, each
with its own characteristics, with the objective of attaining an optimal mix of risk and return. The total expected
return of a portfolio is primarily determined by the mix or allocation to its underlying assets classes. Given the
importance of ‘asset allocation,” the BOI Board sets the asset allocation ‘range’ for each broad investment type
or asset class.

Average life (fixed income, particularly bonds)

The average time period the debt is expected to be outstanding. This is typically the maturity date for a
traditional bond structure, however it will be shorter for bonds having a sinking fund or amortizing payment
structure.

Barclay’s Aggregate Index (fixed income)

A composite of outstanding bond issues, including corporate, structured, and government bonds whose overall
investment features such as return and investment type are tracked over many years. This is the most common
benchmark used for comparing the performance of a portfolio that invests in U.S. investment grade fixed
income securities. Formerly known as the Lehman Aggregate bond index.

Basis points (investment jargon)
A basis point is 1 100" of a percentage. Ten basis points is one tenth of a percent, typically written as 10 bps.



Benchmark (standard investment concept)

The concept of employing a particular independent or market investment return as a measurement to judge an
investment portfolio’s return; typically chosen investment benchmarks have the following attributes: they are

investible, quantifiable, chosen in advance, easily understandable, and have a long history; common examples

are the S & P 500 Index and the Barclay’s Aggregate Index.

Beta (investment jargon)

A measure of the risk (or volatility) of a security or a portfolio in comparison to the market as a whole. If the
stock or portfolio moves identically to that market, its beta value is 1; if its price volatility (or movement) is
greater than that market’s price volatility, it is said to have beta greater than 1.

Cap, as in large ‘cap’ (generally for stocks, i.e., public equities)

‘Cap’ is short for capitalization, as a reference to the market value of a publically-traded company. The current
stock price times the total shares outstanding of the company equals its market capitalization or market ‘cap’;
often used contextually such as ‘large-cap,” ‘mid-cap,’ and ‘small-cap’ for different sized public companies.

Clawback (private equity)

A clause in the agreement between the general partner and the limited partners of a private equity fund. The
clawback gives limited partners the right to reclaim a portion of distributions to a general partner for profitable
investments based on significant losses from later investments in a portfolio which ultimately resulted in the
general partner receiving more distributions than it was legally entitled to.

Core (context varies for equity, fixed income, real estate)

In equity and fixed income, ‘core’ refers to investments that are generally always found in the portfolio and
normally expect to hold for a very long time e.g. ‘core’ holdings of the largest U.S. companies, or U.S. treasuries;
in real estate, ‘core’ generally refers to the best quality of real estate holdings such as prime commercial
property in major metropolitan cities that have low leverage and low levels of vacancy.

Correlation (common statistical concept)

A measure of how two or more investment values or two asset classes move relative to each other during the
same time period. A central concept in portfolio construction is to seek investments whose values do not move
together at the same time, i.e., are uncorrelated. A correlation of 1 means that two or more investments ‘move
precisely together.

7

Custom benchmark (or sometimes custom index)

A way to measure investment performance using a tailor-made measurement versus a generic industry-
standard benchmark. At the BOI, total pension performance is measured against the Board’s ‘custom index’ or
‘custom benchmark’ which is a weighted blend of all the underlying asset class benchmarks used to measure the
asset class returns.

Derivatives (investment jargon)

Investment securities whose performance itself depends (or is ‘derived’) from another underlying investment
return. Examples include stock options, puts/calls, and forward currency contracts whose returns are based on
the underlying stock or currency.

Developed markets (equity)
Countries having a long period of stable industrialization; or are the most economically developed.

Discount (fixed income, generally)

Used most often with respect to bonds, the price paid that is less than face (or ‘par’) value. A $1 million face-
value of a bond purchased for less than a million is bought at a ‘discount.” Described as the difference between
a bond’s current market price and its face or redemption value.



Diversification (standard investment concept)
The concept of spreading risk by putting assets in several investment categories, each having different attributes
with respect to type, expected return, risk, and correlation, to best protect against the risk of loss.

Duration (bonds)

Almost exclusively used when discussing fixed income bonds, a measurement of how sensitive a bonds’ change
in price is to a change in general market interest rates, expressed in years (specifically calculated as a weighted
average term to maturity of the bond’s cash flows). The greater the duration of a bond, the greater the volatility
of price for changes in market interest rates.

Efficiency (usually when discussing various stock markets)

Used to describe markets where it is very difficult to achieve return in excess of that of the overall market from
individual stock selection. When information is widely available on a company and its securities are traded
regularly the market is considered ‘efficient.’

Emerging Markets (most often for public equities)
Certain international securities markets that are typically small, new, have low turnover, and are located in
countries where below-average income prevails and is developing in response to the spread of capitalism.

Enhanced (pertaining to stocks)

Generally linked with ‘index’ as in enhanced index, an indexed investment management style that has been
modified to include the portfolio manager’s idea of how to outperform the index by omitting some stocks in the
index and overweighting others in a limited manner designed to enhance returns but at minimal risk.

Enhancement (bond program)
At BOI, the term generally refers to credit support or a bond or loan guarantee. For example the Board’s
INTERCAP bonds are ‘enhanced’ by the BOI’s performance guarantee bringing down the yearly interest rate.

Excess returns (standard investment concept)
Returns are ‘excess’ if they are more than the market or more than the benchmark they are measured against.

Exempt staff vs. classified staff (specific to Montana state government)
“Exempt” refers to the Board’s seven employees who, under state law, do not fall under the state’s standard
employment rules (the ‘classified’ staff).

Fiduciary (from the Latin verb, fidere, to trust)

The concept of trust and watchfulness; a fiduciary is charged with the responsibility of investing the money
wisely for the beneficiary’s benefit. Board members are the ultimate ‘fiduciaries’ for the Board’s assets and are
obligated to be a good agent.

FTE (state government jargon)
An acronym in state government: “full time equivalent” as in full time employee. The concept is a slot or
position, not the actual individuals. The BOI is currently authorized for 32 FTE’s.

Fund of funds (private equity)
A concept used in alternative investments referring to using an investment manager to invest in other managers
or funds, as opposed to making direct investments in funds.

GAAP/GASB (accounting terminology)
GAAP...Generally Accepted Accounting Principles; Montana state law uses GAAP accounting principles unless
specifically allowed otherwise. GASB...Government Accounting Standards Board, the board that sets GAAP



standards for U.S. governments (FASB...Financial Accounting Standards Board, the entity for commercial and
business accounting standards).

General obligation (municipal finance term)

Used to describe the promise that a government makes to bond holders, backed by taxing and further
borrowing power, it is generally considered the highest level of commitment to bondholders. At the local
government level, general obligation bonds typically require a vote of the residents.

General partner vs. limited partner (private equity)

In private equity, the general partner is responsible for the operations of the partnership and makes the actual
underlying investment decisions; the limited partner is the investor, and therefore has limited liability for
investment decisions; the BOI is the ‘limited’ partner in its private equity fund investments (and real estate
funds as well).

Growth (as to style public equities)

An investment style that more heavily invests in companies whose earnings are expected to grow at an above
average rate to the market. A growth stock usually does not pay a dividend, as the company would prefer to
reinvest retained earnings in capital projects to grow the company (vs. ‘value,” which considers buying
established companies they feel are trading at bargain prices to the fundamental analysis of the company’s
financial statements and internal competitive factors).

Indenture (bond and loan programs)
The central document describing the contract between investors and the borrower or user of the proceeds. The
Board’s INTERCAP program is structured around a bond indenture.

Hedge fund (as defined by Investopedia)

An aggressively managed portfolio of investments that uses advanced investment strategies such as leverage,
long, short and derivative positions in both domestic and international markets with the goal of generating high
returns (either in an absolute sense or over a specified market benchmark).

Hurdle Rate (private equity)
a minimum return per annum that must be generated for limited partners of a private equity fund before the
general partner can begin receiving a percentage of profits from investments.

Index (investment concept)
Typically a single measure of a broadly-based group of investments that can be used to judge, or be compared to
the return performance of an individual investment or manager.

Indexing (investment concept)

Typically refers to investing in a portfolio to match a broad range of investments that are set within a pre-
determined grouping, such as the S&P 500, so as to match its performance; such investing is generally labeled
‘passive’ or indexed investing; or buying shares in an Index Fund.

In-state loan program (Montana-specific)
Programs that are funded by the state’s coal severance tax monies.

Internal service vs. enterprise fund (state accounting concept)

Within Montana state government: a program whose funding is dependent on mandatory participation by
another state government program is labeled an ‘internal’ service fund; a program whose funding is dependent
on voluntary participation is labeled an enterprise fund. At BOI, the investment program is an internal service
fund because participation is not voluntary; the Board’s bond and loan programs, because their use is voluntary,
are accounted for as an enterprise.



Investment grade (bonds)

Bond ratings from Moody’s, Standard and Poor’s, and Fitch high enough to be considered secure enough for
most investors (bonds rated AAA — BBB). Below investment-grade bonds (below BBB) are generally considered
to have a more speculative outlook and carry more risk of default.

IRR (private equity)

A measure of investment performance, short for ‘internal rate of return,” expressed as a percentage (the
‘internal rate of return’ number, or discount rate) that mathematically will equalize the total future cash flows of
an investment to the initial cash outflow of the investment; the concept accounts for the time value of money.

Leverage (investment concept)

As an investment concept, a way to increase a return on an investment through a combination of one’s own
money and also by borrowing additional money to enhance such an investment; high ‘leverage’ is also
associated with high risk.

Mean Variance Optimization Model (‘Modern Portfolio Theory’)

A theory that it is possible to construct a portfolio to maximize the return for the least amount of risk or
volatility. This theory is based on various asset types and their level of expected return, risk (volatility) and their
correlation with each other or how the asset values move with each other. The central idea of the model is to
blend investments so that in total, they provide both the best expected return and optimal amount of
diversification to minimize deep performance swings (volatility); a central tenant is that long term historical
returns are indicative of future returns.

Mezzanine finance (private equity)

Subordinated debt with an equity ‘kicker’ or ability to share in the equity value of the company. It is typically
lower quality because it is generally subordinated to debt provided by senior lenders such as banks, thus is
considered higher risk.

Multiple (as in “multiple” of invested capital, private equity)

The ratio of total cash returned over the life of the investment plus the investment’s residual value over the
total cash expended in making the investment. A multiple of 2 means, regardless of the total investment time
period, that total cash returned was twice the cash invested.

130/30 Strategy (public equities)

Also called ‘partial long short,” this strategy involves the establishment of a short position in select stocks while
taking the proceeds of those shorts and buying additional long positions in stocks. The net effect is an overall
market position that is 100% long, but the active decisions on individual stock selections are amplified by this
ability to short. If the stock selections are successful, the strategy enables the portfolio to profit more than if a
stock had simply not been owned, as with traditional long-only portfolios.

Opportunistic (real estate)

In real estate, a euphemism for the most risky real estate investments, typically distressed, raw land, newly
developed buildings or other high risk investments in the real estate sector, (versus, ‘core,” which are the best
quality fully leased commercial properties).

Overweight or underweight (investment concept)

Generally the level of holdings of a certain type of investment that is above or below either a benchmark’s
weight (portion of total investment), or the percentage held of a particular asset class compared to the Board’s
asset allocation policy weight. Also used to describe an external investment manager’s decision to have more
(or less) of a particular investment than the percentage or weighting found in the benchmark.



Passive management or passive investment (most often in public equities, but not exclusively)

An investment style where a fund’s portfolio mirrors a market index, such as the S&P 500, with limited selection
decisions by the manager, resulting in market returns. Passive management is the opposite of active
management in which a fund’s manager attempts to beat the market with various investment strategies and
buy/sell decisions of a portfolio of securities to enhance returns.

P/E ratio (equity)

The price of a publically traded stock divided by its estimated or actual earnings is the price/earnings or P/E
ratio. This can also be calculated for a stock index or portfolio of stocks. Over the last 100 years, the S&P 500
has had an overall P/E ratio of about 15, or a total index price of about 15 times the annual earnings of its
underlying companies.

Pacing study (private equity)

An analysis of the likely timing and amount of the drawdown of committed but yet uninvested monies and the
estimated distributions or returns from the funds held in an alternative investment portfolio, generally used to
judge the future size of the portfolio and its potential liquidity needs, i.e., cash funding demands.

Par (fixed income)
The initial principal amount designated by the issuer of the bond, or face value of a bond.

Passive

For investments, generally not materially participating in an investment decision, meaning an investment
portfolio whose returns follows that of a broad market index, such as an investable stock index, i.e. the S & P
500.

Passive weight (generally equities)
The percentage of a stock held in a particular index portfolio, or percentage of an overall asset class that is held
in passive portfolios.

Policy Portfolio
A fixed-target asset allocation, as opposed to asset allocation ranges, which theoretically allows gauging
whether deviations from the target portfolio had a positive or negative impact on overall performance.

Portable alpha (public equities)

An investment strategy which involves the active selection of securities while neutralizing overall beta or market
risk. This often involves the use of derivative investments such as futures to replicate the market return, either
taking a short or long position, while then selecting securities which are expected to add return in an absolute
sense or in addition to the market return. As an example, this strategy can be found with certain hedge funds
where a market exposure is shorted while individual securities such as specific stocks are purchased that are
expected to outperform the general market. The concept of portable applies when the ability to generate
positive alpha can be overlaid or ported onto a portfolio. This is not a strategy employed by any of MBOI’s
existing managers.

Premium (fixed income)
Most often the amount paid over the stated face amount (often called ‘par’) of a bond, but also used in other
contexts, typically paying more (the premium) than a market price (as in a take-over bid for a company).

Proxy (publically traded companies)

An agent legally authorized to act on behalf of another party. Shareholders not attending a company’s annual
meeting may choose to vote their shares by proxy by allowing someone else to cast votes on their behalf, but
the word ‘proxy’ is used more frequently colloquially as a ‘close approximation.’



Prudent expert, prudent person (a central fiduciary concept)

These legal terms have long histories of court-determined standards of care, deriving originally under English
common law. The BOIl is empowered to operate under the ‘prudent expert rule,” which states that the Board
shall manage a portfolio:

a) with the care, skill, prudence, and diligence, under the circumstances then prevailing, that a prudent man
acting in a like capacity and familiar with such matters would use in the conduct of an enterprise of a like
character and with like aims;

b) diversify the holdings of each fund within the unified investment program to minimize the risk of loss and to
maximize the rate of return unless, under the circumstances, it is clearly prudent not to do so; and

(c) discharge the duties solely in the interest of and for the benefit of the funds forming the unified investment
program.

At an ‘expert’ level; there is more room for accepting risk under the prudent expert rule than the prudent
person rule.

Rebalancing (general investment term)

The process of realigning the weightings of the portfolio of assets. Rebalancing involves periodically buying or
selling assets in the portfolio to maintain the original desired level of asset allocation and/or to stay within
predetermined asset category range; it is part of a disciplined investment approach within modern portfolio
theory.

Resolution (government term)

Generally a formal and written action by a governmental (or corporate) body that has long term significance and
requiring a vote of the governing body. BOI uses ‘resolutions’ generally only for its most significant and long
term actions and/or policies.

Securities lending (general investment)
Investments that are temporally borrowed by other investors for a fee; the BOI allows most of its publically
traded investments to be loaned for additional marginal income.

Standard deviation (common statistical concept)

A specific statistic that measures the dispersion of returns from the mean over a specific time period to
determine the “historical volatility” of returns for a stock, or portfolio, or asset class; more specifically a single
unit (i.e., one standard deviation) of dispersion that accounts for approximately 66% of all data around a mean
using a ‘normal’ (or ‘uniform’ or ‘bell-shaped’ curve; as opposed to a skewed or asymmetrical) distribution. The
standard deviation is used as a gauge for the amount of expected future volatility.

SABHRS (accounting jargon)

Montana state government’s State Accounting, Budgeting and Human Resource System; the State’s central
information management system. BOI investment and other financial data must tie and be reported on this
system, which is the official book of record and includes the state’s financial statements.

Style drift (often in reference to public equity managers, but applicable to other managers, too)
As the name implies, a divergence from an investor’s professed investment bias or style or objective.

Tracking error (statistical concept in investments)

A measurement of the standard deviation of a portfolio’s return versus the return of the benchmark it was
attempting to outperform. The concept is often used when discussing investment managers. For example some
styles are expected to have high ‘tracking errors,’ (e.g., deep ‘value’ investors who buy companies that may be
dogs for years), versus passive managers, whose stock volatility is expected to be very close to their benchmark.
Tracking error can either be intentional or unintentional; it can also be regarded as an accepted deviation or
contrary to the management agreement. High unexpected tracking error is generally a serious concern to be
examined and understood.



Underwriter (bond program)
In investments, the agent who buys investments to be resold to the public; at BOI, the investment firms that buy
the Board’s bonds to be resold to the public.

Unified Investment Program (Montana Constitution)
The Program in the State’s constitution requiring a central investment program which the legislature has
assigned to the BOLI.

Value (as to style when discussing public equities)

An investment style that focuses on buying established companies that investors believe are undervalued and
trading at bargain prices to the fundamental analysis of the company’s financial statements and internal
competitive factors.

Venture capital (private equity)

A higher-risk/high-return type of investing in startup firms and small businesses with perceived long-term
growth potential. Sometimes these are already existing business ventures with limited operating history that
need additional management expertise and access to capital. (For start-ups, ‘seed capital,” or ‘angel investor’
are terms differentiating this even higher risk type of investment.)

Volatility (investment jargon)

A statistical measure of the dispersion of returns for a given security or market index. Volatility is typically
measured by using the standard deviation of returns from the security or market index. Commonly, the higher
the volatility, the riskier the security.

Yield (general investment, but most often within fixed income)

The amount returned to the investor above the original investment generally expressed as a percentage. Yield
can be thought of as the expected return from the combination of interest and price accrual or amortization to
maturity (in the case of a bond trading at a discount or premium to par).

Yield curve (fixed income)

A line that plots the prevailing interest rates at a given time for bonds ranging in maturity from as short as three
months out to 30 years. When plotted across these various maturities (typically 2, 5, 7, 10 and 30 years), the
resultant line is shaped like a curve with generally low interest rates (the yield) for shorter maturities and
gradually higher interest rates for longer maturities, because generally investors demand higher interest rates
for longer term investments. The yield curve for U.S. Treasury debt is the most common when referring to the
prevailing level of interest rates.
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MONTANA BOARD OF INVESTMENTS
PUBLIC MARKETS MANAGER EVALUATION POLICY

INTRODUCTION

The purpose of this policy is to broadly define the monitoring and evaluation of external public
markets managers. This policy also provides a basis for the retention and/or termination of
managers employed within the Montana Domestic Equity Pool (MDEP), the Montana
International Equity Pool (MTIP), the Retirement Funds Bond Pool (RFBP), and the Trust Funds
Investment Pool (TFIP).

The costs involved in transitioning assets between managed portfolios can be significant and
have the potential to detract from returns. Therefore it is important that the decision process be
based on a thorough assessment of relevant evaluation criteria prior to implementing any
manager changes. Staff will consider such costs when deciding to add or subtract to manager
weights within the pools as well as in deciding to retain or terminate managers.

MONITORING PROCESS

Periodic Reviews: Staff will conduct periodic reviews of the external managers and will
document such periodic reviews and subsequent conclusions. Periodic reviews may include
quarterly conference calls on portfolio performance and organizational issues as well as reviews
conducted in the offices of the Montana Board of Investments (MBOI) and on-site at the offices
of the external managers. Reviews will cover the broad manager evaluation criteria indicated in
this policy as well as further, more-detailed analysis related to the criteria as needed.

Continual Assessment: Staff will make a continual assessment of the external managers by
establishing and maintaining manager profiles, monitoring company actions, and analyzing the
performance of the portfolios managed with the use of in-house data bases and sophisticated
analytical systems, including systems accessed through the Master Custodian and the Investment
Consultant. This process culminates in a judgment which takes into account all aspects of the
manager’s working relationship with MBOI, including portfolio performance.

Staff will actively work with the Investment Consultant in the assessment of managers which
will include use of database research, conference calls and discussions specific to each manager,
and in any consideration of actions to be taken with respect to managers.

MANAGER EVALUATIONS

The evaluation of managers includes the assessment of the managers with respect to the
following qualitative and quantitative criteria.

Qualitative Criteria:

e Firm ownership and/or structure

e Stability of personnel

e C(Client base and/or assets under management

e Adherence to investment philosophy and style (style drift)

e Unique macroeconomic and capital market events that affect manager performance
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MONTANA BOARD OF INVESTMENTS
PUBLIC MARKETS MANAGER EVALUATION POLICY

e C(Client service, reporting, and reconciliation issues

e Ethics and regulatory issues

e Compliance with respect to contract and investment guidelines

e Asset allocation strategy changes that affect manager funding levels

Quantitative Criteria:
e Performance versus benchmark — Performance of managers is evaluated on a three-year
rolling period after fees.
e Performance versus peer group — Performance of managers is evaluated on a three-year
rolling period before fees.
e Performance attribution versus benchmark — Performance of managers is evaluated on a
quarterly and annual basis.
e Other measures of performance, including the following statistical measures:
o Tracking error
o Information ratio
o Sharpe ratio
o Alpha and Beta

PERFORMANCE MEASUREMENT

Performance calculations and relative performance measurement compared to the relevant
benchmark(s) and peer groups are based on a daily time-weighted rate of return. The official
book of record for performance measurement is the Master Custodian.

The performance periods relevant to the manager review process will depend in part on market
conditions and whether any unique circumstances are apparent that may impact a manager’s
performance strength or weakness. Generally, however, a measurement period should be
sufficiently long to enable observation across a variety of different market conditions. This
would suggest a normal evaluation period of three to five years.

ACTIONS

Watch List Status: Staff will maintain a “Watch List” of external managers that have been
noted to have deficiencies in one or more evaluation criteria. An external manager may be put
on the “Watch List” for deficiencies in any of the above mentioned criteria or for any other
reason deemed necessary by the Chief Investment Officer (CIO). A manager may be removed
from the “Watch List” if the CIO is satisfied that the concerns which led to such status have been
remedied and/or no longer apply.

Termination: The CIO may terminate a manager at any time for any reason deemed to be
prudent and necessary and consistent with the terms of the appropriate contract.
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ROLES AND RESPONSIBILITIES

CIO: The CIO is responsible for the final decision regarding retention of managers, placement
on and removal of “Watch List” status, and termination of managers.

Staff:  Staff is responsible for monitoring external managers, portfolio allocations and
recommending allocation changes to the CIO, and recommending retention or termination of
external managers to the CIO.

Investment Consultant: The consultant is responsible for assisting staff in monitoring and
evaluating managers and for reporting independently to the Board on a quarterly basis.

External Managers: The external managers are responsible for all aspects of portfolio
management as set forth in their respective contracts and investment guidelines. Managers also
must communicate with staff as needed regarding investment strategies and results in a
consistent manner. Managers must cooperate fully with staff regarding administrative,
accounting, and reconciliation issues as well as any requests from the Investment Consultant and
the Custodian.
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RVK Resources

Publication Cost Link Description

Each quarter, RVK publishes a brief commentary that provides a high level overview of
RVK Quarterly key macroeconomic events, as well as a performance summary for major asset classes.
Free www.rvkuhns.com . . -
Commentary The commentary provides a quick reference for Board members, who wish to better
understand the most important market events prior to each quarterly meeting.
Each quarter, RVK publishes a white paper covering topics of common concern for our
RVK Investment clients. If Board members wish to receive future issues proactively, RVK can add their
. Free www.rvkuhns.com . o - .
Perspectives email addresses to a distribution list. Alternatively, the white papers can be
downloaded from the RVK site.
This 60-page study is the culmination of a one-year research effort, which involved an
exhaustive literature review, completion of several surveys of investment professionals,

Free for and interviews with more than 30 investment committee chairs, staff, and industry
Investment Committee RVK Copies Provided on thought leaders. The primary reason for producing this study was to address the fact
Best Practices’" Clients Request that many investment committees face similar operational and strategic challenges, but
Only are unable to address them collectively because they tend to operate in silos. This study

is intended to accelerate improvement efforts by revealing these common challenges
and sharing key insights, tactics, and case studies that may help resolve them.

Electronic Newsletters

Newsletter Cost Link Description

Each day, this newsletter compiles the most notable headlines relating to
https://www.smartbrief.co | economics, investment management, and major geopolitical events. Each

CFA Financial Briefs Free m/cfa/index.isp headline has a link to the underlying article. This email serves as the daily
newspaper for many in the investing community.
. Eye on the Market is released 2-3 times per week and provides in depth
Send Email Request to lvsi haning the alobal h - icall
JPMorgan Eye on the Market Free gerard.r.fancovic@ipmorg analysis on events shaping the global economy. T e content is typically more
— balanced than John Mauldin’s letter, but should be viewed with some

an.com

skepticism given the role of JPMorgan as an asset manager.
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RVK

Periodical

Cost

Link

Periodicals

Description

Pensions & Investments

$325/Year

www.pionline.com

Pensions and Investments is a bi-weekly publication that covers current events
impacting defined benefit plans. The PI Online web site also provides a variety of
research reports and databases to support the decision-making of defined benefit plan
staff and board members.

The Economist

$134/Year

Www.economist.com

The Economist is perhaps the most respected source of reporting and analysis on
current events shaping the global economy. The Economist can help staff and board
members stay familiar with the key factors and events that impact the performance of
the portfolio.

Institutional Investor

$575/Year

https://www.institution

alinvestor.com

Institutional Investor provides a monthly magazine that serves as both a source of news
and proprietary research. A subscription also provides varying degrees of access to
proprietary data and research online. Subscriptions range from $575/year to
$1,680/year depending on the desired level of access to online resources. We believe
that the online research capabilities are most relevant to staff, and therefore would only
recommend the $575 “silver” package for Board Members.

FundFire

MBOI
already
subscribed

http://www.fundfire.co
m/

FundFire is a source of competitive intelligence for the separately managed account
industry. A subscription provides access to original articles and summaries of industry
news which helps investors, managers and consultants stay abreast of the changes in
their industry. Investment managers read FundFire to find out what competitors and
prospective clients are doing and thinking. Financial advisors, investment consultants,
pension plans, endowments and foundations rely on FundFire to power their money
management 1Q.

Books
Book Cost Link Description
This book was written by David Swensen, the Chief Investment Officer of the Yale
. . . s Endowment. The book provides a blue print for Mr. Swensen’s investing strategy,
Pioneering Portfolio $24 hitp://tinyurl.com/3sa4 which has resulted in superior long term returns for decades. While the book is

Management

c4u

especially applicable to university endowments, many of the insights are relevant to
public pension funds.
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RVK

Book

Cost

Link

Description

The Little Book of
Behavioral Investing

$16

http://tinyurl.com/3dya
98f

This book was written by a senior investment professional at GMO, a global asset
management firm led by renowned investor Jeremy Grantham. The book provides a
comprehensive overview of common behavioral biases that can negatively impact the
investment decision-making process. The lessons are easily comprehensible to both
expert and novice investors.

Cambridge Handbook
of Institutional
Investment and
Fiduciary Duty

$135

http://tinyurl.com/nweg

kvg

This book provides commentary and guidance on the evolving standards governing
institutional investment. It features a wide range of contributors who share their
perspectives on the forces that drive the current emphasis on short-term investment
returns. This book is not yet available, and appears to be more academic in focus.
However, it covers fiduciary duty in great detail, and may be a great resource for new
and existing board members.
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