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Performance Audits
Performance audits conducted by the Legislative Audit Division 
are designed to assess state government operations. From the 
audit work, a determination is made as to whether agencies and 
programs are accomplishing their purposes, and whether they 
can do so with greater efficiency and economy.

We conducted this performance audit in accordance with 
generally accepted government auditing standards. Those 
standards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for 
our findings and conclusions based on our audit objectives. We 
believe that the evidence obtained provides a reasonable basis 
for our findings and conclusions based on our audit objectives. 
Members of the performance audit staff hold degrees in 
disciplines appropriate to the audit process. 

Performance audits are performed at the request of the Legislative 
Audit Committee which is a bicameral and bipartisan standing 
committee of the Montana Legislature. The committee consists 
of six members of the Senate and six members of the House of 
Representatives.
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The Legislative Audit Committee
of the Montana State Legislature:

This is our performance audit of the management and governance practices at 
the state’s Board of Investments. This report presents audit findings and includes 
recommendations addressing the qualifications required for board membership and 
adopting policies to ensure operational standards are maintained on an ongoing basis. 
A written response from the Board of Investments staff is included at the end of the 
report. 

We wish to express our appreciation to Board of Investments officials and staff for 
their cooperation and assistance throughout the audit. 

Respectfully submitted,

/s/ Tori Hunthausen

Tori Hunthausen, CPA
Legislative Auditor
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Montana Legislative Audit Division

Performance Audit
State Investment Management and 
Governance Practices
Montana Board of Investments

January 2014	 12P-10	R eport Summary

The Montana Board of Investments provides effective oversight of over 
$15  billion in assets; strengthening the credentials and qualifications of 
Board of Investments members and making other changes in management 
and governance practices would improve the Board of Investments’ ability to 
manage the large, complex assets under its care.

Context
In 1972, Montana voters ratified a new 
constitution that directed the legislature to 
provide for a Unified Investment Program. This 
program includes responsibility for investing 
state pension moneys and public funds. The 
Montana Board of Investments (board) as it 
exists today is a product of this constitutional 
mandate, which resulted in all the assets of the 
state’s retirement systems, and those of other 
state and local government agencies, being 
invested through a single program. Today the 
board is responsible for management of over 
$15 billion in assets on behalf of the state’s 
pension funds and state and local government 
agencies.

During our review, we determined the 
qualifications for citizens appointed by the 
Governor to the board have not changed 
since the 1980s. Meanwhile, the institutional 
investing arena has grown exponentially more 
complex over that time. Further, many states 
have more stringent experience and education 
requirements for the people with fiduciary 
responsibility for investing pension funds and 
other public money.

Our audit found that board staff is following 
its policies and generally meeting industry best 
practice standards in performing due diligence 
on potential investments. We also found 
the organizational structure of the board’s 
investment staff is appropriate for the asset mix 
and investment style currently mandated by 
the board, and the compensation policies of 
the board are consistent with peers within the 
public institutional investment industry.

Our report includes six recommendations 
related to the management and governance of 
the investing activities of the board, including 
recommending:

�� The Montana Legislature increase 
the experience requirements for 
members of the board,

�� The board enhance and require 
the ongoing educational activities 
provided to board members, and

�� The board seek revisions to the 
Montana Procurement Act to provide 
an exemption for the contracting of 
external investment services.

Other recommendations are in the areas of 
asset allocation and the annual affirmation 
thereof; other tasks required by the charters 
of the board and its various committees; and 
the board’s proxy voting program.

(continued on back)

Results
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For a complete copy of the report (12P-10) or for further information, contact the 
Legislative Audit Division at 406-444-3122; e-mail to lad@mt.gov; or check the web site at 

http://leg.mt.gov/audit
Report Fraud, Waste, and Abuse to the Legislative Auditor’s FRAUD HOTLINE

Call toll-free 1-800-222-4446, or e-mail ladhotline@mt.gov.

Recommendation Concurrence

Concur 4

Partially Concur 0

Do Not Concur 1

Source:  Agency audit response included in 
final report.
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Chapter I – Introduction and Background

Introduction
In 1972, Montana voters ratified a new constitution that directed the legislature to 
provide for a Unified Investment Program. This program includes responsibilities for 
investing state pension moneys and public funds. The Montana Board of Investments 
(board) as it exists today is a product of this constitutional mandate, which resulted 
in all the assets of the state’s retirement systems, and those of other state and local 
government agencies, being invested through a single program. Today the board is 
responsible for management of over $15 billion in assets on behalf of the state’s pension 
funds and state and local government agencies.

Background
The board is allocated for administrative purposes to the Department of Commerce. It 
operates with a staff of approximately 30. The chief investment officer (CIO), executive 
director, and six professional staff serve at the pleasure of the board. 

Goals and Objectives
The three primary goals and objectives of the board are: to provide prudent investment 
management of state and local government funds; to work with financial institutions, 
state agencies and local governments to enhance and expand Montana’s economy 
and assist new and expanding Montana businesses; and to lend low-interest funds to 
eligible governments for a variety of infrastructure and other projects. The majority of 
the board's investment activities are focused on management of public funds, but the 
board also operates several programs that look more like traditional banking activities. 
These banking activities include the investment of coal severance tax trust fund assets, 
and the Intercap Loan program, which provides eligible state and local government 
units with low-cost variable rate loan financing. The board’s organizational structure 
also includes a financial management function providing accounting support for all 
board activities, and administrative support.

Board Membership
The board consists of nine voting members (appointed by the governor and confirmed 
by the Senate) and two nonvoting legislative liaisons, one each from the Senate and 
House, from different political parties and appointed by legislative leadership. As a 
quasi-judicial board, statute requires one of the members to be an attorney, one a 
member of the Montana Public Employees' Retirement board and one a member of 
the Teachers' Retirement board, and the others to represent small business, agriculture, 

1

12P-10



labor, and the financial community. The nine board members also comprise three 
subcommittees: the Audit Committee, the Human Resource Committee and the 
Loan Committee. 

Prudent Expert Principle
The Montana Constitution (article VIII, section 13) requires investment of assets “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.” Additionally, 
§17-6-201, MCA, requires an investment manager to:

�� Discharge the 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,

�� 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.

Investment Activities
Unless otherwise provided by law, the board must invest state funds. Local governments 
at their discretion may invest funds with the board. Local government funds are 
invested in the Short Term Investment Pool (STIP). During fiscal year 2013, the 
board invested 495 individual accounts, consisting of 326 state agency accounts and 
169 local government accounts.

The assets managed by the board have grown from a net asset value of $321 million 
at year-end 1972 to a net asset value of nearly $15 billion by the end of fiscal year 
2013. Since 2002, the assets have experienced steady growth, with the exception of the 
2008-09 global financial crisis. Figure 1 depicts the growth in total assets under the 
control of the board since 2002.
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Figure 1
Net Asset Value of Investments Managed by the Board of Investments
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Source: Audited financial statements of the Board of Investments.

To facilitate management of the Unified Investment Program, the board has created 
seven investment pools, which operate like mutual funds.

Cash is initially deposited in STIP, which operates similar to a money market fund. 
Depending on the account, some or most of the account balances may be transferred 
from STIP to other investment pools, which include equity, fixed-income and 
alternative investments. If accounts may be invested in longer-term investments but 
their investment parameters do not permit investment in the pools, they are invested 
in individual nonpooled portfolios collectively known as All Other Funds.
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Table 1
Board of Investment Pools/Investments

Pool Established What is it?

Retirement Funds Bond 
Pool (RFBP) 1995

Limited to pension funds only. Pool securities are a mix of 
corporate bonds and government bonds. Some managed 
by board staff, some by external managers. 

Trust Funds Investment 
Pool (TFIP) 1995

Formerly known as Trust Funds Bond Pool, current income 
is important to the participants in this pool so it is managed 
for income generation, rather than total rate of return.

Short Term Investment 
Pool (STIP) 1974

Provides participants access to a short-term money market 
fund. Pool investments are managed by board staff. 
Approximately 500 accounts invested in STIP, including 
state and local government accounts.

Montana Domestic 
Equity Pool (MDEP) 1980

Actively-managed small, mid and large cap domestic stock 
and passively-managed mid and large cap domestic stock. 
The pool is managed by contracted external managers.

Montana International 
Equity Pool (MTIP) 1996

Limited to pension funds only. Pool securities consist of 
both actively-managed and passively-managed equity 
securities. Managed by contracted external managers.

Montana Private Equity 
Pool (MPEP) 2002

Limited to pension funds only. The board partners with 
private equity managers to invest in venture capital, 
leveraged buyout, and other types of alternative 
investments.

Montana Real Estate 
Pool (MTRP) 2006

Limited to pension funds only. Board partners with real 
estate managers to invest in core real estate, value-added 
real estate, and opportunistic real estate. In the “risk/return” 
spectrum core real estate is the lowest, while opportunistic 
real estate is the highest.

All Other Funds N/A
Includes all other investments not held in the seven 
investment pools. Securities include bonds, mortgages/
loans, and a passive index stock fund and direct real estate.

Source: Compiled by Legislative Audit Division from Board of Investments information.

Most state agency accounts and all local government accounts are limited to STIP 
investments only. Since the state’s trust funds cannot be invested in equities, they 
are invested in the Trust Funds Investment Pool (TFIP), or individual fixed-income 
portfolios. There are no restrictions on the investment of state pension funds, so these 
are invested in bonds, equity pools, and alternatives in proportions directed by the 
board. Because many of the pools invested by the board are exclusive to the retirement 
system funds and the retirement funds constitute the majority of assets under board 
management, this report may sometimes focus on the management of these funds.

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. According 
to the board’s investment policy statement for pension funds, investment performance 
is measured by three integrated long-term objectives:
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�� The actuarial target rates of return, which are established by the pension 
boards whose funds the board invests. The policy statement indicates 
the board seeks to generate long-term investment performance that will 
exceed the actuarial annual target rate of return, net of all investment and 
administrative expenses.

�� An investment policy benchmark calculated by applying the investment 
performance of the asset class benchmarks to the plans’ actual asset allocation 
during the measurement period. 

�� Comparison of each plan’s total performance, before all fees, to appropriate 
public plan sponsor universes. 

The board expects to meet or exceed these objectives over a long-term investment 
horizon though short-term volatility may lead to unfavorable deviation from these 
objectives.

Asset Allocation
Within statutory guidelines that restrict or prevent equity investment in some funds, 
the board has the authority to allocate portfolios to any previously board-approved 
asset class in the proportions it considers prudent. Asset allocation decisions made by 
the board must be made in a public meeting. The asset allocation ranges are subject to 
change as modifications are adopted by the board. 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. Rebalancing the plans’ 
assets to remain within the board-approved allocation ranges is delegated to the CIO, 
in consultation with the executive director. Any necessary rebalancing must be made 
in a timely manner and take into consideration associated costs and current market 
conditions. The CIO informs the board of rebalancing activity at the board’s next 
regularly scheduled meeting.

Board’s Governance Manual
The board maintains a governance manual to detail the responsibilities of board 
members and define when those responsibilities are delegated to board staff. This 
document recognizes that fiduciary duty ultimately falls to the members of the board. 
The manual delegates some powers to board staff but only those specifically delineated. 
Among the responsibilities assigned to members of the board in this manual are:

�� Members of the board meet publicly and the public is provided notice of 
meetings and opportunities for public comment.

�� Board members reserve the right to make selection of custodial bank and 
investment consultants.

�� The authority to establish asset allocation ranges and approve investment 
policy statements is reserved exclusively for board members.
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�� Where granted rule-making authority under state law the board members 
retain authority to revise rules.

�� Board members select the executive director and CIO and set the duties and 
compensation for all exempt staff.

The governance manual also delegates some authority to the board staff. Certain 
positions are granted specific authority. For example, the executive director supervises 
all staff, authorizes expenditures, and can sign any document required to conduct 
board business. The CIO is charged with managing assets within approved ranges, 
recommending new asset classes, and overseeing the investment process—including 
hiring and terminating external managers and setting appropriate due diligence 
standards. The manual also provides more general guidance such as the method for 
contracting for investment managers and other contracts and describes when board 
staff can initiate legal action.

Investment Policy Statements
The members of the board approve investment policy statements for the pools it uses 
to direct investments and for the funds it invests. These documents provide a broad 
strategic framework for the investments. They set investment objectives and asset 
allocations for investments managed, among other things. The policy statements for 
the pools used to manage the assets also provide direction related to investment style, 
eligible types of investments and defines roles for board members, board staff, and 
external managers.

Investment Style
Within each of the asset classes in which the board invests, there are often several 
different investment “styles” available. For example, assets can be managed by either 
internal (board staff members) or external fund managers (outside fund managers). 
Furthermore, some equity assets can be managed in either an “active” or “passive” 
fashion. Passive management typically means that the equities are picked to mimic 
the market as a whole or some other index and do not require the fund manager to 
pick individual securities. Active management means that a fund manager is trying to 
outperform the market as a whole by picking the most desirable securities. 

Over time the investment style of the board has changed somewhat. Early on, all 
or nearly all of the securities were managed internally by board staff members. This 
has gradually changed and now board assets are managed through a mix of internal 
and external management. Equities and alternative assets are now primarily managed 
externally (board staff members select the external managers) while a large percentage 
of the fixed income and cash equivalents remain under internal management.
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There have also been periodic shifts in the board’s preference for active vs. passive 
management. In 2012, the board directed staff to increase passive management for 
asset classes where investment markets are thought to be efficient. Passive management 
is generally less costly and when it is difficult for an active manager to beat the market 
as a whole, the extra cost of active management may not be worthwhile. 

Investment Management Fees
The investment program is funded by fees charged to the board’s clients. The legislature 
sets the maximum operational fee the board may charge which is then allocated to all 
board clients. The board’s methodology used to allocate charges is not included as part 
of this performance audit. 

The board contracts with a 
major bank for a variety of 
custodial banking and account 
management services. Custodial 
bank fees are paid by a statutory 
appropriation from the state 
general fund. For investments 
within many of the pools, the 
board contracts with external 
investment managers or general 
partners to manage funds within 
the pool. External manager 
fees are paid directly from the 

accounts they manage. The costs for board activities and external bank and manager 
fees for fiscal year 2013 are shown in Table 2.

Audit Scope
The scope of our audit was developed by determining which aspects of the board's 
functions are most significant to the public and to the long-term health of the various 
funds over which the board has management and investing authority. As such, this 
audit focused primarily on one of the board's three primary activities: the management 
and investing of funds belonging to state pensions and other account holders. 
Specifically, the audit examined:

�� The board’s governance structure, to include the composition and activities 
of the appointed board, its level of expertise in the areas in which the board 
operates, and its relationship with management and senior staff.

�� Investment risk management and due diligence, particularly in investing in 
the areas of private equity and real estate.

Table 2
Investment Management Fees

Fiscal Year 2013

Fee Type Amount % of Total

Board (operational) $4,066,500    9.3%

Custodial Bank $1,616,355    3.7%

External Managers $38,236,118 87.0%

Total $43,918,973

Source: Audited financial statements of the Board of 
Investments.
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�� Personnel policies, to include compensation of exempt employees and policies 
related to conflicts of interest.

�� External costs and services, including external investment manager fees and 
the use of other outside services such as a custodial bank and investment 
consultant.

The majority of our audit focused on review of documents, meetings, and reports from 
fiscal years 2012 and 2013. However, certain elements of the audit required review of 
reports and trends from the past 10-15 years.

Scope Exclusions
Our risk assessment process resulted in the decision to exclude certain areas of the 
board's operations from the scope of this audit. These areas could be worthy of 
consideration for future performance audits as they are significant to the operation 
of the board and the economic well-being of the state of Montana and a number of 
its municipalities. However, these functions are distinctly separate from the board’s 
institutional investing function and thus would better stand as topics for their own 
audits in the future. Specifically, those board functions beyond the scope of this audit 
include:

�� The board’s role as an agent of economic development for the state, working 
with both local governments and private sector entities with a goal of helping 
establish new businesses and grow existing ones.

�� The board’s banking functions, in particular its lending of low-interest 
funds to eligible local governments for a variety of infrastructure and related 
projects.

Audit Objectives
Risk assessment work and the establishment of the scope of this audit led to the 
following audit objectives:

1.	 Are the legal and organizational structures of the board consistent with the 
prudent expert principle?

2.	 Are the risk management strategies and due diligence practices of the board 
sufficient to mitigate risk?

3.	 Are board personnel policies and staff structure appropriate for a public 
institutional investment organization?

4.	 Are board external investment and custodial expenses and external 
deliverables comparable with those across the public institutional investment 
industry?

To address these objectives, we performed the following types of methodologies:
�� Reviewed sources of criteria for significant elements related to public 

institutional investment governance practices.
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�� Reviewed Montana statutes, agendas, minutes and other materials from 
board meetings and policies and procedures adopted by the board.

�� Conducted structured interviews with board members.
�� Observed due diligence practices of board staff.
�� Regularly attended and observed meetings of the board.
�� Analyzed board consideration of its asset allocation decisions.
�� Reviewed methods for establishing market compensation rates.
�� Reviewed Statewide Accounting, Budgeting, and Human Resource System 

human resource records, board meeting minutes, and other applicable 
sources, to compile information to illustrate trends in the organization and 
allocation of staff resources over time.

�� Reviewed hiring process and contracts for custodial banking services and 
investment consulting services.

�� Reviewed procurement practices for outside investment management 
services.

�� Analyzed board budgeting and reporting.

Report Organization
The remainder of this report details our analysis of the objectives and contains six 
recommendations. It is organized in four additional chapters, each addressing one of 
the objectives.

�� Chapter II Board Composition and Ongoing Education
�� Chapter III Risk Management Strategies and Due Diligence Practices
�� Chapter IV Personnel Policies and Organizational Structure
�� Chapter V Relationships with External Service Providers
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Chapter II – Board Composition 
and Ongoing Education

Introduction
The primary responsibilities of appointed board members of the Board of Investments 
(board) are to serve in a fiduciary capacity and to do so in a manner consistent with 
the prudent expert principle. The board has nine members and both the number and 
qualifications of its members are prescribed by law. Members are appointed by the 
Governor to staggered four-year terms. Members serve until a successor is appointed 
and may be removed by the Governor only for cause. The Governor appoints the 
chairperson, and all members must be confirmed by the state Senate.

Membership Criteria
The board is established as a quasi-judicial board, meaning one member must be an 
attorney. Additionally, state law specifies member criteria as follows:

�� One member from the Public Employees’ Retirement Board.
�� One member from the Teachers’ Retirement Board.

Seven members who will provide a balance of professional expertise and public interest 
and accountability, who are informed and experienced in the subject of investments, 
and who are representatives of:

�� The financial community
�� Small business
�� Agriculture
�� Labor

Additionally, there are two ex officio, nonvoting legislative liaisons to the board. 
One must be a senator appointed by the President of the Senate and one must be a 
representative appointed by the Speaker of the House. The liaisons may not be from 
the same political party.

Other Public Institutional Investment Boards
Many public jurisdictions are charged with managing investments on behalf of 
pension funds or other public funds. The structure and composition of these boards 
vary quite a bit in terms of the number of trustees, their qualifications, and whether 
members are elected, appointed, or a combination of both. To consider how well 
Montana’s board composition meets established norms within the public institutional 
investment industry we considered best practices as set forth by industry organizations 
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and research, boards in other states that manage assets of similar size, and boards that 
are separate from pension boards and manage numerous funds. 

Industry Organizations and Research
The Stanford Institutional Investors’ Forum (forum) is a well-known group of 
institutional investment professionals. This forum has set forth a number of best 
practice principles for fund governance that include guidelines for board composition. 
Among these principles are:

�� Viewed as a group, the board should be composed of individuals with a 
portfolio of skills that allows it to make responsible, informed investment 
and legal decisions, and to discharge its fiduciary obligations to fund 
beneficiaries.

�� A governing body should, in particular, consist of a sufficient number of 
trustees competent in financial and accounting matters so that the body is 
capable of understanding modern portfolio theory, diversification principles, 
basic financial analysis, and fundamental accounting principles.

The forum also recognizes that institutional investment is an increasingly complex area. 
Trustees “face markets that are more complicated, in certain aspects less regulated, and 
increasingly more global than in prior times.” For mature funds that feature a large 
number of beneficiaries drawing from a fund, trustee acumen is especially important.

Other Unified Investment Boards
Because Montana’s Board of Investments is separate from the pension system board, 
we looked at the composition of boards in six states that have similar separate unified 
investment programs.

North Dakota—the North Dakota state investment board consists of the governor, 
the state treasurer, the commissioner of university and school lands, the director of 
workforce safety and insurance, the insurance commissioner, three members of the 
teachers’ fund for retirement board, and three members of the public employees 
retirement system board. The state investment board may establish an advisory council 
composed of individuals who are experienced and knowledgeable in the field of 
investments.

South Dakota—the South Dakota Investment Council consists of eight voting 
members. South Dakota law stipulates that “the members of the state investment 
council shall be qualified by training and experience in the field of investment or 
finance.” 
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Iowa—in Iowa, seven voting members sit on the Investment Board of the Iowa Public 
Employees Retirement System (IPERS). One member is the state treasurer, and 
three are members or retirees of the system. The remaining three are not members 
of IPERS and each has “substantial institutional investment experience or substantial 
institutional financial experience.” 

Wisconsin—members of the state’s investment board consist of the secretary of 
administration, one member who is a representative of a local government and has 
been employed by the local government in a finance position and has at least 10 years 
of financial experience, five members appointed for staggered 6-year terms, four of 
whom shall have had at least 10 years experience in making investments, and two 
participants in the Wisconsin retirement system. 

Oregon—five voting members serve on the Oregon Investment Council. Members 
include the state treasurer and four appointed members who must be qualified by 
training and experience in the field of investment or finance. One appointed member 
may also be a member of the Public Employees Retirement Board.

South Carolina—the seven-member South Carolina Retirement System Investment 
Commission invests the assets of five retirement systems. Each member is appointed, 
by various entities. Each appointed member must possess at least one of the following 
qualifications: the Chartered Financial Analyst credential, the Certified Financial 
Planner credential, at least twenty years professional actuarial experience, at least 
twenty years professional teaching experience in economics or finance, an earned 
Ph.D. in economics or finance, or the Certified Internal Auditor credential. 

Boards Managing Similar Assets
To examine the board composition of other boards which manage assets of value 
similar to Montana, we obtained information related to the composition of boards in 
three other states. 

Maine—the Board of the Maine Public Employees Retirement System is composed 
of eight trustees. These include the Treasurer of State; two members of the State 
Employee and Teacher Retirement Program; four persons appointed by the Governor, 
at least two of whom must be qualified through training or experience in the field of 
investments, accounting, banking or insurance or as actuaries; one nominee submitted 
by the Maine Retired Teachers’ Association; one nominee submitted by retired state 
employees; and one nominee of the Maine Municipal Association.
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Kentucky—the Kentucky Retirement System board of trustees is composed of 
13 individuals. Most trustees are members or retirees of various pension systems whose 
funds are invested by the board, but two trustees must have investment experience. 
“Investment experience” is defined to mean an individual with at least ten years’ 
experience in portfolio management, securities analysis, as a chartered financial 
analyst, or other exceptional professional experience in public or private finances. Both 
of these two members serve on the five-member investment committee that manages 
the assets of the funds.

Kansas—the Kansas Public Employees Retirement System board of trustees consists 
of nine members. One is the state treasurer and two are elected by members or retirees 
of the retirement system. The remaining six members are appointed. Each appointed 
member must have demonstrated experience in the financial affairs of a public or 
private organization or entity which employs 100 or more employees, or had at least 
five years’ experience in the field of investment management or analysis, actuarial 
analysis, or administration of an employee benefit plan.

Unified and of Similar Size
Finally, there are a few other states that are both similar in size of assets managed and 
have a separate, unified investment board. The board composition of two such states is 
described below.

West Virginia—This state’s Investment Management Board consists of thirteen 
members. Three serve because they fulfill a specific public office (governor, auditor, 
and treasurer). The other ten are appointed by the Governor and confirmed by the 
Senate. All appointees must have experience in pension management, institutional 
management or financial markets. In addition, one must be an attorney experienced 
in finance and investment matters and another must be a Certified Public Accountant. 
Only six of the ten appointed trustees may be from the same political party. A member 
of each defined benefit retirement plan is designated to represent the plans’ interests 
and these members do not have a vote but have the right to be heard at the annual 
meetings of the board. 

Nebraska—Nebraska’s Investment Council has five voting members. Each appointed 
member of the council must have at least seven years of experience in the field of 
investment management or analysis or have at least twelve years of experience in 
the financial management of a public or private organization. There is a preference 
for members who are appointed to have experience in investment management or 
analysis. During 2013, three of the five members held a Chartered Financial Analyst 
designation.
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Research and Other States Demonstrate 
Importance of Investment Acumen
Industry research and practices in other states demonstrate that an investment 
board should include individuals with a substantial amount of investment expertise. 
Institutional investing is a complex arena. Modern fund trustees must have appropriate 
experience and knowledge to ensure they can substantially and materially evaluate 
the issues presented to them. Boards are faced with decisions related to complicated, 
global, and in some ways less-regulated markets than in the past. 

The board has demonstrated its ability to make good choices related to complex asset 
allocation decisions. The board’s investment consultant recommended the board 
allocate a small percentage of its portfolio to hedge funds, however, the board declined 
to do so. Since making this decision, the performance of hedge funds has been generally 
poor. The investment activities of hedge funds can also sometimes be controversial, so 
the board has also avoided potential risks related to investing in controversial activities. 

Nonetheless, the assets managed by the board are invested in increasingly complex 
areas. The current asset allocation has evolved from a portfolio dominated by fixed 
income securities to a much more diversified asset mix that includes substantial 
investments in alternative assets like real estate and private equity. Board members 
have indicated that without formal investment experience, there is a steep learning 
curve in order to understand and manage the assets of such a portfolio. 

Additional Investment Expertise Would Benefit Board
Section 2-15-1808, MCA, requires that certain board members are “informed and 
experienced in the subject of investments” but does not provide further guidance 
related to the amount or depth of knowledge or experience. The law does require 
that representatives of the pension boards, small business, agriculture, and labor are 
included on the board but requires only one member who represents the financial 
community. 

State law (§17-6-201, MCA) also requires the board to administer the unified 
investment program in accordance with the prudent expert principle. This principle 
states that the management of the funds must be discharged 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 managing a similar program. Due to the statutory qualifications for board 
membership, collectively the board may have less institutional investing expertise than 
is suggested by best practices in other states and industry research. Board members with 
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institutional investing experience could be better prepared to scrutinize, analyze, and 
make decisions based upon the information provided by board staff and investment 
consultant.

The Council of Institutional Investors suggests that a substantially independent board 
is important to good governance because independent members will have the necessary 
ability to monitor and assess performance; select, monitor, evaluate and, when necessary, 
fire the chief executive and other senior managers; oversee management succession; 
and structure, monitor and approve compensation paid to the chief executive and 
other senior managers.

Legislation Required to Address Board Composition
Because the board qualification requirements are set forth in state law, changing the 
requirements for membership requires legislative action. The Stanford Institutional 
Investors’ Forum suggests legislative changes should be made when membership 
selection “could be inconsistent with the appropriate exercise of fiduciary responsibility 
on behalf of fund beneficiaries.” The Forum concludes, “the board should at all times 
include individuals with investment and financial market expertise and experience 
relevant to the fund’s ability to exercise its fiduciary obligations to its beneficiaries.”

The inclusion of individuals with specific legal or investment management experience 
or knowledge does not necessarily preclude participation by individuals who offer other 
unique contributions to the board. But the Stanford Institutional Investors’ Forum 
cautions the flexibility to include others “should be narrowly construed and should be 
exercised in a manner consistent with fiduciary principles.”

The current statutory qualifications for collective membership of the board do not 
provide a level of investment expertise comparable to some similar institutional 
investment organizations. The Unified Investment Program was created 1972. At 
that time, the required knowledge and experience specific to institutional investing 
was not as extensive. Investment vehicles were fewer and more easily understood. Yet 
the composition requirements of the board have not changed since the mid-1980s. 
Revising the qualifications for board composition would improve the board’s ability to 
manage the large, complex assets under its care. 

There are a number of options the legislature could consider for revising board 
composition, including:

�� Adding additional members with institutional investing knowledge and/or 
experience.
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�� Revising current membership to include additional representation from 
investment industry.

�� Requiring professional certifications (Chartered Financial Analyst, Certified 
Public Accountant, Securities and Exchange Commission registered broker/
dealer, etc.) for one or more board members.

�� Requiring a minimum level of investment experience for all board members.
�� Adding a nonvoting advisory committee composed of investment 

professionals.
�� Other options for increasing the collective investment expertise of the board.

Recommendation #1

We recommend the Montana Legislature revise the professional and 
experience requirements for the composition of the Board of Investments to 
increase the board’s collective knowledge and understanding of institutional 
investing. 

Ongoing Education Requirements
In addition to appointing individuals with investing expertise, another method for 
ensuring board members are able to discharge their duties in a manner consistent 
with the prudent expert principle is through ongoing education efforts. As has been 
discussed, institutional investing is an ever-evolving field with new types of investments 
to consider and associated risks. It is necessary for board members to maintain currency 
in the field. 

Board’s Education Policy
At its April 2013 meeting, the board voted to amend its education policy. The 
changes removed language mandating board members attend training and education 
opportunities. The policy continues to affirm the importance of ongoing education 
in order to fulfill the board’s fiduciary duties, but instead of mandating attendance 
of appropriate educational tools, such as conferences, seminars, workshops, relevant 
reading materials and in-house presentations, it now only encourages such activities. 

There is a broad array of issues on which education is encouraged, including:
�� Governance and fiduciary duty.
�� Actuarial policies and pension funding.
�� Best practices in total fund, asset class composite and investment manager 

monitoring, funding and decision-making.
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�� Key institutional investment management concepts, such as portfolio 
management theory and strategies, asset class attributes and investment 
strategies, and performance evaluation concepts.

Prior to this policy revision, new board members were also required to attend an 
orientation session geared towards ensuring new “Board Members are in a position to 
contribute fully to Board and Committee deliberations and effectively carry out their 
fiduciary duties as soon as possible after joining the Board.” Board staff continue to 
provide an orientation opportunity, but board member attendance is now optional. 

Board staff indicated that these policy revisions were necessary because as gubernatorial 
appointees, board members could not be compelled to attend the orientation or other 
educational opportunities. 

Best Practices in Board Education
In general, industry experts recognize the need for ongoing professional education 
on the part of fiduciaries in order to maintain currency in the field of institutional 
investing. For example, the Stanford Institutional Investors’ Forum suggests 
“trustees, on a regular basis, should obtain education that provides and improves core 
competencies, and that assists them in remaining current with regard to their evolving 
obligations as fiduciaries.” Other best practices guidance also suggests that a board that 
is overly reliant on outside experts such as attorneys, consultants, and financial experts 
is less responsive to changing plan participant needs and circumstances. 

Education Policies in Other States
To compare Montana’s board education policy to those policies in place in other states, 
we reviewed the education policies in five other states where the investment board 
manages a unified investment program.

Nebraska—the Nebraska Investment Council places the responsibility of providing 
board education on the state’s investment officer. Among the responsibilities of that 
position are to provide the board with periodic educational sessions on investment 
topics of current relevance and inform the council of educational opportunities for 
fiduciaries.

West Virginia—each trustee and any board designated employee of the West 
Virginian Investment Management Board is required to complete at least twelve hours 
of approved continuing education each fiscal year. The executive director determines 
what may qualify as “approved continuing education,” which may include seminars, 
presentations, classes, articles, books, videotapes and conferences related to investing, 
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ethics, and fiduciary responsibilities. Each individual member provides a written 
education compliance report. A subcommittee of the board reviews compliance with 
this policy and may recommend disciplinary action to the Board of Trustees. Action 
may include reporting noncompliance to the Governor or appropriate selection body. 

Vermont—the Vermont Pension Investment Committee requires each member to 
participate in ongoing training in investments, securities and fiduciary responsibilities. 
The authority responsible for electing or appointing each member informs the 
member of the education requirement. The board then provides an annual report to 
the respective authorities responsible for electing and appointing members regarding 
attendance at relevant educational programs attended. 

South Carolina—Commissioners are encouraged to participate in at least 16 hours 
of continuing education annually, including in-house seminars, pertinent national 
conferences, select investment and pension plan administration courses, and 
continuing educational courses offered through local colleges and universities. New 
commissioners must attend an investment and administration orientation within sixty 
days of becoming a commissioner and are encouraged to attend at least one conference 
or seminar relating to pension fund investments within his or her first year as a 
commissioner.

Washington—members of the Washington State Investment Board are expected to 
attend eight hours of continuing education activities per year and new board members 
can also participate in an orientation and mentoring program. The aim of the orientation 
program is to ensure that new board members are in a position to contribute fully to 
board and committee deliberations and effectively carry out their fiduciary duties as 
soon as possible after joining the board. During orientation, new members are offered 
to participate in a mentorship with a standing board member who will review with the 
new member meeting materials prior to the new member’s first meetings and contact 
the new member on a quarterly basis over a one-year period. The executive director 
submits an annual report on the educational activities of the board.

Ongoing Education at the Board of Investments
During our interviews with board members, several members indicated there is a great 
deal to learn about board activities. Some reported that it takes years to become truly 
comfortable in exercising the duties of a board member. Several of the newer board 
members have attended outside training courses and have reported these to be valuable 
learning experiences. Other members indicated the primary vehicle for ongoing 
education are sessions held during regular board meetings, provided either by board 
staff members or the investment consultant. 
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In recent years, staff leadership has instituted a work plan for the board that covers a 
rotating variety of topics. This plan includes topics related to ongoing board member 
education in addition to regular reports on board operations. The work plan is a useful 
tool in helping to ensure the board members receive ongoing updates related to board 
business but neither the contents nor the completion of the work plan are required by 
board policy.

In its November 2012 meeting minutes, the board reports that it and the consultant 
agree that the consultant is expected to provide a semi-annual educational presentation 
on any matter desired, and specifically identifies best practices, governance, what other 
state pension systems are doing, trend investments, and risk management as possible 
topics. The consultant is expected to be a resource for providing material, seminars or 
other training opportunities for board member education.

In our interviews with board members, staff, and the consultant, all agree that steps 
have been taken to provide such educational opportunities and there is a virtually 
unlimited supply of topics that could be covered. The board minutes indicate the board 
chairman will act as liaison for information or educational requests to the consultant.

The board’s contract with the consultant does stipulate that the consultant will provide 
training to board members and staff on requested investment topics, as needed. Board 
members we interviewed thought informal training opportunities with the consultants 
prior to regular board meetings, a list of suggested reading materials, and a glossary 
of terms have all helped with ongoing educational needs, especially for newer board 
members. 

Ad Hoc Ongoing Education Could Lead to Shortcomings
Without an organized, mandatory ongoing education program there is a chance that 
an individual board member or the board collectively may not keep up to date with 
topics that are required to discharge their duties with the skill and knowledge necessary 
to comply with the prudent expert principle. 

Possible Enhancements to Board Education Policy
Ongoing educational activities have been made available to board members but the 
current board policy may allow individual members or the board collectively to fall 
behind in maintaining currency in the field of institutional investing. To ensure that 
relevant educational topics are not overlooked or missed, the board should consider the 
following:

�� Require (rather than make optional) attendance at board member orientation 
and ongoing training courses.
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�� Formalize the educational opportunities provided by the investment 
consultant in the contract to more clearly define the expected scope of 
training to be provided.

�� Institute some type of reporting mechanism through which board member 
attendance at educational activities is monitored and can be reported to the 
board, through its annual report, or to the governor (who appoints board 
members).

�� Institutionalize the rotating work plan to ensure that relevant educational 
topics are covered at regularly scheduled board meetings.

Recommendation #2

We recommend the Board of Investments require ongoing educational 
activities be provided to board members.
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Chapter III – Risk Management Strategies 
and Due Diligence Practices

Introduction
As the fiduciary charged with investing billions of dollars, the Board of Investments 
(board) confronts risk in a number of different areas, and must be prudent and 
thoughtful in weighing and managing that risk. Among the types of risk identified by 
the board and its investment staff during the course of the audit: investment risk, or 
the risk that investments will decline in value or fail to meet established benchmarks; 
liquidity risk, or the risk that too much money is tied up in long-term investments and 
cash is not readily available to meet monthly benefits obligations or other needs; and 
agency risk, or the risk that the board’s actions will serve to benefit itself above the 
interests of its beneficiaries.

To mitigate these various types of risk, it’s imperative that the board act prudently and 
perform adequate research when determining broadly what types of investments to 
make, and more specifically, with which external managers to invest or partner with.

Due Diligence Practices
In the world of institutional investing, due diligence refers to the vetting of a potential 
investment before any funds are committed. In practice, this can include interviews 
with external fund managers; examination of a fund’s history, prospectus and detailed 
financial statements; reference calls to other clients, past employees and others with 
knowledge of the fund’s operations; and other background work to assess the risk and 
opportunity presented.

Throughout the course of the audit we made detailed observations of several aspects 
of the board staff’s due diligence work as the investment staff weighed potential 
investments. The following summarizes the observations we made for each of two 
separate efforts to identify appropriate investment opportunities.

Private Equity
Unlike the purchase of stocks or bonds, investment in private equity is not done 
through a public exchange or market. Rather, private investors or funds make 
investments directly in privately held companies, or in public companies with a goal of 
taking them private. Private equity is considered a less liquid investment than stocks or 
bonds. Once capital is committed to a private equity fund, it can be several years before 
capital is “called” by the fund for commitment, and years more beyond that before 
returns are realized. Also, private equity funds do not undergo the same regulatory 
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scrutiny as public companies, making due diligence on the part of the investor even 
more important.

In establishing criteria for measuring the due diligence practices of the board's 
alternative investments staff, we looked to national organizations with established best 
practices in the area of due diligence on alternative investments. 

The Institutional Limited Partner Association (ILPA), a membership organization 
dedicated to the interests of limited partners in alternative investments, developed a 
due diligence questionnaire tool that provides a detailed list of suggested questions and 
topics to be answered and addressed by private equity firms during the due diligence 
process. The ILPA suggests potential investors perform diligence in multiple areas, 
including: fund and firm information; investment strategy and process; the fund 
team; alignment of interest; market environment; fund terms; governance; risk and 
compliance; track record; accounting/valuation/reporting; and legal/administrative 
structures and considerations.

Also, the Greenwich Roundtable, an organization of alternative investment experts 
dedicated to providing education about alternative forms of investing, has developed 
a series of best practices documents that address due diligence in the selection of 
alternative fund managers. These documents address many of the same areas covered 
by the ILPA and reinforce the accepted best practices necessary for prudent investment 
in the alternative arena.

We also examined the board’s Montana Private Equity Investment Policy Statement 
for guidance on due diligence. According to the policy, the board’s staff is to review 
and select appropriate funds to fulfill the objectives of the private equity pool. In 
evaluating potential investments, staff is to determine whether fund managers have 
the appropriate skills and experience necessary to execute the strategy being proposed 
for the fund. Among its due diligence responsibilities, staff must also assess the fund 
manager’s proposed strategy and business plan, the risk/reward trade-off in the 
particular market in which  the fund would operate, the quality of the fund’s corporate 
governance, and the integrity and experience of key principals and employees as well 
as the reputation of the firm.

Locally, work in this area included observations of two meetings with private equity 
fund managers who had traveled to Helena to meet with board staff. These fund 
managers were each in the process of soliciting commitments for new private equity 
funds, and the board was considering investing around $25 million as a limited 
partner with each. In each meeting, staff sought information on the fund managers’ 
investment philosophy, discussed specific investments made by the partners in previous 
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funds, sought assurances that key people would remain with the organization for the 
life of the fund, and discussed the funds’ fee structures and how the board might limit 
its costs.

Following these two meetings, we observed a meeting of the “alternatives” team, 
whose members discussed these two meetings as well as several other private equity 
and real estate proposals that were under consideration at the time. We collected eight 
samples of due diligence documents and checklists used by board staff to ensure all 
appropriate work is done prior to making a decision to commit to a fund or pass on the 
opportunity, including review of files for four private equity commitments that were 
made, as well as four opportunities that were declined. Review determined the board 
alternatives staff is completing its checklists, performing reference checks and fulfilling 
its due diligence obligations.

We found that the board alternative investments staff is generally meeting industry 
best practices in the due diligence screening of potential general partners. The staff 
makes reasonable efforts to balance the appropriate use of resources with the need to 
exercise its due diligence responsibilities.

Small Cap International Equity
The board is utilizing more active (thus expensive) management to invest in smaller 
companies, where the board believes that active management has a better chance of 
improving returns net of fees over time.

Due diligence in this area is similar to what is performed in the private equity arena, 
although there are differences due to the more transparent and regulated world of 
public equities. Nonetheless, it is important for the board equities staff to properly vet 
its potential external managers before committing dollars to a particular fund.

We measured the board equities staff’s due diligence work against best practices 
espoused by the Chartered Financial Analyst Institute and found that the board staff 
is generally meeting accepted due diligence practices for hiring external managers of 
public equities. 

For this portion of the objective, we observed telephone interviews with three firms 
offering small cap international investing opportunities, and also observed separate 
in-person meetings with two additional small cap international managers. We reviewed 
the fund documents submitted by prospective managers and observed meetings of the 
board investment staff as the advantages and disadvantages of each candidate were 
discussed.
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We also interviewed the board investment consultant’s expert on small cap international 
fund managers. The board sought her guidance in the selection process as a service 
agreed to in the consultant’s contract. In our interview she shared thoughts on what 
the board staff does well and might improve upon in choosing its external managers. 
She characterized the board’s staff as “above average” in the level of due diligence 
performed, and suggested they might improve their investment decisions by making 
more visits to fund managers at their own offices as opposed to doing most work over 
the phone or by invitation to Helena.

Conclusion

The Board of Investments research and investment staff performs appropriate 
levels of due diligence when researching and weighing potential investment 
opportunities.

Asset Allocation: Deciding Where to Invest
The concept of asset allocation refers to how an investor, or in the case of the board, a 
fiduciary, elects to divide the funds to be invested among various asset classes. Broadly, 
these categories might include public equities (stocks), private equity funds, real estate, 
fixed income (bonds), and cash and cash equivalents, although there may also be 
several sub-categories within each of those classifications, as well as other types of 
investments, such as hedge funds, that the board does not utilize at this time.

Asset allocations typically involve a range of percentages allowable for each asset class, 
to permit some flexibility to the investment staff as various markets move up and down 
and the total weights in the portfolio shift.

Asset Allocation Is a Critical Function of 
the Board as a Driver of Returns
Many academic and industry sources identified throughout the course of the audit 
cite asset allocation as one of the primary drivers of actual and anticipated returns on 
investments. According to the board’s investment consultant, “Multiple studies conclude 
that asset allocation is the most important determinant of total fund performance in 
the long run. Studies estimate that 90 percent of the volatility in annual fund returns 
is attributable to asset allocation (as opposed to individual manager selection).” Thus, 
setting these allocation ranges is one of the most important functions of the board.

While the movement of markets as a whole is the single largest factor in a portfolio’s 
performance, how investments are divided among various asset classes also plays a 
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significant role in the fund’s volatility and potential return. For example, a portfolio 
heavily weighted toward fixed income investments (U.S. Treasury bonds, corporate 
bonds, and the like) would be expected to provide less investment risk and a lower but 
more stable return. A portfolio more heavily weighted in equities, including domestic 
and international stocks, would be expected to be more volatile year to year, but with a 
greater chance at a higher rate of return.

In determining its asset allocation ranges, the board must weigh its appetite for risk, 
in both the short and long term, with the demands of its clients–primarily the pension 
funds–who have in part based their contribution and benefit calculations on the 
expectations of certain rates of return on their investments. Additionally, the board 
must manage funds to be liquid enough to make regular payments to pensions for 
distribution to beneficiaries.

The board’s investment consultant is on the record at several public meetings 
emphasizing the importance of asset allocation, and stressing to the board the need to 
use it to balance risk and return in a way that can minimize the former and maximize 
the latter.

According to its Public Retirement Plans Investment Policy Statement, the board is 
to employ the same asset allocation blend for all retirement funds it invests. Also, 
any changes the board makes to its asset allocation blend must be made in a public 
meeting. Further, the board is required to formally affirm or revise its asset allocation 
ranges for the Plans at least annually.

The Board Regularly Discusses its Asset Allocation Ranges
Throughout the course of the audit we observed a number of public discussions of 
asset allocation. Nearly every board meeting we attended included some talk of the 
concept, and as early as April 2013 the director was preparing the board for a vote at 
its November 2013 meeting.

For illustrative purposes, Table 3 indicates the asset allocation changes recommended 
by staff and approved unanimously by the board at its November 2013 meeting:
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Table 3
Current Asset Allocation Ranges for  

Pension Funds

Asset Category
Previous 

Allocation 
Range

New 
Allocation 

Range

Total Public Equity 60-70% 58-72%

    Domestic Equity 30-50% 28-44%

    International Equity 15-30% 14-22%

Private Equity 9-15% 9-15%

Bond Pool (fixed income) 22-32% 22-30%

Real Estate 4-10% 6-10%

Short Term (cash, etc.) 1-5% 1-5%

Source: Compiled by Legislative Audit Division from 
Board of Investments data.

Once the board has established its asset allocation targets, it is the job of the investment 
staff to ensure the retirement portfolios remain within these established ranges. If 
assets in one class become overweight, the staff must sell from that asset class and 
buy in another, rebalancing the portfolio to ensure the appropriate asset ranges are 
maintained. 

Audit work revealed that the investment staff receives daily reports from its custodial 
bank, indicating whether the various investment pools were within the board-
mandated allocation guidelines. We also examined a number of daily, monthly and 
quarterly portfolio statements that showed how asset allocations changed as market 
conditions fluctuated. 

When looking in more detail at specific investments or the allocations within individual 
retirement systems, we did identify instances when a particular asset class fell outside 
its board-approved range. When this occurred, the investment staff took steps to 
rebalance the portfolio in a timely fashion so that assets were allocated appropriately.

Figure 2 shows only the allocation to fixed income securities for the most recent two 
fiscal years. Near the end of the period, the allocation to bonds did dip below the 
minimum threshold but at the first of the following month, board staff took steps to 
bring it back within the guidelines by selling equities and using the proceeds to fuel 
the bond portfolio.
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Figure 2
Fixed Income Asset Allocation

Fiscal Years 2012-13

20%

22%

24%

26%

28%

30%

32%

34%

Actual allocation Range minimum Range maximum

Source: Compiled by Legislative Audit Division from custodial bank data.

Similarly, the allocation to cash equivalents has also dipped below the minimum for 
very short periods of time until income from the retirement systems has accumulated 
to bring it back above minimum levels. Certain retirement systems receive lump sums 
of income at infrequent intervals. This raises the amount of cash equivalents for those 
individual systems above the maximum allocation and causes some other asset classes 
to dip below their minimums until board staff takes steps to rebalance. In each of the 
instances we noted, this occurred at the beginning of the month following the cash 
infusion.

Audit work also examined the agendas and minutes from meetings of the board over 
the past three years. From mid-2010 to the present, we found that while the board 
regularly discussed its asset allocations, and at times voted to tweak the allowable 
ranges for certain specific asset classes within the allocation, the board did not in that 
time period, until November 2013, formally vote to revise or affirm its asset allocation 
as a whole as called for by its own Montana Public Retirement Plans Investment Policy 
Statement.

In an interview, management noted that while the board and its consultant and staff 
regularly discuss aspects of asset allocation at nearly every board meeting, and that 
certain aspects of asset allocation may be adjusted from time to time, the board did 
not actively affirm its entire asset allocation in 2011 or 2012. Management suggested 
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that perhaps the mandate to do so was previously overlooked because the requirement 
is stated in the Pension Investment Policy Statement and not in the higher profile 
Governance Policy.

While acknowledging the importance of asset allocation, the board has not annually 
affirmed or revised its asset allocation ranges as required by policy. Board staff does 
take the steps necessary to keep various asset classes within the appropriate allocation 
ranges within the broad portfolio.

Recommendation #3

We recommend the Board of Investments amend its Governance Policy to 
more strongly emphasize its commitment to annual affirmation of the asset 
allocation of its entire portfolio of investments.

Board Committees
The board has three sub-committees comprised of board members: the Audit 
Committee, the Human Resources Committee, and the Loan Committee. Given the 
scope of this project, audit work focused primarily on the board’s Audit Committee 
and Human Resource Committee.

Audit Committee Fulfills Most of the Duties in its Charter
The purpose of the Audit Committee is to assist the board in fulfilling its oversight 
responsibilities for the financial reporting process, the system of internal control, 
the audit process, and the board’s process for monitoring compliance with laws and 
regulations and its code of ethical conduct. The committee, of at least three “financially 
literate” (as defined by the board) board members, must meet a minimum of twice a 
year and has several responsibilities spelled out in its Charter, including:

�� Review of financial statements with management and external auditors.
�� Consideration of effectiveness of board’s internal controls.
�� Review with management of annual internal audit (currently contracted to a 

local accounting firm).
�� Review of any external audits performed on the board.
�� Review of board’s compliance with laws and regulations, including internal 

ethics policy.
�� Annual confirmation that all mandates in the Audit Committee Charter 

have been carried out, and regular evaluation of the performance of the 
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committee as a whole and of individual committee members on a regular 
basis.

Audit work, including attendance at Audit Committee meetings and interviews 
with Audit Committee members, determined that the Committee is fulfilling the 
majority of its obligations; however the Committee is not regularly reviewing its own 
performance as a whole, nor reviewing the performance of individual members of the 
committee, as required by its Charter.

Human Resource Committee Fulfills 
Most of the Duties in its Charter
The purpose of the Human Resources Committee is to discharge the board’s 
responsibilities relating to personnel matters of all board staff, and compensation of 
the board’s exempt staff. The committee is comprised of at least three board members 
and per its Charter must meet no fewer than two times per year. The committee’s 
responsibilities include:

�� Establishing pay ranges for exempt staff based on peer surveys.
�� Recommending compensation levels for exempt staff.
�� Overseeing staff in development of Job Profiles and performance criteria for 

exempt staff.
�� Overseeing the director in development and maintenance of a succession 

plan.
�� Issuing an annual Report of the Human Resources Committee on exempt 

staff compensation.
�� Conducting annual performance evaluation of the committee, comparing 

the performance of the committee with the requirements of the Charter.

Work in this area included attendance at multiple meetings of the Human Resources 
Committee; interviews with members of the committee and the director regarding the 
committee’s work; and examination of three years’ worth of meeting minutes (both of 
the committee and of the board as a whole) to determine whether required activities 
are being completed by the committee.

We found that although the committee is meeting a number of the requirements 
of its charter, we saw no evidence of committee reports on exempt compensation, 
nor annual performance evaluations of the committee itself in complying with the 
Charter’s mandates. 

These policies of the board are secondary to its main activities related to asset allocation 
and investment management but were still deemed important enough to be included 
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in the board’s committee charters. The activities prescribed by each of the charters or 
policy statements should be followed but without adequate visibility have sometimes 
been overlooked. If the current board members no longer find a required activity to 
be worthwhile, those could be removed through board action. Otherwise, the board 
should adopt a list of the requirements and place this list within its governance policy 
to ensure they are not overlooked.

Recommendation #4

We recommend the Board of Investments ensure that its regularly required 
votes, reports and affirmations are adhered to in accordance with its charters.

Proxy Voting
Proxy voting is a right belonging to owners of shares in publicly held companies. Owners 
of shares are allowed to vote on matters at companies’ annual meetings, typically 
including composition of the board of directors, certain executive compensation 
matters, and other matters presented to shareholders either by the board or by other 
shareholders.

In the case of the board, it is the board members who have the fiduciary responsibility 
over investment activity to the owners of the state’s pension assets and other funds 
overseen and managed by the board. To that end, proxy voting is addressed in the 
Investment Policy Statement for both the Domestic Equity Pool and the International 
Equity Pool.

In each case, the responsibility for voting proxies is delegated to the external money 
managers, and board staff is directed to establish a proxy voting program with external 
money managers, who are to vote shares “in the interest of the Plans’ beneficiaries.” 
Proxy voting policies are also discussed in the retirement funds investment policy 
statement, which indicates “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.” 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 
responsibilities with respect to proxy voting.
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Analysis of other states found varying levels of detail in proxy voting policies with 
some that provide guidance to investment managers on how to vote in many specific 
situations that may arise in proxy materials. The board policy regarding proxy voting 
should cover all public equities invested in by the board and provide staff and external 
managers with sufficient guidance to act in the best interests of account holders.

Recommendation #5

We recommend the Board of Investments adopt a proxy voting policy which 
provides staff and external managers with sufficient guidance to act in the 
best interests of account holders and that board members periodically review 
proxy voting results.

Personal Investment Disclosure/Conflict of Interest
The board’s Governance Policy includes a Code of Ethics designed to ensure that board 
members and staff have no conflicting or competing interests that would harm the 
integrity of the board, harm the clients for whom the board invests funds, or interfere 
with the board’s fiduciary responsibility.

The board’s policy notes that “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… Vendors 
selected by the board… 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.”

The Montana Board of Investments' Code of Ethics includes provisions in the following 
areas:

�� Monetary: Board members may not attend conferences subsidized by 
current or potential investment vendors; gifts exceeding $50 in value must 
be declared, documented, and donated to charity (perishable gifts may be 
shared with staff); restaurant dinners are to be no-host.

�� Relationship: Board staff with material personal or financial relationships 
with current or potential vendors must recuse themselves from any part of 
decisions to select, negotiate contracts with, or terminate services with a 
vendor, and must not influence the decision; board members with similar 
relationships must recuse themselves from similar decisions and must disclose 
in public meetings the reasons for their recusal; similar recusal requirements 
are in place for both board members and staff in the areas of borrowing 
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and lending; board members may vote on INTERCAP loans made to local 
governments in their home towns.

�� Time and Facilities: Board staff may not use state time or facilities to conduct 
private business, including researching of securities for personal portfolios, 
securities trading, or any activities for a revenue-generating business.

�� Dual Salaries: Board members who are also public employees must declare 
if their salaries are being paid at times when they are also eligible for a board 
per diem; board members may receive travel expenses but not per diem in 
such circumstances.

Board members and staff are required annually to sign the board’s ethics policy, and 
we verified this had been done by all investment staff and board members during 2013.

Audit work determined that several other states require varying levels of disclosure of 
personal brokerage accounts, investments and trades, or some combination thereof, by 
investment staff and board members. The director believes that such disclosure is not 
necessary in Montana as the board and investment staff are not directly researching 
and buying individual securities, but rather contracts with external managers for its 
public equity management.

Conclusion

The Board of Investments’ conflict of interest/disclosure policy is regularly 
affirmed by staff and board members.
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Chapter IV – Personnel Policies 
and Organizational Structure

Introduction
The Board of Investments (board) is currently allocated 32 full-time positions. Of 
the 32 positions, 16 are strictly investment-related under the supervision of the chief 
investment officer. Two of the investment positions were vacant as of January 2014, 
though the board was actively trying to fill one of those positions, and the other is being 
transferred to the accounting function pending board approval. Figure 3 describes the 
organization of the investment staff.

In recent years, this organization has changed somewhat. Two positions that were 
formerly allocated to the board were reassigned to perform other duties within the 
Department of Commerce. One position is now an attorney and the other works in 
human resources. Furthermore, several of the investment analyst positions have been 
reassigned to different asset classes as the asset allocation and management style of 
funds invested has changed. 

For example, for public equity funds, the board has changed its strategy from internal 
to external management, in an effort to increase returns, and also from active to 
passive management for a large portion of the domestic equity portfolio, in an effort 
to decrease costs. In addition, the allocation to alternative assets such as private equity 
and real estate has increased significantly over the past decade. The duties of the equity 
investment analysts on the staff have shifted from a focus on picking individual stocks 
to selecting and monitoring external managers. Also, as the allocation to alternative 
assets has grown, analysts have moved from public equity to alternatives. Ten years 
ago, there was only one alternative analyst, and now there are four positions in this 
area. Staff leadership indicated that as asset allocation changes or there are shifts in 
management styles, there will likely be future reallocation of investment staff resources. 
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Figure 3
Board of Investments Organizational Chart (Investment Staff)

as of January 2014
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Alternative Staff Organizations
We obtained staffing information from several other states that manage assets of similar 
size to Montana. Based on these comparisons, it is evident that there are a number of 
possible staffing strategies but there does not appear to be a single standard that is 
recognized as a best-practice model. The appropriate staff strategy varies based on:

�� Asset allocation
�� Investment style
�� Reliance on investment consultants
�� Amount of diligence when selecting external managers

Asset Allocation
Managing a broad array of asset classes may require more staff members than a narrow 
band of assets. Even if assets are managed externally, board staff would need to be 
familiar with the asset class generally. Montana invests in many but not all of the 
potential asset classes available to institutional investors. 

Investment Style
Assets can be managed by internal staff or external managers and may be passively 
or actively invested. Increasing the amount of external and passive management 
can reduce the amount of internal staff required but may reduce diversification. For 
example, one state used a single external manager for all of its equity and fixed income 
assets and was able to oversee this manager with a single employee. Montana employs 
a mix of internal and external management, using internal staff in areas where staff 
has expertise but hiring external managers when necessary. Montana also uses a mix 
of passive and active styles, preferring active management for markets that are thought 
to be less efficient and therefore where active management can provide positive value.

Reliance on Investment Consultants
Investment consultants are available for hire with a wide variety of investment expertise. 
Our review of other states found that virtually all institutional investors employ 
consultants of some type, with many states hiring multiple specialty consultants. 
States that make heavy use of consultants may also be able to use fewer internal staff 
members but must also pay additional consulting fees. Montana uses a single general 
investment consultant (and in recent years has hired a cost benchmarking consultant) 
but continues to use internal staff expertise in some areas where consultants may 
sometimes be used. This can cause a greater need for internal staff than in states that 
rely more on outside consultants.
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Amount of Diligence When Selecting External Managers
As discussed in the previous chapter, we have concluded that the board staff are 
meeting industry practices for due diligence related to potential investments. It may 
be possible to perform less due diligence and reduce staff but in order to maintain the 
level of diligence, additional reliance (and therefore costs) would likely be placed on an 
investment consultant. 

Internal Management Requires More 
Staff, May Increase Returns
While it may appear there is an opportunity to reduce staff levels by reducing the 
amount of internal management and increase reliance on consultants for decision 
making, such a strategy may come at a cost. A study completed by an external 
consulting firm (one which counts the board among its clients for its annual survey 
of public institutional investing funds) found that 70 percent of the difference in 
total investment full-time equivalent among the survey participants was attributed to 
differences in internal management, with the asset mix also playing an important role. 
The authors of the study conclude funds with more internal management performed 
better than funds with less due to lower costs. For every 10 percent increase in internal 
management, there was an increase of 3.6 basis points in net value added; this increase 
was driven largely by the lower costs attributed to internal management.

Some public institutions are even exploring the idea of managing some alternative 
assets in-house. For labor-intensive investments such as private equity, such internal 
management is probably feasible for only the very largest of institutional investors. 

Staff Organization Appropriate for 
Asset Mix, Investment Style
The organization of Montana’s Board of Investments staff has changed over time based 
on the asset allocation set by the board and the preferred investment style of the times. 
The board continues to manage assets internally in areas in which it has expertise but 
has outsourced some management to external providers. If these factors change in the 
future, staff organization changes may be required.

Conclusion

The organizational structure of the board’s investment staff is appropriate for 
the asset mix and investment style currently mandated by the board. 
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Institutional Investing Industry Compensation
Careers within the institutional investment industry frequently offer monetary 
compensation that far exceeds typical public employer pay ranges. For example, a 
survey of over 70 firms cited in Forbes Magazine found that the average first-year 
equity research analyst earned over $72,000, and by the third year earned nearly 
$150,000 annually. Experienced individuals have the opportunity to earn $300,000 
per year or more, with top executives earning in the millions. This compensation 
usually comes partly in the form of base salary and partly as a bonus. The wages do 
not come without long hours. In private industry, equity researchers may be expected 
to work 60-70 hours per week while investment banking associates may work up to 
100 hours a week.

Employment Policies at Board of Investments
It is not realistic to expect a public institutional investment entity such as the state of 
Montana to compete for top talent within the investment industry strictly on a monetary 
basis. The state can hope to attract and retain talented employees with a combination 
of wages comparable to other public institutional investment opportunities coupled 
with working fewer hours per week and offering a desirable location in which to live 
and work. 

Exempt Employees
Eight positions in the board are exempt from the requirements of Montana's job 
classification and pay system. The exempt positions include:

�� Chief investment officer,
�� Executive director, and
�� Six professional staff designated by the board. The four portfolio managers 

and the director of research are designated as exempt. The sixth designated 
position is the portfolio manager for the in-state loan program.

The salaries for exempt positions are established by the board. By policy, the board 
is to conduct a salary survey of similar organizations to establish market pay rates 
for comparable positions. To do this, the board contracts with a compensation 
benchmarking firm specializing in the financial services industry. The contractor 
conducts an annual survey of public investment institutions. The 2012 survey was 
the most recent available when we were conducting fieldwork. This survey included 
53 participating agencies. 
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The board used the survey results to establish the market rates for the exempt positions, 
then, according to its pay policy, used the market to establish a range for each of the 
positions. Salary ranges are calculated as described in Table 4.

Table 4
Exempt Staff Salary Ranges

Staff Type Market Salary Bottom of Range Top of Range

Executive Director $217,300 62.5% of market 137.5% of market

Chief Investment Officer $245,000 62.5% of market 137.5% of market

Other designated staff 
members $125,000 72.5% of market 127.5% of market

Source: Compiled by Legislative Audit Division from Board of Investments 
information.

Once pay ranges have been established by the board, the salary of each exempt employee 
is set after considering performance, professional credentials, experience, skill, and pay 
equity. The board may choose the weight each factor may have and may also adjust the 
factors to be considered. For these employees, the board can make temporary, lump 
sum, or conditional pay adjustments.

Classified Employees
The remaining positions at the board are classified employees of the Department of 
Commerce. The pay rates for these positions are established through a combination of 
legislative action and classification actions by the Department of Commerce and the 
State Personnel Division.

During the two-year period between December 1, 2011, and December 1, 2013, the 
classified employees generally received a series of three across-the-board increases: 
1 percent in December 2011, 7.5 percent in June 2012, and 3 percent in June 2013. 
These increases are consistent with other employees of the Department of Commerce. 

Board Action for Exempt Employees
We verified the board conducted annual salary surveys for 2011 and 2012. At its 
February 2012 meeting, the board authorized 1 percent increases for all exempt 
employees except the executive director, who received no increase. In addition, at its 
August 2012 meeting, the board authorized a 7.5 percent disparity adjustment for two 
portfolio managers, retroactively effective to January 1, 2012. In May 2013, the board 
awarded all exempt employees an increase ranging from 5.5 to 9.75 percent. 
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The current market rate for the portfolio managers and research director is $125,000, 
which corresponds to the 2012 market median established by the contractor’s survey 
for a Senior Portfolio Manager II for all asset classes. The Director of Research position 
market rate is also set using portfolio manager data.

The five exempt investment employees now earn between 96.1 and 122.9 percent of 
the market rate, all of which fall within the range established by policy. The executive 
director earns 79.9 percent of market and the chief investment officer 88.7 percent. 

Turnover at Board of Investments
The board staff has generally experienced lower turnover rates than state government as 
a whole. The annualized five-year turnover rate between fiscal years 2009 and 2013 for 
the board of investments was 10.5 percent. This compares favorably to the Department 
of Commerce overall, which experienced an annualized 26.5 percent turnover rate 
for the same period. The board’s staff turnover rate also compares well against other 
agencies such as the pension administration organizations which had a 21.2 percent 
rate and Montana State Fund, which was 13 percent. In this context, the current salary 
structure at the board would not appear to be contributing to undue organizational 
turnover.

Board staff leadership has reported some difficulty in filling some positions. In fall 
2013, the board attempted to hire an analyst for alternative investments, but successful 
applicants turned down offers in favor of other opportunities. It has successfully 
competed to fill other positions. In one case, however, the successful candidate was 
able to negotiate a $25,000 relocation fee as one of the conditions of acceptance. 

Performance Pay
As mentioned earlier, professionals in the investment industry are commonly 
compensated with some portion of their pay based on job performance. Frequently 
this is explicitly tied to the performance of the employee’s portfolio of assets. 
According to the market survey, 64.4 percent of senior portfolio managers are eligible 
to receive performance compensation. In Montana, the board does evaluate employee 
performance but does not exclusively tie job performance to the portfolio performance. 

All of the board’s portfolio managers are eligible for lump sum, temporary 
compensation should the board deem it appropriate. Per its pay policy, the board 
recognizes its statutory ability to set all exempt salaries, but it also recognizes the general 
compensation or pay adjustments received by other state employees could factor in its 
consideration for exempt employee pay. In the past two years, the board has opted not 
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to provide lump sum performance pay, but could institute such payment if a majority 
of board members agree to do so. 

Conclusion

The compensation policies of the Board of Investments are consistent with 
peers within the public institutional investment industry.
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Chapter V – Relationships with 
External Service Providers

Introduction
The Board of Investments (board) and its staff rely on external providers for several 
types of services, including custodial banking, investment consulting, and external 
investment management. The need for these services has evolved over time as the board 
has changed its investment philosophy. For example, equity investments were formerly 
managed internally, with board staff buying and selling individual stocks. Equities are 
now managed externally via investments in vehicles that are similar to retail mutual 
funds. As the board has increased its allocation in alternative assets, additional external 
management has also been required in that area.

Custodial Bank Services are Necessary 
for Board to Fulfill Its Duties
The board contracts with a major bank for a variety of custodial banking and account 
management services, including:

�� Securities safekeeping.
�� Securities accounting and reporting.
�� Participant accounting (mutual fund type accounting and reporting).
�� Investment performance and analytics reporting (daily, monthly, quarterly).
�� Securities lending.
�� Providing and maintaining a comprehensive online accounting system to 

account for the board’s entire portfolio and all transactions.
�� Providing an electronic interface to permit the board to customize and 

download all accounting and investment data.

The contract calls for base annual payments to the bank of $1.5 million. The total 
annual payment may be $1.65 million, depending upon additional services provided.

Securities lending is a common practice among institutional investors and provides 
added income by lending securities to borrowers who need additional inventory to settle 
sales. The transfer of the assets to the borrower is protected by collateral in the form 
of cash or securities exceeding 102-105 percent of the securities’ value. The securities 
loaned generated net income of $5 million in fiscal year 2012 and $3.4 million in fiscal 
year 2013. While this is a relatively small margin, it can boost overall fund results.
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Given limitations of staff resources and in-house expertise as well as the need for 
accounting controls, this contracted custodial banking relationship is necessary and 
appropriate for the board. Its most recent contract with the bank was executed in 2007, 
and a Request for Proposals (RFP) is currently being prepared for 2014, when the 
current custodial banking contract expires. The board’s investment consultant counts 
among its duties assisting the board in its search for custodial services (see below). 
Members of the consulting team have told the board they expect a strong response 
from the limited number of eligible custodial banks when the next RFP is advertised.

Investment Consultants are Common Among 
Institutional Investment Organizations
The board contracts with an independent investment consulting firm, to provide 
an array of services for board members and staff. Service areas contracted with the 
investment consultant include:

�� Physical presence at six board meetings per year.
�� Annual review of existing asset allocation.
�� Generation of quarterly investment performance reports, broken down by 

pool and by retirement plan and including high level performance attribution, 
performance versus benchmarks, and other performance metrics.

�� Advice on the board’s investment management structure.
�� Assistance in searches for external investment managers.
�� Review of benchmarks for all external managers, internally managed 

portfolios and investment pools.
�� Expert testimony (i.e., to legislative committees) as needed.
�� Pacing studies for private equity and real estate investments.
�� Private equity and real estate peer performance comparisons.
�� Real estate services.
�� Review of investment guidelines and policies.
�� Assistance in searches for custodial and securities lending services.
�� Cost analysis.
�� Proxy vote guidance.
�� Board and staff education.

In addition, in our interviews with board members, several cited the investment 
consultant as an important independent check on the staff and a source of additional 
information and guidance should board members question any decisions or proposals 
made by staff. 
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The five-year investment consulting contract calls for annual payments of $295,000 
in each of the first three years, $303,850 in year four and $312,966 in year five. The 
board issued a Request for Proposals in 2012, received six responses, and interviewed 
two firms in person before selecting the current consultant and executing a five-year 
contract.

Audit work revealed that other, similarly sized and structured states’ investment boards 
routinely employ investment consultants, though the range of services contracted may 
vary. For example, some states use consultants to perform due diligence on potential 
private equity partnerships, whereas Montana’s investment staff performs this function 
internally. One state of similar size to Montana employs three different investment 
consultants, receiving different services from each.

For the past several years the board has contracted with a consulting firm to provide 
analysis of the board’s investment performance and expenses in the context of other 
similarly sized institutional investing organizations. The most recent study, delivered in 
August, 2013, found that the board’s costs were normal for an organization managing 
assets of similar size and with a similar asset allocation. 

Conclusion

The services provided by the board’s custodial bank and investment 
consultant are reasonable for an organization of the board’s size and 
expertise.

Investment Costs Have Risen as Pools Have 
Grown and Asset Allocation Shifted
The 2015 Biennium Executive Budget shows the board with Total Executive Budgets 
of $5.40 million for fiscal year 2014 and $5.36 million for fiscal year 2015. Other than 
the statutory general appropriation to cover custodial banking fees, the board recovers 
its operational costs from the entities that use its services.

In addition to the costs that are borne in the Executive Budget, the board incurs fees on 
the money it invests that are paid to various money managers and investment partners, 
a category that includes external managers of domestic and international equity funds, 
as well as alternative investment (private equity and real estate) general partners. By 
state law, the cost of administering and accounting for each investment fund must be 
deducted from the income for each fund.
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According to board documents, these fees totaled $40.0 million in fiscal year 2012 
and $38.2 million in fiscal year 2013. Over time, the amount of money paid to money 
managers as fees has increased dramatically, this most recent decrease notwithstanding, 
due to both the growing portfolios (fees are typically assessed as a percentage of assets 
under management) as well as to an increased exposure to private equity and other 
alternative investments. Generally, private equity and other alternatives are some of 
the most expensive asset classes in which to invest, with active external management, 
passive external management, and internal management usually being progressively 
less costly in the area of fees.

Between 1993 and 2013, high cost investment types, including international equity, 
private equity, and real estate have increased from 2 percent to 38.3 percent of the 
pensions portfolio.

Figure 4
Historic Year-end Asset Allocation (Pension Funds)

Source: Compiled by Legislative Audit Division from Board of Investments data.

We reviewed the difference paid in external management fees from fiscal year 2007 to 
2013. Overall, external fees increased $21,304,925 between these years, with most of 
the increase coming early during that time period. Most of the difference is attributable 
to the growth in fees paid to managers of alternative investments. Table 5 displays the 
change in external fees paid by pool over the most recent seven years.
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Of the total increase, $17,763,868 (83.4  percent), was attributable to higher cost 
alternative assets. Over the same time period, the investment expenses related to 
internal board staff also increased. The total 
increase was $887,584, of which 80  percent 
was in alternative assets, likely due to the 
increasing size of the alternative asset analyst 
staff discussed in Chapter IV. 

It is important to note that the board and its 
staff recognize the high cost of alternative 
assets, and demand higher returns from these 
investments in exchange for the high cost and 
elevated investment and liquidity risk assumed. 
The internal performance benchmark for 
private equity is the performance of the S&P 
1500 (a broad measure of market performance) 
plus 4 percent, a threshold for success much 
higher than that for safer and more liquid 
investments. While returns vary for each 
pool from year to year, the Montana Private 
Equity Pool (12.65 percent annualized return) 
has outperformed both the Montana Domestic Equity Pool (7.28 percent) and the 
Montana International Equity Pool (7.35 percent) over the last 10 years.

Through observation and interviews we learned that board members and staff are 
aware of the increasing costs associated with changing the asset allocation, and staff 
routinely looks to negotiate lower fees whenever possible. In interviews with private 
equity general partners, board staff asked for ways to lower the board’s expenses. And 
in discussions over hiring external fund managers for small cap international stocks, 
the board’s consultant offered guidance on which managers under consideration might 
be more likely to accept lower fee payments from the board.

Conclusion

Fees paid to external investment managers and alternative assets managers 
by the Board of Investments have increased as the board’s allocation of 
assets and other investment decisions have shifted funds into more expensive 
asset classes.

Table 5
Change in External Management 

Fees Paid
Fiscal Years 2007-13

Fund External 
Management Fees

RFBP $1,533,111

TFIP $1,617,475

MDEP $3,224,927

MTIP -$2,840,885

MPEP $9,277,111

MTRP $8,486,757

STIP $0

AOF $6,429

Total $21,304,925

Source: Audited financial statements 
of the Board of Investments
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External Manager Contracting and the 
Montana Procurement Act
The legislature created the board and gives the board primary authority to invest state 
funds in accordance with state law and the Montana Constitution. Historically, the 
board has operated within the framework of the Montana Procurement Act (MPA) 
when acquiring most investment services. Among other reasons, the MPA exists to 
provide for consistency in the acquisition of goods and services across state government; 
to acquire goods and services in a fair and equitable manner; to encourage competition 
among bidders within the free enterprise system; and to foster public confidence that 
appropriate procurement procedures are being followed in the expenditure of public 
funds.

Procurement Act Applicability to Certain Board Contracts
Given how private equity commitments are identified and negotiated, it is not 
practicable for the board to operate within the constraints of the MPA when entering 
such arrangements. There is also some question as to whether private equity or real 
estate deals would fall under the MPA in any case, as rather than securing a good 
or service, the arrangement is typically structured as a partnership between fund 
managers (general partners) and the board (limited partner; typically one of several in 
a given private equity fund). The board has historically not followed traditional state 
procurement procedures when entering into such agreements. 

In 2012, the board changed its Governance Policy with regard to its method for 
selecting external public asset managers. According to minutes from the February 
meeting this was done to “reassert the board’s authority over the type of investments to 
be made.” The unanimously approved changes had the effect of exempting the board’s 
investment staff from the requirements of the MPA when contracting with public 
equities managers, instead vesting the final authority in making such investments with 
the executive director and the chief investment officer.

In suggesting the policy change to the board, the executive director wrote that 
“Montana law directs that the board shall determine the type of investment to be 
made. It is staff’s recommendation that the Governance Policy accurately reflect that 
in choosing a type of investment, such as using a public or private equity manager and/
or using passive or active styles and their corresponding external money managers, that 
this power rests solely with the board. It is not governed under Montana law by the 
Montana Procurement Act.”
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Further, the director claimed, “the Unified Investment law is specific: where the board’s 
contracts are axiomatic to the board’s statutory mission in determining the type of 
investment to be made, the board has the sole say. Its contracts under this narrow 
statutory provision cannot be vetoed by another state agency under the law.”

The MPA is a general act that applies to the expenditure of public funds by the state 
acting through a governmental body under any contract, although there are several 
exemptions in the law for certain types of goods and services (see §18-4-132(3), 
MCA). Included in these exemptions are the acquisition of insurance-related services 
by the state compensation insurance fund; hiring of registered professional engineers, 
surveyors, real estate appraisers and registered architects; hiring of physicians, dentists, 
pharmacists or other medical, dental or health care providers; consulting actuaries; and 
others.

The acquisition of external investment management services bears similarities to other 
professional services for which there are exemptions to the MPA. These professionals 
are generally highly educated and qualified to work in a specialized field, and the best 
hiring practice may not necessarily entail choosing the low bidder. Further, the MPA 
can involve a cumbersome, lengthy process that does not lend itself well to procuring 
time-sensitive services of professionals with a specific investment expertise. Through 
research we determined that some other states follow their state’s formal procurement 
processes when contracting with external public equity managers, while others do not.

It would be appropriate for the board to be exempt from the MPA when hiring 
external investment managers. Other state agencies have sought and received from the 
legislature statutory exceptions to the MPA for various goods and services. However, 
the board did not seek legislation in changing the areas in which it follows the MPA.

Recommendation #6

We recommend the Board of Investments seek revisions to the Montana 
Procurement Act to provide an exemption to the board for the procurement of 
external investment management services. 
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