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Monthly Report to the Board of Land Commissioners
Since the December 15, 2009 Land Board Meeting thru January 12, 2010

Investment performance thru December 31, 2009
Month: 1.9% Fiscal year: 18.1%

Status of endowment fund reserves
For all endowments, estimated reserves as of October 31 were at least 3 times the
size of the approved FY2010 distributions.

Significant actions of the Endowment Fund Investment Board
Meetings: None.

Compliance/legal issues, areas of concern
Material deviations from Investment Policy or compliance guidelines for investment
managers: None.

Material legal issues: The Attorney General issued an opinion on bond guaranty
fees.

Changes in board membership or agency staffing: None.

Upcoming issues/events
Per the request at the last land board meeting, attached is a brief overview of the
investment strategy for the Endowment Fund.

An updated forecast of earnings reserve levels thru FY2012 is attached. It will also
be shared with the Joint Finance and Appropriations Committee of the legislature on
January 18, as part of the EFIB’s budget presentation. The Department of Lands
updated their forecast of land revenues as part of this process.

Plans to hire two new Global Equity managers are on track, with selection
interviews held January 7th. This will shift about 5% of the fund from U.S. equity to
foreign equity, in two stages, by the middle of next year.
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INVESTMENT REPORT

Final Report (gross of fees & certain income accruals) December 31, 2009
Current Value of the Fund $ 1,071,604,809
Investment Change in Market Value FYTD $ 166,174,095
Net Contributions FYTD $ (12,080,731)
Fiscal Year-to-Date Returns 18.1%
Month-to-Date Returns 1.9%
Dec-09 Fiscal Year to Date Last Five Years
Total Fund 1.9% Total Fund 18.1% Total Fund 4.4%
Benchmark 1.4% Benchmark 17.3% Benchmark 2.9%
U.S Equity 3.6% U.S Equity 25.8% U.S Equity 2.2%
Benchmark 2.8% Benchmark 23.2% Benchmark 0.8%
Int'l Equity 1.6% Int'l Equity 18.7% Int'l Equity 6.7%
Benchmark 2.1% Benchmark 24.2% Benchmark 4.0%
Fixed Income -1.7% Fixed Income 3.6% Fixed Income 5.1%
Benchmark -1.6% Benchmark 4.0% Benchmark 5.0%
Asset Allocation
Mkt Value % Alloc _ )
. ) Total Fund Allocation
Domestic Equity $ 603.9 56.4% Cach
Large Cap $ 4186 39.1% e o
Mid Cap $ 120.6 11.3% 25.9% Large Cap
Small Cap $ 647 6.0% 34.3%
Int'l Equity $ 1815 16.9% —
Fixed Income $ 277.2 25.9% 16.9% .
Small Mid Cap
Cash $ 9.0 0.8% Cap 10.8%
Total Fund $1,071.6 100.0% \ 0.0% )

Endowment Fund Staff Comment:

The fund was up 1.9% for the month, 0.5% over benchmark. The Russell 3000 index was up 2.8%,
Russell Midcap up 5.7%, and Russell 2000 (small cap) up 8.0%. International equities (MSCI ACWI ex-
US) were up 2.1%, and Emerging Markets up 3.9%. Growth outperformed value this month, and small
and mid cap outperformed large cap. Bonds, as measured by the BC Aggregate index, were down

1.6% and TIPS down 2.6%. Five of twelve active managers beat their benchmark.

On a Fiscal YTD basis the fund is up 18.1%, 0.8% over benchmark. Six of twelve active managers are
ahead of their benchmark.
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INVESTMENT REPORT

December 31, 2009 Page 2
4 Nf N
Fiscal YTD Total Endowment Returns
FYTD Manager Returns
40% 37.7%
30% 24.1%  25.7%
0,
0%  10% 20% 30%  40%  50% 10% 3.6%
Domestic Core I I I I I 0% T T
Index (12/02) 22.6% (100%) Large (10%) Small Equity (30%)
(38%) (6%)  (16%)
Large Cap Growth 9
G Y
Intech (6/05) 20.1% 7 ~
FYTD Active Manager Relative Returns
A 3-Yr. Annualized Relative Returns*
Sands (6/05) 34.3% Ly W e B B
Large Cap Value X X X X X X X
Met West -1.2%
21.2% .
Intech (6/05
(11/00) (6/05) -2.9%
SV &0 - e Sands (6105) — 11.3%
Mid Cap Growth i =
TimesSquare 24.7% Met West | 6.6%
(4109)* (11/00) 2.0%] |
Mid Cap Value p
Systematic 0.5%
26.7% LSV (5/04
(5/03) (5/04) 0.6%
Small Cap Growth 1
TimesSquare -1.2%
* 0,
Eagle (12/07) 26.7% (4/09)" 0.6%
Small Cap Value
0 Systematic
BHMS (2/04) 47.5% (5/03)
Int'l. Growth
M&P (7/03) Eagle (12/07)*
Int'l Value
Tradewinds BHMS (2/04)
0,
(5/04) 11.8%
Emerging Mkts.
Capital Int'l o M&P (7/03)
(3/09)* 29.9%
Tradewinds
Grantham Mayo
(3/09)* 31.7% (5/04)10.6%
Fixed Income .
- Capital
TIPS Int'l.(3/09)*
GMO (3/09)*
Aggregate
. Y
\ Y *|TD return used when manager has less than 3 years with EFIB.




Endowment Fund
Investment Strategy
Overview

Board of Land Commissioners
January 19, 2010

Basic guidelines for fund management are
in the Land Board’s Asset Management Plan

".V
Idaho State

Board of Land Commissioners

State Trust Lands
Asset Management Plan

December 20, 2007
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Fund Investment Management
Philosophy (page 1)

As perpetual funds, per state Constitution and
statute, the endowment funds have a long-
term investment horizon. All of the portfolios
managed by the EFIB are subject to the
variability of the financial markets and to the
threat of eroding purchasing power due to
inflation. The EFIB will mitigate some of the
market risk by investing in diversified
portfolios of assets so that the expected
variation in the whole portfolio is less than the
sum of the variations of each part.

Source: Land Board Asset Management Plan (underscores added) 3

Fund Investment Management
Philosophy (page 2)

With a citizen board and small staff, the EFIB
will make strateqgic allocations and generally
avoid making tactical calls, maintaining an
asset mix that is expected to have
reasonable performance over a market cycle.
The asset mix of the fund takes into account
the entire endowment portfolio — i.e. the fact
that the revenues of the endowment lands,
net of IDL expenses, will be contributed to the
endowment funds.

Source: Land Board Asset Management Plan (underscores added) 4
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‘ Five Elements of Fund
Diversification

1. Risk of return: equity vs. fixed income
B Endowment: 70% stocks, 30% bonds

2. Region: U.S. vs. International
B Endowment: 84% U.S., 16% International (Equity 77%/23%)

3. Investment Style: Value vs. Growth
B Endowment: Evenly balanced

4. Size: Large, medium and small companies
B Endowment: Slight overweight to mid-size

5. Active vs. Passive security and industry
selection
B Endowment: Passive for 100% of bonds, 18% of equities

Elements 1 thru 5 correspond with the numbers in boxes on the fund map
on the next page

‘ Endowment Fund
Asset Diversification Map

Investment Style
Size Value Core Growth  Total

Large Cap 13% 13% 13% 38%

n
Risk

Regio
Return

Mid Cap 5% 5% 10%

Small Cap 3% 3% 6%

International 8% 8% 16%
Bonds 27% 3% 30%
Infl. Index s

Total  29% 40% 32% 100%

Active or Passive (securities, sectors)

Passivel/index approach (remainder take an active approach to _—

securities and sectors within their area of expertise)

C-3
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Expected Return

Return Mix
Equities 9.50% 70%
Bonds 5.25% 30%
Total 8.23% 100%

Returns are before investment management and EFIB
oversight fees of approximately 0.4%

Source: EFIB estimates, Callan Associates (2/09)

Allocation of Expected Return

Expected gross return* 8.2%
Investment management costs 0.4%
Expected net return 7.8%
Retain in corpus for inflation 2.8%
Expected real net return 5.0%

*As of 2/09

Returns over the last ten years are well below
long-term, 30-year expectations
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Expected Return Variation

Annual Return Over
3 Years 7 Years
Probability Of returns greater than:
5% 20.1% 15.8%
25% 12.9% 11.3%
50% 8.2% 8.2%
Of returns less than:
25% 3.7% 5.2%
5% -2.5% 1.1%

Returns are before investment management and EFIB
oversight fees of approximately 0.4%

Source: EFIB estimates, Callan Associates (2/09)

9
Cumulative Equity Risk Premium
U.S. Equity Return Minus One Month T-Bill Rate
1926 Thru November 2009
1000
Following significant declines (like we
have just experienced), equities have
outperformed short term bonds by m
P i 10.4% Annual Premium
100 double digits for long periods 5 & Vears V<
-
= 54% decline
© 8.9 Years
&
o 51% rebound
S — 9 Months|
=Y 10 12.9% Annual Premium 54% decline
: 36.4 Years 5.8 Years
©
&
2
1 }
%ne
"
84% decline Source: Fama/French, EFIB staff
2.8 Years
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% Annual Rate

Cumulative Equity Risk Premium
U.S. Equity Return Minus One Month T-Bill Rate
7, 15 and 30-Year Rolling Periods Thru November 2009

20%

7 Years
15 Years
5% +— — O e==30Years uN

10% +

5% +

0%

Historically, an investor has
needed a 15-year holding

-5% period to ensure equity E
returns do not fall well below
bond returns Source: Fama/French, EFIB staff
-10% : .
OOOOOOO < ~ o ™ ©0 o o w0 «© [=l < ~ o [s2) © D
™® < < < <Ir [te) [Te) [Te] © © ©o 5o N K ® ® ® 9 o o o o o

QO 2 o o 2 a o o a 4 a4 a a a4 a4 o a o a a o a a o a
mmmmmmmmmmmmmmmmmmmmmmmmm
w o on o n o n o n v o n n v n u nu n n n n v n " o n v nu n 0

For buy and hold investors, equities are very appropriate if the

. . . 1
investment horizon exceeds fifteen years.

Strategic changes to the Idaho
Endowment Fund

Plan to increase international equities from
16% of the fund to 21%

o Equivalent reduction in U.S. equities, maintaining
total equities at 70% of the fund

o Implement the change over 6-12 months by hiring
Global Equity managers; delegates authority for
regional allocation to managers

EFIB staff regularly explores other

investments which could further improve fund

diversification

a Currently examining non-ldaho Real Estate

12
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Appendix

Mission of Idaho Endowments:
Provide a perpetual stream of income by:

“*Maximizing total return over time at a
prudent level of risk

“*Protecting future generations’
purchasing power

“*Providing a relatively stable and
predictable payout

These objectives often conflict, requiring balance, tradeoffs

Source: Land Board Asset Management Plan 14
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Expected Return

Efficient Frontier

11.00%

Frontier using all traditional « Private Equity
diversifying asset classes ® Emerging Intl. Equities
10.00% fying ging q
+ Intemational Equity
9.00% Small Cap Stocks
/-". + Large Cap Stocks
8.00%
"f ¢ Real Estate
7.00%
+ High Yield Bonds
* Mkt. Neutral
6.00%
*+ Global Bonds
5.00%
*Core Bonds
4.00%

Forecasted Risk (Std. Dev.)

0.00% 5.00% 10.00% 15.00% 20.00% 25.00% 30.00% 35.00%

Source: NEPC

Risk/Return Tradeoff
% Expected Annual £
Equity Return Variation
13 5.8% 5%
26 6.3% 6%
40 6.8% 8%
52 7.3% 9%
66 7.8% 11%
Source: Callan Associates

C-8
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| Fiduciary tradeoffs

Must evaluate the interaction of these four policy drivers in order to
establish asset mix, current spending, future growth

= Higher long-term
return means
more potential

= How fast should
the fund grow
over time? With

short-term _ . . .
volatility Risk/Return Growth in lnflatl_on? Faster
« How much Tradeoff Corpus than inflation?

downside

variation can the

fund endure? = How much risk

. of a cut in
Desired “Safe” Level distributions
Distributions of Reserves should

beneficiaries
face?

= Minimum required distribution given level of asset volatility
« Spend a lot, save a little or spend little now and more later

These tradeoffs are determined by the Land Board (based on EFIB recommendations) within
limits prescribed by state statute, the state constitution, and federal statutes

C-9
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Outlook for Earnings
Reserves and
Distributions

Presentation to the Land Board
January 19, 2010

Also presented to the Joint Finance-Appropriations
Committee

January 18, 2010

‘ FY 2011 Distribution Summary
Categorized by legislative budget unit

Endowment FY 2010 FY 2011 % of
Beneficiary Approp. Change Approv. Dist. Change  Total
Public Schools $31,292 - 31,292 - 69%
All University

Endowments 9,616 - $9,616 - 21%
State Hospital South 1,532 131 1,663 8.5% 3%
Penitentiary 1,040 - 1,040 - 2%
Corrections 790 790 2%
State Hospital North 790 790 2%
Veterans Home 494 494 1%
School for the Deaf

and Blind 99 - 99 - 0.2%
Grand Total 45,655 131 45,786 0.3% 100%

All amounts in thousands of dollars

D-1
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‘ Measuring security of distributions
using the Coverage Ratio

= The risk of a shortfall in distributions is
measured by comparing the Earnings
Reserve balance with the amount of
distributions

= This ratio measures the degree of
reserve to maintain the distribution into

future years Balance in Reserves
Annual Distribution

‘ Coverage Ratio, By Endowment
October 2009 Unaudited Estimate

700%

On average,
almost 4 years
of distributions
were in the bank

0
600% - 591% g

500% -
4359  440%

400% -

317% :
Reserves relative to 2010
distributions exceed 317%

for all endowments

300% -

200% A

100% +
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Security of future distributions

Current reserves are sufficient to guarantee
payment of appropriated FY2010 distributions
and approved FY2011 distributions

Will now consider the outlook beyond
FY2011...

o Can the level of distributions be maintained given
the current depressed level of timber revenue, low
interest rates?

l.e., do we need to start planning now for a potential
reduction in distributions?

5
Housing Starts
1959-2010

2,500 i

In 2008, housing i

starts hit a i

2,000 1 nim . 50-year low. |

|

2 1

E ~ - :

2 1500 H——1Hl7 T—IHH—HAN il - I .

o m 1

0 1

el o o 1

c n n 1

% 1000 {JHHHHOHHEHHHHHE D alalalsininlnlnintaln HHHHA
g v '

< 1

= 1

In 2009, starts '

500 + fell to 62% of !

2008's low level [T !

INVRTRHRb

I

PPTPELE RNV PRI RPP P PSP P S

Calendar Years [Source for forecast: Global Insight ]
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‘ Inland Lumber Price
Monthly - 1995 Thru 2009 ($/MBF)
$600

$550

$500

AN i

$450

$350 VI\J

0 Y A A . N 'Y
Wy

AL

Y w/\‘
$300 \,\/

AV

$250 Lumber prices hit \»_/V

Source: Random Lengths record lows in 2009
LW W VO ~N N OO DO O H d NN ®® Y WO 0N~ R® RO D
222 222222222222 eeree
E 5 & 5 & 5 &3 5 £S5 LS LS LS LT LIS LI LIS
§ 32 A3 33 833 8383383 83 3 A 83 33 838383843

(Auction Price)

Average Stumpage Price

Value / MBF

The auction price of timber is a leading
indicator of eventual income. Recent

Jun-95
Jun-96
Jun-97
Jun-98
Jun-99
Jun-00
Jun-01
Jun-02
Jun-03
Jun-04
Jun-05

Jun-06
Jun-07
Jun-08
Jun-09

4‘Six Month Increments: January 1995 - December 2009|7

Source: Department of Lands 8

D-4
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60

Net Endowment Land Revenues
Actual 2001-2009, "Low" Forecast 2010-2012

$54 Source: Dept. of Lands

8
=
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010F 2011F 2012F
9
Net Endowment Fund Revenues
Actual 2001-2009, "Low" Forecast 2010-2012
40
30 | X 28 27
20 A
» 10
ks
8
5 - i
E 2010F 2011F 2012F
* (10 Forecast n
assumes no
(20) + capital gains
— or losses from
@ Interest/Dividends Net of Expense
(30) P 12/09 forward |
M Capital Gain(Loss)
(40) (38)

10
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‘ Outlook for FY2012 and beyond:
Guarded optimism

= Assuming:
o Land revenue equal to the “Low” case from the
Dept. of Lands
a No price appreciation (or loss) in the fund
o FY2012 distributions = FY2011 distributions

= Then:

o At June 2012, reserves are still expected to be at
least 3 years for all endowments, except Public
School (2.7 years)

= l.e., no need to start planning now for a possible
reduction in distributions

11
Years of Distributions In Earnings Reserves
Forecast of June 2012
Low Land Income, Zero Fund Capital Gain/Loss Scenario
6
5.2 5.3
4 4.9
5 44 4.7
4 37
o .
8 3 7
>
2 | Based on results thru December 2009, reserves
at the end of FY2012 are expected to exceed
three years for all endowments in the low
14 scenario, except Public School is 2.7 yrs.
0l | | N W N |
3 . AN .
%é\o(’ o\\Q,QQ' \(\G}'\\ c.}\oo Q-Q'b . \Q}\(‘Q . ’Z}@o \éé\o
O S \@ N & 29 & &
< o W© _\\\,0‘0 o\@") QQ‘Q 0\6\ Q‘o% \){\A*
@
oy s &° o
70% 2% 7% 6% 2% 5% 3% 5% "

% of Total Distributions
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Caveats

Forecasted coverage ratios under the “low” scenario
are near minimum acceptable levels for some
endowments (e.g. Public School) by FY2012

Current and expected land revenues and fund
returns will need to be closely monitored.
Reductions in FY2012 distributions may be
necessary if, for example:

]
Qa

a

Future returns on the fund are materially negative

Additional hardship extensions are offered on existing timber
contracts

A material number of existing timber contracts are abrogated
by purchaser defaults/bankruptcies

Future timber prices fall below the level assumed in the “low”
revenue scenario

13
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