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A SUMMARY OF HOUSE BILL 5323 ASREPORTED FROM COMMITTEE

The Public Employee Retirement System Investment Act authorizes the investment of
assets of public employee retirement systems in Michigan, and places limitations on the
ways in which those funds can be invested. The act applies to al retirement systems
operated by the state or by local units of government in Michigan.

The bill would amend the Public Employee Retirement System Investment Act (MCL
38.1133 et al.) to make the following changes:

Investment fiduciaries. Current law allows an investment fiduciary to use a portion of the
income of the system for certain things, such as defraying the costs of investing,
managing, and protecting the assets of the system. The bill would modify that provision
by specifying that the costs of investing, managing, and protecting the assets would
include providing training and education (i.e., for plan trustees).

An investment fiduciary is also currently allowed to use a portion of the system's income
to retain investment services and all other services necessary for the conduct of the affairs
of the system. The bill would add that these services would include investment advisors,
consultants, custodians, auditors, attorneys, actuaries, administrators, and physicians.

The bill would also require all investment service providers to provide to the investment
fiduciary of the system complete written disclosure of all fees or other compensation
associated with their relationship with the system before services were provided. After
services were provided, and on an annual basis, all investment service providers would
have to provide written disclosure of al fees including, but not limited to, commissions,
12B-1 and related fees, compensation paid or to be paid to third parties, and any other
compensation paid by the system to the investment fiduciary of the system. "Investment
service provider" would mean any individual, third-party agent or consultant, or company
which received direct or indirect compensation for consulting, managing, brokerage, or
custody of the system’s assets. A retirement system would not be an investment service
provider.

Investment companies. The act allows an investment fiduciary to invest in investment
companies registered under the federal Investment Company Act, with some restrictions.
The bill would add that an investment company could be established as a limited
partnership, corporation, limited liability company, trust, or other organizational entity
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for which the liability of an investor did not exceed the amount of the investment under
the laws of the U.S. or the applicable laws of the jurisdiction under which the investment
company had been established.

Rea estate investment trusts. Current law alows investment in publicly or privately
issued "real estate investment trusts' (REITS) or in certain other real or personal property.
An investment cannot exceed 5 percent of a system's assets. The bill would increase the
maximum investment to 10 percent.

Currently, in addition to the limit cited above, an investment fiduciary of a system with
assets of more than $100 million can form or invest in one or more limited partnerships,
corporations, limited liability companies, trusts, or other entities to hold title to, improve,
lease, manage, develop, maintain, or operate real or persona property. The liability of
the investor cannot exceed the amount of an investment under federal law or the laws of
any U.S. state, district, or territory or of aforeign country. The limit on the aggregate of
these kinds of investments currently cannot exceed 5 percent of assets; the bill would
increase that to 10 percent.

Currently, if the investment fiduciary of a system is the State Treasurer then the
investments described in the above paragraphs can exceed 5 percent of the assets of the
system. The bill would alow investments by the State Treasurer to exceed the new limits
of 10 percent of the assets of the system.

Pooled funds. Current law alows a financial ingtitution, a trust company, or a
management company retained as an investment fiduciary to invest the assets of a system
in a collective investment fund, common trust fund, or pooled fund that is established and
maintained for investment of those assets by the financia institution or management
company. The bill would revise the provision to instead specify that an investment
fiduciary could invest the assets of a system in any collective investment fund, common
trust fund, or pooled fund established and maintained for investment of those assets under
state or federal laws, rules, or regulations or an applicable foreign law.

The bill would add that the investment fiduciary of the collective investment fund,
common trust fund, or pooled fund would have to be a financial institution, a trust
company, a management company qualified under Section 13(10)(a) of the act (a
registered investment advisor under the federal Investors Advisors Act or state Uniform
Securities Act), or an affiliate of one of these entities. The pooled fund could be
established as a limited partnership, corporation, limited liability company, trust, or other
organizational entity for which liability of any investor did not exceed the amount of the
investment under U.S. law or the laws of the state, district, territory, or foreign country
that applied to the organization of the pooled fund. A pool in which the state treasurer
had administrative or investment authority and the investment pools of the Municipal
Employees Retirement System and retirement board created under that act would not be
pooled funds for purposes of this provision.

Basket clause. The act alows an investment fiduciary to invest a percentage of the

system'’s assets in investments not specifically authorized by the act. The bill would
change the asset classes and investment percentages as follows:
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e A system with less than $250 million currently is alowed to invest up to 5 percent
of its assets. Under the bill, a system with less than $250 million would be
allowed to invest not more than 15 percent of its assets.

e A system having assets of $250 million or more currently is allowed to invest up
to 10 percent of those assets. Under the bill, a system having $250 million or
more but less than $1 billion in assets would be allowed to invest not more than
20 percent.

e A system having more than $1 billion in assets could, under the bill, invest up to
25 percent of its assets — increased from the current 15 percent.

e The "basket clause" limit for the state treasurer would be increased to 30 percent
from 20 percent.

Foreign Securities. The bill would increase from 20 percent to 30 percent the limitation
on assets invested by an investment fiduciary in foreign securities.

FISCAL IMPACT:

House Bill 5323 would have an indeterminate, but likely negligible, fiscal impact on the
Department of Treasury and local pension boards administratively. Any fiscal impact to
the State or locals would derive from a change in an investment fiduciary's investment
portfolio breakdown. This bill would allow pension plans to diversify their investments
in an effort to protect them in certain financial markets. A change in the investment
portfolio will likely result in a change in the portfolio's return on investments, which is
dependent upon the market performance of each asset held by the pension plan.

BACKGROUND INFORMATION:

The bill would once again update the Public Employee Retirement System Investment
Act to reflect the rapid pace of change in the financial marketplace.

Arguments for the bill include the following:

e The bill would clarify that interest earnings from investments could be used for
training and education of plan trustees, along with other necessary services.
Many plans are aready using the interest earnings for such things but would like
to see the practice specifically authorized in statute.

e The bill would require fees and commissions for a range of services investment
service providers to be disclosed both upfront and on an annual basis.

e Thebill would allow smaller funds to pool with other fundsin a venture similar to
that allowed for rea estate investments. Though sometimes done now, the bill
would clarify that the practice was allowed.

e Thebill would raise the caps on severa types of investments. Thiswould provide
fund managers with more flexibility and would alow funds to rebalance their
investments to match what is happening in the market. Due to recent fluctuations
in the market, many funds have segments that exceed current caps, meaning that
to be in compliance, investment fiduciaries must sell off investments, even if that
means doing so at a lower price. For example, if domestic stocks suddenly fall,
the fund’'s investments in foreign securities may just as suddenly represent a
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larger share of the fund's total investments, even though no new investments in
those foreign stocks had been made. Increasing the caps will therefore
accommodate market fluctuations and not force investment fiduciaries to sell off
securities when prices are down.

e Many U.S. companies are now experiencing growth in foreign countries, and
many non-U.S. domiciled companies employ lots of U.S. citizens. Thus,
investing in a foreign security can actualy affect the employment and wealth of
U.S. citizens. Therefore, increasing the cap on foreign investments could benefit
U.S. companies or U.S. citizens working for foreign companies.

e Supporters of the bill believe the changes will alow investment fiduciaries to
fulfill their statutory mandate — meaning to maximize investment returns while
remaining prudent. Some believe that by removing restrictions on diversification,
the bill will allow investment fiduciaries to defer some of the risks of investing.

Arguments against the bill include the following:

e The primary argument against the bill is that because the bill regulates the
investments of public pension funds, the investments should be more
conservative. For example, the bill would increase the percentage of the total
investments that can be placed in foreign securities. Yet, there islittle policing of
foreign investments because few emerging markets have security exchanges. A
security exchange requires that if a company is going to sell stock, the company
must prove that the business is really there and is capitalized. This protects
against what is known as "blue sky investments,” a term associated with
investment products for which there is no real "business’ behind it. If the share
price of a "blue sky" stock begins to drop, which it inevitably does, the holder
cannot sell its shares because the company issuing the original stock is found not
to exist. Even if the investment is legitimate, investments in emerging markets
are high risk, with severe crashes often wiping out any gains. Thus, the
restrictions in current law are there to protect the retirement funds of workers
dependant upon their pensions to provide for themselves and their familiesin later
life. Assuch, any changesin investment practices or increasing caps on restricted
investments should be carefully scrutinized.

POSITIONS:
A representative of the Department of Treasury testified in support of the bill. (2-4-10)
A representative of the Municipal Employee’s Retirement System testified in support of

the bill as substituted. (2-4-10)

Legidative Analyst: Susan Stutzky
Chris Couch
Fisca Anayst: Ben Gielczyk

m This analysis was prepared by nonpartisan House staff for use by House members in their deliberations, and does
not constitute an official statement of legislative intent.

Analysis available at http://www.legis ature.mi.gov HB 5323 asreported from committee Page 4 of 4




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts false
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


