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locally does not diversify the real estate portfolio. In fact, nearly all of the purchases of real
estate properties owned by the Board are located in Nashville.

In addition and more problematic, purchasing property locally or within the state can lead to
potential conflicts of interest. The interconnection between many groups, whether political
figures, local businesspeople or other state residents, may cause the Board to be less than
completely objective. The pension plan for the State of Tennessee does not allow real estate
investments within the state in order to avoid any conflicts of interest. Under the guidelines for
selecting individual properties, Point #3 states that the Board shall obtain an opinion from a
qualified consultant prior to making a commitment to any proposed real estate investment.
Currently, the Board does not use a real estate consultant. The Board currently uses an outside
attorney to help them with their real estate purchases. The Board entered into real estate
investments when people who had an acquaintance with one of the Board members brought the
deals to the Board’s attention. The Board would then invite the people responsible for the deal to
make a presentation before the full Board at one of their meetings. The Board would then decide
if they should pursue the deal offered to them, followed by a formal Board vote on the issue
without appropriate analysis.

Recommendation:

1. Include a statement in the investment policy which restricts the Metro fund from
purchasing properties located in Davidson and surrounding counties to avoid
any potential conflicts of interest.

2. Include a statement in the investment policy that outlines the process involved in
purchasing real estate. All recommendations concerning the purchase and the
sale of real estate should be through an independent third party. This
independent third party organization could be the general consultant or a
consultant whose expertise is real estate.

3. Conduct a study on the merits of using real estate within the portfolio.

Issue VIA-3: The Investment Board has purchased and/or considered the purchase of real
estate, venture capital and alternative investments without sufficient due diligence.

As discussed in previous sections of this report, evaluating and monitoring real estate
investments is complex and requires sufficient expertise and analysis before a sound investment
decision can be made. The Investment Board does not use an independent third party to advise
them and instead reviews opportunities arising from each member’s personal expertise and
contacts within the community. Certain Board members, through their business experience, have
developed knowledge that they feel is sufficient to analyze real estate investments. One member
of the Board initiated a discussion to determine if real estate investments were prudent, and, if
so, whether purchasing local real estate was prudent, given the potential conflicts of interest. On
December 14, 1998, the Board voted to pursue investments in real estate that were locally based
in order to leverage the Board’s knowledge of local business conditions. The only third party
advice the Board has relied upon has been the limited financial analysis done by the Board’s
outside attorney.
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This outside attorney has brought to the Board’s attention their need for an asset manager to
manage these investments and to advise the Board. However, the Board has ignored this advice
and has continued to rely on their own expertise in analyzing real estate investments.

There are several examples where the Board has purchased property without adequately
examining the financial ramifications of their decisions.

One example is the Board’s decisions surrounding the Financial Plaza building in which the
Board became a limited partner in the late 1980’s. According to the July 22, 1991 minutes, the
Board considered buying out the general partner and becoming both the general and limited
partner. The building was essentially a one tenant building, with FISI of Madison leasing
approximately 75% of the space. During the meeting, a question came up as to whether the
Board could own 100% of the building. It was determined by the Board’s outside law firm that
the first mortgage on the property (50%) met the state statue and that owning the remaining 50%
of the building needed to only meet the Prudent Investor Rule. The Board approved the measure
to buy out the general partner and own 100% of the building. The minutes indicated no concern
about owning 100% of a building that had only one major tenant. Based on the available data
which excludes cash flow information, the Board purchased the property for $2,048,625 in 1988
and received $2,746,994 in net proceeds in 1997.
In another real estate deal, the Board purchased the Recorp Percy Priest property in 1987 to
develop raw land into a planned unit development. In 1991, the general partner, Recorp Inc.,
encountered financial difficulties, and the Board and Morgan Keegan, who had marketed the
limited partnership, purchased the first mortgage from the general partner. Interestingly, the
owner of Recorp Inc. had personally guaranteed the limited partners a 10% return on their
investment. However, due to problems with the land, construction on the property was not
begun. The Board recently sold the property, but only received 41 to 46 cents on the dollar. In
purchasing the property with pension assets, the Board took for granted a personal guarantee
from the owner of Recorp. In addition, the purchase of raw land for development is a risky
venture in and of itself, and using public pension assets for such a venture is inappropriate. The
fact that the property was locally based only seems to have created the issues resulting in this
unprofitable investment, which contradicts the Board’s position about investing in local real
estate.

As a third example, the recent attempt by the Board to purchase the Parkway Towers property
illustrates the Board’s continuing preference to purchase local property without sufficient
analysis and without regard for potential conflicts of interest. The Parkway Towers property was
brought to the Board’s attention by one of its members. Although the Board was interested in the
property as an investment, there was also a great deal of discussion about sub-leasing space in
the building to the Benefit Board. In pursuing this property, the Board ignored a letter from the
previous Mayor expressing his deep concern over the direct ownership of local real estate due to
potential conflicts of interest and due to the lack of Board member accountability for such
investments. The Board seemed determined to purchase the property, again without a clear
systematic approach to analyzing all aspects of the purchase decision. The purchase of the
property was suspended only after a new Board member strenuously objected to the purchase.
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In the area of venture capital, the Board also relies upon their own judgement and personal
contacts in reviewing potential investments. The decision to invest $10 million in the FCA II
fund and $7.5 in the DC Capital Hedge fund illustrates the lack of a formal, systematic approach
in valuing potential venture capital investments. The partners of the FCA II and DC Capital
Hedge funds were referred to Metro. Both companies presented their credentials at a Board
meeting and were hired by the Board at the same meeting. Other than the presentation by the
managers, there was no additional analysis by the Board prior to recommending these
investments. Based on a Board member inquiry, the Executive Secretary notified the Board that
they would need to clarify the investment guidelines, since it appeared that FCA II did not meet
the minimum requirement for experience, which was not less than three years proven successful
experience as an organization, association, partnership, etc. The later discussion by the Board
centered around the interpretation of the guidelines, that is, did the three year experience
minimum refer to the individuals within the organization or to the organization itself? After a
lengthy meeting, the Board re-interpreted the guidelines to refer to either an individual or an
organization, with one Board member voting against the new interpretation. The investment in
FCA II was allowed to proceed over the objections of that Board member. Although the Board
re-interpreted the guidelines to apply to the experience of the individuals, the Board never
formally changed their guidelines in the investment policy.

Recommendation: Develop a clear systematic approach to evaluating potential real estate,
venture capital and alternative investments with recommendations from an independent
third party.

Issue VIA-4: The Investment Board has not sufficiently monitored real estate, venture
capital and alternative investments.

After entering into alternative investments, the Board has not maintained the necessary data to
properly monitor Metro’s investments in real estate, venture capital and other alternative
investments. Occasionally these investment managers and/or property managers have reviewed
their portfolios at Board meetings; however, these meetings can not replace a comprehensive
monthly or quarterly analysis of investment performance. Certain data that should be readily
available does not exist. For example, the Board can not readily produce a report detailing the
purchase and sales data for each property that was recently sold by the fund or any other type of
analysis of the final profit or loss on each property. For each venture capital fund, the Board does
not have a report of Metro’s initial investment commitment, the dollar amount given to the fund,
the dates for future capital calls, and the fund’s returns.

Recommendation: Develop a series of reports, produced on a comprehensive and consistent
basis, which allows the Board to analyze the performance of each of Metro’s alternative
investments at least quarterly.
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VII. Deferred Compensation

Summary of Industry Standards

Defined contribution plans for state or local governmental entities are governed by federal law
under Section 457 of the Internal Revenue Service (“IRS”) code. In order to defer taxes on
participant assets, which are subject to the rules and regulation as defined in the IRS code,
insurance companies created an annuity component in conjunction with the investment portion of
the retirement funds. This allowed participants to defer taxes on their contributions until they
became eligible to liquidate their assets in the form of an annuity. The advent of this type of
arrangement precedes the introduction of 401(k) plans, which allows participants in the private
sector to defer taxes without using annuities to comply with IRS regulations.

Metro’s Plans

Metro’s 457 plan was initially offered to participants in 1973 with Aetna as the sole provider.
The oversight of the plan was the responsibility of the full Employee Benefit Board. In 1979, an
RFP was issued for another provider, and Hartford Life, using Dean Witter funds, was chosen.
Metro decided to keep the Aetna accounts open for existing participants but close the accounts to
new participants. Approximately six months later, the Aetna accounts were re-opened to new
participants, since the Dean Witter performance results were unsatisfactory. Due to Dean
Witter’s performance problems, another RFP was issued, and a contract was awarded to
Nationwide (PEPSCO at that time). The accounts for both Aetna and Hartford were kept open
for existing clients but closed to new participants; however, both providers later became
available for new participants.  There are presently three providers available to employees
participating in the Metro 457 plan.
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The following graph and table display the allocation of participant assets among the three Metro
457 plan providers.

Aetna $6,296,302

Hartford $12,767,121

Nationwide $78,431,908

Total $97,495,331

As of September 30, 1999

Aetna
6%

Hartford
13%

Nationwide
81%
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The following set of tables display the top five funds, in terms of participant assets, invested with
each of the three providers. For each provider, the top five funds represent over 75% of total
assets.

Aetna

Aetna Fixed Account $       2,192,000

Aetna Growth and Income VP $       2,037,365

Janus Aspen Worldwide Gowth $          474,845

Fidelity VIP II Contrafund $          256,034

Janus Aspen Aggressive Growth $          197,548

Total Top 5 Funds $       5,157,792

 Hartford

Hartford General Declared Int. Rate  $        4,286,294

Hartford Stock $        4,100,700

Janus Twenty $           740,778

Hartford Advisors $           546,897

Hartford Capital Appreciation $           535,218

Total Top 5 Funds $      10,209,887

 Nationwide

Nationwide Fixed Account $       29,723,827

American Century Ultra $       10,575,732

Fidelity Contrafund $         8,097,002

Fidelity Magellan $         6,179,876

Fidelity Equity Income $         5,727,660

Total Top 5 Funds $       60,304,097

The following tables display performance returns for the top five funds for each provider. Funds
were segregated based on Morningstar’s categories to provide a valid comparison between the
funds and their appropriate benchmarks, as indicated by 1, 2, or 3.
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Top Five Funds
Return and Risk

As of September 30, 1999

Return Risk

Quarter 1 Year 3 Years 5 Years 5 Years

AETNA

Aetna Fixed Account * N/A N/A N/A N/A N/A
Aetna Growth and Income VP1 -5.22 24.36 18.09 19.63 16.91
Janus Aspen Worldwide Growth3 2.28 38.36 22.97 23.03 20.12
Fidelity VIP II Contrafund 1 -5.07 29.53 21.65 N/A N/A
Janus Aspen Aggressive Growth2 7.93 88.58 26.39 24.21 31.49

HARTFORD

Hartford General Declared Int. Rate * N/A N/A N/A N/A N/A
Hartford Stock 1 -6.67 28.06 24.72 23.73 17.20
Janus Twenty1 0.96 53.25 40.38 34.40 25.90
Hartford Advisors1 -4.22 14.77 18.08 17.62 11.25
Hartford Capital Appreciation 2 -5.08 36.84 16.78 18.08 20.50

NATIONWIDE

Nationwide Fixed Account * N/A N/A N/A N/A N/A
American Century Ultra1 -4.92 30.88 20.80 22.34 25.88
Fidelity Contrafund1 -4.80 30.82 22.37 22.37 18.13
Fidelity Magellan1 -6.13 35.20 23.77 21.54 18.83
Fidelity Equity Income1 -8.93 19.22 17.10 17.90 15.76

    1.   S&P 500 Index
-6.24 27.81 25.11 25.03 17.36

    2.  Russell 2000 Index -6.32 19.07 8.70 12.38 19.71
   3.   MSCI World Index -1.40 29.91 17.62 16.40 14.74

Note: Fund performance is shown net of fees, including investment management and variable annuity fees
* These funds are guaranteed investment contracts (GIC) which offer a fixed rate of return which was not supplied
by the 457 providers at the time of this report.
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The following table highlights a comparison between each fund and its relevant benchmark. The
table assumes a participant invested $1,000 five years ago and earned the fund’s annualized
return over the last five years, which is then compared against what $1,000 would have earned
had the fund’s return been the same as the fund’s benchmark return. Because five year returns
for the Fidelity VIP II Contrafund are not available, three year returns are included. The last
column in the table displays the difference between the two investments, on an absolute basis. To
the right of the table, the difference between each fund’s standard deviation percentage and that
of the benchmark’s is indicated. A positive relative risk indicates that the fund is taking more
risk than the benchmark, while a negative relative risk indicates that the fund is taking less risk
than the benchmark.

Top Five Funds
5 Year Returns

As of September 30, 1999

Comparative
Benchmark

5-Year
Investment

Values
9/30/99*

[ A ]

5-Year
Index
Values

9/30/99*
[ B ]

5-Year
Gain/(Loss)
Relative to

Index
[ B ] – [ A ]

5-Year Risk
Relative to

Index

AETNA

Aetna Fixed Account N/A N/A N/A N/A N/A
Aetna Growth and Income VP S&P 500 $2,450 $3,055 ($-605) -0.45
Janus Aspen Worldwide Growth MSCI World $2,819 $2,137   $682 5.38
Fidelity VIP II Contrafund S&P 500 $1,834 $1,958 ($-124) -0.16
Janus Aspen Aggressive Growth Russell 2000 $2,957 $1,792 $1,165 11.78

HARTFORD

Hartford General Declared Int. Rate N/A N/A N/A N/A
Hartford Stock S&P 500 $2,900 $3,055 ($-156) -0.16
Janus Twenty S&P 500 $4,385 $3,055 $1,330 8.54
Hartford Advisors S&P 500 $2,251 $3,055 ($-804) -6.11
Hartford Capital Appreciation Russell 2000 $2,296 $1,792   $504 3.14

NATIONWIDE

Nationwide Fixed Account N/A N/A N/A N/A
American Century Ultra S&P 500 $2,741 $3,055 ($-314) 8.52
Fidelity Contrafund S&P 500 $2,744 $3,055 ($-311) 0.77
Fidelity Magellan S&P 500 $2,652 $3,055 ($-403) 1.47
Fidelity Equity Income S&P 500 $2,278 $3,055 ($-777) -1.60

Note: The ending market value after five years does not include the effect of any cash flows
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The following table highlights the expenses of each of the top five fund options versus an
industry average for each asset class. The expense ratio of the fund is the fund’s total annual
operating expenses as a percentage of the fund’s assets. This includes management fees,
marketing  fees (if any), the cost of shareholder mailings and other administrative expenses. The
total expense ratio for 457 plan funds is higher than other mutual funds due to the mortality and
expense charge, which is unique to 457 plans. Under the provisions of 457 laws, the insurance
company guaranteed a minimum death benefit along with paying monthly annuity benefits. Due
to this provision in the contracts, insurance companies added a charge to a fund’s expense ratio
to help pay for these death benefits. As a result of a change in laws governing 457 plans, the use
of a mortality expense is no longer necessary, and a comparison to mutual fund expenses
highlights the impact of these unnecessary expenses to participants under the existing plan’s
structure.

Fee Comparison

Investment
Expense

Ratio

Mortality
&  Expense
Ratio

Total
Expense

Ratio

Mutual Fund*
Industry
Average

Expense Ratio
Over/(Under)

Industry
Average

AETNA
Aetna Fixed Account N/A N/A N/A N/A N/A

Aetna Growth and Income VP 0.58 0.85 1.43 0.98 0.45

Janus Aspen Worldwide Growth 0.72 1.00 1.72 1.43 0.29

Fidelity VIP II Contrafund 0.66 1.00 1.66 0.98 0.68

Janus Aspen Aggressive Growth 0.75 1.00 1.75 1.22 0.53

HARTFORD
Hartford General Declared Interest Rate N/A N/A N/A N/A N/A

Hartford Stock 0.46 0.90 1.36 0.98 0.38

Janus Twenty 0.91 0.85 1.76 0.98 0.78

Hartford Advisors 0.91 0.62 1.53 0.98 0.55

Hartford Capital Appreciation 0.64 0.90 1.54 1.22 0.32

NATIONWIDE
Nationwide Fixed Account N/A N/A N/A N/A N/A

American Century Ultra 1.00 0.65 1.65 0.98 0.68

Fidelity Contrafund 0.61 0.65 1.26 0.98 0.28

Fidelity Magellan 0.59 0.65 1.24 0.98 0.26

Fidelity Equity Income 0.57 0.65 1.22 0.98 0.24

*Note: Data derived from the Morningstar database using benchmark funds that are no-load, no deferred charges
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The following are issues we found within the Deferred Compensation section, along with our
recommendations.

Issue VIIA-1: Neither the Employee Benefit Board nor the Investment Board has been
overseeing the 457 plan.

The full Employee Benefit Board had the original responsibility for overseeing the plan,
including choosing providers and monitoring the plan on behalf of the participants. Since the
inception of the plan, the Employee Benefit Board has not fulfilled its fiduciary responsibility by
properly overseeing the plan. The Board has added new providers to the plan due to the poor
performance of fund options offered by the plan’s other providers. After new providers were
hired, the Board re-opened poorly performing funds to new participants. This allowed plan
participants to make investment decisions that were not optimal. The plan, as it stands today, has
three providers with too many fund options that have poor or mediocre performance, excessive
fees and restrictive transfer arrangements. In analyzing the returns and risk associated with the
top five funds for each provider, which represents $75.7 million, $37.5 million of Metro
employee’s investments are earning returns below benchmarks. Additionally, $24.9 million of
the assets in poorly performing funds have risk exceeding benchmarks.

Recommendation: Formally move the responsibility for overseeing the 457 plan to the
Investment Board. Re-evaluate the entire plan by analyzing fund options, performance,
fees, and other components of the plan.

Issue VIIA-2: There are too many fund options available to participants.

Metro’s plan currently forces participants to choose between 121 funds spread among various
asset classes. While it is desirable to offer participants a variety of fund options covering the
major asset classes, the sheer number of fund options is detrimental to both the participants and
to Metro. Most participants in the plan have limited investment knowledge, and offering too
many options likely confuses and frustrates participants. Instead of making knowledgeable
decisions based on financial information supplied by the plan, participants may choose options
that are not in their best interests. As a fiduciary, the plan sponsor has the responsibility to
monitor and analyze the fund’s options. However, a proper analysis of each of the 121 funds
would create an administrative burden for Metro.
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 Deferred Compensation Plan
Number of Funds

As of September 30, 1999

Aetna Hartford Nationwide Total

U.S. Equity Funds 24 14 36 74

     Large Cap Growth 11 3 11 25

     Large Cap Blend 7 4 9 20

     Large Cap Value 1 3 6 10

     Mid/Small Cap-Growth 3 1 7 11

     Mid/Small Cap Blend 2 1 2 5

     Mid/Small Cap Value 0 2 1 3

Global/Int’l Equity Funds 6 4 5 15

Balanced Funds 6 4 6 16

Fixed Income Funds 4 3 5 12

Money Market Funds 1 1 1 3

Real Estate Funds 1 0 0 1

Total 42 26 53 121

Recommendation: Reduce the number of options for each asset class. Eliminate duplicate
funds, funds that have similar mandates, and funds that have minimal assets.


