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ILLINOIS STATE BOARD OF INVESTMENT
An Internal Investment Pool of the State of Illinois

Financial Statement Report Summary

The audit of the accompanying financials statements of the lllinois State Board of Investment (ISBI) as of and for the
year ended June 30, 2017 was performed by KPMG LLP. Based on their audit, the auditors expressed an
unmodified opinion on ISBI's basic financial statements.

Summary of Findings

Current Prior Year
Number of: Report Report
Findings 1 None
Repeated findings None None
Prior recommendations implemented or not repeated None 1



KPMG LLP
Aon Center
Suite 5500
200 E. Randolph Street
Chicago, IL 60601-6436

Independent Auditors’ Report

The Honorable Frank J. Mautino
Auditor General of the State of Illinois
and

The Board of Trustees

lllinois State Board of Investment

Report on the Financial Statements

As Special Assistant Auditors for the Auditor General of the State of lllinois, we have audited the accompanying
Statement of Net Position of the lllinois State Board of Investment (ISBI), an internal investment pool of the
State of lllinois, as of June 30, 2017, and the related Statement of Changes in Net Position for the year then
ended and the related notes to the financial statements. We have also audited ISBI’s investment trust funds,
the lllinois State Board of Investment Member Systems and the Illinois Power Agency Trust Fund (the Trust
Funds) as of and for the year ending June 30, 2017. ISBI and the Trust Funds collectively comprise the basic
financial statements as listed in the table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with U.S. generally accepted accounting principles; this includes the design, implementation, and
maintenance of internal control relevant to the preparation and fair presentation of financial statements that are
free from material misstatement, whether due to fraud or error.

Auditors’ Responsibility

Our responsibility is to express opinions on these financial statements based on our audit. We conducted our
audit in accordance with auditing standards generally accepted in the United States of America and the
standards applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditors’ judgment, including the assessment of
the risks of material misstatement of the financial statements, whether due to fraud or error. In making those
risk assessments, the auditors consider internal control relevant to the entity’s preparation and fair presentation
of the financial statements in order to design audit procedures that are appropriate in the circumstances, but
not for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we
express no such opinion. An audit also includes evaluating the appropriateness of accounting policies used and
the reasonableness of significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our
audit opinions.



KPMG

Opinions

In our opinion, the financial statements referred to above present fairly, in all material respects, the net position
of ISBI and the Trust Funds as of June 30, 2017, and the changes in net position for the year then ended, in
accordance with U.S. generally accepted accounting principles.

Other Matters
Required Supplementary Information

U.S. generally accepted accounting principles require that the management’s discussion and analysis on pages
4-6 be presented to supplement the basic financial statements. Such information, although not a part of the
basic financial statements, is required by the Governmental Accounting Standards Board who considers it to be
an essential part of financial reporting for placing the basic financial statements in an appropriate operational,
economic, or historical context. We have applied certain limited procedures to the required supplementary
information in accordance with auditing standards generally accepted in the United States of America, which
consisted of inquiries of management about the methods of preparing the information and comparing the
information for consistency with management’s responses to our inquiries, the basic financial statements, and
other knowledge we obtained during our audit of the basic financial statements. We do not express an opinion
or provide any assurance on the information because the limited procedures do not provide us with sufficient
evidence to express an opinion or provide any assurance.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated January 16, 2018 on
our consideration of ISBI and the Trust Funds’ internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other matters.
The purpose of that report is solely to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the effectiveness of
ISBI and the Trust Funds’ internal control over financial reporting or on compliance. That report is an integral
part of an audit performed in accordance with Government Auditing Standards in considering the ISBI and the
Trust Funds’ internal control over financial reporting and compliance.

/sIKPMG LLP

Chicago, Illinois
January 16, 2018



lllinois State Board of Investment

Management’s Discussion and Analysis

In October 1969, the lllinois State Board of Investment (ISBI) was created by enactment of Article 22A of the
llinois Pension Code by the 76™ General Assembly of lllinois. By statute, ISBI was given the responsibility for
management of the assets of the General Assembly Retirement System, the Judges’ Retirement System of
lllinois and the State Employees’ Retirement System of lllinois (Member Systems). Also, in August 2007, by
enactment of 30 ILCS 105/6z-75 of the Illinois Compiled Statutes, ISBI was given responsibility for the
management of the lllinois Power Agency Trust Fund. Board membership consists of five members appointed by
the Governor and four ex officio members consisting of the State Treasurer and the Chairman of the Board of
Trustees of each of the retirement systems. ISBI maintains its office in Chicago, lllinois.

The following Management'’s Discussion and Analysis (MD&A) provides an introduction and overview of the
Illinois State Board of Investment (ISBI) financial activities for the fiscal years ended June 30, 2017 and 2016.

Financial Highlights

The net position of ISBI totaled approximately $17.3 billion at fiscal year end June 30, 2017, compared to
approximately $15.6 billion at June 30, 2016. The increase from the previous year is primarily the result of
investment income.

General Market Risk

ISBI is exposed to general market risk. This general market risk is reflected in asset valuations fluctuating with
market volatility. Any impact from market volatility on ISBI's investment portfolio depends in large measure on
how deep the market downturn is, how long it lasts, and how it fits within fiscal year reporting periods. The
resulting market risk and associated realized and unrealized gains and losses could significantly impact ISBI's
financial condition. The readers of these financial statements are advised that financial markets continue to be
volatile and are experiencing significant changes on almost a daily basis.

Overview of the Financial Statements

ISBI's financial statements are prepared on an accrual basis in accordance with U.S. generally accepted
accounting principles promulgated by the Governmental Accounting Standards Board and are comprised of the
Statement of Net Position, the Statement of Changes in Net Position and Notes to Financial Statements.

The Statement of Net Position presents information on ISBI's assets and liabilities and the resulting net position.
This statement also reflects ISBI's investments along with the cash and short-term investments, receivables, and
other assets and liabilities.

The increase in investments at June 30, 2017 is a result of an investment gain of 12.3% for the fiscal year, net of
expenses which are shown in the Statement of Changes in Net Position. The decrease in liabilities and
receivables for fiscal 2017 compared with 2016 is consistent with a large amount of investment purchases and
sales at year-end 2016 to rebalance the portfolio which was not repeated at year- end 2017. This year-end 2016
increase in investment payables and receivables was a result of the rebalancing of the portfolio and updates to
the asset allocation related to the approval of Meketa Investment Group as a General Investment Consultant
during 2016. Consistent with the Investment Policy of ISBI, the approval of a new General Investment
Consultant automatically triggers a new asset allocation study. Meketa Investment Group put forth Asset
Allocation recommendations that were approved at the ISBI January 2016 Board meeting.

UNAUDITED - See accompanying independent auditors’ report
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lllinois State Board of Investment

Management’s Discussion and Analysis (Continued)

Condensed Summary of Net Position

June 30
2017 2016 Change
5 5 B

Cash 8.536,289 5,995,894 2,540,395
Receivables 145,623 579 1.105,425,096 (959,901,517)
Investments 17.368.102,543 15.565,546,970 1,802,555 573
Securities lending

collateral 8.649. 676 16,123,651 (7.473,975)
Prepaid expenses 11167 24 266 (13.099)
Capital assets 559,220 556.634 586

Total assets 17,630,882,474 16.693,174,511 837,707,963
Liabilities 224 584 269 1.091,505,986 (B866,921,717)

Total net position 17,306,298,205 15.601,668,525 1,704.623,680

The Statement of Changes in Net Position presents information regarding changes during the fiscal year ended
June 30, 2017. These statements reflect additions and deductions, which include the investment income and
losses derived from realized and unrealized gains/losses, member system contributions, and income received
from securities lending activities. Also reflected in the statements are deductions, which include withdrawals from
the Member Systems and operating expenses of ISBI.

The net investment income for the year ended June 30, 2017 was the result of upward movement in the
securities markets. There was also an increase in withdrawals by the member systems. Fiscal year 2017
withdrawals were $232.6 million compared with $117.2 million in fiscal year 2016. Withdrawals are determined by
the member retirement systems based on the State of Illinois’ funding and the Member Systems’ benefit payment
needs. The decrease in administrative expenses for fiscal year 2017 compared to 2016 is primarily due to a
revision in the asset allocation moving the portfolio towards indexed passively managed funds which results in a
reduction of investment management fees.

Condensed Statement of Changes in Met Position

Fiscal Years Ended June 30

2017 2016 Change
B 5 5
Additions:
Met investment
income 1.8948, 759,765 (93.019.465) 2.041.779.230
Contributions from
the State of lllinois 19,000,000 6,637,155 12,362,845
Total additions 1,.967.759,765 (86,382,310} 2,054 142 075
Deductions:
Member systems’
withdrawals 232,550,000 117,200,000 115,350,000
Administrative
EXpENSEs 30,580,085 40,642 715 (10,062,630)
Total deductions 263.130.085 167.842.715 105.287.370
Met increase (decrease)
in net position 1.704,629. 680 (244 225 025) 1.948.854.705

UNAUDITED - See accompanying independent auditors’ report
5



lllinois State Board of Investment

Management’s Discussion and Analysis (Continued)

Future Outlook

The Notes to Financial Statements provide additional information, which is necessary to fully understand the data
provided in the financial statements.

At the September 15, 2016 Board meeting of the ISBI, Northern Trust Company was hired to become the
Custodian for the pension systems and lllinois Power Agency Trust Fund assets. This change became effective
on January 3, 2017.

In the future, ISBI plans to continue to improve the overall portfolio performance by increasing reliance on
passive investment strategies and reducing investment advisor and management fees.

UNAUDITED - See accompanying independent auditors’ report
6



Illinois State Board of Investment

Statement of Net Position
June 30, 2017

Investments:

Measured at fair value:

Government and agency obligations

Foreign obligations
Corporate obligations
Municipal bonds
Commaon stock and equity funds
Commingled funds
Foreign equity securities
Foreign preferred stock
Hedge funds

Real estate funds
Private equity

Feal assets

Bank loans

Foreign currency forward contracts

Measured at amortized cost:
Money market instruments
Total investments

Securities lending collateral

Total assets

LIABILITIES
Payables:

Investments purchased

Administrative expenses

Capital lease obligation

Securities lending cash collateral
obligation

Total liabilities

MNet position

lllinois State Ilinois Total
Board of Investment Power Agency llinois State
Member Systems Trust Fund Board of Investment
ASSETS
Cash 5 8.518.092 3§ 18.197 B 8,536,289
Receivables:
Foreign taxes 7.419.946 15,851 7435797
Accounts receivable 2,541,469 5,429 2,546,898
Investments sold 97,637,529 208,583 97,846,112
Interest and dividends 37,614,416 80,356 37.694,772
Total receivables 145,213,360 310,219 145,623,679
Prepaid expenses 11,143 24 11,167
Capital assets 52.629 112 52741
Capital lease 6.465 14 6,479

3.160.802,984 6.752.426 3.167.555.410
259,374,853 554,103 259,928,956
781,035,058 1,668,525 752,703,583
8.506,008 18,171 8.524 179
4,949 446,775 10.573.507 4.960.020,282
1.332.142.009 2 845 856 1,334 987 865
2,501,452 516 5.343 855 2.506.796,371
10,355 448 22,123 10,377,571
529,980,630 1,773.088 831.753.718
1,597 613,581 3.412.983 1.601.026,564
607,999,383 1,298 870 609,298,253
586,458,914 1,252 853 587.711.767
423,283,756 904261 424,188,017
(11.468.,947) (24.501) (11.493.,448)
294,095,179 628,276 294,723,455
17.331,078.147 37.024.396 17.368.102.543
8.631,237 18.439 8.649.676
17.493,511,073 37.371.401 17,530,882,474
204,021,449 435 851 204,457,300
10,921,566 23,332 10,944,598
6.465 14 6.479
9.156.034 19,558 9.175.592
224,105.514 478,755 224,584,269
17.269.405,559 36.892.646 17.306.298.205

See nofes fo financial statements, pages 9 - 26.



Illincis State Board of Investment

Statement of Changes in Net Position
June 30, 2017

ADDITIONS
Investment income:
Met increase in fair value
of investments 3
Interest and other
Dividends
Securities lending income
Securities lending rebates
Securities lending expensea
Total investment income

Contributions from the State of lllinois
Total additions

DEDUCTIONS
Administrative expenses:
Salaries and benefits:
Salaries
Benefits
Operating expenses:
Rent and utilities
Audit
Other
External support:
Custody
Consulting and professional
Investment advisors/managers
Investment services and research
Total administrative expenses

Member Systems' withdrawals
Total deductions
Increase in net position

Met position at beginning of year
Met position at end of year

lllinois State Illinois Total
Board of Investment Power Agency lllinois State
Member Systems Trust Fund Board of Investment
1,524 144 946 3,232,402 1.527,377,348
255 661,509 539.612 256,201,121
163,877,063 350,091 164,227 154
1,126,261 2,366 1,128,627
(69.813) (149) (69,962)
(104,300) (223) (104.523)
1,944 635,666 4,124,099 1.948,759,765
19,000,000 - 19,000,000
1,963,635,666 4,124,099 1,967,759,765
1,197,651 2,559 1,200,210
824,367 1,761 826,128
167,835 358 168,193
246,474 526 247,000
611,568 860 612,428
523,242 1,118 524,360
2,071,678 4,426 2,076,104
24 612 570 52 580 24 665,150
259957 555 260,512
30,515,342 64,743 30,580,085
232,550,000 - 232 550,000
263,065,342 64,743 263,130,085
1,700,570,324 4,059,356 1,704,629,680
15,668,835,235 32,833,290 15,601,668,525
17.269,405,659 36,892 646 17.306,298,205

See notes to financial sfatements, pages 9 - 26.



Illinois State Board of Investment

Notes to Financial Statements

Note 1. Summary of Significant Accounting Policies

Reporting Entity

The lllinois State Board of Investment (ISBI) is considered to be an internal investment pool of the State of
lllinois, operating from investment income and contributions from the State of Illinois. ISBI manages and invests
the pension assets of three separate public employee retirement systems (Member Systems): General Assembly
Retirement System, the Judges’ Retirement System of lllinois, and State Employees’ Retirement System of
lllinois. ISBI also manages the assets of the lllinois Power Agency Trust Fund (Trust Fund). The Member
Systems and Trust Fund are reported as investment trust funds of ISBI.

The assets of the Member Systems and the Trust Fund are accounted for in a single commingled fund. Separate
information on each System'’s participation is presented in Note 3. The assets of the Trust Fund came under
management of ISBI in fiscal year 2012. The assets and liabilities of the Member Systems and Trust Fund are
reported on the Statement of Net Position. The revenues and expenses for the Member Systems and Trust Fund
for fiscal year 2017 are reported on the Statement of Changes in Net Position.

Basis of Accounting

Accounting records are maintained on an accrual basis. Units are allocated monthly to each Member System and
the Trust Fund based upon percentage of ownership. Administrative expenses are deducted monthly from
income before allocation.

Valuation of Investments

Investments owned are reported at fair value as follows: (1) U.S. Government and Agency, Foreign and
Corporate Obligations, Convertible Bonds, and Municipal Bonds — prices quoted by a major dealer in such
securities; (2) Common Stock and Equity Funds, Foreign Preferred Stock, Foreign Equity Securities, Foreign
Currency Forward Contracts and Options: (a) Listed — closing prices as reported on the composite summary of
national securities exchanges; (b) Over-the-counter — bid prices; (3) Money Market Instruments — amortized cost;
(4) Real Estate Funds — fair values based on audited financial statements of the funds and then adjusted by ISBI
and its investment managers for activity from audit date to fiscal year end; (5) Alternative Investments (Private
Equity, Hedge funds, Bank Loans and Real Assets) — fair values based on audited financial statements of the
funds and then adjusted by ISBI and its investment managers for activity from audit date to fiscal year end; (6)
Commingled funds — fair values based on audited financial statements of the funds and then adjusted by ISBI
and its investment managers for activity from audit date to fiscal year end.

Investment Transactions and Investment Income
Investment transactions are accounted for on a trade date (date order to buy or sell is initiated) and dividend
income is recognized on the ex-dividend date. Interest income is recognized on an accrual basis.

Custody and Investment Management Fees

ISBI has contracted with investment managers approved by the Board of Trustees to make investment decisions
based on investment guidelines provided to them by ISBI staff and consultants. The investment managers serve
as investment advisors to ISBI. ISBI pays an investment management fee to each investment manager for these
services on a quarterly basis. The investment management fee is based upon contractual agreement provisions
and is computed as a percentage of each manager’s portfolio market value.

Management fees paid to Real Estate funds and Private Equity funds are calculated based upon the terms of
each individual fund agreement and are reported in Investment Income on the Statement of Changes in Net
Position. Management fees paid to Hedge funds, certain Real Assets, Commingled funds and Bank Loan funds
are calculated based on each manager’s portfolio market value or ISBI's capital commitment and are reported as
Investment Advisor/Managers Expense on the Statement of Changes in Net Position. Certain other infrastructure
fund fees are reported net of investment income on the Statement of Changes in Net Position.



Illinois State Board of Investment

Notes to Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

On January 3, 2017, ISBI entered into a new contract with the Northern Trust Company (Northern Trust) to
provide custody services for the assets managed by ISBI, replacing the previous custodian State Street Bank
and Trust Company (State Street). These services include safekeeping and transaction processing services for
all pension assets of the Member Systems and the Trust Fund. Northern Trust also provides cash management
services and all necessary reporting for pension assets including performance reporting and accounting reports.
There are no base charges for custody fees. Custody fees paid to Northern Trust are paid based on set
quarterly amounts per the Custodian Contract for performance and analytics services and various accounting
data interface feeds.

Risk Management

ISBI, as part of the State, provides for risks of loss associated with workers’ compensation and general liability
through the State’s self-insurance program, which handles processing of all claims. ISBI obtains commercial
insurance for fidelity and surety and property. There have been no commercial insurance claims in the past five
years.

Risks and Uncertainties

ISBI invests in various investment securities. Investment securities are exposed to various risks such as interest
rate, market, credit, and foreign currency risks. Due to the level of risk associated with certain investment
securities, it is at least reasonably possible that changes in the values of investment securities will occur in the
near term and that such changes could materially affect the amounts reported in the Statement of Net Position.

Use of Estimates

In preparing financial statements in conformity with U.S. generally accepted accounting principles, ISBI makes
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures of
contingent assets and liabilities at the date of the financial statements, as well as the reported amounts of
additions and deductions during the reporting period. Actual results could differ from those estimates and
assumptions and the differences may be material.

The determination of fair value for illiquid/alternative investments, such as investments in Real Estate and
Private Equity funds, takes into account consideration of a range of factors, including but not limited to the price
at which the underlying investments were acquired, the nature of the underlying investments, local market
conditions, trading values on public exchanges for comparable underlying investments, current and projected
operating performance of the underlying investments, and financing transactions subsequent to the acquisition
of the investment. Determining fair value of such investments involves a significant degree of judgment by ISBI
and its investment managers.

Because of the inherent uncertainty of the above referenced fair values, the estimated values may differ
significantly from the values that would have been used had a ready market for the securities existed, and the
differences could be material.

Compensated Absences

The liability for compensated absences consists of unpaid, accumulated vacation and sick leave balances for
ISBI employees. The liability has been calculated using the vesting method, in which leave amounts for both
employees who are currently eligible to receive termination payments, and other employees who are expected to
become eligible in the future to receive such payments upon termination are included. The liability has been
calculated based on the employees’ current salary and includes salary related costs (e.g., social security and
Medicare tax). The liability is included in Administrative Expenses on the Statement of Net Position and the
annual increase or decrease in the liability is reflected in the Salaries Expense on the Statement of Changes in
Net Position.

10



Illinois State Board of Investment

Notes to Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

Legislation that became effective January 1, 1998 capped the paid sick leave for all State Employees’ Retirement
System members, which includes ISBI employees, at December 31, 1997. Employees continue to accrue twelve
sick days per year, but will not receive monetary compensation for any additional time earned after December
31, 1997. Sick days earned between 1984 and December 31, 1997 (with a 50% cash value) would only be used
after all days with no cash value are depleted. Any sick days earned and unused after December 31, 1997 will
be converted to service time for purposes of calculating employee pension benefits.

Capital Lease Obligation

ISBI has entered into a capital lease for office equipment. The capital lease is for a 60 month term with a
purchase option for fair value at the end of the lease period. Future minimum commitments for the capital lease
as of June 30, 2017 are as follows:

Capital Lease Principal Interest

Year Ending June 30 5 5
2018 2. 666 1,412
2019 2. 666 1,079
2020 2. 666 656
2021 1,777 149

9,775 3.296

Note 2. Deposits, Investments, Investment Risk, and Fair Value

Deposits

Custodial credit risk for deposits is the risk that, in the event of a financial institution failure, ISBI's deposits may
not be returned. All non-investment related bank balances at year-end are insured or collateralized with
securities held by the lllinois State Treasurer or agents in the name of the State Treasurer. As of June 30, 2017,
ISBI had non-investment related bank balances of $568,781. During fiscal year 2007, a Credit Risk Policy was
implemented by ISBI staff and formally adopted by ISBI in July of 2007. The Policy outlines the control
procedures used to monitor custodial credit risk. These assets are under the custody of Northern Trust and
Deutsche Bank AG, NY Branch. Northern Trust has an A+ Long-term Deposit/Debt rating by Standard & Poor’s
and an A2 rating by Moody’s. Certain investments of ISBI with maturities of 90 days or less would be considered
cash equivalents; these consist of short-term investment funds and U.S. Treasury bills with maturities of 90 days
or less, which are not subject to the custodial credit risk. For financial statement presentation and investment
purposes, ISBI reports these types of cash equivalents as Money Market Instruments in the Statement of Net
Position. As of June 30, 2017, ISBI had investment related bank balances of $7,967,508. These balances
include USD and foreign cash balances. Cash held in the investment related bank account is neither insured nor
collateralized for amounts in excess of $250,000. At any given point and time the foreign cash balances may be
exposed to custodial credit risk.

11



Illinois State Board of Investment

Notes to Financial Statements

Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Investment Policy

ISBI's investment authority and responsibilities are specified in the lllinois Compiled Statutes, 40ILCS 5/22A.
These statutes provide ISBI with the authority to manage and invest the assets of any lllinois pension or
education fund.

As described in Note 1, ISBI currently manages and invests the assets of the General Assembly Retirement
System, Judges’ Retirement System, and State Employees’ Retirement System and the lllinois Power Agency
Trust Fund. All investments undertaken by ISBI are governed by 40ILCS 5 adopted by the General Assembly in
1982, and other standards codified in the above reference to the statutes.

40ILCS 5/1-109 requires all members of the ISBI and other fiduciaries to “... discharge his or her duties with
respect to the retirement system or pension fund solely in the interest of the participants and beneficiaries and:
With the care, skill, prudence and diligence...By diversifying the investments of the retirement system or pension
fund so as to minimize the risk of large losses...”

Investment Commitments

ISBI had total investment commitments of $686 million at the end of fiscal year 2017. The Real Estate, Private
Equity and Opportunistic Debt investment portfolios consist of passive interests in limited partnerships. ISBI had
outstanding commitments to these limited partnerships of approximately $658 million as of June 30, 2017. At the
end of fiscal year 2017, ISBI had no outstanding commitments to separate real estate accounts within the Real
Estate and Private Equity investment portfolios. Also at the end of fiscal year 2017, ISBI had outstanding
commitments of $28 million for real assets. ISBI will fund outstanding commitments by utilizing available cash
and then selling liquid securities in the portfolio as necessary.

Investment Liquidity

ISBI holds investments in hedge funds, real estate funds, private equity funds and real assets that are
considered illiquid by the very nature of the investment. Market risk exists with respect to these investments as
ISBI may not be able to exit from the investments during periods of significant market value declines.

Rate of Return

For the year ended June 30, 2017, the annual money-weighted rate of return on pension plan investments, net of
pension plan investment expense, was 12.3 percent. The money-weighted rate of return expresses investment
performance, net of investment expense, adjusted for the changing amounts actually invested.

Alternative Investments

Investments in hedge funds are structured to achieve a diversified hedged equity fund-of-funds portfolio. Capital is
allocated to a select group of Hedge Fund managers that invest predominately in equity securities, both long and short.
The investments shall be managed with the intent of preserving capital in a declining market and in a rising market they
will generate a smaller return than the overall equity market. These investments are redeemable once the underlying
assets are liquidated.

ISBI's investments in Private Equity and Real Estate funds represent investment vehicles used for making
investments in various equity and debt securities according to the investment strategies as determined by the
fund managers at the commencement of the fund.

Investment strategies of Private Equity funds include, but are not limited to, leveraged buyouts, venture capital,
growth capital and mezzanine capital.

12



Illinois State Board of Investment

Notes to Financial Statements

Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)
Investment strategies of Real Estate investments include, but are not limited to, the purchase, development,
ownership, management, rental and/or sale of real estate for profit.

Fair Value Measurements
For the year ended June 30, 2017, ISBI had the following recurring fair value measurements:

Fair Value Measurements Using

Level 1 Level 2 Level 3 Totals
Investments by fair value level 5 5 5 3
Debt securities
Government and agency obligations — 3,167,555 410 — 3,167,555.410
Municipal Bonds — 5.524 179 — 8,524 179
Foreign obligations — 258.211.969 1.716.987 259,928 956
Corporate obligations — T79.474 180 3.229.403 782.703.583
Bank loans 950,157 15,782 423,222,078 424,188.017
Total debt securities 950,157 4.213.781.520 428.,168.468 4.,642,900.145
Equity securities
Commeon stock and equity funds 4,958,531.468 — 1.488.814 4.960,020.282
Foreign equity securities 2,498,336.425 5.282,837 3,175,109 2.506,796,371
Foreign preferred stock 10.377.571 — — 10,377,571
Total equity securities TABT.247 464 5.282.837 4.663.923 T.ATT.194.224
Other
Foreign currency forward contracts — — (11,493.448) (11,493.448)
Commingled funds — 926.468,395 — 926,468.395
Hedge funds * — 265.453.032 8.209.888 273.662.920
Real estate funds™ — — 501.863.421 501.863.421
Real assets™ — — 2.541.878 2,541,878
Total other — 1.191.921 427 501.121.739 1.693.043.166
Total investments by fair value level 7.468.197.621 5.410.985.7584 933.954 130 13.813.137.535
Investments measured at the Net Asset Value (NAV)
Commingled funds 408,519,470
Real estate funds 1.099.163.143
Private equity 609,298 253
Real assets 585,169,889
Hedge funds 5£58.090,798
Total investments measured at the MNAV 3.260,241 553
Investments not measured at fair value
Money market instruments 294 . 723,455
Total investments 17.368,102,543
Level 1 Level 2 Not Applicable™ Totals
Securities Lending Collateral 4,738,024 2,822,262 1.089.390 8,649,676

*Mote: investments are held in separate accounts.

**Mote: The category not applicable consists of cash,
interest income and tri-party repos which are not
subject to leveling.

Fair value is the amount that would be received to sell the investment in an orderly transaction between market
participants at the measurement date (i.e. the exit price). Fair value measurements are determined within a
framework that utilizes a three-tier hierarchy, which maximizes the use of observable inputs and minimizes the
use of unobservable inputs. Investments measured and reported at fair value are classified and disclosed in one
of the following categories:

Level 1 — Unadjusted quoted prices in active markets for identical assets.

Level 2 — Inputs other than quoted prices that are observable for the asset, either directly or indirectly.
These inputs include:

(a) quoted prices for similar assets in active markets;

(b) quoted prices for identical or similar assets in markets that are not active;

(c) inputs other than quoted prices that are observable for the asset; or

(d) inputs that are derived principally from or corroborated by observable market data by

correlation or other means.
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Level 3 — Inputs that are unobservable for the asset. The valuation of these investments requires
Significant judgment due to the absence of quoted market values, inherent lack of liquidity, and changes in
market conditions.

Valuation methodologies are as follows:

U.S. Treasuries and U.S. Agencies: quoted prices for identical securities in markets that are not active;
Foreign Government Obligations and Foreign Corporate Obligations: Brokers quote in an active market;
Corporate Bonds: quoted prices for similar securities in active markets;

Bank Loans: discounted cash flow, internal assumptions, weighting of the best available pricing inputs

and third party pricing services;

e Common Stock and Equity Funds, Foreign Preferred Stocks, Foreign Equity Securities and Commingled
Funds-Domestic and Foreign: quoted prices for identical securities in an active market. Brokers quote in
an active market;

e Money Market Funds: Average cost which approximates fair value;

e Derivative instruments: valued using a market approach that considers foreign exchange rates

Investments valued using the net asset value (NAV) per share (or its equivalent) are considered “alternative
investments” and, unlike more traditional investments, generally do not have readily obtainable market values
and take the form of limited partnerships. ISBI values these investments based on the partnerships’ audited
financial statements. If June 30 statements are available, those values are used preferentially. However, some
partnerships have fiscal years ending at other than June 30. If June 30 valuations are not available, the value is
adjusted from the most recently available valuation taking into account subsequent calls and distributions,
adjusted for unrealized appreciation/depreciation, other income and fees. Certain alternative investments are
categorized as Level 3 in instances where ISBI owns substantially 100% of the applicable separate account.

The following table presents the unfunded commitments, redemption frequency (if currently eligible), and the
redemption notice period for alternative investments measured at NAV:

Investments Measured at NAV

REDEMPTION

UMFUNDED REDEMPTION NOTICE

June 30, 2017 FAIR VALUE COMMITMENTS FREQUENCY PERIOD
Commingled funds 408,519,470 — MIA MIA

Real estate funds 1,099,163,143 2671 million Quarterly 90 days

Private equity 609,298,253 391.3 million Quarterly 90 days
Hedge funds 558,090,798 — MIA, MIA
Real assets 585,169,889 27.6 million NIA, MNIA

Total investments measured at the NAV 3,260,241 553

1) Commingled Funds — ISBI's investments in this category consist of assets that are blended together with
other investments in order to provide economies of scale which allows for lower trading costs per dollar
of investment and diversification. Investment strategies consist of investments in nine diversified funds
focusing on emerging markets. The fair value of these investments is based on audited financial
statements of the funds adjusted for activity from the audit date to year end. ISBI has no plans to
liquidate these investments as of June 30, 2017. It is probable that any investments sold will be sold at
an amount different from the current NAV of the plan’s ownership interest.
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2)

3)

4)

5)

Private Equity — ISBI's assets in this category consist of investments in funds that identify opportunities
not yet identified by traditional public equity or fixed income capital markets. Investment strategies
consist of investments in fifty-five funds with the goals of generating returns significantly greater than
typically available in the public market and diversifying ISBI’'s overall portfolio which is comprised
predominantly of fixed income and equity assets. Returns are commensurate with the risks presented by
this asset class which include illiquidity and lack of standard historical evaluation data. The fair value of
these investments is based on audited financial statements of the funds adjusted for activity from the
audit date to year end. ISBI has no plans to liquidate these investments as of June 30, 2017. Itis
probable that any investments sold will be sold at an amount different from the current NAV of the plan’s
ownership interest.

Hedge Funds — ISBI's assets in this category consist of investments in funds that seek to generate high
active return for investors. Investment strategies consist of investments in seven funds with the goals of
generating returns significantly greater than typically available in the public market and diversifying ISBI’'s
overall portfolio which is comprised predominantly of fixed income and equity assets. Returns are
commensurate with the risks presented by this asset class which include illiquidity and lack of standard
historical evaluation data. The fair value of these investments is based on audited financial statements
of the funds adjusted for activity from the audit date to year end. ISBI has no plans to liquidate these
investments as of June 30, 2017. It is probable that any investments sold will be sold at an amount
different from the current NAV of the plan’s ownership interest.

Real Assets — ISBI’s assets in this category consist of investments in funds that identify infrastructure
assets which provide essential services or facilities to a community (ports, bridges toll roads etc.).
Investment strategies consist of investments in seven funds with the goals of diversifying ISBI’s overall
portfolio which is comprised predominantly of fixed income and equity assets and providing a hedge
against unanticipated inflation. The fair value of these investments is based on audited financial
statements of the funds adjusted for activity from the audit date to year end. ISBI has no plans to
liquidate these investments as of June 30, 2017. It is probable that any investments sold will be sold at
an amount different from the current NAV of the plan’s ownership interest.

Real Estate Funds — ISBI’s assets in this category consist of investments in the Core and Non-Core Real
Estate Fund categories. Investment strategies consist of investments in thirty-three funds with the goals
of diversifying ISBI’'s overall portfolio and supplementing the total return of the portfolio which is
comprised predominantly of fixed income and equity assets. The fair value of these investments is
based on audited financial statements of the funds adjusted for activity from the audit date to year end.
ISBI has no plans to liquidate these investments as of June 30, 2017. It is probable that any
investments sold will be sold at an amount different from the current NAV of the plan’s ownership
interest.

Certain real estate investments are leveraged whereby partnerships have been established to purchase
properties through a combination of contributions from ISBI and through acquisition of debt. At June 30, 2017,
real estate equities of approximately $1,601 million are reported at estimated fair value. Of this amount, $1,810
million are net assets offset by $209 million in long-term debt.
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Required repayment of real estate debt, which is non-recourse debt, is as follows as of June 30, 2017:

Debt Maturities

Year Ending June 30 b
2018 71,975,758
20149 60,222 469
2020-2024 76,375,000
208,573,227

ISBI's investments in Real Assets represent pooled investment vehicles used to seek capital appreciation
and current income by acquiring, holding, financing, refinancing and disposing of infrastructure
investments and farmland assets. Real Assets include various public works (e.g. bridges, tunnels, toll
roads, airports, public transportation and other public works) that are made typically as a part of a
privatization initiative on the part of a government entity.

A Commingled fund is a kind of mutual fund or common trust fund which consists of multiple kinds of
assets from several accounts combined together. ‘Commingling’ these separate assets mitigates risk for
the trader through investment diversification and reduces the cost of managing each account separately.
Commingled funds are also called “pooled funds” and “master trusts.”

Concentration of Credit Risk and Credit Risk for Investments

ISBI's portfolio of investments is managed by professional investment management firms. These
investment management firms are required to maintain diversified portfolios. Each investment manager
must comply with risk management guidelines individually assigned to them as part of their investment
management agreement. ISBI did have one issuer investment that exceeded 5% of the total investments
of ISBI as of June 30, 2017. This security was U.S. Treasury Notes/Bills with a Moody'’s rating of Aaa.
This investment represented 9.3% of the investments of ISBI. At June 30, 2017 ISBI did not have a single
issuer investment that exceeded 5% of the total investments of ISBI.
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

The following table presents the quality ratings of debt securities held by ISBI as of June 30, 2017:

Moody's
Quality Rating 5
U.S. government obligations and Aunny, 3.158.901.956
agency obligations Aty —_—
-y _
Mot rated 8.653.454
Total U.S. government and agency obligations 3.167.,555. 410
Municipal obligations Ay 642 037
P 2,882,298
A 27.600
Mot rated 4. 972 244
Total municipal obligations 8.524 179
Foreign obligations FLVLVLN 31.487 487
A 23,915 012
P 41.606.650
BAas, 49 115,570
BA 37.198.813
B 36,793 567
CAS, 22 045,713
Mot rated 17. 766144
Total foreign obligations 259.928.956
Corporate obligations
Bank and finance FRNL LY 13.938.T25
A 3,420,980
A 149,130,222
B 34 475 471
BA 16.275. 504
B 6,930,493
Al 1.433.460
A 202 219
Mot rated 10.866.980
Total bank and finance 238.676.054
Industrial
FLVLVLN 3,065,143
LN 36.554 015
P T5.400. 446
BAA, T6.415 611
B.A 34,835 159
B 76,951 466
CAS, 20,385,982
A -
Mot rated 9.128.756
Total industrial 332 .736.578
Other
FRNL LY 5. 458,280
A 3.739.160
A 24 505 507
B 28. 252 052
BA 49 389,970
B 53.834.010
Al 26,703,092
CcAa 659 152
Mot rated 8.749.728
Total other 211,290,951
Total corporate obligations FB82,703.583
Bank loans
Mot rated 424 188.017
Total bank loans 424 188.017
Money market
Mot rated 294 T23.455
Total money market 294 F23.455
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Custodial Credit Risk for Investments

The custodial credit risk for investments is the risk that, in the event of the failure of the counterparty to a
transaction, ISBI will not be able to recover the value of investments or collateral securities that are in the
possession of counterparty. As of June 30, 2017, there were no investments that were uninsured and
unregistered, securities held by the counterparty or by its trust department or agent but not in ISBI's
name.

Interest Rate Risk

ISBI manages its exposure to fair value losses arising from interest rate risk by diversifying the debt
securities portfolio and maintaining the debt securities portfolio to an effective weighted duration between
80% and 120% of the benchmark index.

Duration is the measure of a debt investment’s exposure to fair value changes arising from changing
interest rates. It uses the present value of cash flows, weighted for those cash flows as a percentage of
the investment’s fair value. The effective duration measures the sensitivity of market price to parallel
shifts in the yield curve. As of June 30, 2017, ISBI benchmarked its debt security portfolio to Barclay’s
U.S. Universal Index. At June 30, 2017, the effective duration of the Barclay’'s U.S. Universal Index was
5.8 years. Below is the detail of the duration by investment type as of June 30, 2017:

Effective
Weighted
Investment Type Fair Value Duration
b Years
Government and agency
.5, government 2463 827,683 a.1
Federal agency TO3, 727 727 1.5
Municipal obligations 8,524 179 10.7
Foreign obligations 2569 928,956 54
Corporate obligations
Bank and finance 238,676,054 4.8
Industrial 332,736,578 56
Other 211,290,951 3.4

4.218.712.128

For ISBI bank loans portfolio the appropriate measure of interest rate risk is weighted average maturity.
Weighted average maturity is the average time it takes for securities in a portfolio to measure weighted in
proportion to the dollar amount that is invested in the portfolio. Weighted average maturity measures the
sensitivity of fixed-income portfolios to interest rate changes. At June 30, 2017, the weighted average
maturity of ISBI's bank loan portfolio was 5.2 years.

Foreign Currency Risk

The international portfolio is constructed on the principles of diversification, quality growth, and value.
Risk of loss arises from changes in currency exchange rates. International managers may also engage in
transactions to hedge currency at their discretion. Certain investments held in infrastructure funds trade in
a reported currency of Euro-based dollars valued at $55,800,598 as of June 30, 2017. The following table
presents the foreign currency risk by type of investment as of June 30, 2017:
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Foreign Equity

Securities and Foreign Foreign
Preferred Stock Obligations
! !
Australian Dollar 1652.888.417 —
Brazilian Real 961,571 —
Canadian Dollar 34 677,102 —
Czech Koruna 203,788 —
Danish Krone 42 485 717 —
English Pound Sterling 397,981,229 —
Euro Currency 734,164 621 —
Hong Kong Dollar 85,005,625 —
Japanese Yen 588,719,325 —
Mexican Peso 2,409,930 —
Mew Israeli Sheqgel 12,140,621 —
Mew Zealand Dollar 9,965 64T —
Morwegian Krone 18,989,567 —
Singapore Dollar 30,187 967 —
South African Rand 5,483 —_
South Korean Won 15,435,329 —
Swedish Krona 76,543,934 —
Swiss Franc 181,491,742 —
Thailand Baht 3.128.384 —
UAE Dirham 533,887 —
denominated in U.S. Dollars 119,254 046 259 928 956
2517 173,942 269,928,956
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Note 2. Deposits, Investments, Investment Risk, and Fair Value (Continued)

Securities Lending

ISBI participates in a securities lending program with Deutsche Bank AG, New York Branch who acts as
securities lending agent. Securities are loaned to brokers and, in return, ISBI receives cash and non-cash
collateral. All of the securities are eligible for the securities lending program. Collateral consists solely of
cash and government securities having a fair value equal to or exceeding 102% of the value of the loaned
securities (105% for non-U.S. securities). In the event of borrower default, Deutsche Bank AG, New York
Branch provides ISBI with counterparty default indemnification. Investments in the cash collateral account
represent securities that were distributed to ISBI in connection with the in-kind redemption of ISBI's
ownership in the State Street Bank and Trust Company Quality Funds for Short-Term Investment (Quality
D). Deutsche Bank is not responsible for any losses with regards to these legacy investments. This
arrangement subjects ISBI to credit risk as the credit quality of these investments may decline over time.
The credit risk on the legacy investments is the risk of a possible loss arising from the inability of
counterparty to meet its obligations. This loss could include the loss of principal, interest and/or
decreased expected cash flows in any of the investments held in ISBI's cash collateral account. In the
event counterparty defaults on its obligations, ISBI would need to credit the cash collateral account with
the amount of the default to make the account whole so that once loaned securities are returned, the
cash pledged by borrowers can be returned to them. As of June 30, 2017, there were outstanding loaned
securities having fair values of $120,598,587; against which collateral was received with a fair value of
$125,266,597. Collateral received at June 30, 2017 consisted of $8,649,676 in cash and $116,616,921 in
government securities for which ISBI does not have the ability to pledge or sell.

The cash collateral received is invested in a short-term instrument having a fair value of $8,649,676 as of
June 30, 2017. This investment pool had an average duration of 20.29 days as of June 30, 2017. Any
decrease in the fair value of invested cash collateral is recorded as unrealized losses and reported as a
component of the investment income/loss on the Statement of Changes in Net Position.

Derivative Securities

In fiscal year 2010, ISBI implemented GASB Statement No. 53 Accounting and Financial Reporting for
Derivative Instruments with respect to investments held in derivative securities. A derivative security is an
investment whose payoff depends upon the value of other assets such as commaodity prices, bond and
stock prices, or a market index. ISBI invests in derivative instruments including forward foreign currency
contracts, futures, rights and warrants. ISBI's derivatives are considered investment derivatives.

Foreign currency forward contracts (FX forwards) are used to protect against the currency risk in ISBI's
foreign equity portfolio. A foreign currency forward contract is an agreement to buy or sell a specific
amount of a foreign currency at a specified delivery or maturity date for an agreed-upon price.
Fluctuations in the market value of foreign currency forward contracts are marked to market on a daily
basis. These investments are reported at fair value in the investment section of the Statement of Net
Position. The gain or loss arising from the difference between the original contracts and the closing of
such contracts is recognized in the net increase/decrease in the fair value of investments in the
Statement of Changes in Net Position. In May 2011, ISBI removed language from the investment
management agreements allowing managers to hedge foreign currencies and/or to hedge equity
positions.
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ISBI investment managers use financial futures to replicate an underlying security they wish to hold (sell)
in the portfolio. In certain instances, it may be beneficial to own a futures contract rather than the
underlying security (arbitrage). Additionally, financial futures are used in the ISBI fixed income portfolio to
adjust portfolio strategy and overall portfolio duration. A financial futures contract is an agreement to buy
or sell a specific amount at a specified delivery or maturity date for an agreed-upon price. If the fair values
of the futures contract vary from the original contract price, a gain or loss is recognized and paid to or
received from the clearinghouse. The gain or loss is recognized in the net increase/decrease in the fair
value of investments in the Statement of Change in Net Position. Financial futures represent an off-
balance sheet obligation, as there are no balance sheet assets or liabilities associated with those
contracts. The cash or securities to meet these obligations are held in the investment portfolio.

ISBI investment managers use options in an attempt to add value to the portfolio (collect premiums) or
protect (hedge) a position in the portfolio. Financial options are an agreement that gives one party the
right, but not the obligation, to buy or sell a specific amount of an asset for a specified price, called the
strike price, on or before a specified expiration date. As a writer of financial options, ISBI receives a
premium at the outset of the agreement and bears the risk of an unfavorable change in the price of the
financial instrument underlying the option. All written financial options are recognized as a liability on
ISBI's financial statements. As a purchaser of financial options, ISBI pays a premium at the outset of the
agreement and the counterparty bears the risk of an unfavorable change in the price of the financial
instrument underlying the option. The gain or loss associated with options is recognized in the net
increase/decrease in the fair value of investments in the Statement of Changes in Net Position.

Rights and warrants allow ISBI investment managers to replicate an underlying security they wish to hold
(sell) in the portfolio. Rights and warrants provide the holder with the right, but not the obligation, to buy
or sell a company’s stock at a predetermined price. Rights usually expire after a few weeks and warrants
can expire from one to several years. Under certain circumstances, a type of warrant called Participatory
Notes (P-Notes) are used in the portfolio by ISBI investment managers that are not registered to trade in
domestic Indian Capital Markets. P-Notes are issued by Indian based brokerage firms against an
underlying Indian security permitting holders to get a share in the income from the security. These
investments are reported at fair value in the investment section of the Statement of Net Position within the
common stock and foreign equity classifications. The gain or loss associated with rights and warrants is
recognized in the net increase/decrease in the fair value of investments in the Statement of Changes in
Net Position.

The fair values of the forward contracts are estimated based on the present value of their estimated future
cash flows. Futures contracts are exchange traded instruments where the fair value is determined by the
equilibrium between the forces of supply and demand. The fair value of a right or warrant closely tracks
the intrinsic value of the underlying stock and can be determined either by formulaic methodology (most
commonly Black-Scholes) or intrinsic value methodology.
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The following table presents the investment derivative instruments aggregated by type that were held by
ISBI as of June 30, 2017:

Changes in Fair Walue Motional
Fair Value at Year End Amount
5 § Mumber of shares
FX forwards (10,156,028) (11.493,448) -
Futures - - 331
Rights/\Warrants 57.038 130,628 BRE BTE
(10,098,990} (11,362,920) 556,009

Rights and Warrants are included in the Common Stock and Equity Funds
line of the Statement of Met Position

The table below shows the futures positions held by ISBI as of June 30, 2017:

Mumber of Contract
Contracts Principal®
5
Equity futures purchased 331 35,782,930

Fixed income futures purchased - -
Fixed income futures sold - -

* Contract principal amounts shown represent the fair value of the
underlying assets the contracts control. Contract principal is
shown to present the volume of the transactions but does not
reflect the extent to which positions may offset one another.
These amounts do not represent the much smaller amounts
potentially subject to risk. Contract principal values also do not
represent actual values reported in the Statement of Net Position.

Derivative transactions involve, to varying degrees, credit risk and market risk. Credit risk is the possibility
that a loss may occur because a party to a transaction fails to perform according to terms. Derivatives
which are exchange traded are not subject to credit risk. No derivatives held are subject to custodial
credit risk. Market risk is the possibility that a change in interest (interest rate risk) or currency rates
(foreign currency risk) will cause the value of a financial instrument to decrease or become more costly to
settle. The market risk associated with derivatives, the prices of which are constantly fluctuating, is
regulated by imposing strict limits as to the types, amounts and degree of risk that investment managers
may undertake. These limits are approved by the Board of Trustees and management of ISBI and the
risk positions of the investment managers are reviewed on a periodic basis to monitor compliance with
the limits. As of June 30, 2017, ISBI held futures contracts whose underlying instruments were exposed
to interest risk but there were no GASB 53 reportable elements. The ISBI has not adopted a formal policy
specific to master netting arrangements.
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ISBI's derivative investments in foreign currency forward contracts are held with counterparties. ISBI’s
counterparties were not rated and fair value and net exposure as of June 30, 2017 for these contracts
were $94,698.

The following table presents the fair value of derivative investments exposed to foreign currency risk as of
June 30, 2017:

FX Forwards Rights

5 b

Argentine Peso 2.910
Australian Dollar - 21,382
Brazilian Real (7.598)
Canadian Dollar -
Chinese Yuan (10,649}
Danish Krone -
English Pound

Sterling - 806
Euro Currency (11.489,144) 85,529
Hong Kong Dallar - -
Israeli Shekel -
Japanese Yen 14,409

Malaysian Ringgit
Mexican Peso - -
Mew Israeli Shekel 28977
Mew Zealand Dollar - -
Morwegian Kraone -
Russian Ruble 14,323
Singapore Dallar -
South African Rand
Swedish Krona
Swiss Franc
Thailand Baht
Investments
denominated
in U5 Daollars (17.699) 19.834
(11,493 448) 130,628
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Note 3. Member Systems and Trust Fund Participation
lllinois Total
General State State Board of Investment Power lllinois State Board
Assembly Judges Employees’ Member Systems Agency of Investment *
Member Systems' Income and Expenses S $ 5 ) 5 $
Fiscal Year Ended June 30, 2017
Interest and dividends 1,125 949 21,394,262 397.018,361 419,538 572 889,703 420,428 275
et securities lending income 2152 46,246 903,750 952,148 1,994 954,142
et realized gain on investments 1,201,068 23.477.390 434,071,476 458,749,934 974,801 459724735
Met unrealized gain (loss) on investments 2,846,733 54.117.000 1.008,431,279 1,065,395,012 2,257 601 1,067.652,613
Administrative expenses (62.239) (1.556.941) (28.874 162) (30.515,342) (64.743) (30.580.085)
Net investment income 5093 663 97 475,957 1.811.550,704 1.914.120.324 4059 356 1,918.179.680
Member Systems’ Changes in Net Position
Fiscal Year Ended June 30, 2017
Met assets at beginning of period 42,604 441 785,176,162 14,741,054 632 15,568,835,235 32,833.290 15,601,668,525
Member systems' net contributions (withdrawals) (550,000) 17,000,000 (230.000,000) (213.550,000) - (213.550,000)
Met investment income 5093663 97.475.957 1.811.550.704 1.914.120.324 4.059.356 1.918.179.680
Net assets at end of period 47,148,104 899,652,119 16,322,605,336 17,269,405,559 36,892,646 17,306,298,205
The source of net assets of the member systems since inception at June 30, 2017, is as follows:
Member systems' net contributions (withdrawals) (91,850,878) (97.685,969) (2,192,826,846) (2,382,363,693) 23,090,344 (2,359.273,349)
Accumulated net investment income 138,998,982 997,338,088 18.615.432,182 19,651.769,262 13,802,302 19,665.571,554
Net position at fair value 47,148,104 899,652,119 16,322,605,336 17,269,405,559 36,892,646 17,306,298,205
* Combined column for the member systems is presented for information purposes only and does not indicate
that the assets of one system may be used for another system.
Member Systems Money Weighted Returns
Fiscal Year Ended June 30, 2017 12.3 124 124 nfa 12.4 12.3
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Note 4. Pensions

Plan Description

All ISBI employees participate in the State Employees’ Retirement System (SERS), which is a pension
trust fund in the State of lllinois reporting entity. The SERS is a single-employer, defined-benefit, public
employee retirement system (PERS) in which State employees participate, except those covered by the
State Universities, Teachers’, General Assembly, and Judges’ Retirement Systems. The financial
position and results of operations of the SERS for fiscal year 2016 are included in the State of Illinois’
Comprehensive Annual Financial Report (CAFR). The SERS also issues a separate CAFR that may be
obtained by writing to the SERS, 2101 South Veterans Parkway, P.O. Box 19255, Springdfield, IL 62794-
9255 or by calling 217/785-7444. The State of lllinois CAFR may be obtained by writing to the State
Comptroller’s Office, Financial Reporting Department, 325 West Adams Street, Springfield, IL 62704-
1858 or by calling 217/782-6000.

A summary of SERS’ benefit provisions, changes in benefit provisions, employee eligibility requirements
including eligibility for vesting, and the authority under which benefit provisions are established, are
included as an integral part of the SERS’ CAFR. Also included is a discussion of employer and employee
obligations to contribute, and the authority under which those obligations are established.

Funding Policy

ISBI pays employer retirement contributions based upon an actuarially determined percentage of payroll.
For fiscal year 2017, the employer contribution rate was 45.598%. ISBI contributions to SERS for fiscal
year 2017 were $536,162 and were equal to the required contribution.

Effective for pay periods beginning after December 31, 1991, the Board opted to pay the employee
portion of retirement for ISBI employees covered by the State Employees’ Retirement Systems.
Generally, this pickup of employee retirement was part of the budget process and was, in part, a
substitute for salary increases. In November 2010, the Board amended the policy to pay the employee
portion of retirement to only apply to current employees as of the date of the policy change. New
employees from that date forward must pay their own employee portion of retirement contributions. 1SBI
contributions to SERS for the employee portion for fiscal year 2017 were $28,460.

Member System Contributions and Withdrawals

Member systems’ contributions are comprised mostly of proceeds from bonds issued by the State of
lllinois. As required by Public Act 96-1497, the State of lllinois issued $3.7 billion of General Obligation
Bonds, Taxable Bond Series February 2011 on March 10, 2011 at an interest rate of 5.56%. The net
bond proceeds were allocated among the five state-funded retirement systems to reduce their actuarial
reserve deficiencies as provided in the Act. The State Employees’ Retirement System, General Assembly
Retirement System, and Judges’ Retirement System received an allocation of bond proceeds equal to
$745,546,496 on March 14, 2011. The monies were deposited into the Master Trust Account with the
lllinois State Board of Investment the same day. The monies were combined with ISBI’'s other
investments and invested in accordance with the asset allocation policy of ISBI during the year ended
June 30, 2011. The Judges’ Retirement System made contributions of $17,000,000 and the General
Assembly Retirement System made contributions of $2,000,000 in fiscal year 2017. Member systems’
withdrawals are determined by the member retirement systems based on the State’s funding, the
systems’ benefit payment needs and the ability for ISBI to liquidate available assets. The total
withdrawals for fiscal year 2017 were $232,550,000.
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Notes to Financial Statements

Note 4. Pensions (Continued)

Post-retirement Benefits

The State provides health, dental, and life insurance benefits for retirees and their dependents in a
program administered by the Department of Central Management Services. Substantially all State
employees become eligible for post-employment benefits if they eventually become annuitants of one of
the State sponsored pension plans. Health, dental and vision benefits include basic benefits for
annuitants under the State’s self-insurance plan and insurance contracts currently in force. Annuitants
may be required to contribute towards health, dental and vision benefits with the amount based on factors
such as date of retirement, years of credited service with the State, whether the annuitant is covered by
Medicare, and whether the annuitant has chosen a managed health care plan. Annuitants who retired
prior to January 1, 1998, and who are vested in the State Employees’ Retirement System, do not
contribute toward health, dental and vision benefits. For annuitants who retired on or after January 1,
1998, the annuitant’s contribution amount is reduced five percent for each year of credited service with
the State allowing those annuitants with twenty or more years of credited service to not have to contribute
towards health, dental and vision benefits. Annuitants also receive life insurance coverage equal to the
annual salary of the last day of employment until age 60, at which time the benefits become $5,000.

The total cost of the State’s portion of health, dental, vision and life insurance benefits of all members
including post-employment health, dental, vision and life insurance benefits, is recognized as an
expenditure by the State in the lllinois Comprehensive Annual Financial Report. The State finances the
cost on a pay-as-you-go basis. The total costs incurred for health, dental, vision and life insurance
benefits are not separated by department or component unit for annuitants and their dependents nor
active employees and their dependents.

A summary of post-employment benefit provisions, changes in benefit provisions, employee eligibility
requirements including eligibility for vesting, and the authority under which benefit provisions are
established are included as an integral part of the financial statements of the Department of Central
Management Services. A copy of the financial statements of the Department of Central Management
Services may be obtained by writing to the Department of Central Management Services, 715 Stratton
Building, 401 South Spring Street, Springfield, lllinois 62706-4100.

Note 5. New Governmental Accounting Standards

At this time, Management is not aware of any new accounting standards that will impact the financial
statement presentation for its year ended June 30, 2018.
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Independent Auditors’ Report on Internal Control Over Financial Reporting and on Compliance and
Other Matters Based on an Audit of Financial Statements Performed in Accordance With Government
Auditing Standards

The Honorable Frank J. Mautino
Auditor General of the State of lllinois
and

The Board of Trustees

Illinois State Board of Investment

As Special Assistant Auditors for the Auditor General of the State of lllinois, we have audited, in accordance
with the auditing standards generally accepted in the United States of America and the standards applicable to
financial audits contained in Government Auditing Standards, issued by the Comptroller General of the United
States, the financial statements of the lllinois State Board of Investment (ISBI) and its investment trust funds,
the Illinois State Board of Investment Member Systems and the lllinois Power Agency Trust Fund (the Trust
Funds) as of and for the year ended June 30, 2017, and the related notes to the financial statements, which
collectively comprise ISBI and the Trust Funds’ basic financial statements, and have issued our report thereon
dated January 16, 2018.

Internal Control Over Financial Reporting

In planning and performing our audit of the financial statements, we considered ISBI and the Trust Funds’
internal control over financial reporting (internal control) to determine the audit procedures that are appropriate
in the circumstances for the purpose of expressing our opinions on the financial statements, but not for the
purpose of expressing an opinion on the effectiveness of ISBI and the Trust Funds’ internal control.
Accordingly, we do not express an opinion on the effectiveness of ISBI and the Trust Funds’ internal control.

Our consideration of internal control was for the limited purpose described in the preceding paragraph and was
not designed to identify all deficiencies in internal control that might be material weaknesses or significant
deficiencies and therefore, material weaknesses or significant deficiencies may exist that have not been
identified. However, as described in the accompanying schedule of findings and responses, we identified a
deficiency in internal control that we consider to be a material weakness.

A deficiency in internal control exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent, or detect and correct,
misstatements on a timely basis. A material weakness is a deficiency, or a combination of deficiencies, in
internal control, such that there is a reasonable possibility that a material misstatement of the entity’s financial
statements will not be prevented, or detected and corrected on a timely basis. A significant deficiency is a
deficiency, or a combination of deficiencies, in internal control that is less severe than a material weakness, yet
important enough to merit attention by those charged with governance. We consider the deficiency described in
the accompanying schedule of findings and responses as item 2017-001 to be a material weakness.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether ISBI and the Trust Funds’ financial statements are
free from material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and material effect
on the determination of financial statement amounts. However, providing an opinion on compliance with those
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provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The results of
our tests disclosed no instances of noncompliance or other matters that are required to be reported under
Government Auditing Standards.

Example Entity’s Response to Findings

ISBI and the Trust Funds’ response to the findings identified in our audit is described in the accompanying
schedule of findings and responses. ISBI and the Trust Funds’ response was not subjected to the auditing
procedures applied in the audit of the financial statements and, accordingly, we express no opinion on the
response.

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of internal control and compliance and
the results of that testing, and not to provide an opinion on the effectiveness of the ISBI and the Trust Funds’
internal control or on compliance. This report is an integral part of an audit performed in accordance with
Government Auditing Standards in considering the ISBI and the Trust Funds’ internal control and compliance.
Accordingly, this communication is not suitable for any other purpose.

/s/IKPMG LLP

Chicago, Illinois
January 16, 2018
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ILLINOIS STATE BOARD OF INVESTMENT
(An Internal Investment Pool of the State of lllinois)

Schedule of Findings and Responses
Year Ended June 30, 2017

Current Findings - Government Auditing Standards

Finding 2017-001 — Inaccurate Financial Reporting

The lllinois State Board of Investment (ISBI) has not established adequate internal controls over the
financial reporting process.

During our audit of the financial statements as of and for the year ended June 30, 2017, we noted the
value reported for one real estate investment sampled in our testing ($13,837,421) was understated
by $5,894,255. Upon further review, we noted ISBI reported the cost basis of the investment instead
of its fair value ($19,731,676) at year end. The error (representing 42.6% of the recorded balance of
the investment) was not identified during ISBI's preparation of investment reconciliations or related
supervisory review procedures.

ISBI's real estate investments and total investments were $1,601,026,564 and $17,530,882,474,
respectively, as of June 30, 2017.

Generally accepted accounting principles require investments to be measured at fair value. An
investment is a security or other asset that (a) a government holds primarily for the purpose of income
or profit and (b) has a present service capacity based solely on its ability to generate cash or to be
sold to generate cash. Additionally, the Fiscal Control and Internal Auditing Act (30 ILCS 10/3001)
requires ISBI to establish and maintain a system or systems of internal fiscal and administrative
controls to ensure: (1) resources are utilized efficiently, effectively and in compliance with applicable
law; (2) obligations and costs are in compliance with applicable law; (3) funds, property and other
assets and resources are safeguarded against waste, loss, unauthorized use, and misappropriation;
(4) revenues, expenditures, and transfers of assets resources, or funds applicable to operations are
properly recorded and accounted for to permit the preparation of accounts and reliable financial and
statistical reports and to maintain accountability over the State's resources; and (5) funds held outside
the State Treasury are managed, used, and obtained in strict accordance with the terms of their
enabling authorities and that no unauthorized funds exist. Effective internal controls should include
procedures to accurately record investment values in ISBI’s accounting records to allow for the
preparation of accurate financial statements.

In discussing these conditions with ISBI management, they stated the error was the result of the
failure to perform a detailed review of the real estate investment’s audited financial statements and
footnotes.

Failure to accurately report investments may result in the misstatement of the financial statements.
(Finding Code No. 2017-001)

Recommendation:

We recommend ISBI review its internal control procedures and implement the changes necessary to
ensure investment accounts are accurately reported in its accounting records and in the financial
statements.
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ISBI's Response:

ISBI has reviewed its internal control procedures and has determined that this error is an isolated
instance. The error was related to a single alternative investment out of a total of 117 investments of
this type and resulted in an overall misstatement of 0.03% of Net Assets. Additional audit procedures
were applied subsequent to the identification of the initial misstatement, including a verification of
100% of the alternative investment values included in ISBI’s financial statements as of June 30, 2017.

Based on the additional audit procedures and isolated nature of the error, the existing internal control
procedures related to reporting of alternative investments, which include a comparison to values
independently determined and reported by our custodian, are generally adequate and result in
accurate financial reporting. However, in the future the controls will be enhanced to include a more
detailed review of the most recent audited financial statement for all alternative investments (including
all footnote disclosures) to ensure that an error of this nature is not repeated.
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