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Re: Transfer of Securities Purnrant lo tho Proposcd Appropriation of $4 
Billion of Pmancnt Fund Income to the Constitutional Budget 
l.bcuwY b i d  

Dear Mr. Wohiforth: 
- 4 .  

On behalf of the B o d  of TNskcs of Alrrka f crmamt Fund Corparatlon 
("APFC') you have requested our opinion on h x  q ~ i o a e  regding the tmmfar of 
sccuritiea fiom tfrc Alaska Ptrmonent Ftmd (the "Pcrmantnt Fund" or Ihe ''Fund'') to the 
Consiilutiod Budgcr Restwe Fund to implement a proposed 54 billion rpppddon 
of iacom ffom rhc Fund by the Oowmor md Legislature. 

Qusrtioa One: What i s  the proper definition of principal in the Pemmcnt Fund, 
and docs rhe plan to identify d t i c s  for kmsfir  described in the accompanying 
m e m o d a m  (the "Discussionn) in any way i n ~ l v e  the cxpcnditwu of principal which 
is prohibited by the Colrptlturion? 

hwa: Principal in the A(& Pamanat Fund is an amouut cquel to the 
amomta wntributed to the Fund by constitutional dedication, statutory dbdldon, d 
appropriation. Thc amount rcp~tnrlag the cxccrs of total assets, lees total Iirbilideo. 
over pinofpel M: ~Fbdittd to the &p rrsme account. Accordingly, tbe p b  to 
identie ~cur i t iu  for transfer Qce not involve the p h i b i t s d  acpcnditum of principal 
provided thei a1 the t h e  of tranath ths vahu of the securitia trPrrsfirrPd doer not 
exceed the amount thda credited to Lbe d g s  mame account in the Pennurent Fund 
aa determined unda generally accepted accounting principles. 

Quzstion Two: Is then anything in the Constitution or rhe enabling act that 
would oodlict with or prevent the plan dacribcd in the Discussion frwa being 
implemented ae presently conceived? 
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A n m :  No, provided that the proposed legislation described in the Dircurrion 
amcndu the etatute to dimt that the tarniags reserve account shall be detcdned 
pursuant to generally accepted accounting principles, snlcnds the net income provbion 
to clarify that it pcrains only to the computation of income availebk for didbution, 
and directs that the amount of principal remaining in the Pmanmt Fund be maintained 
inviolate. 

Question Three: What f;duclaty obligations am imposed upon the Board of 
Trustees of the AFPC ("Board") when they underfakc to identify spccific securities 
within the portfolio of the Psimrncnt Fund fir transfer? 

h w r :  Although not buacu of a tw kust, the Board will be subject to the 
duties ofjudgment and carc imposed by the prudent investor rule - hert *red by 
statute - whcncver they xlcct securities to sell end Anvest. The magnitude of thc 
proposcd trwaction may i m p  greater resulctions on their flexibility then would be 
imposed by the ordinary turnover oTa smallcr percenlagc of accuritieo within the 
pmfblio. l'hc proposed alternative nicthod of transferring an across ttk board 'kllcc" of 
thc fennurent Fund's asmu in the form ota  unit intcrcst in the commingled investment 
pwl would w c  thc existing diwrsification and asset ellocation. I h c j t  duty to 
incur only Msonable urpcnscs would appw to be well served by the propotcd in-kind 
crYufer. abscnt other conflicting comideradons. The Board's conaitutionnl dm to 
pmervc principal it not impaired, provided the legislation *uirlng the mmstir directs 
that principal is not to bc impaindby the tnneitr. The Board's liduciary dutier to the 
other enlitioa whose funds It administers arc csscnlially limited to those of an invcrtment 
manager - to follow the statutory p r u d c ~  invcstw rule and to account for the principal 
and incame In accordance with the governing stotutcs of each entity. 

In rendering lfils opinion and nopondinu to  our inquiries, we h v e  wnsidered 
such futa urd circumstances IU you, the Cornmiuioncr of Revenuc, tbe C M  Fimncial 
W~crr, nnd 0 t h  within thc staff of the APFC have madc available to us thut dtrcrlk 
the pcnding Icgislatlon, 8s well IU thc existing accounting methodologies udlbd by the 
Permanent Fund as dcocribed in a memorandum prcpared by the Chid  Financial O ~ c e r  
of the APFC. We havc also mlicd on discusdons with, and a memorandum describing, 
the Pcnnnncnt Fund's outuidc accountant KPMO's accoun(ing analysie of the pmporcd 
uanooction. Both memoranda arc attached to this letter. We have also conridend such 
law es we deemed eppropriak oad have rndc assumptions m staled in the W w s i o n .  
We havc relied primarily on sccandmy rourccu for kgislativc or wnslitutiond hhory 
materials due to thc apparent lack of orlglnal documcnts. Ow review of the bwks and 
records of thc APFC has been limited to the 1997 and 1998 Annual Reports. This 
opinion is based upon and subject to hosc ffacls and circurnstanccs supplied to us end 
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thc conviderations and assumptione reflected in the Discussion. Unless o ~ s c  
dcfincd herein, cilpitaliz~d terms shall have the meaning contained in h c  Dircursion, 

?%is opinion has bccn reviewed by the Office of thc Attcrmey Oeneral of the 
State of Aaska end it concurs in ow wnclusion~. This letter responds only to the 
spccittc qutalotls eked, and should not be wlid upon for opinions on issues that w c  
not opccifi mliy requested. This opinion is provided solely for Lht use of tho B o d  o f  
Tmskcs of AFPC and may be distributed, only as it shall dircci. 

Very tmiy yours, 
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Msswsion appears under the following hcsdiogs: 

I. Background ..................................................... ..........,...... ........ .. ................... 5 
1 ~odbr t iona l  Duty to Protect Principal ................... .. ........................... 5 

.............................................................. III. Chakter of ~ u u d  - Not a True Txust. ...... 6 
1V. Rslevlmt Fiduciuy Rintipla ............................................................................ 8 
v. Maidon of "Principal" ............................-................................... ...,.,,......... 10 

.......................................................................................... VI,' The M d n g  of Income I 3  
VII, Impact of a T d c r  on Principal ........,................................................................. 16 
VU1.Stafutc Inconeistent With GAAP .................................................................. .. ..... 17 
IX. Li~ited Piduciary Duties Analyzed .......................................................... , ............ 19 

A. P d e m c  in Investing ............................................................................. ,. ....... 19 
0. Duty b WZB Expensas ........... ,. ............................................................... 20 
C. Pidwhy Duty of Loyalty - to the Smc ...............................-............. , ..,.,... 20 
D, lnm6tmcats Managed on B M o f  Other Entities ............................................. 20 
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You have informed us tbat Governor Tony Knowles proposes rn lIpppXi8tt $4 
bilion h m  the income of the Alaska Pcmmcnt Ftllld (the "Pcnnensnt Fund" or 
Fund93, Alaska Comt. an. IX, 15, to the Constitutional B u d ~ d  Rcsave Fund Ahdm 
Const. an, M, 17. The she of the proposed transfer would nectsritatt taking amountr 
equivalent to both reatjzed and unrealized h o m e  from the camkg1 wmc account u 
it is determined undcr genexally accepted mcounting principles. Moreover, tht etrrrl  
sale of recudtics in order to ru l i ze  up to $4 billion in cssh proceeds to truufir d d  
entail luge haruactlon costs. Accotd'ingly, it h a  been proposed that in- of the 
famanent Fand not be sold in o n l a  to realize income, but that specific securities 
equivalent in valuc up to thc amorrzrl of incame appmprieted bc i d a t i f i d  a d  
-sf& in kind to the Constitutional Budgct Reserve Fund. Under thae 
c h s t a n u s ,  questions haw arb as to whether the existing constitutiond and 
statutory fnunmtk would pcnnit such an in-kind transfer. 

In auticipation of a ireat wave of mvcnue from Alaska's oil murccs and with a 
hidorid  rrcognftion of the boom and bust nature of n a n d  msourcc exploita$oa tbr 
Constitution oft& State of Mosb was mended by public nfbrdndum in 1976 to 
dedicate a portion of the State's t~atural rwurcc revenues to the A&ka Purnmsnt 
Fund. That same condtulionnl mandate q u i r d  thal the principal of the fund 'Wl ba 
used d y  for incomc-producing inwsrtnurts specifid ty designated by law 1~ eljejble 
for pcnoaasnt b d  investments." Alaska Const. art. IX, 15. Howva, "[a]11 income 
from the permanent fund shall bc deposited In the general fund lmlus otherwise 
provided by law!' Id. ?his sedion fras bean Interpreted to safeguard the pn'nclppl o f  thc 
had by moving i t  From the powr of lcgislatlvc appropriation. Wdliamn v. Zobcl, 619 
P.2d 448,453 (Alaska 1980) CWt amstitutional provision cstabU~hhq the f h d  p&cca 
the principal of the fuad beyond the Ltgislaturc's appropriation power, which cm be 
txtn?lsaI only over earninge ddved h m  tix fivld"), rev 'don dwererr! g r d ,  457 
U.S. 5s (1982). 

Th conrtitutionrl end legiolativt hirtory arc nplete with dismnionr of tbc 
m e d q  end intent of a " p ~ r w m "  h d .  The conscnsua appears to have ban thar tht 
principd oould neva bc touciad, but was to be investad in puplrmlty. As dt, 
moneys dedicated or appropriated to the Pennrncnt Fund cannot bc withdrawn Sce 
Htlgath & Bibb, The Alaska Paxnaanent Fund, Legislative History I n i d  and Operations 
(Alauke Stota Seturtc. January 1986) ar 30-33. 
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III. . Charader of Fund -Not a Tme Trust. 

& a predicate to our analysis, the legal status and character of the Parmaneat 
Fund mrut bc estclbBshcd. Upon analysis, we conclude that tbe P a n u n a t  Fund doe6 
not have the fundamental cfiaracteristics of a m e  private or public h s t  Amd. 

Pitot, the Constinttion does not a c t d y  create a trust, RBther, the enumerated 
statc m u a  are placed in a dedicated f h d  called a permanent fund. ?hie 
constitutional provision is an axprcas exccgtion lo another constitutional provbion 
a d  p d M u  the dedication of state proceeds "to any special purpose, except as 
providd in section 15 of lhia article [the Pcrmancnt Frmd)". Alaska Corn. art. IX, $7. 
h d  indeed, no spccific M s t  purposes nre mumerated e t h e r .  all income is to be 
deposited hto the s h k ' s  general fund to be expended as the legislature sees fit. Abrke 
Cond. ah lX, 15. 

Monowr, simply calling the Board 'hstees" docs not create a "It Loot 
enough, however, that a statue putports to create a trust: A statc cannot mngbdly 
transform ordinary agents, contractom, or sellers into iiduciaricr by the simple 
incantgtion of the-te&s "&t"or "fidkiary." Sce In re Khai ~ r & ,  15 1 ~ . j d  339.342 
(5' Cir. 1998). 

In t!de case, the tmtces an not designated as mutees of a trust b d  but ratbn 
constitute the Board of a public waporrtlon c m d  under a statutory cfi.rta, AS 
37.13.040. and rcquircd by the Constitution to bc closely tied to rhe executive h c h .  
See Alaska Const. art. 1LI. 922. Indead. the &ka Anorncy General hm f h q u d y  
issued legal opinions that the APFC is a state agency, and that its B o d  ofl'iwrs end 
employ- rrr subject to the same l a w  and immunity tu other state ofRcIals. &a. cg., 
1982 Op. (Inf.) Atty . Gen. Alaska, Pile No. 366-269-83 (Da. 2.1983). 

Despite the obligation to take care when handling the Fund's inv- in 
ordse to prarem the safety of &!a1 au wtll as pmduca income. ~~'37.13.120, "dl 
income" fiom the Fund is  spacifidy made subjcct to dispo~ition "by iaw," a d  hawe 
i s  subject 40 appropriation by the kgi s lam.  

In this instance, the Constitution nundata that tho hrad prodme hame not for 
benoficiarlu of the Fund but for the "geneml fhd" of the State of Alaska ar for such 
other purposes as the Legislawe ahdl direct. Thus, unlike a mst, the Board doea a61 
manage fund uta for baricfician'cp, prwcnt and future. Rmher, it i n m a p  the Fund to 
gemate iaeoms foe distribution aa the Lgislaaut, not the Baard, d W .  Bccar~b the 
disposition of fncomc Is subject to the control of the LegIsl.turr, which may choose to 
citbn d*buk it (favoring cumnt rr;cipicnta) or add it to principal for minwstmdnt 
(fawring future generations), the balance between the intcrcsts of camat end'- 
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generations is determined by the Legislature, not fhe Board. Becausc the detaminadon 
of the distribution of income is constitutionally mmed to the LegioIaturc, the Auks 
Pamutat  Fund, at least with regard to the disposition of income, is more properly 
characterid as an investment Ibd r a k  than a classical trust fund. 

Consequently, the ''trustees" of the Pmmancnt Fund do not have the cuetornmy 
trustee's obllgaione to balance thc inwstmcnts of the mst so as to avoid ovargencration 
of income for current beneficidea at the cxpcnae of fmurc bcadciaries. The tnrrtees 
of a c l m d d  tnur would be required to invast and distribute income in ruch a umma as 
to Wancc the n d s  of present and fume btnefIcla&s. Ske Resratemmt @con4 qf 
T w  183 cmt. a (duty to deal impartially with thc beneficiaries of a bum whether thcy 
are cndded to thcir interests "simultaneously or srrccessively") and f232 (duty to the 
succcsdve kmficieuits to act Wth due r c g d  to thdr respective intawt~"); 3A 
Fratcher, Soot1 on Trust8 (4'h ed. 1998) 42.2 at 5-7. 

Because tho Constitution laves the didbution of b m c  to subscquan 
direction by law, the Fund diffm h m  a ttw hut that creat~ a c h s  or claues of 
beneficiarieg 4 th  a legally dimeable cntitlcment to income. If a tmc tmat with regard 

' 
"' 

10 income had been created in a legal sense, 18 ascertsinabk bcneficiasics (8 w c a m y  
wmpo-t of my trust, see Revl~ tamot  (~rcond) of ~mrs  1 12 ( I  959 j ~'=k 
Beneficiary Necessary")) would have a~forccable legal righb against the U m d  a 
legd cntitiemmt to their dividends. However, both Alaska and Maral coauta ham 
rejected any such notion of absolute cntitlunmt In Euon Coip. v. Hdnzc, 792 P. 
Supp. 7'2,75 @. Alaska 1992), the court stated that "The right to a dividend h a matter 
of legislative grace, not entitlement" The Court obsnvcd that no indidburl owns an 
intenst, or haJ a cause of action to pmtecr his cxpancy regardin8 firturc dividand.. 
See also Underwood v. State, 881 P.2d 322,327 & n.7 (Alaska 1994) (no A l r d w  hu a 
~ c s t t d  right to a dividend, which is a mature of the Legislature and cen be abolished at 
wy time); Bani. v. Unitrd Stntcs, 635 P. Supt  481,491 (D. Alaska 1986). &dad 
nom. Oricscn v. United States, 83 1 F.2d 916 (9 Cir. 1987), cerr. d c n l d  485 U.S. 1006 
(1988) ('The pcople do not 'own' the natural resources nor tba pro& h n  the samt 
nor the Alaska Pennrnsnl Fund. . . . . In adopt* lheir constltutio~ chc pcopk of the 
Stat of Alaska have vcry clearly constitulcd the State an owner of the nrtural rc&nuca 
which give riw to the Aurd [Permanent Fund) in qutation."); Stak v. Anthorgl, 810 P.2d 
155,158 (Abka 1991). lndted, thc IRS has ruled h a t  currcnt dirtri-, 1 c, 
dividend payments, an not disuibutio~ of Permanent Fund income, but aQm arc 
dirtnV'b\rtiotu, of Statc funds. Rev. Rul. 90-56,1990-2 C.B. 103 (1990). 

~iktwise, there is no class of fmS;nder bmficiarict who uldmaialy would 
rectivo the principal of the trust. In conbast, under a privrte trim, "[a]lmost every 
tnutet finds that the ttust tern requtn: him to pay or apply income to or fix u 
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temporary bmeflciary, and to distribute principal to one or m o ~ t  benefloiarids *or fo or 
upn ttrmfwion of the trust" 0. Bogat, Trusts and Twtccs, (rcv. 2d ad.) C)r. 39, 
9816, at p. 339. The constitutional h ' i r y  pIainly indicates that tbs Ptrmonsnt Fund 
was to be exactly that -permanefir. 'Wnlb most uusts, Iht principal may wt k 
reached whatever. eithcr now or in the future. No one has a future ri&t Q &dud.". 
~ e l ~ t h  &kith, ibe Alaska Pmnanent Fmd: Legislative History, &tcnt,;ad ' 

OperatimoM (Alaska Slate Scnate. January 1986), at 32 (quoting Slate of Alaska 
Department of Law Lctttr to Representative C h k  Grucning (~ug.. 31,1977)). 

Thew facts, which distinguish the Pczmanom Fund fiom a tnw trust, arc 
r e i n f o d  whtn considering othw public crusts, each of  which imposes duticr on tht 
trustees not only to manage the fund, but also to distribute the income to qmdfltd 
claeeu of beneficiaries. The state btatutcj reflect that the Alaska Legislature haa either 
establi&od or has inherited from Congress ledslativc authority over kgd tnut fuab in 
other wnttxta. See, cg., Public Schwl TNst Fund, AS 37.14.1 10-37.14.170; Alaska 
Childm'~ T m  AS 37.14.200-37.14.270; M d  H d t h  TI US^, AS 37.14.001- 
37.14.099. Whcn it was intended that such state funds have a more tnditional txust 
character, they were designated trust funds witb duties to identifiable bendcldcs. Par 
example, the enabling act for the Mental Health Tmt speciff es thot the tnut bra 
beneficiaries, and charges the l n n t e ~  with dutic~ towards the bencficMos. AS 
37.14.Mn(b). 

We conclude thenfore thbt the PeJaanent Fund is an i n v m  fud, not a true 
hut h d . '  Indead, to a great extant it is sul ganurb. and not readily sutoeptlble to 
analogio or traditional concepts. Cornpure ~edt t ie  v. United States, 635 F. Supp. 481 
(D. Al& 1986). offd rub nont. Griwtn V. United Stata, 83 1 F2d 91 6 (9th Ck. 1987). 
nrr. d a d 4  485 U.S. 1006 (1988y 

' Wo nota that in 1997 tho Goruament Aooauntinu Slandudr B o d  clreulaaod ul 
Exporum Dnh o f  'Buie Fitmcfol Smtmarte --and Msnag.mcnt's mrcusrion and Aartyvir - for State md L d  Govemmmts", which m l d  q u i r t  reportins from d u l  ~ w s  at 
both tho mdty-wid* perspective md a the fund pmpcctivc. These financial -# 
standuds would &fine s now type of fund, Pennment Funds. Those hndt would ~ ~ W l r t  of 
csrl~in fhrds previousiy clmrified aa Nonatpendablo Trust Fundu. This category would k 
included in th proprlcwty fund uccgory, although such Pumculcnt F unb ~(dtentod at the l\md 
penpsotiva level would be presented in the entity-wide financial IatcmmQ a8 fowmmcld  
activities. Tho Pmancnt Futrd category would Inelude funds that am legally nobktd to dw 
axtent thr only earnings and no( principal may bu usad for p u p t s  that support the fa pat in^ 
gwtmmeat's p g m  (1,e.. for tfic bsnefli o f l e  public). 
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Despito the foregoing, tmst law iru  mmo rclevnnce to interprtthg the at.trtdor)r 
and & ~ i o n a l  obligations of the Permanent Fund. The Legislature has impoad 
certain statutory fiduciary obligations upon the Fund that are tooted in M law. Sm 
Rutrrtement (Second) of Trusts 92, a t ,  b (1959)C'Fiduciq Relation") (Wng tbc 
duty of a fiduciary to ect for the benefit of another "within ihc scope of ths muon"); 
SEC v. Chcncry Corp., 3 18 U.S. 80,85-86,63 S Ct. 454,458,87 L. Ed. 626,632 (1942) 
( opinion of Fmddimur, I.) (To say that a m is a fiduciary only &gins analye it 
giva direction to further inquiry. To whom is  he a fiduciary? What obllgatione does he 
owe rr a fiduciary? In what mspest haJ he failed to discharge these obligationrr? And 
what am tho c o r r ~ c q u ~  of hh deviation from duly?"); A. Scott, "Tbc FIduchy 
Principle," 37 Calif. L Rev. 541 (1 949) ("Some fiduciary relatiomhips axe undoubtedly 
more io- than othcrs. The water the hdcpcndcnt authority to be e ~ ~ & o d  by the 
fiduciary, the grater tbe scope of his fiduciary duty.") 

In me instsncc, thc Board's fiduciary dutiu art pmvided by sta!ute, which 
specifically Imposes the prudent invcstor rule on the B o d ,  admonishing it to . 

0 "e& the judgment and case under the circumstances tbcn pmvailing tbd m 
i n s t i ~ i o d  investor ofordinary prudence, discdon., Bad intelligence exercises in the . . 
mrnsgcmont of large investmenb tnttudcd to it not in regard to specdatian but in 
regard to thc pcnnanent dispo~itian of funds, considering the probable safbty of capitd 
p(1WcI1 an probmble income." AS 37.13.120. 

Hem, the fiduciary duty of the Board i s  limited to p ~ s e ~ a t f o n  of p h i p a l  d 
money management; the Govemor and Legislature are In charge of dirtribution of 
income. ThIe Board is obligated to manage thc investments of the principml by the 
prudent investor mlc, a d e  W t i o n d y  applicable to tmu. It is chaugcd with a 
paramount duty to preserve principal, again n fhdamend trust law concept. 

We bclleve that in analyzing the qutaions presented hem, a Court wlould look to 
the plain language of the Constitution Pnd Implementing legislation, their purpose d 
int~nt, the declsiond law of the state, ad to the past practice of the respoMfble 
edministra;tive agcncics. Set 0. Bogut Tnuts and Trusttea, (rev. 2d d) 5816 at p. 340 
("the b a t  criterion for making dccisions [as to what i s  principal] is tht practical 
matrntnt of the topic by ths courts or legkiaturrs.") And saconduily, wimn faced with 
the duty to httrprat the applicable provisions of law abccd controlling datatory or 
mrtinrtional guidance, the A k k r  COWS also will look to basic tnrst law principles for 

I enslogier to guide rheir dings. 

A fundamental rule of but  law is that a fm tec  &as wch p o w 6  oe ere 
specifically confurrd by the t sm of the mud. The txprculon "terms of thc m" i s  
hen used in h e  brvad unse, Rastateltunf (Sam@ of Trmts 1 86, aad ffeqwntly 
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includes &dory tcrw such u the prudent i n w t a  rule. A basic rule of tnwt 
construction i s  that the courts will interpret the trust documents in such a way as to 
implanoat the intent of thc creator of the buel. Similarly, whcn the c o w  come to 
interpret a d  q p l y  Itghlation, they constnu legislation in accotd with the lcgirktivc 
plpposa. By either st.ndud, the primary focus will bc to determine wfret vvat intmdcd. 
The ¶ t a w  and constitutional provisions -- the "tenns of tbe trust" - will govern 
ow gerreral default rules of tnut law, which will be applied only whav the t a m s  m 
silent. With these distinctions in mind. we turn to the rclcvant sections of ths Aladca 
Constitution and the Aladca s l a ~ c d ,  

V. h¶bCtlou of "Printipat" 

'fbe etarting point for a ddnitloo of principal is  the fundamurtal disthcti&r 
bctwan principal and income. Tntrt law divides tbt assets of a tNBt between the 
munrally qcluaive catcgorics of principal a d  income. Black's Law Dictiosmry (5tb od. 
1979) defines ''principaln as "prop&ty as opposed to income. The term is o h  used to 
designate rhc corpu of a mst." The Revised Uniform Principal and Income Act 
(WPM"), ,ch Alaska heJ adopttd forprivafe (rusts, defines principal as: '"The . .. 
property that has been set aside by the owner or thc person legally empowmd so tbat it 
is held in trust eventual ty to bc dciivacd to a r e d d t r m a n  while the mtrPn or w of 
the principal is  in the meantime taken or accumulated for an income ~ d u y . "  AS 
1338,02O(b). By contrast, in- i s  &hd as: "The return in monoy or p.troperty 
derived from the uac of principal. including . . . ." AS 13 3 8.020 (a). Even in private 
buts, however, the t u m o  of the trust may muride the classic treatment of principal and 
intcren by q d f i c  d i d o n .  AS 13.38.020(a); see Reslarement (Scco@ of h;.~ 
34232-233. 

Neither the Alaska Constitution, the statutes, nor the decided casco amouna a 
comprrhensive defiaition of the "principal" of the f esmancnt Fun4 dthaugf! thsy 
prescribe that certain amounts bo dedicated or allocated to the Fund's pridprl. fhs 
statutu hum dcfiaed "'income" in diffcrcat wby~ at various times which pmviQ sd' 
guidance beca\rst what is incomc is aot principd and whet is not primapal mutt k 
income, For the nosons stated Mow, we belicva that a cohcrent d e W o n  of principrl 
nevcrdulaon may be dcrived fbm the Alsska Consritution end statutes. whlch is 
supp ied  by d o g y  fiom tnut Law. 

The d d b r s  of thc Codnra'onal c l a w  that established ihe Pommnant Fund h d  
an ovuridLng concern with h e  ptesmation af principal for tfrc production of i a a ~ ~  firr 
fiturn generatiom. Sss Fnc Conf. Comrn. Rept. fix SB 161. p.1 (May 4,1979). 'Ihtr 
duty w a  lacogniaed by Lht Legielam whcn it aurttd provisions to idlation-prooftha 
pdndpal of the h d ,  and i3 ~ecognizcd by tfic Trustas themselves in mPrrPghrs thstr 
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investments. Ahda  Pen~l~ent Fund Corporation, 1997 A n n 4  Report, p. 1. 
Cledcally, the principal of a trust, or its "corpus," is Lhe amount set aside to Arnd tbe 
tnut when it h first cnaltd or "settled." Extending tbie principle to the P- Fund, 
the principal of the Fund dearly includes the amounts consli~tioaplly dedicated to the 
Fund, th.t ir, at lead twulty-five percent of? 

lninad ItwmlaL, 
royalties, 
to& sale proceeds, and 
fcdcral mineral rcvenue sharing payments and bonuses. 

Alaska Conxt. rR lX, IS. 

In addition, such edditional W s  as the Legislature bas d i ~ d  to tbe Fund deo 
wdbtc its principul. By statute, the Leelaturt has i a c r d  the condtutiandty 
dcdicetod mounts from certain h o d  leases to fifty percent of the cnmmatal 
revenues. AS 37.10.0 10. The Lcgislntrtre dm has enacted pror iah  further dadiadng 
emountt firt inflation-p~odfing p u a n t  to the statute, AS 37.13.145 (c), and 
uansfiniPg certlcmcnt eeminga to principal, AS 37.1 3.145(d). And from d m  to timc, 
the Lrgislazurc baa appmprialed additional amounts specifically to prinoipd. S u  AS 
37.13.010(11)(3). See, e.p.. 1983 Op. Atty. Gen. Alaska No. 234 (Sept. 23,1983) 
(dixucrJCng inflation proofing - d e c t s  consistent legislative view that priadpal is 
limited m monlhly deposiu of thwe enumerated revenues plue specific qpropriatians tu 
principal). 

Thb dcflnition of prindpal is cooaiabtnt alee with Lha cow concepts of txwt law. 
Thc principl of a private trust would be the amount that the sattltr of a trust 8ct dde 
for the fLm. 

In a private trust. however, some portion of canings also would be h t e d  to 
principal absent specific direction fiom the nurt document For axemple, the 
Rgtatmcnt of T w h  and the U n i f m  Act provide defmitions of how prom, gains, 
dlvidtnds Pnd interest &ould be allocated trctwccn principal urd Incame. By 
Implldon, h e  authorities pmcribe what i n m e n t s  of profit 60m inwmeata &all 
be added to priadpal. For example, u&sc o t h d s e  pmvided by thc tans of a p h t e  
bwt, did capital gains d d  be added back to tha princid of the mrst 'Ihir 
allocation i s  necessary in the private mst context because of the need to U.nu the 
iatarssts of  p m n t  and reminder btaciiciarics. 

The govtrning law for the Ponmmd Fwd, howcver, docs not look to privatb 
trust law principles for guidat~ce, but ratha estnblirha a di& trcrtmtnt vine, 
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whether d i z e d  or unrealized.' Fitst, under the Constitution, all i n m e  f b m  the 
Pemantnt Fund i s  dinctbd to the gcncml fimd of Alaska and is not added &rack to 
principal unless the kgislature directs otherwise. Alaska Coast ert. IX 13. Iadcod. the 
Comtitutlm expressly d i d  that principal be used "only for income-pmddng 
ifiwrtments", Alaska Const. AR JX, 15: it doce not require that any portion of it be 
used fbr principal-producing investments. Thc Icgislalivc history of the wnsdCutid 
Pcrmm+nt Fund provision indicates that the legislative idat behind the constitutid 
mandate dtpodting all incomo into the gcncral h d  was to give '%turc IegIslaum the 
maximum flexibility in using the fund's earnings-ranging from adding to fund 
principal to paying out a dividend., . !' Joint Comm. Rept. on HJR 39, 1976 House 
lounral, p, 635. 

The birtory of legislativs dirrction and control over gains and 10ssa i(lRhei 
supports tbe conclusion that they are allocable to income. 'fie statutory &erne doeg 
not rely on traditional tnrst definitions of imorn or principal, but rather f o c w  on 
w h e t k  a pytiwlar infiaw of money is to be considered "nat income rmda gtndly 
mxcptcd a b c o d g  principlts. AS 37.13.140. Thus under the Iltbtut~, a cqitd gain of . 
the Pennanant Pund is allocated to incomc, not to principal. AS 37.13.140. 
Conseqwndy, the Lcgislam's definitions of income reinforce thc conclurion that 
p h i p a l  m e &  exclusIvcly of the conslitutionelly and sWutody-mrod.fsd nunr plus 
additional ltgblarlvc appropriotiont. 

A related question is w41cthtr principal of ff IC f cnnanent Fund consists of an 
identified, specif i~  set of assets. We belim not. The sums tzt aside hr the Permanent 

a We believe a court would ncognim &at when the Lcgirlmturc Jntsadd to imrpomk 
~paific provisions of private trust law, it chase pracirt lmguag~ to do w. for axample, other 
stab trurt funds have pmvuio~  thnt require that reolited r~venua, dependhe on theb cimmeter 
as grin& losm, intmrt or dividends, ua allouted to either pdnapal, which must k p-d, 
or i n m o  whkh may be expcndd by the legirhbrn for my public purpo91. To Illuc¶mbt dn 
enabling mt for tho Mato1 Heahh Tmclexprmuty provides that princlQll and incwna .n n, bc 
demmined aceording to thc guidelines appllcablc to private trusts. AS 37.14.031(d), dtfng AS 
13.38 (the R e v i d  Uniform Principal and Income Act). The governing statute8 tot tho Public 
School Tnnt fund, thc Alaska Children's Trust. and the Alaska Hailqe Endommcl: Fund all 
e-1s pmvlda that (1) Income docs not include cepitd gains or 1-w d i a d  rn pddpl,  
d (2) oopitsl gains or losses m a l i d  on the principal shall be r a t a i d  in tha rarpcctlvs mut 
funds perpo~mlly for inrcrtmrnt u additions to principal. AS 37.14. I lO(eXPublic School Twt 
Pund): AS 37.1424qa) (Alaska Chlldm's Tmut); AS 37.14.J30(aXAInrkn Haftqo 
E n d m m t  Fund). In contrasf h e  Permanent Pund enabling act, as amended by tho bglskum, 
dcfinw net Income to includc all r a t i d  fewma (rcpdlcss of its chanekr m pin, dtvidend or 
intorest), end cxcludcs only unrealhd g b  or losses. AS 37.13.140. 
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Fund am caih menuts fiom identified r r s o w  and activities, which arc investd in 
income-producing investments. This is not like a public iand tnu~ for example, whore 
the principnl consists of specifically identifiable or tangible asseu. Cash, by definitioq 
is hgible- one dollar has no diffaent character than my other dollar. 'Ilia 
Pennabent Fund principal carmot be traced to specific in-ents w e  Md apad 
from the ~ n v ~ e n t s  rcpteserrtiry *invested earnings, Thus pMc1pal is an -gate 
amount. tonsieting of the sum of all codtutional dedications, statutory ?masks fiwn 
income, and legislativu appropriations. So long w tfia f maumt Fund racards ad 
separately accounts for these sums, the amount of principal has becn idendfied. 
Howevq principal is not specifically identified to particular mscts. 

VI. The Munlng of Income 

To kwer the que~tion of whether a d  when m inwion of principal oodd 
occur, we must consider rhe ddraftion of income. fhe first statutory dcflnitlon of 
income v m  found in eection 37.13.140 (Yncome") and its companion pdsion, d o n  
37.13.130 ("Gains and Lo~Ms"). hcome wm then defined a ''In- reasid in a 
year." Under scction 37.13.130, the net gains from lhe a l e  of sectmitias mrc to k -.. 
added to principal, which' wtu intmded to help ofRtt thc e f f d  of S t i o n .  Frtc Canf. 
Comm. Rspt. for SB 16 1,  p 2  (Mny 4, 1979)? It also provided that an amount equal to 
nct Iowa ffom such salts should bt deducted fiom income and added to principal, 
which was intended to protect the principal fiom meion. Id No specific legisladve 
direction of tuch net gains to pdncipal would have been n- or posdbls if  no^ 
gains wort not otherwise included in income, and hence subject to legislative cwtrol. 

S d o n  37.13.130 was ~epcaled in 1982. At tbat time, section 37.13.140 wao 
amended. Although the Section is titltdUJnt~me," it bedm by discussing "Net 
Inwmc." It docs not define net income but directs that it k computcd ennually "in 
accordance with cnedly accepted accounting principlm, txcludhg any unrealiad 
gains or loucr.JScction 37.13.145, tlt1td "Dirporition aflammt," dm dou not 
define intome dkctly, but rather pmvidcs thal "Income &om the fimd &all be 
deposited by the corporation into ths [earnings t c s m ]  account as soan as it  i s  
wived." 

ThC Imguap raflocrs the Pmnanent Fund's statutory Icrveuhnaat Ilmlcrllons. At tho 
time, the B o d  Isokcd the power to invest in aquhier; the securities In quwtion pmum.b!y 
would & bonds and d~tr intenst baving investmonte such as rnortpges. 

' A irbr an~endmcnt clarified hot I n m a  from tho m i n g c  te~nc eooount ir also 
included within income. 1992 SLA Ch. 134.9 19. 
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SeotIon 37.13.140 referroces generally accepted accounting ~r inc i~ lb  for the 
dettjminatioa of net income. ~t the time section 37.13.140 was first adopted, g e a d l y  
a w e d  aocounthg principles did not xecognize unrealized gains or lo~str in inannc. 
In 1997, the Governmental AccoMting Standarb Board COASB") adapted Stntmmt 
No. 3 1 (WAS3 3 I"). That standard requires that unrealized gains (or ~MUW) be taken 
hlo w u n t  ln determining net income. Consimnt with the adoption of OASB 31, the 
Permanent Fund for r6ptfIngpwposu now pdodically marks lo m d d  its investmat 
portfolio and raflccts unealizcd gains md losses in its stfltantnt of ravcn~d aad 
ucp-. , 

The statutory xfercnce to the definition of net income provided by genedly 
accepted acmunting principles. in turn, poses several inrerpmth issues. Fhl, is there 
a differwca bcfwacn income and net immc Ibr statutory puipo~ts? Sec~ad, giwa the 
change over'time in ~enerally accepted accounting principles ("OAAP"), ha the 
dahrtory language become krtcmally incumistent or can it be reconciled with GAAP7 

Is there a viebk distinction betwaa "income" and "net intome*' Ibr pnpoaea of 
seaion 37.13.140 or section 37.13.145 or both? S t d a r d  accounting cuct. raoognia: tka 
conceprs of g t ~ $ s  and net income; income, however, can be one or the other d d  
upon tbo context. Gms inoomq howeyer, ie income Mrt a p n o c s ,  Le. is squinkD1 
to gross nvenrrts. Net incomc. in tum, is defiaed to be what ie  generally mnwived of 
as pmfit. Onc 3tandard accounting text dcfimj net income as 7hc nst incrc~lee in wt 
r a s e  ( m e n *  equity) of the firm, assuming no new capital cantributioru by thc 
ownm or dividmd distributiom by the business." Williarm, Stanga, Holder, 
Intcmedatc Accounting(l984). Thus, net income as typically undetstood for 
accounting purposes is consiaent with tbc broadn GASB 3 1 definition dtho@ no 
consistent with the dehitlon of section 37.1 3.140. ? 

One mA@t argue hat a distinction bdwecn income and net income 4s wptd 
by tha difhcnce between the title of section 37.13.140 - 7ncme" - .nd the u# of 
the tam "net income" m the statutory lenguage itself. We do not bclieva 8 court w u l d  
fivor his view. A common principle of statutory and contract intxrprctUlaa is to 
d i smgd section tltlw, Suthedand Stet. Const. 947.14 (5th ed. 1992 & 1998 Supp.). 
The only refertncc within section 37.1 3.140 to 'Sncome" other than "net mcomc" & ths 
knn "incomc available for distribution," dtfined as a percentage of net b ! n e  fot the 
last fiw fiscal years. This usage of "income" is not inconsistent with the usage of "net 
income** In that section, 

AlUloqh it could also be mgucd that the statute ado* thC dettnnhdon of net 
incomc & gcncrrlly accepted rt~unting principles, this incoxporetad &dm 
must be read as modified by the plain text of d o n  37.13.140, whlcb dwp88ly 
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excludes h m  ntt income u d i z e d  gains and losses. The available Itgiilotivla history 
I 

suggests durt the Legislature made a conscious decision to reject inclusion of d i d  . 

g a h  and l&sts In the detmiaation of net income for dividend Marrover, 
this teadiw of "net income" is coasistant wirh the usc of "income" in section 
37.13,14S(a) - ''income" appesrs to be limited to that whleh 
soon as it is received," Le.. cash or realized h a m e .  Finally, 
Lcgislahilr could allow a nongovcmmeatal party ("GASBn) t h t ' ~ o n  to decide in 
the fitw whet i s  net inwmc for purposcs of calculating the payment of State fun& 
without creating a potentid improper delegation of legislative power. 

The irkrrpirtmcy bat- GAAP and tbe statutory ddhition of i m m e  b 
W r  ametbazd by thc d k p a n c y  between the eambgs mewe accormt u it is 
computd under generally acccptud accountbig principl~ ("tic GAAP c d n p  n ~ ~ e  
atxount'') and the statutory earnings mservc account described in d o n  37.13.145(a). 
The statutc'~babljsbes the e& reserve account as a separate account h the Fund. It 
then dates, however, that "income from the fupd shall be deposited by the corpbrntlon 
into tbc account as soon as it is received." AS 37.13.145(a). The obvious impUdon fe 
that the mtutory earnings rescrvc account includes only realized income. This language 
made wut'in an era when sccepbcd accounting principles also required 
cwnino to be d i d  bcfm king trceted ru income and included in an amrings 
rrsmc account, Howcvu, this statutory provision is incoruistent with current gencdly 
a c c q d  accounting prindplu. 

Because auuc.li;red gains md losses are now taka into income fbr acwunthg 
purposcx, the anxnings ~ e c r v c  account used fbr sccaunting purposes (the "GAAP 
d ~ r  re- account") contiins both ndizcd and u n d i d  gslns a d  I-. T&t 
is, the GAAP cuaings reserve accoum usal for accounting purposes now amtab alI 

The le@isladvc history of the 1982 amendments ro AS 37.13.140 ruggrstc that thr 
cpon~on dthe  rmrndment wen a- of the patentid that such an inooruistsnay might 
develop betwwn the datubny uxclulion of u d i d  pins md lorao and GAAP. 'Iha 
h m a ' r  transmittal knrr fm the amendment oblmee 
GAAP st that time. The Oovunw, howwer. notce that "we 
wised to allow incluslwn of  unre~llzcd ping end losses Whi 
is  imponurt 6 r  round mulyemmt to I rno~ t i to  muket n 
satisfied by tha mportlng rcquimment of AS 37.13.170. 
and I concur, that since the amount of inoomc avallabh for 
may not be Jtcrcd by the Board, i t  k hperativr f i r  sound mona 
the hclurion of unrsaliwd gains and losses when computing di  
Gov. Jay Hamrnond, ngudlng Sponsor Subatituta for Sonata Bill No. 6 
494,496 (Much 9,1982). 
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income o f  the Permancot Fund as that wnccpt is defined by g e n d l y  accepted 
accountin8 principles. At any point in amc, then, thc assets of thc F h d  arc &ded 
between the QAAP camings rpservt account and the principal. 

When would an invasion of principal occur? An invdcm of *pal w d d  
occur if a proposed pay-out fmm the Fund exceeded the currtnt balance of the eunings 
m m c  account Past Permuat Rrnd divldend py-outs h v c  not tested this limibtion 
because they were constrained by the limitation of stction 37.13.140 a~ainst indudjag 
unrraliaed gains and losses in income. In other words, the Pennanont Fund had a 
cushion of mtained earnings (condsting of unrealid gains and losses) the!, in an 
accounting me, pratectcd it agofnet d n g  close to an invasion of AtIm 
adoption of OASB 3 1 ,  an invasion of principal would occur if the amouat t m n d k d  or 
paid out of the earnings reserve account exceeded the balance In the account, which 
Wenu now includes both realid and umdiztd gains and losset~ due to the opaution 
of QASB 31. ' 3- 

We have been advhd, end wc have assumcd for puxposes of our opinion, thtt 
the past practice of the legislature, the State, the APFC, and its crtcount#s and ouWdc 
auditon -- d n u  the inception of the Fund - has been to treat principel aa a balance of 
the accumulated sum aqua1 to the value of tbc total lusclj contributed to the IMd by 
constitutjonal ddicatlon, Alaska Cord. & IX, 15, statutory dedication, AS 37.13.010, 
37.13.145; see AS 37.13.020. and kgkhBtiV43 appropriation. We havt alga hem a d v w  
and we have ~seumtd for purpose# of this opinion, that prindpal is not spacificaliy 
attributed to any particular asset ia the Fund but ia mainmind as a balance mount in 
the Fund m a whole. Accordingly, under the present accounting methdology, tb 

' Anothcr pmtution is found in section 37.13.l45(b), which prwidcr thrt ~ d y  a of 
the inmmc evailrbla for distribution i s  transferred to the dividend fund. 

' A logical question occun. What if most ofthe balance of thc cuningr acutunt 
worn p l d  art and sonlo time kwr the rcock market mffirtd r rnrjar tomdon? In that 
hypothdcal situation, thc value o f  tho aambg~ res~rva aocount would turn negative, Would 
that ntptive balance, bo ontot agalusl the principal bnlance and if so, mruld thu mrtituta an 
invasion of principal7 The answer is negative. An invaaion o f  principal would oecurwhm the 
F'omuranl Yund hod oncmpted retion to pry out mom than the bmlmrr of  bbd mhrp mewe 
account I t  would not occur where, aftcr -- a pryol~l, the balance of that fwd fumed nogMfw. The 
n i t i ~ l  differnee ir h e n  an action of thc uurtsss and the naturrl flucturtim of* 
investment markets, Oat is an action over which the trustee9 have control; dw mu& 
fluctuation ie not. 
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cxccos of market vdut of total ass& over principal. less total liabilities, is d t a l  to 
tba &gs ruervc account. Accordingly, when a dividend is paid, prIncipaI dwaye 
remains in the Fund and i s  not impaid when securities arc sold a d  the entire 
prooocds transfmd out of tht u m i n ~  tturvc account. So long ss the value of tba 
nsztts rrmdning in the Fund leas the total Liabilities at tht time olthe ~ansfe.is W e r  
thn Qc principal balance amount, the dtcrcnsc in aseu in thc Fund d by the 
b u l h r  it balanced by a dcaeac in the balance attributed to the eaminga r r m e  
account, leaving the principal balancc unimpaid. P -, 

f3ecak the actual salc of sccuritia and the trclnrfir of the proCttd6 of such a 
sale wuuld not malt  in any impairment of principal so long as the valw of tht 
runmining assets of the Fund caw total 1iabilitics) exceed the principal b h m ~ ,  it ir our 
opinion that tht direct transfer of those aeeats at their fair market value llio does not 
impair princ@d, pmlded that at the time of W e r  the value of the secdda 
transferred docs not exceed the amount in the Pammerrt Fund tanrings rcsewe account 
cu d e t d n c d  under generally acccpted acwunting principles. 

Ym. Statute fncooabtcmt With CAAP .-. 

The atamtoy framework for tht Fund dhringuishoe tht t rrcmtmtnt  givan to 
dud and unrealized incornc. Section 37.13.140 pmvidcs, "Net inwmc of the CGnd 
shall be cornpuled a d l y  as of the lust day of the fiscal y w  in acamlmcc with 
generally accepted accounting principles, excluding any uru- gains a has!' For 
a pedod of timc only the statutory net income consisting of  net realized gains w 
cxdited b the eunings resnve account established by section 37.13.145(8), which 
provides, Wtrc~me from the fund shall bc deposited in10 tfrt [eamingJ rrsan] scc6W 
as soon as it its received. Money in the recount shdl be invcrkd in [authorimd] 
i n v t s t ~ .  . .." f Iowcver, with thc adoption of GAS3 3 1,  the chief f i d  officer of 
the APPC bogan valuing investrnen~ at markd on a monthly h i s  and ~ d d 1 a 8  
unreelid net eamiwg to the balance of the earnings reserve account for f i d d  
mpo~thg purposes. Accordingly, for financial reporting purposes, the tunin@ merve 
account now holds both rcaliwd and unrcaiizsd net gatrs in the income tfid hoo bcm 
credited b it 

. . 
The st~tutmy definition of nn. Income in section 37.13.140 n ~ u k  both 

' Pdhsrence to g e n d l y  acccpted acciouathg principla, which r q u b  marking suett to 
market value. and the exclusion of unrtallaed market  pins and losses. TMs d i o t  
creaks problems with regard to whether or not the "income" of the Fund that must k 
deposited in tbe ctunlngs rtscrvt account and from which the l e g i s l ~  ~ppropdaion 
shall come, should propc~ly include unrealid gains and losscs. One p d b l e  sofadon 
to the problem would be to simply scll thc securitics, which would c o n e  UIY 
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unrealid gains or losses a t u i h b l e  to those stcuriries into actual d k d  g& 
cmdffed to the earnings mervc account that could thm be trursftrred to the 
ConstiMiod Budgct Reserve Fund The difficulty with this approach is tbat ~ l l i t l g  
securities on rhe open market generates additional c x p w c s  in the form of brokaagc 
coromiuions and other transaction corn. lf tbe securities could be tradcrxud in k i d  at 
their f& markt vduc, the Fund would be spad the expenses associated widr the salts, 
and hence mow Fund assets would be pnserved, The difiiauhy is that it is not ckau that 
he *incomeh held in the eerm'ng~ rcsave account under wztion 37.1 3.145(8) m l y  
includar the unrralizcd gains and lossu not included in "net income*' under claction 

Beoause the ambiguity h a  bean mated by section 37.13.140, it may be 
remedied the same way - by amending rhe statute to conform to gendlly 8cccpud 
sccom'p~ principles to provide tbat income held in the enmings rcsem account &dl 
include both d i d  md mdizd gains and loascr.' &income, h e  amorat. in rhc 7 

D 

earuings mcrve account arc subject to disposition as diccctd by rtetutc without 
invdng principal. Any proposed legisletion should further dircct thrt the principal 
shall bc maintained inviolate. 

dsncn'bcd abovc, thtn a truufsr of $4 billion of , 
to the Constibtional Budget R t w c  Fund uo A w vtl  %L\& 

oceur without either 9e~king the dividend or rsquiring the &tion of rhe gain 
~ c t e t c d  with the particular senviries tha are uansfmdLOur waclusicm Ir pzcrnid 

%-\a 
on not only drc amendment of tbc statute es d-bad abovc. but dm the advice tbaf- 

&vc roccived from tho Permanent Fund's accountants (*KPMGS7 thmt rhls mtu(a- 
w o r n t h e  
mocountants as a m i d d  equity transfkr and pumksiblc under g e n d y  wceptbd 
accounting principles as such. Thc consequence of this transfer wcdd bc tbrt the 
aunings rtserve account, assuming that It hud more than $4 billion of did and 
unrealid g t h  and losscs. as well as 0th- income, would be reduced by $4 bfllioa er 
would the ass& of ttrc Fund. We are advised by KPMG that the particular unrulltsd 
gain that, in a theodcal scnse, could bc idantifid to the mnsf'med d d c s  would 
not bc did, and thw w u l d  hevt no immediate impact on the divided caltuldon. 
Any impact an future dividends would be the result of hc reduced of 
invechnenta in tbc Fwd, aa well as any limilation on futurc pay-ouls impostxi by the 

' To'maintain the Icgirbhm's intmt that the dividend shall be based on a measure of 
distributable income that .xcludes u d W  grins and lossa, a companion unaul~~mtb 
Sbctlon 37.14.140 should clnrlQ tha the calcuiation of net income under l)m s d o n  I8 rdoly 
for :be purpo(c of cnlculaing h e  dividend. 
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d d  level of iacqme in tho earnings rrscrvc m u n t .  Thc Conaihtional Bud@ 
R~SONO Fund would receive these securities at the fair market value oa the dat of 
d e r .  

IX. Linjtul Fidaclnty Dutkr Aaalyud 

In cMyins out the proposed transfer. the Board will be subject to the  me 
dulls of prudence and can that apply whenever it selects securities to sell d 
reinvests; dthough the magnitude of the proposed transaction will impox pa ta r  
restrictions on its flexibility lhan w u l d  be imposed by thc d n a r y  tunow of0 
smaliu pmmtage of securities within thc partfolio. The duty to incur only raaronrMc 
expenses would appear to be well s s m d  by the proposed in-kind transfa, abmt other 
con!lQthg wmidsrations. Thc limited duty of impartiality and the duty to prse-e 
principal are not impaired provided that the Board's acts arc directed by tfis lagislation 
raqdw * tfumf6i. 

A. : Pradeoce ia Inwetla8 
- -  - 

The B o d  b s ~  adopted policies that pay canful attantion to dnd comply wish the 
c o w  of divcrsificsdion, os6d a l l o d a a  and 'tototel r ~ ~ ~ - t h c  l a t e  & f M  rs 
'?he realized h a m e  plus the net change in unrdized gains and tosses. R d b d  
income inciudeo intarest, dmdends, d &ate cash flow and d b d  capid g-." 
Alaska Pamncnt Fund Corpontion, 1997 Annual Report, p. 3 nabt. The p q m d  d o e  
pay mendan to total rctum, but nductl  equity allocation and thercforc divdfiudoa 
until rebuilt by future nceipts and invdments. However, this is a fimction of the 6cl 
that tht unnoliztd gains and losow that an: being msfemd arc due, in very 1- prrt, 
to em,1pclotlon in equltics. The t h a ~ c  in asset allocation is therefore a firncdon of 

- * -  

when the unrealized gains and loses to bc transferred occur, not the unuequenct of a 
dtlibcmb Investmart &in by the Board. 

i j  
" 

The Board will need to cxercisc care when selecting the stocb to ba tMsfcrnd 
to make eiYe that it hue evaluated thc impact of its divsstiturt progranr both on the 
overall risk of its portfolio, and on the Investment policies that it hru choscn ln 
conm\rodng its curnnt cquitim portfolio. 

We underatand that one msthodology under consideration as an a l t a d y t  to 
~ l d n g  asseta fix W e r  would be to implunent the proposed tnosfkr by tmadidng 
to the Cdnmltutionnl Budget Reserve Fwd a percentage acms-tbe-bod "di08" of tkc 
Permanent Fund's assets, repenting M billion in value. The Cons~itutlonal B ~ ~ o I  
Rbsavc Prllrd would become r unit holder in the combined Ara&' investment pool. 
ofmj&r to thc inlcrcsts hcld by the Alash Mental Health Tnnt, tbn Alulra Weace .ad 
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Technology Foundation, and the International T d e  and Business Endomasnt. Sce 
Discussion Part IX.D. below. Tfiia proposal would not disturb tbs wet allocation or 
divc~slflcatlon of tho inveslrnent pool, nor would it imposc meccssaty costs. 

B. Duty to Minimize Expcnscs 

A tnmteo must "incur only costs tba[ ate ramablc in amount and sppropdate to 
the investment mponsibility of thc madip.'' Rcstarment (Tkird of 2huts 
4227(c)(3) (1 992)@rudtnt investor rule). One of the clear adwnbgen of an iod6lcsd 
a p p d  16 equity investments is that stock tumowr i s  very low, &-by minimidog 
the losses thet would orhemisc occro in the fonn of commissions paid to broken to 
cxtcute d e s .  The need to sell stocks in order to aenerate cash prooeede to mmrfkr 
docrraxr this advantage to the indexing investment sudtcgy, Howmu, the propo#d 
dimtion of an in-kind transfer is clearly compatible wirh the duty to minimize cost#. 
because it should substantially reduce the transadon costs that would ottvrwfsc ~ u r d  
the selling of a significant proportion of the Fund'3 equity portfblio. 

C. Fiduciary Duty of Loyalty - to the State . . 

Tbo Rastalemcnt (Semrtd) ofTruvw 92. ant. b (1 937) states: "b. FIdudmy 
wlation A person in a fiduciary =lotion to another is lmder a duty to act for the b d t  
of thc o&m as to matt- within tha scope of tht rclulon." Here, the Board'. duty ir 
owad, not to zpecific bcneiiciariu, but Lo thc State for which it manages the Pamatmt 
Fund in a~coadance with thc stdutea 

Hen, the tenns of thc Conttitudon specifically reserm the disposition of"ai1 
income" to d i d o n  by the Stdc "by law." Alaska Const. wt. IX, 15. Tb, rrmovrl of 
$4 bilf on in trust assets cannot hclp but reduce the amount to be svailable in drc future 
for dividcntja b u s s  thc lesser araounts to be invested will, all othv thinge kbg 
oqual, result h [ o w  dmlutc mounts of iacome realized on t h e  i n v : ~  even if . 
lhe curmrt rate of is maintained. However, the duties of this Board do not extend 
to didbution of incomc except as directed by law. Aaordkrgly, no duty of loy.lry 
within rhe atopc of lhc dimtion given to &cue trustees is implicated by the truufr 
iM. 

D. Iovestmeats Managed oa &haU of Other Errtitlea 

Separately, them may be impartiality issues visa-vls h a  othcr state hds that 
inrut through &c P e m e n t  Fund that wil! need to be handlcd.to make nua *t 
whatever inttnsts they may haw arc kept whole. By statute, the Aloaka Marta1 Reaith 
T b t  (AS 37.13.300,37.14,001 - 37.14.099), the Alaska Science and Tdmologr 
Foundation Endowmad (AS 37.17.0 10 - 37.17.1 10).md the lntcmational Trada and 
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Business Endowment (AS 37.17.440)(coIlectively refemd to here&tl ss "other fimds") 
arc i n v d  by the APFC undcr the rame investment authority m the Permanen! Plmd is 
managed. Alazh Permanent Fund Corpondan, 1998 Annual R e p a  ''Alukn'r 
m," p. 39 ( "1 998 Annual Report''). 

7he as& of the other fund3 are commingled with tht asrds of tho Permulent 
Fund far inhstmcnt purposes. Earnings sepererely allocated to the other fimdr on 
the basis of unit and fractional shores, which have undivided bcficid IntetcstP in the 
commingled assets equal SO thc proportion that ru& sham bear to ths total units 
o u t s u d q .  Unit rberss arc credited to the other h d s  on the basis of anmiate 
contributed m rhe invcsunent pool. ?he following represents the orhn fLnQ' shuts of 
dhb c0mmtagl.d assas: 

6/30/1998 1997 
Al& Science d Technology 
E a d o m  Fund S 129,092,000 S 128,565,000 

Alaska Merrtal Health Trust 
Fund . . . 

lnttmariond 'hadt and Business 
E n d o w t  Fund 5,710,000 

TOTAL OF OlHER 
MANAGBD FUNDS S 434,158,000 $ 396,118,000 

It is apparent from a review of the rqectiw cnabling sbtub thd tb APPC 
B o d ,  d n g  only a investmaxt manager of eech of the respective flmb, by only 
limited fiduciary responsibilities. For cxample, the cash principal of h e  Mental H d t h  
T m t  Fund hal l  be n%dned perpetually in the Aurd for inve&memt by tha APFC under 
the pru&nt invator rule. AS 37.14.033,37.14.033. AS 37.13.300. Net iPCOma of the 
h d  shall be transferred [o the mental health trust settlement income scoouut at the ad 
of a& f r d  y w  and may bc bclized only "by the Alaska Mental H d d r  Trust 
Authoricy fix pupmu listed in AS 37.14.041". AS 37.13.035. 

~ lmtlarl~ ,  the Science and Technology Foundation Endowment &all k &Id md 
inverted by tbe APFC subject to the prudent investor rule, but net inoomb rhall be 
dMbutad by pnls  under Title 37, Cbapta 17 tatha than by rhe #PC. A .  
37.17.02O(b). The intrmstional nadc and Business Endowment also wae eoablished 
within, md i s  administered by, thc Alaska Science and Technology PoundotioP A8 
37.17.440(a), 37.17.01 0(b)(3), although it is invested by he APFC subject to the 
@en! investor rule. AS 37.17.440@). 
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Thus, the responsibilities hr.operatlona1 employment of the Amdr and 
distribud~n to the baneficiariu rest with the tnmtes and directon of the mpOdk 
cntitia, and such fiduciary mponsliilitia es exist for the APFC B o d  .re limit4d bo 
tima existing %thin the empe of he  [investment] relatio~~bip." Restamnt 
of7hurs. 8 2, oomment b-(1959). 

the funds srt permissibly comrninglcd with the ather as& oftha Fund ibr 
investment purpocea, the Board will adequately discharge ib  fidur;uY mspodbtllty 
with respect to these rurrds by condnuing to follow the prudcmt investor n h  (AS 
37.13.120), by maintaining impartla1 treatment as to each of the sepatc Aurb through 
the undivided kncficial interests of each of h e  funds in the W o n  dssaibed above, 
and by segregating income uf othtr f h d s  ao requid by particular provirioxy of the 
pmiculu s a t e s  misting to each fund. Ihe Mcntel Health Trust enabling .cf m q u h  
that 'me ncr incolne of the fund sbdl be dcrtmJned by tfie Alaska Pananmt mmd 
Corporation in the same manner the corpodon determines the nn in- of the 
Alasb pemwlcnt find under AS 37.13.140," AS 37.14.031(c), and thcn !hat 'bet 
income of the fund shall be uansfmed by the corporation to the mental health trust 
settlcmcnt income acmunt at the e J of each Aacal year." AS 37.14.035(b), Sfmikly. . .. . 
the "net income from the (Aleska Science and Technology Poundadon] endowmeat 
shall k dhbibuttd undcr AS 37.17.0 10 - 37.17.1 10 and 37.1 7,225.". 1.e.. under thc 
control of that &&wmcnt's Board of Directors to make grants or 0th- disrrlbudonr of 
endowment income, and "not (as] net incomr available for distribution mda AS 
37.13.140." AS 37.17.020(b) fhcrcfore, inumuch as the special al fun~requta drc 
APFC B o d  to account separately for the net inoame of each fund, the Boud must do 
BO in such a way as not to imp@r the income due the subsidiary find because of the 
Board's substantial Lransfer to the Comdtutiortal Budget Reserve Fund. 

In summary on this point, apart f b m  i n v a b g  according to tbe pNdcnt bestor  
rule (imposed by staMd an all osbcts under its management), and a c o o ~  fbr 
principal and income under fie t v m s  of the prrtrcullrr statutes whose timQ em baiag 
MtmiPirtadd by i5 the APFC Board has no other duties under the ch-w of the 
proposed Iqubtion. Tht proposed legislation s)lould have no special dbct on 
comrnipgled funds diff'nt from ib cffect on the other assets held by rhs B o d  s h '  
its &d will be distributed proportionately among 4 and all of the hmds it holda for 
Invcstmanti 



- .  " RJTY GEN OFC JUNERU 

MORRISON & FOERSTER rrr 

M E M O R A N D U M  

TO: Kathy~ortcrfield CC: Peter Bushre 
James Baldwln 

FROM: Robat'tOemcr 
Linda W barger 
Michrel Toumanoff 
Joseph Wyau 

DATE: March 2,1999 FILE: 14507/85 

RE: ' Sumauy of Feb. 24,1999 Discussion Ragarding Accounting fa Fund Twfers 

7'his is to swnmarizc the dfscurrion on Febnrary 24,1999 bctwecn Kathy Partertleld, 
Pcta Bushre, James Baldwin. Robort Locfflv, JOE WyBff Michael Toumanoff. Md Linda 
Amsbarga regarding the proposed recommendations as to thc proper accounting for a fLnd 
imsfer. The fects we discussed involved the possible one-timc transfix of E4 billion in cesh or 
securities from the Aim& Permanent Fund to the Constitutional Budget Rebcrvc Fund. We 
asked Kathy to discuss the cmountlng treatment for such a trans&. Kathy mponded that her 
answcr was prirhised on the fact h a t  buth am state funds, end thc proposed tram& b a onc-time - 
b ~ ~ s f e r .  She dintussod two options with mgard to transfers in general. 

One, which was not d i s c 4  at la&, was to reflczt the unnsfcr in the kwmc 
statements. which would have an immediate and substantial impact on the dividend. 

The second approach, which we understood to be the appropriatt accounting trdmcrrt, 
was to refloot thc transfar a3 an adjustment to retained earnings. bcre h e  caning6 reocrvr 
account, which would not have an immtdiatc impact on rhe dividend. Wc rmdastand that the 
accoundng l i tm~un would permit the second approach, described as a "nsiduel equity trmsfkra 
i l i l  is a one-timo transfer between two statc funds, so long as it b lrgal to do so. 

With -t to the legal qudon, Kathy identified onc statutory tmrria to thlo ' m d  
treatment, AS 37.13.145(a) cstablithcs thc d g i  r e m e  account, and states that "Income 
from the M shall ba deposited by ltrc corporation into the account as soon aa it is r~cehrcd." 
This provision l l t c d y  qpm to limb the earnings mcrvc account to d W  cdsh income. In 
othtr wo* as a matter of law, the unreailzcd gains are nor in the earnings rtsme account. 

Wc asked Kathy to consider the following hypothctical: First, assume that AS 37.13.145 
is amcnded to provido that the earnings reserve account is calculattd in accordance 4th 
gentrally acccptcd accodting principles. Then assume that, on a matime bwh, S4 billion in 
eccuritie~ are transfarcd horn the Pemranent Fund to m l h m  d e  fund, hvumt that the 
transfed s d t i e a  h v c  S1 billion in ullroaliad gains associated with t h n .  Assumo that? 
prior to the tmnder, the earnings rtshve account is $5 billion. Kathy agrccd that the assets of 
the fund wodd be d u d  by $4 billion, and the earnings r m w t  account would duccd  by 
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the mount of $4 billion (leaving S1 billion in the accounl). The CBRF would take the 
decuriticc a( their market value. 

. . .  

In KPMO's view, under the second approach, the transfer of $4 billion in assets with m 
associated $1 Mllion in wmalized galn asmcistcd with the assets would not result in w' 
realization of gah, and thus would h ~ v e  no Immediate impact on the dividend calculrtioa Any 
impact on futute dividends would be the rcsult of the rcduced amount of  investments in + 
fund, as well at any limitation on future pay-outs imposed by the demascd level of incame in 
the earnlngo r e m c  account. 

We oxplod how this reduction in the camings reserve account wodd fillow through h r  
statulory purposes In calculating a dividend ia subsequent years. (Our concern was bow. under 
the statutory accounun~ mdhod, to ensure that the component of the h a n s f d  eaminga m e  
that represented uansfirrrd u n d M  gains would not be double counted in determining 
realizcd gains in hter years for purpose6 of the statutory dividend calculation.) Kathy agntd 
lhat if, in the subsequent year, tbc fund had $3 billion in realized income, and the crlwlrtcd 
income availebl~ for distribution excecded the earnings ~scrvc  account, the amount of rhc 
dividcnd atill could not exceed $1 billion. or the amounl in the camings reacme aocount, because 
to pay out manc would k to invade principal. In other words, S2 billion of that year's nolid 
income would ntverthclca be u r d a b l c  fbr a dividend didbution In thc m n t  year. . 

. - 
Kathy and Peter clarified that the earnings resent account far statutoy puxposer is not, 

by dcftrition, the same as the camings nserve account for accounting purpoacs under c u m t  
GAAP. The accounting earnings reserve account represents only midual equity, not income. 

We asked Ka&y Porterfield a d  Peter Bwhrc to review a draft of thls memonndum, 
dated Febnrary 24, 1999, and to Ict U¶ know whether this summary accurately reflects thc 
dcecription they provided to us. 

Kathy Portdcld has reviewed this memorandum, made rtvisioiu, and bm conAnnsd in 
a telephone convemtlon with James Baldwin and Linda Amsbarger on March 2, 1999 that this 
rcvid summay accunrtcly rrflccts the ducdpdon she provided to us. 



FISCAL PLAN AMENDMENTS 

The governor has introduced a bill proposing to tnnsfcr $4 billion from the 
earnings reserve account of the Alaska fcrmanent Fund to capitalize the 
Constitutional Budge1 R t s e ~ e  Fund. 

A proposal has been under consideration to rnakc thc transfcr in a way that will 
avoid the ntctssity of selling a large amount in securities to raise tfic money. 

These sales will cost the permanent fund a substantial amount in transacrion fees 
(estimated in excess of $20 million) owed to brokcrs and other securities dcalus. 

The plan involves tither the transfer to thc CBRF of in-kind securities worth $4 
bifliun, &an undivided inlucrt in the permanent fund worth $4 billion Counsel 
to the Alaska Pcmncnt Fund Corporation was cngaged to p i &  independent 
legal advice concerning implcmtnmtion of h is  in-kind ~ransfa plan. 

Legal counsel dctcrmincd that a one-time, in-kind transfer could be validly 
implemcnced if certain statutory amcndmcnu wcre made by thc legislacure to 
make it clear that income of tht permanent fund is determined urclusivcly by --- - 
generally accepted accounting principles. 

By establishing t k  principles in statute. therc would be no legal questions 
concerning whcrher the appreciated value of sccuritics owned by tht permanent 
fund can be made availabk for distribution by the board of tmstees as irrcomc. 

If these amendments an enacted, legal counsel advises that a transfer of 
u m a l i d  earnings of the permanent fund will not 

constitute an appropriation from the principal of tfic permanent fund: and 

h t  such a transfcr will not violate n fiduciary duty owed by h e  board of 
trustees of the Alash P t m c n t  Fund. 

The Icgd opinion also rclics on the advice of auditors of thc Alaska fmancn t  
Fund that such a one-time fransfer of $4 billion in permanent fund income would 
not cause an increase in thc permanent fund dividend payablc in the year of the 
transfer. 





q T T Y  GEN OFC JUNEFlU 
- 4  

ID:90?-465-2520 

! i yk-hvcbQL& 
* Section -, AS 37.13.140 is amended to nad: 

a3 
. , 

Sec. 37.14.140. Income. Net incomc of thc fund includes income of the earnings 
i 

reserve account established under AS 37.13.145. For the ~urposi! of calculatinm 

income avalhble for distribution, net WJ income of thc fund shall be computtd 

annually as of tk 1st day of Ihc fiscal year in accordance with generally acccpzcd accounling 

princiP&. ucluding any undized  gains or loses. Income available for dimibution quais 

2 1 penznt of tfrc nct income of the fund for the last fivc fiscal years, including the fiscal year 

just ended, but may not t x c e e d  [NET INCOME OF THE FUND FOR THE FISCAL, YEAR 

JUST ENDED PLUS] rhc balance in the earnings r e s s m  m u n t  described in 

(a) Tbc camings rtscrve account is tsrablisflcd as u .*paate account in the fund. The . 

balance of the eatnimes reserve account shall be determined a- nenerally 

accented accountinn prindples. [INCOME FROM THE FUND SHALL BE DEPOSITED 

BY THE CORPORATION INTO TEE ACCOUNT AS SOON AS IT IS RECEIVED.] 

Money in the account shall be invcsted in invts~mcnts authorized under AS 37.13.120. 




