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Re: Transfer of Securities Pursuant Lo the Proposcd Appropriation of $4
Billion of Permanent Fund Income to the Constitutional Budget
Resorve Fund

Dear Mr. Wohiforth:

On behalf of the Board of Trustees of Alaska Permanent Fund Corporation
(“APFC™) you have requested our opinion on three questions regarding the transfer of
securities from the Alaska Permanent Fund (the “Permanent Fund” or the “Fund™) to the
Constitutional Budget Reserve Fund to implement a proposed 34 billion appropriation
of income from the Fund by the Governor and Legislature.

Question Onc: What is the proper definition of principal in the Pernanent Fund,
and docs the plan to identify securitics for transfer described in the accompanying
memorsadum (the “Discussion”™) in any way involve the cxpenditure of principal which
is probibited by the Constitution?

Answer: Principal in the Alaska Permanent Fund is an amount equal to the
amounts contributed to the Fund by constitutional dedication, statutory dedication, and
appropriation, The amount rcpresenting the excess of total assets, less total lisbilities,
over prinoipal arc credited to the carnings rescrve account. Accordingly, the plan to
Identify securitles for transfer does not involve the prohibited expenditure of principal
provided that at the time of transfer the value of the securitiex transferred does not
exceed the amount then credited to the eamings reserve account in the Pcrmanent Fund
a3 determined under generally accepted accounting principles.

Question Two: [s there anything in the Constitution or the enabling act that
would conflict with or prevent the plan described in the Discussion from being
implemented as presemtly conceived?
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Answer: No, provided that the proposed legislation described in the Discussion
amends the statute 1o direct that the earnings reserve account shall be determined :
pursuant to generally accepted accounting principles, amends the net income provision
to clarify that it pertains only to the computation of income availsbie for distribution,
and dirccts that the amount of principal remaining in the Permanent Fund be maintained

inviolate,

Question Three: What fiduciary obligations are imposed upon the Board of
Trustees of the AFPC (“Board™") when they undertake to identify specific securities
within the pontfolio of the Permanent Fund for transfer?

Answer: Although not trustees of a true trust, the Board wiil be subject 1o the
duties of judgment and carc imposed by the prudent investor rule — here imposed by
statute — whencver they select securities to scll and reinvest. The magaitude of the
proposcd transaction may imposc greater restrictions on their flexibility than would be
imposed by the ordinary turnover of a smaller percenlage of sccurities within the
portfolio. The proposed alternative method of transferring an across the board “sHec” of
the Permanent Fund's asxets in the form of a unlt interest in the commingled investment
pool weould preserve the existing diversificalion and asset allocation, Thcir duty to
incur only reasonable expenses would appear to be well served by the proposced in-kind
transfer. abscnt other conflicting considerations, The Board's constitutional duty o
preserve principal is not impaired, provided the legislation requiring the transfer directs
that principal is not to be impaired by the transfer. The Board's (iduciery duties to the
other entitios whose funds It administers arc cssentially limited to those of an investment
managet — to follow the statutory prudent Investor rule and to account for the principal
and income in sccordance with the goveming statutcs ol each entity.

In rendering this opinion and responding to your inquirics, we have considercd
such facts snd circumstances as you, the Commissioner of Revenue, the Chief Financial
Officer, and others within the staff of the APFC have made available to us that describe
the pending legisiation, as well as the existing accounting methodologies utilized by the
Permanent Fund as described in ¢ memorandum prepared by the Chief Financial Officer
of the APFC. We have also relicd on discussions with, and a memorandum describing,
the Permanent Fund's outside accountant KPMG's accounling analysis of the proposcd
transaction. Both memorande are attached to this letier. We have also considered such

- law as we deemed appropriate and bave made assumptions as stated in the Discussion.

We have relied primarily on sccondary sources for lcgislative or constitutional history
materials due to the apparent lack of origlnal documents. Our review of the books and
records of thc APFC has been limited to the 1997 and 1998 Annual Reports, This
opinion is based upon and subject to thosc facts and circumstances supplied to us and
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the considerations and assumptions rcflected in the Discussion. Unless otherwise
defined herein, capitalized lerms shall have the meaning contained in the Discussion,

This opinion has been reviewed by the Office of the Attomey General of the
State of Alaska and it concurs in our conclusions. This letter responds only to the
specific questions asked, and should not be relied upon for opinlons on issues that were
not specifically requestcd. This opinion is provided solely for the use of tho Board of
Trustees of AFPC and may be distributed only as it shal! dircct.

Very truly yours,

%/‘Z:«é

Morrison & Focrster LLP

L —d
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DISCUSSION

Discussion appears under the following headings:

MAR 03°'99

10:28 No.001 P.0S"

1. Background... . 5
1. Cox_utiimional Duty to Protect Principal.... 5
IIl. Character of Fund — Not & True Trust......... tereveasensastsaseransees 6
1V. Relovant Fiduciary Principles .........ccvececneicrantiommerntecneecacnie 8
V. Definition of “Principal” ... seeereccecssssssecoreramasssrasasssnses 10
VI The Meaning of Income., 13
VI, Impact of 8 Transfer on Principal ......eeceeeiirirveeccccrsnneennne 16
VII1.Statute Inconsistent With GAAP ............... 17
IX. Limited Fiduciary Duties Analyzed. 19
A. Prudence in lnvesting 19
B. Duty to Minimize Expenses 20
C. Fiduciary Duty of Loyalty — to the Statc. .20
D. Investments Managed on Behalf of Other Entitics................ 20
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L Background

You have informed us that Governor Tony Knowles proposes to appropriste $4
billion from the income of the Alaska Permancnt Fund (the “Pcrmanent Fund” or
Fund”), Alaska Const. art. IX, 15, to the Constitutional Budget Reserve Fund, Alaska
Const. art, [X, 17. The size of the proposed transfer would necessitate taking amounts
equivalent to both realized and unrealized income from the camnings rescrye account as
it is determined undcr generally accepted accounting principles. Moreover, the actual
sale of securities in order to realize up to $4 billion in cash proceeds to transfer would
entail large transaction costs. Accordingly, it has been proposed that investments of the
Permanent Fund not be sold in order to realize income, but that specific sccurities
equivalent in valuc up to thc amount of income appropriated be identified and
trangferved in kind to the Constitutional Budget Reserve Fund. Under these
circumstances, questions have arisen as to whether the existing constitutional and
statutory framework would permit such an in-kind transfer.

II.  Copgtitutional Duty to Frotect Principal

In anticipation of a great wave of revenue from Alaska’s oil resources and with a
historical recognition of the boom and bust nature of natural resource exploitation, the
Constitution of the State of Alaska was amended by public referendum in 1976 to
dedicate a portion of the State's natural resource revenues to the Alaska Permanent
Fund. That same constitutional mandate required that the principal of the fund “shall be
used oaly for income-producing investments specifically designated by law as cligible
for permeneat fund investments,” Alaska Const. art. IX, 15. However, “{a}ll income
from the penmanent fund shall be deposited in the general fund unless otherwise
provided by law.” Jd. This section has been interpreted 10 safeguard the principal of the
fund by removing it from the power of legislative appropriation. Williams v. Zobel, 619
i P.2d 448, 453 (Alaska 1980) (“the constitutional provision cstablishing the fund places
' the principal of the fund beyond the Legislaturc's appropriation power, which can be
exercised only over eamnings derived from the fund™), rev 'd on different grounds, 457
| U.S. 55 (1982).

The constitutional and legislative history arc replete with discussions of the
: meaning and {ntent of & “permanem™ fund, The conscnsus appears to have boen that the
! principal could never be touched, but was to be invested in perpetuity. As a result,
! moneys dedicatcd or appropristed to the Permanent Fund cannot be withdrawn. See
‘ ! Helgath & Bibb, The Alaska Permanent Fund; Legislative History Intent and Opcrations
. (Alaska State Senate, January 1986) at 30-33,
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III. . Character of Fund — Not 2 True Trust.

As a predicate to our analysis, the legal status and character of the Permanent
Fund must be established. Upon anelysis, we conclude that the Permanent Fund does
not have the fundamental characteristics of a true private or public trust fiind.

|

l Pirat, the Constitution does not actually create a trust, Rather, the eaumerated
statc rovenues are placed in a dedicated fund called a permanent fund. This

i constitutional provision is an express exception (o another constitutional provision

: which prohibits the dedication of state proceeds “to any special purpose, except as
provided in section 15 of this article (the Pcrmanent Fund]”. Alaska Const. art. IX, §7.

{ And indeed, no specific trust purposes are enumerated —rvather, all income is to be

! deposited into the state’s general fund to be expended as the legislature sees fit. Alaska

‘ Const. art IX, 15.

|

|

|

Moreover, simply calling the Board “trustecs™ does not create a trust.- “It is not
enough, however, that a statute purports to create a trust: A statc cannot magically
transform ordinary agents, contractors, or scllers into fiduciaries by the simple

! incantation of the terms *‘trust” or “fiduciary.” See In re Khaj Tran, 151 F.3d 339, 342
i (5* Cir. 1998).

In this case, the trustees arc not designated as trustees of a trust fund but rather
constitute the Board of a public corporetion created under a statutory charter, AS
37.13.040, and required by the Constitution 1o be closely tied to the executive branch.

! See Alaska Const. art. 111, §22. Indeed, the Alaska Attorney General has frequently
issucd legal opinions that the APFC is a state agency, and that its Board officers and
employees are subject (0 the same laws and immunity as other state officlals. Se¢e. e.g.,
1982 Op. (Inf.) Atty. Gen. Alaska, Pilc No. 366-269-83 (Dec. 2, 1983).

Despite the obligation to take carc when handling the Fund'’s investments in
order to preserve the safety of capital as wel{ as produce income, AS 37.13.120, “all
income” from the Fund is specifically made subjcct to disposition “by law,” end hence
is subject 10 appropriation by the Legislature,

In thls instance, the Constitution mandates that the Pund produce inoame not for
beneficiaries of the I'und but for the “'general fund™ of the State of Alaska or for such
other purposes as the Legislature shall direct. Thus, unlike a trust, the Board does not
manage Fund asscts for beneficiarics, present and future. Rather, it manages the Fund to
gencrate income for distribution as the Legislature, not the Board, directs. Because the
disposition of income it subject to the control of the Legislature, which may choose to
cither distribute it (favoring current recipicnts) or add it to principal for reinvestment
(favoring future generations), the balance between the interests of current and fture
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generations is determined by the Legislature, not the Board. Becausc the detarmination
of the distribution of income is constitutionally reserved to the Legislature, the Alaska
Permanent Fund, at least with regard to the disposition of income, is more propetly
characterized as an investment fund rather than a classical trust fund.

Conscquently, the “Uustees” of the Permanent Fund do not have the customary
trustee’s obligations to balance the investments of the trust so as to avoid overgencration
of income for current beneficiarics at the expense of future beneficiaries. The trustees
of a classical trust would be required to invest and distribute income in such a manner as
to balance the needs of present and future beneficlaries, See Restarement (Second) of
Truses 183 cmt. a (duty to deal impartially with the beneficiaries of a trust whether they
are entied to their interests “simuliancously or successively™) and §232 (duty to the
succesgive beneficiaries to act “with due regard to their respective interests™); 3A
Fratcher, Scott on Trusts (4" ed. 1998) §232 at 5.7.

Because the Coastitution iesves the distribution of income to subsequent
direction by law, the Fund differs from a true trust that creates a class or classes of
beneficiaries with a legally enforceable cntiticment to income. If a true trust with regerd
10 income had been created in a legal sense, its ascertainable beneficiarics (& nocossary
component of any trust, see Restarement (Sscond) of Trusts 112 (1959) (“Definite
Beneficiary Necessary™)) would have enforceable legal rights against the trust and a
legal cntitlement to their dividends. However, both Alaska and federa! courts have
rejected any such notion of absolute entitiement. In Exxon Corp. v. Heinze, 792 F.
Supp. 72,75 (D. Alaska 1992), the court stated that “The right to a dividend is & matter
of legislative grace, not entitiement.” The Court obsctved that no individual owns an
interest, or has a cause of action to protect his expeciancy regarding future dividends.
See also Underwood v. State, 881 P.2d 322, 327 & n.7 (Alaska 1994) (no Alaskan has a
vested right to & dividend, which 19 a creature of the Legislature and cen ba abolished at
any time); Beattic v. United States, 635 F. Supp. 481, 491 (D. Alaska 1986), aff’d sub
nom. Griesen v. United States, 831 F.2d 916 (9° Cir. 1987), cert. denled, 485 U.S, 1006
(1988) (“The people do not ‘own’ the natural resources nor the procecds from the same
nor the Alaska Permanent Fund. . . .. In adopting their constitution, the people of the
State of Alaska have very clearly constituted the State as owner of the natural resources
which give rise to the fund [Permenent Fund] in question.”); State v. Anthony, 810 P.2d
155, 158 (Alsska 199]). Indeed, the IRS has ruled that current distributions, Le.,
dividend psyments, are not distributions of Permanent Fund income, but rather are
distributions of Statc funds, Rev. Rul, 90-56, 1990-2 C.B. 103 (1990).

Likéwise, there is no class of remainder bencficiaries who ultimately would
receivo the principal of the trust. In contrast, under a private trust, “(a]imost every
trustec finds that the trust terms require him to pay or apply income to or for a

T < B
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temporary beaeficiary, and to distribute principal to one or more beneficiaries prior fo or
upon termination of the trust.” Q. Bogert, Trusts and Trustees, (rov, 2d ed,) Ch. 39,
§816, at p. 339. The constitutional history plainly indicates that the Penimanent Fund
was to be exactly that — permanent. “Unlike most trusts, the principel may not be
reached whatever, either now or in the future. No one has a future right to principal,™.
Helgath & Bibb, The Alaska Permanent Fund: Legislativa History, Intent, and
Operations (Alaska State Scnate, January 1986), at 32 (quoting State of Alaska
Department of Law Lctter to Representative Clark Grucning (Aug. 31, 1977)).

These facts, which distinguish the Penmanent Fund from & trus trust, arc
reinforced when considering other public trusts, cach of which imposes dutics on the
trustecs not only to manage the fund, but also to distribute the income to specified
classes of beneficiaries, The state statutes reflect that the Alaska Legislature has either
established or has inherited from Congress legislative authority over legal trust funds in
other contoxts. See, e.g., Public School Trust Fund, AS 37.14.110-37.14.170; Alaska.
Children’s Trust, AS 37.14.200.37.14.270; Mental Health Trust, AS 37.14.001-
37.14.099. When it was intended that such state funds have a more traditional trust
character, they were designated trust funds with duties to identifiable bencficiaries. For
example, the enabling act for the Mental Health Trust specifies that the trust has
beneficiaries, and charges the trustees with dutics towards the beneficiaries. AS
37.14.007(b). -

We conclude therefore that the Permanent Fund is an investment fund, not a tue '
trust fund.' Indeed, to a great extent it Is suf generts, and not readily suscepiible to
analogies or traditional concepts. Compare Beattie v. United States, 635 F. Supp. 481
(D. Alaska 1986), aff'd sub nom. Gricsen v. United States, 831 F.2d 916 (9th Cir. 1987),
cert. dented, 485 U.S. 1006 (1988).

IV.  Relevant Fiduciary Principles

! We nots that in 1997 tho Government Accounting Standards Boerd circulated an
Exposure Dreft of “Bssic Financial Statements — and Management's Discussion and Analysis
— for State and Local Govemments”, which would require reporting from dual perspectives at
both the entity-wide perspective and at the fund perspective. These financial reporting
standards would dofine a new type of fund, Permanent Funds. These funds would consiet of
certain funds previously classified as Nonexpendsble Trust Funds, This category would be
included in the propriciary fund catcgory, although such Pormancnt Funds presentod at the fund
perspective {evel would be presented in the entity-wide financial statements as governmental
activitics. The Permanent Fund category would include funds that are iegally restricted to the
extent that only eamings and not princips] may be used for purposes that support the reporting
government's programs (/.e., Tor the benefit of the public).
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Despite the foregoing, trust law hes some relevance to interpreting the statutory
and constitutional obligations of the Permanent Fund. The Legisiature has imposed
certain statutory fiduciary obligations upon the Fund that arc rooted in trust law. See
Restatement (Second) of Trusts §2, emt, b (1959)(“Fiduciary Relation™) (fimiting the
duty of a fiduclary to act for the benefit of another “within the scope of the reiation™);
SEC v. Chencry Corp., 318 U.S. 80, 85-86, 63 § Ct. 454, 458, 87 L. Ed. 626, 632 (1942)
( opinion of Frankfurter, J.) (“To say that 8 man is a fiduciary only begins analysis; it
gives direction to further inquiry. To whom is he a fiduciary? What obligations does he
owe a5 a flduciery? In what respect has he failed to discharge these obligations? And
what are tho conscquences of his deviation from duty?"); A. Scott, “The Fiduciary
Principle,” 37 Calif. L. Rev. 541 (1949) (“Some fiduciary relationships are undoubtedty
more intense than others. The greater the independent authority to be exercised by the
fiduciary, the greater the scope of his fiduciary duty.”)

In this instance, the Board's fiduciary duties are provided by statute, which
specifically imposes the prudent investor rule on the Board, admonishing it to
' “exercise the judgment and care under the circumstances then prevailing thst an
' institutions! investor of ordinary prudence, discretion, and intelligence exercises in the
management of large Investments entrusted to it not in regard to speculation but in
regard to the pcrmanent disposition of funds, considering the probable safety of capital
as well as probable income,” AS 37.13.120.

Here, the fiduciary duty of the Board is limited to preservation of principal and
moncy management; the Governor and Legisiature are in charge of distribution of
income. This Board is obligated (o manage the investments of the principal by the
prudent investor rule, a rule traditionally applicable to trusts. It is charged with a
paramount duty to preserve principal, again a fundamental trust law concept.

We believe that in analyzing the questions presented here, a2 Court would look to
the plain language of the Constitution and implementing legislation, their purpose and
intent, the decisional lew of the state, and to the past practice of the responsible
administrative agencics. See G. Bogert, Trusts end Trustees, (rev. 2d ed.) §816 at p. 340
(“the best criterion for making decisions [as to what is principal] is the practical
treatment of the topic by the courts or legisiatures.”) And secondarily, when faced with
the duty to interpret the applicable provisions of law absent controlling statutory or

' constitutional guidance, the Alaska courts also will look to basic trust law principles for
' analogies to guide their rulings. ,

A fundamenta| rule of trust law is that a trustee has such powers as are
specifically confermred by the terms of the trust. The expression “terms of the trust” is
here used in the broad scnse, Rastatement (Second) of Trusts 186, and frequently
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includes statutory terms such as the prudent investor rule. A basic rule of trust
construction is that the courts will interpret the trust documents in such a way as to
implement the intent of the creator of the trust. Similarly, when the courts como to
interpret and apply legislation, they construc legislation in accord with the Icgislative
purposes. By either standard, the primary focus will be to determine what was intended.
The statutory and constitutional provisions — the “terms of the trust” — will govermn
over general default rules of trust law, which will be applied only where the terms are
silent. With these distinctions in mind, we turn to the relcvant sections of the Alaska
Constitution and the Alaska statutes,

V. Doﬂuiﬂon of “Principat”

The starting point for a definition of principal is the fundamental duﬂncuon
between principal and income. Trust law divides the assets of a trust between the
mutually exclusive catcgories of principal and income. Black's Law Dictionary (5th ed.
1979) defines “principal” as ‘bropeny as opposcd 10 income. The term {s often used to
designate the corpus of a trust.” The Revised Uniform Principal and Income Act
(“RUPIA™), which Alaska has adopted for private (rusts, defines principal as: “The
property that has been set aside by the owner or the person legally empowered so that it
is held in trust eventuelly to be delivered 10 a remainderman while the return or use of
the principal is in the mcantime taken or accumulated for an income beneficiary.” AS
13.38.020(b). By contrast, income is defined as: “The retum in money or property
derived from the usc of principal, including ...." AS 1338.020 (a). Even in private
trusts, however, the terms of the trust may override the classic treatment of principal and
intcrest by specific direction. AS 13.38.020(a); sce Restatement (Second) of Trusts
! §§232-233.

Neither the Alaska Constitution, the statutes, nor the decided cases announce &
comprehensive definition of the “principal™ of the Permanent Fund, although they
prescribe that certain amounts be dedicated or allocated to the Fund's principal. The
statutes have defined “income” in diffcrent ways at various tmes which provides some
guidance becausc what is income is not principal and what is not principal must be
income, For the reasons stated below, we believe that a cohcrent definition of principal
nevertheless may be derived from the Alaska Constitution and statutes, which is

| supparted by analogy from trust law.

The drafters of the Constitutional clause that established the Permanent Fund had
an overriding concemn with the preservation of principal for the production of income for
future generations. See Free Conf. Comm. Rept for SB 161, P 1 (May 4, 1979). This
duty was recognized by the Legislature when it enacted provisions to mthﬂon-pmof the
principal of the fund, and is recognized by the Trustees themselves in managing their
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investments. Alaska Permanent Fund Corporation, 1997 Annual Report, p. 1. -
Classically, the principal of a trust, or its “‘corpus,” is the amount set aside to fund the
trust when it is first created or “settled.” Extending this principle to the Permanent Fund,
the principal of the Fund clearly includes the amounts constitutionally dedicated to the
Fund, that is, at least twenty-five percent of!

: mineral lease rentals,
: royalties,
soyaity sale proceeds, and
e federal mincral revenue sharing psyments and bonuses.
Alaska Const. art. 1X, 15.

- In addition, such additional funds as the Legislaturc has directed to the Fund also
: constitute {ts principal. By statute, the Legislature has increased the constitutionally

¥ dedicated amounts from certain mineral lcases 10 fifty percent of the enumerated
revenues. AS 37.10.010, The Legislature also hes enacted provisions further dedicating
amounts for infletion-proofing pursuant to the statutc, AS 37.13.145 (c), and
transferring settlement earnings to principal, AS 37.13.145(d). And from time to time,
the Legislaturc has approprialed additional amounts specifically to principal. Ses AS
37.13.010(e)(3). See, ¢.g.. 1983 Op. Atty, Gen. Alaska No. 234 (Sept. 23, 1983)
(discussing inflation proofing — reflects consistent legislative view that principal is
limited to monthly deposits of these enumerated revenues plus specific appropriations to

incipal).
This definition of principal is consistent algo with the core concepts of trust law.

The principal of a private trust would be the amount that the settler of a trust set aside
' for the future.

In a private trust, however, some portion of earnings also would be directed to
principal absent specific direction from the trust document. For example, the
Restatemnent of Trusts and the Uniform Act provide definitions of how profits, gains,
dividends and interest should be allocated between princips| and income. By
implication, these authorities prescribe what incrcments of profit from investments shall
be added to principal. For cxample, unless otherwise provided by the terms of « private
trust, realized capital gains would be added back to the principal of the trust. This
allocation is necessary in the private trust context because of the need to balance the
interests of gurrent and remainder beacficiarics,

The governing law for the Permancat Fund, howcver, docs not look to private
trust law principles for guidance, but rather establishes a different treatment for gains,




ATTY GEN OFC JUNEARU ID:907-465-2520 MAR 03°'99 10:33 No.0O1 P.13"

Eric Wohlforth

Chair, Board of Trustees

March 3, 1999 .
Page Twelve , :

whether realized or unrealized.? Fitst, under the Constitution, al] income from the
! - Pormanent Fund is directed 10 the general find of Alaska and js not added back to
' principal unless the Legislature directs otherwise. Aleska Const. art. IX 15, Indeed, the
: Constitution expressly directs that principal be used “only for income-producing
: investments”, Alaska Const. Art IX, 15; it does not require that any portion of it be
used for principal-producing investments. The legislative history of the constitutional
Permanent Fund provision indicates that the legislative intent behind the constitutional
mandate depositing all income into the gencral fund was to give “futurc legislatures the
maximum flexibility in using the fund's camings—ranging from adding to fund
g principal to paying out a dividend....” Joint Comm. Rept. on HIR 39, 1976 House
| Joumnal, p. 635.

| The history of legislative dircction and control over gains and losscs further

supports the conclusion that they are allocable to income. The statutory scheme does

not rely on traditional trust definitions of income or principal, but rather focuses on

whether a particular inflow of money is 10 be considered “net income”™ under generally

accepted accounting principles. AS 37.13.140. Thus under the stetute, a capital gain of -

the Permanent Pund is allocatcd to income, not to principal. AS 37.13.140. .
Consequently, the Legislature’s definitions of income reinforce the conclusion that

principal consists exclusively of the constitutionslly and statutorily-mandated sums plus
additional legislativc appropriations.

A related question is whether principal of the Permanent Fund consists of an
identified, specific sct of assets. We believe not. The sums set aside for the Permanent

2 We believe a court would recognize that when the Legislaturc intended to incorporate
specific provisions of ptivate trust law, it chosc procise language to do so. For axample, other
state trust funds have provisions that require that reslized revenuos, depending on their character
as gains, losscs, interest or dividends, are aliocated to either principal, which must be preserved,
of income which may be expended by the legistature for any public purpose, To illustrate, the
enabling act for the Mental Health Trust expressty provides that principal and income are 1o be
determined according to the guidelines applicable to private trusts. AS 37.14.031(d), citing AS
13.38 (the Revised Uniform Principal and Income Act). The governing statutes for the Public
School Trust fund, the Alaska Children's Trust, and the Alaska Heritage Endowment Fund all
exprossly provide that (1) {ncome does not include copital gains or losses realized on principal,
and (2) capital gains or losses realized on the principal shall be rotained in tho respective trust
funds perpotually for investment as additions to principal. AS 37.14.110(c)Public Schoo! Trust
Fund): AS 37.14.240(a) (Aluska Children’s Trust); AS 37.14.530(a) Alaska Heritage
Endowment Fuad). In contrast, the Permanent Fund enabling act, as amended by the Ieglohnm,
defines net income to include all realized income (regardicss of its character as gain, dividend or
interest), and excludcs only unrealized gains or losses. AS 37.13.140.
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Fund are cash revenues from identified resources and ectivities, which arc {nvested in
income-producing investments. This is not like a public land trust, for example, where
the principal consists of specifically identifigble or tangible assets. Cash, by definition,
is fungible — one dollar has no different character than any other dollar, The
Permanent Fund principal cannot be traced to specific investments separate and apart
from the investments representing reinvested earnings, Thus principal is an aggregate
amount, consisting of the sum of all constitutional dedications, statutory transfers from
income, and legislative approprietions. So long as the Permanent Fund records and
separately accounts for these sums, the amount of principal has been identified.
However, principal is not specifically identified to particular assets,

V1. Thes Mecaning of Income

To answer the question of whether and when an invasion of principal could
occur, we must consider the definition of income. The first statutory definition of
income was found in section 37.13.140 (“Income™) and its companion provision, section
37.13.130 (*Gains and Losses™). Income was then defined a3 “intcrest received in a
year.” Under scction 37.13.130, the net gains from the sale of securities were t0 be
added to principal, which was intended to help offdct the effects of inflation. Frec Conf.
Comm, Rept. for SB161, p.2 (May 4, 1979).> l also provided that an amount equal to
nct losses from such sales should be deducted from income and added to principal,
which was {ntended to protect the principal from crosion. /2. No specific legislative
direction of such net gains to principal would have been necessary or possible if net
gains were f1ot otherwise included in income, and hence subject to legislative control.

Section 37.13.130 was repealed in 1982, At that time, section 37.13.140 was
amended. Although the Section is titled “Income,” it begins by discussing “Net
Income.” It does not define net income but directs that it be computed annually “in
accordance wiﬂ':};cncmlly eccepted accounting principles, excluding any unrealized
gains or losses.” Section 37.13.145, titled “Disposition of lucome,” also does not
define income dircctly, but rather provides that “Income from the fund shall be
deposited by the corporation into the {eamings reserve] account as soon as it is
received.” '

? This lenguage roflects the Permanent Fund's statutory investment Hmitations, At the
time, the Boird laoked the power to invest in equities; the securities in question presumably
would be bonds and other interest bearing investments such as morigages.

* A later amendment clarified that income from the earninge reserve acoount is also
included within income. 1992 SLA Ch. 134, §19.
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Seotion 37.13.140 references generally accepted accounting principies for the
determination of net income. At the time section 37.13.140 was first adopted, gencrally
accepicd accounting principles did not recognize unrealized geins or losses in income.
In 1997, thé Governmental Accounting Standards Board (“GASB") edopted Statement
No. 31 (“GASB 317). That standard requires that unrealized gains (or losses) be taken
into account in determining net income. Consistent with the adoption of GASB 31, the
Permancat Fund for reporting purposes now periodically marks to market its investment
portfolio and roflects unrealized gains and losses in its statement of revenues and

cxpenses.

The statutory reference to the definition of net income provided by generally
accepted accounting principles, in turn, poses severa) interpretative issues. First, is there
a difference between Income and net income for statutory purposes? Second, given the
chenge over time in generally accepted accounting principles (“GAAP™), has the
statutory language become intemally inconsistent or can it be reconciled with GAAP?

Is there a vieble distinction betwcen “income” and “net income” for purposes of

section 37.13.140 or section 37,13,145 or both? Standard accounting texts recognizc the .

conoepts of gross and net income; Income, however, can be one or the other depending
upon the context. Gross income, however, is income before expenses, ¢, is equivalent
to gross revenucs, Net income, in turn, is defined to be what is generally conceived of
as profit. Onc standard accounting tcxt defines net income as “the net increase in net
asscts ( owners’ cquity) of the firm, assuming no new capital contributions by the
owners or dividend distributions by the business.” Williams, Stanga, Holder,
Intermediste Accounting (1984). Thus, nel income as typically understood for
accounting purposes is consistent with the broader GASB 31 definition although no
consistent with the definition of section 37.13.140.

One might argue that a distinction between income and net income is supported
by the difference between the title of section 37.13.140 — “Income™ — and the use of
the term “net income” in the statutory lenguage itself. We do not believe a court would
favor this view. A common principle of statutory and contract interpretation is to
disregard section titles, Sutherland Stat. Const. §47.14 (Stheed. 1992 & 1998 Supp.).
The only reference within section 37.13.140 to “income” other than “net income™ is the
term “income uvailablc for distribution,” defined as a percentage of net income for the
last five fiscal years. This usage of “income” is not inconsistent vnth the usage of “net
income" In that section,

Although it could also be argued that the statute adopts the determinstion of aet
incorne under generally accepted accounting principles, this incorporated definition
must be read a3 modificd by the plain text of section 37.13.140, which expressly
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excludes from net income unrealized gams and losses. The available legislative history
suggests that the Legislature made a conscious decision to reject inclusion of unrealized
gains and losses in the determination of net income for dividend purposes.’ Mercover,
this reading of “net income™ is consistent with the use of “income" in section

37.13, l4$(a) — “income” appears to be limited to that which can be “deposited . . as
soon as it is received,” Le., cash or realized income. Finally, it is inconceivable rhat the
Legislature could allow a nongovernmental party (“GASB™) the discretion to decide in
the future what is net income for purposcs of calculating the payment of Statc funds
without creating a potential improper delcgation of legislative power.

The inconsistency between GAAP and the statutory definition of income is
further exacerbated by the discrepancy between the eamings reserve account as it is
computed under gencrally accepted accounting principles (“thc GAAP camings reserve
account™) and the statutory eamings reserve account described in section 37.13.145(e).
The statute ¢stablishes the camings reserve account as a separate account in the Fund. It
then qtates, however, that “income from the fund shall be deposited by the corporation
into the account as soon as it is received.” AS 37.13.145(a). The obvious implication is
that the statutory carnings reserve account includes only realized income. Thig language .-
mede scase in an cra when generally accepted accounting principles also required
camings to be rcalized before being treated as income and included in an eamnings
rescrve account, Howevey, this statutory provision is inconsistent with current generally

accepted accounting principles.

Becausc unrcalized gains and losscs are now taken into income for accounting
purposcs, the eamings reserve acoount used for accounting purposes (the “GAAP
camings reserve account™) contains both realizcd and unrcalized pains and losses. That
is, the GAAP carnings reserve account used for accounting purposes now contains al{

I The legislative history of the 1982 amendments to AS 37.13.140 suggests that the
sponsors of the amendment were aware of the potentis! that such an inconsistency might
develop betweon the statutory exclusion of unrealized gains and losscs and GAAP. The
Govemor's transmittal letter for the amendment observes that the provision was consistent with
GAAR at that time. The Governor, however, notes that “we arc advised that the GAAP may be
revised to allow inclusion of unrealized gains and losses while computing net focome. While it
is important for sound management to kaow the masket value of the fund, this concem is
satisfied by the reporting requiretent of AS 37.13.170. The Board of Trustees has determined,
and | concur, that since the amount of inoome available for distribution is fixed by starute snd
may not be altered by the Board, it is imperstive for sound management of the Fund to eas

Gov. Jay Hammond, regarding Sponsor Substitute for Sonate Bill No. 6
494, 496 (March 9, 1982).
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income of the Permanent Fund as that concept is defined by generally accepted
accounting principles. At any point in time, then, the assets of the Fund are divided
between the GAAP camings reserve account and the principal.

. VIL. - Impact of » Transfer on Principal

‘When would an invasion of principal occur? An invasion of principal would
occur if a proposed pay-out from the Fund exceeded the current balance of the eamings
reserve account. Past Permanent Fund dividend pay-outs have not tested this limitation
because they were constrained by the limitation of section 37.13.140 against including
unrealized gains and losses in income. In other words, the Permanent Fund had a
cushion of retained eamnings (consisting of unrealized gains and losses) that, in an
accounting gense, protectcd it against coming close to an invasion of principal.® After
adoption of GASB 31, an invasion of principal would sccur if the amount transferred or
paid out of the eamings reserve account exceeded the balance in the account, which
balance now includes both realized and unreatized gains and losses due to the operation
of GASB 31.7

We have been advised, and we have assumed for purposes of our opinion, that
the past practice of the legislature, the State, the APFC, and its accountants and outside
auditors — since the inception of the Pund — has been to treat principal as a balance of
the accumulated sum equal to the value of the total assets contributed to the Pund by
constitutional dedication, Alaska Const. art. IX, 15, statutory dedication, AS 37.13.010,
37.13.145; see AS 37.13.020, and legislative appropriation. We have also been advised,
and we have assumed for purposes of this opinion, that principal is not specifically
attributed to any particular asset in the Fund, but is mainined as a balance amount in
the Fund as a whole. Accordingly, under the present accounting methodology, the

¢ Another protection is found in section 37.13.145(h), which provides that only 50% of
the incomc available for distribution is transferred to the dividend fund.

TA logical question occurs. What if most of the balance of the carnings reserve account
were paid out and come time later the stock market suffcred a major comoction? In that
hypothetical situation, the value of tho camings reserve ascount would turn negstive, Would
that negative balance, bo offaet ugainst the principal balance and if so, would that constitute an
invesion of principal? The answer is negative. An invasion of principal would occur where the
Permanent Fund hed attempted action to pay out more then the balance of the camings reserve
sccount. it would not occur where, after a payoul, the balance of that fund turned negative. The
criticel differcnce is between an ection of the trustees and the natural fluctuation of the
investmont markets, Oune is an action over which the trustees have control; the market
fluctuation {g not.
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cxcess of market value of total assets over principal, less total liabilities, is credited to
the carnings rescrve account. Accordingly, when a dividend is paid, principal always
remains in the Fund and is not impaircd when specific securities are sold and the entire
prooceds transferred out of the camings teserve account. So long as the value of the
assets remaining in the Fund less the tota! liabilitics at the time of the wansfer is greater
than the principal balance amount, the decrease in assets in the Fund caused by the
transfer is balanced by a dccreasc in the balance attributed to the camings reserve
account, leaving the principal balance unimpaired. - .

Because the actual salc of securitics and the transfer of the proceeds of such &
sale would not rcsult in any impairment of principal so Jong as the valuc of the
remaining asscts of the Fund (less total labilitics) exceed the principal balsnoe, it is our
opinion that the direct transfer of thosc assets at their fair market velue also does not
impair principal, provided that at the time of transfer the value of the securities
transferred does not exceed the emount in the Permanent Fund camnings reserve account
as determined under generelly accepted accounting principles.

VIII, Statute lncombtq:t With GAAP

The statutory framework for the Fund distinguishes the trcatment given to
realized and unrealized income, Section 37.13.140 provides, “Net income of the fund
shall be computed annually as of the last day of the fiscal year in accordance with
generally accepted accounting principles, excluding any unrealized gains or losses.” For
a perlod of timc oaly the stetutory net income consisting of net realized gains was
credited to the camings reserve account established by section 37.13.145(a), which
provides, “Income from the fund shall be deposited into the [earnings reserve] account
45 800n a8 it its rcceived. Money in the account shal] be invested in (authorized])
investments...." Howcver, with the adoption of GASB 31, the chief financial officer of
the APFC bogan valuing investments at market on & monthly basis and crediting
unrealized net camings to the balance of the eamnings reserve accouat for financlal
reporting purposes. Accordingly, for financial reponing purposes, the eamings reserve
account now holds both rcalized and unrcahud net gains in the income that has been
credited to it.

The statutory definition of net income in section 37.13.140 requires both

" adherence to generally accepted acoounting principles, which requires marking assets to

market value, and the exclusion of unrealized market geins and losses. This conflict
creates problems with regard to whether or not the “income” of the Fund that must be
deposited in the carnings reserve account, and from which the legislative appropriation
shall come, should properly include unrealized gains and Josses, One possible solution
to the problem would be to simply scil the securitics, which would coavert any
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unrealized gains or losses attributable to those securities into actual realized gains
credited to the eamnings reserve account that could then be trapsferred to the
Constitutional Budgct Reserve Fund. The difficulty with this approach is that selling

" securitics on the open market gencrates additional expenscs in the form of brokerage

commissions and other transaction cosis. If the securitics could be transferred in kind at
their fair market value, the Fund would be sparcd the expenses associated with the sales,
end hence more Fund assets would be preserved. The difficulty is that it is not clear that
the “income” held in the earnings reserve account under section 37.13.14S(a) propetly
includes the unrealized guins and losses not included in “nct income™ under section
37.13.140. :

Beoause the ambiguity has been created by scction 37.13.140, it may be
remedicd the same way — by amending the statute to conform to generally accepted
accounting principles to provide that income held in the earnings reserve account shall
include both realized and unrealized gains and losses.® (As income, the amounts in the
earnings reserve account are subject to disposition as difccied by statutc without
invading principal. Any proposed legislation should further dircct that the principal
shall be maintained inviolate.

oN

gs described above, then a transfer of §4 billlonof A l L‘ Jy
securitics from the Pcrmment Fund 1o the Constitutional Budget Reserve Fund cag vt §

occur without either affecting the dividend or requiring the realization of the gain
assoclated with the particular securities that are wansferred. Qur conclusion is premised
upon not only the amendment of the statute es described above, but also the advice it
we have recelved from the Permanent Fund's accountants (“KPMG™) that this transfer
would be a one time non-standard, non-recurring event, which would be trested by the
sccountants as a residual cquity transfer and permissible under generelly accepted
accounting principles as such. The consequence of this transfer would be that the
camnings reserve account, assuming that It had more than 34 billion of realized and
unrealized gains and losses, as well as othet income, would be reduced by $4 billion as
would the assets of the Fund. We are advised by KPMG that the particular unrealized
gain that, in & theoretical scnse, could be identified to the transferred securities would
not be realized, and thus would have no immediate impact on the dividend calculaton.
Any impact on future dividends would be the result of the reduced amount of
investments in the Fund, as well as any limitation on futurc pay-outs imposed by the

¢ To maintain the lcgislature's intent that the dividend shall be based on a measure of
distributable income thet excludes unrealized gains and losses, a companion amendment to
Section 37.14.140 should clarify that the calculstion of net income under that section is solely
for the purposc of calculating the dividend.

‘“\e\'\‘
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decreased leve] of income in the eamings rescrve account. The Constitutional Budget
Reserve Fund would receive these securities at the fair market value on the date of
transfer.

IX. Limjted Fiduciary Duties Analyzed

In carrying out the proposed transfer, the Board will be subject 10 the same
duties of prudence and care that apply wheaever it selects securities to sell and
reinvests; aithough the magnitude of the proposed transaction will impose greater
restrictions on its flexibility than would be imposcd by the ordinary turnover of a
smalier peroentage of securitics within the portfolio, The duty to incur only reasonsble
expenses would appear o be well served by the proposed in-kind transfez, absent other
conflicting considerations. The Himited duty of impartiality and the duty to preserve
principal are not impaired provided that the Board’s acts arc directed by the logislation
requiring the transfer.

A. ' Prudence in Investing

The Board has adopted policies that pay careful attention to and comply with the
concepts of diversification, usset allocation, and “total returm™ — the latter defined ag
“the realized income plus the net changs in unrealized gains and losses. Realized
income includes interest, dividends, rcal estate cash flow and realized capital gains.”
Alaska Permanent Fund Corporation, 1997 Annuel Report, p. 3 note. The proposal does
pay attention to total return, but reduces equity allocation and therefore diversification
unti! rebuilt by future receipts and investments, However, this is a function of the fact
thet the unrealized gains and losscs that are being transferred are due, in very large part,
! to appreciation in equities. The change in asset allocation is therefore a functionof
: where the unrealized gains and Josses 10 be transferred occur, not the consequence of a A
deliberate investment choice by the Board.

! " The Board will need to cxercisc care when sclecting the stocks to be transferred
! to make sitre that it hes eveluated the impact of its divestiture program both on the

:  overall risk of its portfolio, and on the investment policies that it has chosen in
constructing its current equities portfolio.

We understand that one methodology under consideration as an altemative to
selocting assets for tranafer would be to implement the proposed transfer by transferring
to the Constitutional Budget Reserve Fund a percentage across-the-board “slice™ of the
Permanent Fund's assets, representing $4 billion in value, The Constitutional Budget
Roserve Pund would become a unit holder in the combined funds’ investment pool,
similer to the intercsts held by the Alaska Mental Health Trust, the Alaska Science and
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Technology Foundation, and the [nternational Trade and Business Endowment. See
Discussion Part IX.D. below. This proposal would not disturb the asset allocation or
diversification of the investment pool, nor would it imposc unnecessary costs.

B. Duty to Minimize Expenses

A trustee must “incur only costs that are reasonable in amount and appropriate to
the investment responsibility of the trusteeship,” Restatement (Third) of Trusts
§227(c)(3) (1992)(prudent investor rule). One of the clcar advantages of an indexed
approach to equity investments is that stock tumover is very low, thereby mimimirzing
the losses that would otherwise occur in the form of commissions paid to brokers to
cxecute trades. The need 1o sell stocks in order to generate cash proceeds to transfer
docreascs this advantage to the indexing investment sirategy. However, the proposed
direction of an in-kind transfer is clearly compatible with the duty to minimize costs,
because it should substantially reduce the transaction costs that would otherwise attend
the selling of a significant proportion of the Fund's equity portfolio.

C.  Fiduciary Duty of Loyalty — to the State

The Rostaiement (Second) of Trusts §2, cmt, b (1957) states: “b, Fiduciary
refation. A person in a fiduciary relation to another is under a duty to act for the beaefit
of the other a3 to matters within the scope of the relation.” Here, the Board's duty is
owsd, not to specific beneficiaries, but to the State for which it manages the Pcma.mt
Fund in accordance with the statutes,

Here, the terms of the Constitution specifically reserve the disposition of “all
income" to direction by the Statc “by law.” Alaska Const. art. 1X, 1S. The removal of
§4 billion in trust assets cannot help but reduce the amount to be available in the future
for dividends because the lesser amounts to be invested will, all other thinge being
oqual, result {n lower absolutc amounts of income realized on those investments even if
the current rate of return is meintained. However, the duties of this Board do not extend
to distribution of incomc except as directed by law. Accordingly, no duty of loyaity
within the scopc of the discretion given to these trustecs is implicated by the transfer
itself,

D. lovestments Managed on Behatf of Other Entities

Separarely, there may be impartiality issues vis-2-vis the other state funds that
invest through the Pennanent Fund that will need to be handled to make sure that
whatever infercsts they may have arc kept whole. By statute, the Alaska Mental Heaith
Trust (AS 37.13.300, 37.14.001 - 37.14.099), the Alaska Science and Technology
Foundation Endowment (AS 37.17.010 - 37,17.110),and the Intcmnetional Trade and




..~ ATTY GEN OFC JUNERU ID:907-465-2520 MAR 03°'99  10:39 No.001 P.22

Eric Wohlforth

Chair, Board of Trustees
March 3, 1999

Page Twenty-One

Business Endowment (AS 37.17.440)(collectively referred to hereafter as “other funds”)
are invested by the APFC undcr the same investment authority as the Permanent Fund is
mansged. Alaska Permanent Fund Corporation, 1998 Annual Report, “Alaska’s
Future,” p. 39 ( “1998 Annual Report”).

The assets of the other funds are commingled with the assets of the Permanent
Fund for investment purposes. Eamings are separately allocated to the other funds on
the basis of unit end frectional shares, which have undivided beneficial interests in the
commingled assets equal to the proportion that such shares bear to the total units
outstanding. Unit shares are credited to the other funds on the basis of amounts
contributed to the invesument pool, The following represents the other funds’ shares of
the commingled assets:

6/30/1998 1997

Alaska Science and Technology

Endowment Fuad ‘ $ 129,092,000 $ 128,565,000
Alaska Mental Health Trust

Fund - . 299,356,000 267,553,000
International Trade and Business

Endowment Fund 5,710,000
TOTAL OF OTHER )
MANAGED FUNDS $ 434,158,000 $ 396,118,000

Tt is apparent from a review of the respéctive cnabling statutcs that the APPC
Board, acting only as investment manager of cach of the respective funds, has only
limited fiduciary responsibilities. For cxample, the cash principal of the Mental Health
Trust Fund shall be retained perpetually in the fund for investment by the APFC under
the prudent investor sule. AS 37.14.033, 37.14.035, AS 37.13.300. Net income of the
fund shall be transferred to the mental heaith trust settlement income acoount at the ead
of each fiscal year and may be utilized only “by the Alaska Mental Heslth Trust
Authority for purposes listed in AS 37.14.041”. AS 37.13.03s.

Simllarly, the Science and Technology Foundation Endowment shall be held and
invested by the APFC subject to the prudent investor rule, but net incoms shall be
distributed by grants under Title 37, Chapter 17 rather than by the APPC. AS
37.17.020(b). The Internationa! Trade and Business Endowment also was established
within, and {s administered by, thc Alaska Science and Technology Foundation, AS
37.17.440(2), 37.17.010(b)(3), although it is invested by the APFC subject to the
prudent investor rule, AS 37.17.440(b).
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Thus, the responsibilities for.operational employment of the funds and
distribution to the bencficiaries rest with the trustees and directors of the respective
catitics, and such fiduciary responsibilitics as exist for the APFC Board are limited to
those existing “within the scope of the [investment) relationship.” Restarernent (Second)
of Trusts, § 2, comment b (1959).

Since the funds arc permissibly commingled with the other assets of the Fund for
investment purposes, the Board will adequately dischargc its fiduciary responsibility
with respect to these funds by continuing to follow the prudent investor rule (AS
37.13.120), by maintsining impartial treatment as to each of the separate funds through
the undivided beneficial interests of each of the funds in the fashion described above,
and by segregating income of other funds as required by particular provisions of the
particular statutes relating to each fund. The Mental Heaith Trust enabling act requires
that “The net lncoime of the fund shall be determined by the Alaska Permanont Fund
Corporation in the same menner the corporation determines the net income of the
Alaska permanent fund under AS 37.13.140," AS 37.14.031(c), and then that “pet
income of the fund shall be transferred by the corporation to the mental health trust
settlement income account at the end of each fiscal year.” AS 37.14.035(b). Similarly,
the “net income from the [Alaska Science and Technology Foundation] endowment
shall be distributed under AS 37.17.010-37.17.110 and 37.17.225.7, i.¢., under the
contro] of that éndowiment’s Board of Directors 10 make grants or other distributions of
endowment income, and “not [as] net income avajlable for distribution under AS
37.13.140." AS 37.17.020(b) Therefore, inasmuch as the special funds require the
APFC Board to account separately for the net income of each fund, the Board must do
80 in such 8 way es not to impair the income due the subsidiary fund because of the
Board's substantial transfer to the Constitutional Budget Reserve Fund.

In summary on this point, apart from investing according to the prudent investor
rule (imposed by statute on all asscts under its management), and accounting for
principal and income under the terms of the particular statutes whose funds ere being
administered by it, the APFC Board has no other duties under the circurnstanoes of the
proposed legislation. The proposed legislation should have no special effect on
commingled funds different from its cffect on the other assets held by the Board since
its effect will be distributed proportionately among each and all of the funds it holds for
investment. -
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This s to summarize the discussion on February 24, 1999 between Kathy Porterfield,
Pcter Bushre, James Baldwin, Robert Loeffler, Joe Wyatt, Mtchael ToumanofY, end Linda
Arnsbarger regarding the proposed recommendations as to the proper accounting for a fund
transfer. The facts we discussed involved the possible one-time transfer of $4 billion in cash or
securities from the Alaska Permanent Fund to the Constitutional Budget Reserve Fund. We
asked Kathy to discuss the accounting treatment for such a transfer.  Kathy responded that her
answer was premised on the fact that both are state funds, end the proposed transfer {s a onc-time
trunsfer. She discussed two options with regard to trensfers in general.

One, which was not discussed at length, was to reflect the transfer in the income
statements, which would have an immediatc and substential impact on the dividend.

The second approach, which we understood to be the appropriate accounting treatment,
was 10 reflect the transfer as an adjustment to retained eamnings. here the eamings reserve
account, which would not have an immedijete impact on the dividend. Wc understand that the
sccounting litcrature would permit the second approach, described as a “residual equity transfer”
if it is a one-time transfer between two stetc funds, so long as it is legal to do so.

With regpect to the legal question, Kethy identified onc statutory barrier to this second
treatment, AS 37.13.145(a) establishes the camnings reserve account, and states that “Income
from the fund shall be deposited by the corporation into the account as soon as it is recetved.”
This provision literally appears to limit the eamings reserve account to realized cash income. In
othcr words, as a matter of law, the unreallzed gains are not in the eamings rescrve account.

We asked Kathy to consider the following hypothetical: First, assume that AS 37.13.145
is amended to provido that the camings reserve account is calculated in accordance with
generally accepted accounting principles. Then assume that, on a one-time basis, $4 billion in
sccurities are transferred from the Permanent Fund to another state fund, Assume that the
transferred securities have 31 billion in unrealized gains associated with them.  Assumo that,
prior to the transfer, the earnings reserve account i9 $5 billion.  Kathy agreed that the assets of
the fund would be reduced by $4 billion, and the carnings reserve account would be reduced by
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the amount of $4 billion (leaving $1 billion in the secount). The CBRF would take the
securities a( their market value.

In KPMG's view, under the second approach, the transfer of $4 billion in assets with an
associated $1 billion in unrealized gain associated with the assets would not result in any’
realization of gain, and thus would have no immediate impact on the dividend calculation, Any
impact on future dividends would be the result of the reduced amount of investments in the
fund, as well as any limitation on future pay-outs imposed by the decreased level of income in
the carnings reierve account. )

We oxplored how this reduction in the camings reserve account would follow through for
statulory purposes in calculating a dividend in subscquent years. (Our concem was how, under
the statutory accounting method, to ensure that the component of the transferred sarnings reserve
that represented wransferred unrealized gains would not be double counted in determining
realizcd gains in later years for purposes of the statutory dividend calculation.) Kathy agreed
that if, In the subsequent year, the fund had $3 billion in realized income, and the calculated
income available for distribution excecded the eamings reserve account, the amount of the
dividend stll could not exceed $1 billion, or the amount in the camings rescrve account, because
to pay out more would be to invade principal. In other words, 52 billion of that year's realized
income would neverthcless be unavailable for a dividend distribution in the current year.

Kathy and Peter clarified that the earnings reserve account for statulory purposes is not,
by definition, the same as the carnings reserve account for accounting purposcs under current
GAAP. The accounting camings reserve account represents only residual equity, not income.

We asked Kathy Porterfield and Peter Bushre to review a draft of this memorandum,
dated Februery 24, 1999, and to let us know whether this summary accurately reflects the
description they provided to us.

Kathy Porterficld has reviewed this memorandum, made revisions, and has conﬂm\od in
a telcphone conversation with James Baldwin and Linda Amsbarger on March 2, 1999 that this
rcvised summary accurately reflects the description she provided to us.

wok TOTAL PAGE.25 wk ‘
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FISCAL PLAN AMENDMENTS

The governor has introduced a bill proposing to transfer $4 billion from the
carnings reserve account of the Alaska Permanent Fund to capitalize the
Constitutional Budget Reserve Fund.

A proposal has been under consideration to make the transfer in a way that will
avoid the necessity of selling a large amount in securities to raise the moncy.

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

The plan involves cither the transfer to the CBRF of in-kind securities worth $4
billion, or an undivided interest in the permanent fund worth $4 billion. Counsel
to the Alaska Pcrmanent Pund Corporation was cngaged to provide independent
legal advice conceming implementation of this in-kind transfer plan.

Legal counsel determincd that a one-time, in-kind transfer could be validly
implemented if certain statutory amendments were made by the legislature to
make it clear that income of the permanent fund is determined exclusively by S
generally accepted accounting principles.

By establishing these principles in statute, therc would be no legal questions
concerning whether the appreciated value of sccurities owned by the permanent
fund can be made available for distribution by the board of trustees as income.

If these amendments are enacted, legal counsel advises that a transfer of
unrealized camings of the permanent fund will not

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

that such a transfer will not violate a fiduciary duty owed by the board of
trustees of the Alaska Permanent Fund.

The lcgal opinion also relics on the advice of auditors of the Alaska Permanent
Fund that such a one-time transfer of $4 billion in permanent fund income would
not cause an increase in the permancnt fund dividend payabic in the year of the
transfer.
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{ % Section _, AS37.13.140 is amended o rcad:

LY

L

' | Sec. 37.14.140. Income. Netincome of the fund includes income of the camings
reserve account established under AS 37.13.145. For the pu ¢ of calcylating the
income_avallable for distribution, net [NET) income of the fund shall be computed
annually as of the last day of the fiscal year in accordance with generally acecpted accounting
pn'ncipleé. cxcluding any unrealized gains or losses. Income available for distribution equals
2} percent of the net income of the fund for the last five fiscal years, including the fiscal year
just ended, but may not exceed [NET INCOME OF THE FUND FOR THE FISCAL YEAR

JUST ENDED PLUS] thc balance in the earnings rescrve account described in
|' :
i ! AS 37.13.145.
l
!
: * Sec. __. AS 37.13.145(8) is amended to rcad: -

(@) The carnings reserve account is established as a separate account in the fund. The

' bslance of the earnings reserve account shall be determined according to generglly

accented gccounting principles. [INCOME FROM THE FUND SHALL BE DEPOSITED
BY THE CORPORATION INTO THE ACCOUNT AS SOON AS IT IS RECEIVED.]

Money in the account shall be invested in investments authorized under AS 37.13.120.







