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7:59: 35 AM

VICE CHAIR BETTYE DAVIS called the Senate Education Standing
Committee neeting to order at 7:59 a.m Present at the call to
order were Senators Huggi ns and Davi s.

SB 134- PRUDENT MANAGEMENT OF | NSTI TUTI ONAL FUNDS

7:59: 47 AM
CHAI R DAVI S announced consi deration of SB 134.

SENATOR PASKVAN, sponsor of SB 134, said this bill wll bring
Al aska’s guidance and requirenments for the admnistration of
endownents and charitable funds up to date and consistent wth
nati onal st andar ds. The Uni form  Prudent Managenent of
Institutional Funds Act (UPMFA) attenpts to bring all of the
various types of non-profit organizations and governnenta
entities under the sane requirenents and standards for
adm ni stration of endownents and charitable funds. This act is
default legislation which only applies in the absence of other
nore specific requirenents or |law or governing instrunments. For
exanple, this does not apply to the Pernmanent Fund because it
has specific investnment standards witten into its act.

He said that UPMFA replaces obscure and obsolete rules and
concepts for the investnment and managenent of endownents and
charitable funds with current industry best practices. UPMFA
provi des clear guidance on the standards of performance and
pr udent practices for the investnent and managenent of
endowrents and charitable funds consistent with the Uniform
Prudent Investnent Act adopted by Alaska 10 years ago. UPM FA
defines specific factors to be considered in managi ng charitable
funds such as the accumul ation of earnings, the expenditure of
endowrent funds, and the obligation to provide for future
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beneficiaries. The investnment of funds including the obligation
to manage to the overall objective of the funds in the portfolio
to consider the investnent hori zon, cost of rmanagenent,
di versification, rebalancing, verification or relevant facts and
use of special skills or expertise that a fiduciary possesses
and a prudent del egation of investnent and nanagenent functions.

He explained that UPM FA mnimzes the exposure of non-profits
and volunteer trustees to disputes and |egal challenges over
issues related to obscure and outdated admnistrative rules and
practices by clarifying the specific requirements in the
appl i cabl e performance standards.

Further, he said, UPMFA incorporates a |less onerous and |ess
expensive process for the nodification or release of donor
restrictions on gifts that may have becone  wasteful,
inpractical, unlawful or inpossible to achieve. He said, as a
nmenber of an investnment board, he believes these are sonme of the
investnment standards that are inportant to bring Alaska's
i nvestnment standards in line with national standards.

8:03:31 AM
SENATOR HUGA NS asked if there are any organi zations other than
t he Permanent Fund that do not conme under UPM FA.

SENATOR PASKVAN replied that he is not aware of any.

SENATOR HUGE NS asked if he could foresee any unintended
conseqguences.

SENATOR PASKVAN replied no; and this is a step in the right
direction to, for exanple, provide voluntary trustees who are
making decisions on these institutional funds a  better
under st andi ng of prudent investnent practices.

8:04: 58 AM
SENATOR HUGE NS asked if this wouldn't require a staff of three
| awyers to adm nister.

SENATOR PASKVAN answered no; “the point of this is to not have
t hat happen.”

8: 05: 28 AM

JAMES LYNCH, Associate Vice President, Finance, University of
Al aska (UA), said he has managed their endowrents for the |ast
25 years and supported SB 134. He related that UPMFA was
approved by the Uniform Law Conmi ssion in 2006 and in subsequent
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years has been adopted by 26 states and the District of
Columbia. In 2009 it was adopted by three nore states, and bills
were introduced to inplenment these UPMFA in 14 other states.
There are two reasons for that: one is that for nost states this
is an update of prior uniform regulation that came out in the
1970s, and nost states have operated under simlar standards for
the last 30-40 years. Al aska never adopted the original Uniform
Managenment Act. The other reason is that it provides a |ot of
flexibility for managers during economc turnmoil and economc
downturn. This update was devel oped because of confusion that
arose in the last market decline and the bursting of the tech
bubbl e in 2001/ 2.

8:08: 32 AM

MR. LYNCH explained that the Act is a conpilation of best
practices for charitable foundations and endowrents; it protects
donors by making their intent paranount in determ ning what can

and should happen to donations and endownents. |t authorizes
such things as the total return concept, which allows managers
of endownents to use current i nvest nent techni ques and

strategies. Oherwise they end up with a lot of fixed incone
investnments, and there’'s alnost no way that investing in fixed
income can inflation-proof a fund. It also provides the
charitabl e organizations with the flexibility they need in these
economc tinmes to deal with market conditions.

He explained that when you manage an endowrent, you have three
objectives. The first one is to maxim ze the returns, next is to
inflation-proof to be able to retain the purchasing power. Wen
t hese endownents are used at the University for supporting a
faculty menber’s salary or a scholarship, for instance, those
costs go up annually. The endowrent has to be inflation-proofed
so that spending can increase as needed. Third, managenent tries
to stabilize distributions. It’s not nuch value to find out that
the investnent market is down this year, but the student stil
has to pay tuition. The same is true for a faculty menber’s
sal ary.

8:11:13 AM

Stabilization is probably the nobst inportant of the three, he
enphasi zed. The Act protects the non-profit comunity and its
many volunteers. It protects them from the failure to follow
what are really outdated rul es and obscure practices on nmanagi ng
t hese funds.

He explained that it does a couple of other snmall things that
are inportant for adm nistration of funds. Two sections relate
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exclusively to the University; one nakes sure that this Act does
apply to the University. Second, it’'s to correct an unintended
consequence that occurred during establishnment of the Retirenent
Managenent Board. The authority for the Board of Regents to
manage its endowrents and the land grant trust fund basically
cane from a statutory reference to the Alaska Pension Board in
AS 14.25.180 that dealt with sonme of the fiduciary duties of the
Pension Board and applied those to the University. It also
i ndi cat ed t hat AS 37.10. 071, whi ch IS t he fiduciary
responsibilities toward state funds, applies to the Board of
Regents. Wen the reference was changed to the Retirenent
Managenent Board, provisions were inserted for nanagi ng pensions
that don't apply to endowrents at all, and it is not clear as to
whet her other state statutes on fiduciary responsibilities do
apply. This corrects that situation.

8:.14.: 02 AM
ERIC WOHLFORTH, Chair, Uni versity | nvest nent Comm ttee,
University of Alaska, said this bill would apply in a case where

the trust instrunment is silent with regard to the ternms of
managenent and the provisions for payouts. He explained the
typical gift to the University establishing a scholarship fund
is silent on such things as what the payout can be for the
schol arship. Trust law in Al aska now says you can't go bel ow t he
original cost of the fund, so a lot of University scholarships
this year won't have a payout. This bill applies in all cases
where the original gift instrument is silent and says you can
have a percent of narket value payout. However docunents wth
ot her stated payout provisions in them would prevail over this
I aw.

This bill also gives portfolio managers freedom in the kind of
assets that can be invested in the portfolio according to very
el aborate rules relating to prudence. It does not attenpt to
specify what sorts of investnments are legally required. The
default nature of this bill is inportant as well as the broader
authority for investing that previously existed.

8:17. 03 AM

SENATOR HUGGE NS asked about his use of the terns "endowrent" and
"principle.” He asked if this legislation allows his investnent
organi zation to dip into the principal when it was silent where
wi thout this legislation that couldn’t be done.

MR. WOHLFORTH said that 1is correct. The original Uniform

Managenment of Institutional Funds Act of 1970 said you could
distribute current yield and capital appreciation. The updated
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UPM FA says you can distribute any noney in the endowrent and if
it drops below the original gift value you can continue to make
distributions, but you have to inflation-proof the fund. It
allows you to basically borrow agai nst future earnings. However,
there are a lot of requirenments inposed. You have to take into
consi deration general econom ¢ conditions, the effect of
i nflations, expected tax consequences, the roll of the
investnment itself wthin the portfolio, the expected total
return and the other resources of the institution. It allows
flexibility, but it is all governed by what is prudent.

SENATOR HUGA NS said his concern is the present financia
debacl e where the econom c paradigm nost people have lived by
has been throwmn out the wndow. He nentioned the current
arguments for and against the Permanent Fund paying out a
dividend this year because the principle has dropped below the
original deposits.

MR. WOHLFORTH agreed that this is an unprecedented period where
a whol e new paradigm of investnment is slowy energing, but this
legislation in general does not tie them to any particular era
or time with regard to what is an appropriate payout rule. Unti
1970, endowrents could only invest in bonds and pay out interest
- period. That was replaced by the total return concept that
allows investnents in comobn stocks as well as bonds. That
noti on becane part of the accepted investnment tool and is part
of this legislation. Wat has happened in the last year and a
half has thrown al nost every calculation out of kilter, but he
didn't think it had thrown the total return notion out of
kilter. He thinks that flexibility is necessary so that as a new
paradi gm devel ops, people can get a better idea of what
i nvest ment phil osophy ought to be going forward.

8:23:.07 AM

SENATOR HUGGE NS continued; it appears to him at the national
| evel the prevailing thought is decreasing flexibility in favor
of nore regul ation and asked himto conment on that.

MR. WOHLFORTH responded that is true, but those considerations
of decreasing flexibility to deal with “the bizarre instrunents
that have developed” do not seem to apply at the endowrent
level. This Ilegislation doesn't tie endowents to a return
environnment, which is based on 100-percent fixed incone, but
rather it provides for operating in different environnments but
wi th prudent investnent guidelines.

8:25:14 AM
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MR. LYNCH added that one of the reasons UPM FA was devel oped is

due to the market downturn in 2001/2 - because at that tine
boards and institutions nmade a nunber of erratic decisions. Sone
of them I|ooked at their whole pool of endowrents - the
University, for instance, has over 600 endowrents, 250 of which
are currently "under water." Those won't have any nore
scholarship distributions. Ohers decided to nmake payouts
anyhow. What this bill does is offer a happy nedium based on

good judgnent, which can't be legislated. You can l|ay out
standards and principles and then trust the trustees to nake
prudent decisions. You can borrow against principal, but not
spend it. Your borrowing has to be judged based on the
ci rcunst ances surrounding it.

8:28:22 AM

LYNN LEVENGOOD, Uniform Law Conm ssioner, State of Al aska, said
the comm ssion provided the legislation to the national body to
make sure it would still qualify as a uniform|aw, because m nor
changes were made that were unique to Alaska. The national
governi ng body found the changes were not substantial, and that
the legislation still qualified as a uniformstate |aw.

However, they thought one issue needed to be corrected and that
is the title, which says that this is “a uniform prudent

managenent of institutional funds act.” The key words are
"institutional funds", whi ch is br oader than the term
"endowrent"”. Under AS 13.70.090 definitions, “endownent fund” is
defined as “an institutional fund or part of an institutional
fund,” so the term “endownrent” s narrower than the term
“institutional fund”. The glitch is in the bill’s last paragraph

on "applicability” where they think “endowrent fund” should be
changed to “institutional fund” because that is broader in scope
and is consistent with the title and focus of the bill which is
to govern the managenent of institutional funds.

8:32:11 AM

KEN CASTNER said he serves as a fiduciary on a couple of
community foundation boards and is active in investnent
commttees of both of those boards; he supported SB 134. He said
this bill sinply gives the attorney general very specific
authority to act, which was absent now. Wthout this, a donor
may bequest to a University for a specific purpose, and then the
gift mght not get used for that intent. The donor would be
conpletely frustrated from asserting the intent of the origina
gift. This gives the attorney general the authority to intercede
to make sure the donor’s w shes are foll owed.
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All the other things Senator Huggins was concerned about are
al ready being acted on under other national standards, he said,
with various federal regulations. Wat was prudent in 2005 is
different than what is prudent today; an endowrent is in
perpetuity so you don't want to have a sinking fund. This bil
provides for a balance between prudence and naintaining public
pur pose.

8:.35: 25 AM
CHAI R DAVI S cl osed public testinony.

SENATOR PASKVAN agreed to wite up an anmendnent based on M.
Levengood' s suggesti ons.

8:37:26 AM
SENATOR HUGGE NS asked why “and relating to the University of
Al aska” is in the title.

SENATOR PASKVAN responded that as M. Lynch testified that they
are anending the statutes to nake sure the principles apply to
the Board of Regents nanagenent of the University endowrents on
page 7. This |anguage nakes it very clear that the Board can
make distributions fromthe principal if it is prudent.

VICE CHAIR DAVIS held SB 134 in comm ttee.
8:38: 58 AM

There being no further business to come before the commttee
Vice Chair Davis adjourned the neeting at 3:38.
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