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TOPIC OUTLINE

Evolution of Pension Fund Asset Management in the United States

a. history
b. current state of the art o

Cs trends in force — /1,/\.&.‘,(.:.,(",4.34 i L b AL

Elements of Asset Management [Function

a. administration '
b. planning o/ 'waw~~7 — “"1' !C«’/‘ (-~ {“}
C. investment nﬁn‘r[_,umc.nl. / k

Perceived Nature of Alaska's Problem
organizational issues

1. control/responsibility
2 establishment of policy
3. interfacing with management unit

.

investment policy issues

1. inflows - expectations/deviations
2, pattern after inflows
3, risk tolerances

operating issues

1. sclecting asset management structure i’
2, special problems of running large pool of assets Slhilluns

—




IV. Major Structure Options

Requirements

1% central administrative star{‘

2, purchased services A
policy setting consultation havde [Loeell
performance mecasurcment service
manager selection service
morey management

Advanta:gc:s

1% low overhead

e flexibility to change structure
3; competition between managers

Disadvantages

1. very high service cost
2. complex administration
34 central staff critical

internal management

Requirements

1. total investment management company staff (sans marketing)

Advantages
l. relatively low cost (economies of scale)
2 under control of Alaska board

3. most responsive to State's needs

Disadvantapges

1 little flexibility
2, difficult to match capability to assel base
3. remoteness from capital markets if based in Alaska




contract organization

Requirements

1. one time search
2. designation of liaison responsibilities in State

Advantages

responsive to Alaska - integrated
capability growth matched to needs
flexible to change structure

no committed overhead

Disadvantages

l. cost higher than internal option
2. no direct competition (competition through comparison
with objective measures)
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Mr. Billy Berrier Fapaet e _“__’_/

Director of Division of Legal Services
Legislative Affairs Agency

Pouch Y - State Capital

Juneau, Alaska 99801

Dear Bill:

I telephoned my comments to Ken \-":15«: er on the Powers and Duties section
of the Work Draft Paper dated November 14, 1977 which you gave me at our
meetings in Anchorage. This letter is to confirm these recommendcd changes
to you. A marked-up copy is attached.

I believse that we had agreed in Alaska that the "prudent person' rule
given in 37. 13,130 (a) would be altered to assurc thet the standavd of mecasuremcint
would be the "prudent expert', i.e. how large pcols of similarly oriented capital
are managed, rather thaa how the individual investor manages his/ner moaey.

Given that change is made, I ofler the (ollowing specific suggested changes to
subseqguent scctions.

l. Page 8, Section (b), Line 14, Delete "type and maturity of investmoents
in" and add to the end of Lthe sentence the following: by iypc of secu-
rity, within type of security and with respect tp geoy iphig distribution.

»\..p-.u.-\..u gr an
o

The board shall [rom-theatoatizne ¢stablish overall gui ldm s lor

the diversification of the assets ol the Permanent Fund ”

Comment: the way that linc had been written could be construcd to
_re stricting you to just investing in debt sccurities, since cquily
“securities do not have a maturity of investment. The change clari-

fies this and assures that diversification will be more complcte.
Furthermore, it explicitly requires the board to assun.c the very
important "'policy-making' function, i.e, setting the overall mix
of assets. This, coupled with the total return objective set forth
in 37.13.020 and coupled with the "prudent expert' constraint,
should provide a mechanism to match the assel mix to the fund's

necds as conditions evolve.

Fidelity Internativaal b \---~I|t.-'|ll &I.um-'i'uu‘hl. Lo,
N2 Dovonshite Street, Boston, o LS D204
(617) 726-0030 Telotype 710 mu 11 Tolex 0212




Mr. Billy Berrier ; December 1, 1977

Page 8, Section (e), Line 21. Between the words "persons! and
to!', insert 'to recommend or'l.

Comment: there may be a time which the board would prefer to
contract with a party to provide advice on the management of the
funds rather than to assume [ull discretionary managemient. This
wording allows them that flexibility and it also diffeventiates be-
tween the advisory and discretionary managemoent functions, thervos
by assuring that the latter is permitted.

Page 8, Section (f), Line 27. Delete '"listed on a recognized
stock exchange''.

_Comment: leaving the requirement to restrict investments to
those issues listed on exchanges could preclude the fund from
investing in substantial organizations, such as banks, which do
not list. Since the board is constrained under the prudent expert
rule, there should be no further need to restrict them to listed
securities.

Page 8, Section (f), Linc 29. Delete "or in which default is
imminent to principal or interest at the time of investment'.

Comment: this is non-operational since the prudent expert
would obviously try not to invest in securities about to go into
default, The wording as it is could allow hindsigbt litigation in
the event some holding does go into default.

Page 9, Section (b), Line 2. Change word "stocks' to "securities"
il your intent is to preclude all pavticipation in a particular in-
dustry or alternatively change word "stocks' to "stocks and con-
vertible issues' if your intent is to preclude equity participation

in a particular industry.

Comment: my understanding is that you wish lo assure diversi-
fication of the investments of the fund from the revenue source
of the fund. Choosing from the above alternatives will exclude
either a whole industry or just the equity component, however
you desire. Ifeep in mind, however, that debt issues respond
to maturity, quality and other factors permanc to the issue,
rather than to the industry., My recommendation is to just
exclude the equity participation.
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Mr. Billy Berrier December 1, 1977

6. Page 9, Section (f), Line 2. Change "mining company'' t
""eompany whose primary business is the exploration or develop-
ment of oil or gas', or ''company whose primary business is the
extraction of gold', or whatever combination of industries you
desire. ;

Comment: restricting investments from such a broad category
as mining companies could preclude investments in many sccu-
ritiecs which may have small mining operations.  For instancy,
virtually every steel company does some mining. While you
may want to add or delete cartain industries to the above recom-
mendation, the general principle is o be as narrow and spccific
as possible in your exclusions.

Page 9, Section (f), Line 3. Delete the word "private!'.

Comment: the word "private' could be misleading in the sense
that companies like the one I work {or, for instance, is a privately
held corporation, with no stock sold to the public. U.S. Steel, on
the other hand, would be considered to be a publicly held corpora-
tion. Further, there may come a day in which the fund may want
to buy stock in quasi-government corporations such as Comsat,
which could not be considered private in any case. Deleting the
word '"'private' takes away this ambiguity.

Papge 9, Scction (), Line 3. Dclete all after the word "which"
threugh to the semicolon on line 7 and substitute "is not paying
dividends on that stock in cash at the time of purchase'.

Comment: my understanding is that the only real requirement
you have is that each sccurity must be incowre producing, The
way the sentence now reads the corporation could be paying
dividends on another security, but not on the one being purchascd
in the fund. Also, by deleting the time and yield requirement,
you are providing the board the flexibility to structure the port-
folio as they sce fit to achieve the objectives, again within the
prudent expert rule.
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Mr. Billy Berrier Décember ‘1, 1977

9. Page 9, Section (f), Line 7. Delete all after the semicolon
through to line 11.

Comment: this provision could be considered ambiguous in the
sense that an interest payment could have been defaulted, but
then made up at a later date. It seems to me that the prudent
expert rule should be sufficient for the board to act in deciding *
whether or not a particular bond is qualilied for purclasec.

Page 9, Section (L), Liine I1. Delete the last sentence.

Comment: this constraint could be very restrictive as capital
markets and/or fund requirements change. Substituting the
policy function 1n section (b) should preclude the necessity of
establishing specific constraints.

Bill, I think you have drafted a fine piece of legislation, and one which
should serve the people of the State of Alaska well, You may recall in my
testimony that I emphasized the [ollowing points:

1. Investment management is a profession. Whether you develap
investment capabilily internally or hire outside firms to do your
investing, it is important that the actual investment operations be
carried out by investment professionals.

The investment professionals should be able Lo act as independently
as possible from spurious political considerations, heir only
allegience being to the eifective management of the assets. They
especially should not be subject to turnover with changing political
administrations.

The board should be high ievel and should consider themselves
liable, in every scnse of the word, for the prudent management

of the assets to achieve the statea objective. They should delegate
the actual operations bul retain the policy [unction. They should
be able to hire or contract separate staff or services to indepen-
dently evaluate the professionals' investment and operational
performance.

Given the above, and the changes recommended for the Powers and Duties
section, you should have an effective mechanism to invest the assets in an
optimum way as the fund and capital markets evolve.
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Mr. Billy Berrier December 1, 1977

I hope this has been of help, and it certainly has been a pleasure to
work with you and your colleagues in Alaska.

Please let mme know if there
is anything else we can do for you.

Yours very truly,

—_— /_‘,/
V _,w‘;«;r

TBM:del

Titm o~ s vagae =
Enclosure

(L8 Mr. Clark Gruening
Special Committee on the Alaska
Permanent Fund
528 W. 5th, Suite 270
Anchorage, Alaska 99501
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Sec. 37.13.140. BOARD BUDGET. ‘The board's budget s subjeet

Lo

the Executive Budgel Act (AS 37.07).

Sec., 37.13.150. AUDITS. The Legislative Budpet and mum Commi L~
c¢ shall conduct annual operational and pexforaance cval uations (posl-
audits) of the board's investments and investment programs and report

the results to. the State Investmeat Ovorsi ghtt Commitiec.

See, 37,13.160.  REPORTS AND PUBLICATIONS. Ho later than the 20th
day of the legislative session, the board shall publish o report to he
governor, legislature, and the public in casily understandabloe Lanpuage,
Lach report wust include Financial statements audited by the Legislativ

Budget: and Audit Committee, a statement of the amount ol money received

by the permanent fund from cach investmwent durine the period covored, a

Statement ol permanent: fund investments, a dese) tption of permanent fuun.

investment activity dizing the period covered by the report, and

any

other information the board Lelioves would be of intovest to the povaerio

the Toepis] ature, and the public. he annual pneone slatenent and balane

sheet of the permanent fund shall he publishiod in at least oo cewspape s
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TOPIC OUTLINE

Evolution of Pension Fund Asset Management in the United States

a. history
b. current state of the art
c. trends in [orce

Elements of Asset Management Function

a. administration
b. planning
c. investment management

Perceived Nature of Alaska's Problem
organizational issucs

1. control/responsibility
2. establishment of policy

3. interfacing with management unit

investment policy issues

) inflows - expectations/deviations
2. pattern after inflows
3. risk tolerances

operating issucs

]O
2.

sclecting asset management structure
special problems of ‘running large pool of assets




IV. Major Structure Options

a. multi-manager approach

Requirements

1. central administrative staff

2. purchased services
policy setting consultation
performance measurement scrvice
manager selection service
money management

Advantages

1. low overhead
2. flexibility to change structure
3. competition between managers
Disadvantagcs
1. very high service cost
2. complex administration
3. central stafi critical
b. internal management
Requirements
l. total investment management company staff (sans marketing)

Advanta ges

5 relatively low cost (economies of scale)
2. under control of Alaska beard

3. most responsive to State's needs
Disadvantages

1. little flexibility
: 2. difficult to match capability to assect base
3. remoteness [rom capital markets if based in Alaska




contract organization.

Requirements

1. -one time search
2. designation of liaison responsibilities in State

_{&dvantages

‘responsive to Alaska - integrated
-capability growth matched to neceds
flexible to change structure

no committed overhead

Disadvantages

1. cost higher than internal option

2. no direct competition (competition through comparison
with objective measures)
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