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IN THE SENATE By THE FINANCE COVMITTE=

HOEE CS FOR CS FOR SENATE BILL. NO 346 (Finance)
IN THE LEGISLATURE OG- THE STATE O ALASKA
FOURTEENTH LEGISLATURE - SEOOND SESSION
A BILL

For an Act entitled: "An Act relating to the income of the Alaska perma-

nent fund; and providing for an effective date.”

BE IT BNACTED BY THE LEGISLATURE CF THE STATE OF ALASKA

* Section 1. AS 37.13.140 is amended to read:

Sec. 37.13.140. INCOVE  Net income of the corporation shall
[MUST] 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. |Income availa! le for distribution
equals 21 percent of the [AVERAGE] net income of the corporation for
the last five fiscal years, including the fiscal year just ended, but
may not exceed net income of the corporation for the fiscal year just
ended plus the balance in the earnings reserve [UNDISTRIBUTED INCOVE]
account described In AS 37.13.145.

Sec. 2. AS 37.13.145 is amended to read:

Sec. 37.13.145. DISPOSITION O INCOVE At the end of each
fiscal year, an amount sufficient to offset the effect of inflation on
principal of the Alaska permanent fund during that year, as measured
by the change in the calendar year average United States consumer
price index for all urban consumers [A NATIONALLY RECOGNIZED INDEX]
shall be transferred from net income as defined in AS 37.13.140,
excluding income on the earnings reserve [UNDISTRIBUTED INOQOVE] ac-
count in the Alaska Permanent Fund, to the principal of the Alaska
permanent fund for reinvestment. The balance of the [NET] income

available for distribution under [AS DEFINED IN] AS 37.13.140 shall be
-1- HCS CSSB 346(Fin)



transferred to the earnings reserve [UNDISTRIBUTED INCOME] account in
tne Alaska permanent fund. Money in the earnings reserve [UNDISTRI-
BUTED INOQOVE] account shall be invested in investments authorised
under AS 37.13.120. Income from the investment of the earnings re-
serve [UNDISTRIBUTED INCOVE] account shall be treated as an addition
to that account.

* Sec. 3. This Act takes effect July 1, 1986.

HCS CSSB 346(Fin) -2-
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MEMORANDUM

TO: All Memoers
House of Representatives

FROM Senator Rick Halford
DATE: February 27, 1986
RE:  Permanent Fund Deposit and Legislation - SB 346, KB 28

SB 346 and HB 28 currently in the House Dropose the folloxjing actions,

1. The deposit of approximately one billion dollars in the
rincipal of the permanent Tund. o

2. The increase in annual earnln?s from the principal of the
Permanent Fund of approximately 100 million dollars each year,
thereafter (L billion x 10% = "100 million).

3. Anincrease in the amount available for dividends to
individuals (and the Alaskan economy) of over 0 million
dollars per year. _ . _

4. Repeal of the five-year averaging provisions for computation
of dividend amounts which currently reduces dividends from a
true 50% of earnings, _ o

D. /Fiepeal tof the provisions relating to the Undistributed Income
ccount.

WHY MAKE THE DEPOSIT?

Political realities and our own human frailties provide substantial
limitations to the options before us. The questions are not do we
deposit the additional one billion to the principal of the Permanent
Fund now, or should we deposit it to the principal between now and 2003
as needed for inflation proofing, but swplY dc we save it or spend it?
Few of us can really believe that any legislature would leave n multi-

rrnjfllion dollar account available for appropriations alone for the next
ITteen years.

Two current practices of the Permanent Fund Corporation must be
understood to evaluate KB 28 and SB 346.



1. Two thirds of all future returns are needed for inflation
according to Permanent Fund Corporation computer runs which
assume. a ver){ conservative rate of return o onl¥ 97 with an
inflation rate of 6% for a real rate of return of only 3%
This is a lower rate of return and a higher inflation rate
than is projected b)(_ our own Department of Revenue. This very
conservative projection, desirable from a management
standPomt, makes all of the long-range analysis of the
effects of any proposal highly speculative. “As we have found
in other areaS, short-term predictions are difficult and

rojections beyond the next ten years almost impossible.
_oPlg-tt_erm energy prices are a major factor in determining
inflation.

2. Permanent Fund Corporation computer runs treat the
Undistributed Income Account as a part of the p_rlnmPaI of the
fund and assume that it remain intact until it _is al
deposited in the principal by the f;]/ear 2003. Therefore P.F,
corporate _projections don't Show the apFr_ommater 100 million

A per year incréase in P.F. earnings resulting from the deposit

Aoof the one billion to the principal. Instead the withdrawal

o of the Undistributed. Income Account reduces the figures by one
billion and 100 million annually.

WHY DELETE THE UNDISTRIBUTED INCUSE ACCC 'NT AND FIVE-YEAR AVERAGING?

Assuming that the deposit is desirable at this time, while we have over
a billion dollars in other windfalls and accounts, why is it then.
necessary or desirable to repeal the current provisions in law which
created the Undistributed Income Account and reduce dividends to the
five-year average net income of the fund?

To address potential changes necessitated by a deposit of the entire
Undistributed Income Account to the principal of the Permanent Fund we

musttreview hew the current law works and where potential conflicts may
exiIst,

1. The existence of the Undistributed Income Account, only puts
off the problem in existing law, dividends and _
inflation-proofing are in direct conflict. It is obvious
that the obligation to pa% L/2 of the average income of the
fund to dividends cannot be met when 2/3 of the income is
required for inflation-proofing at current Corporation
projections.



a. AS 37.13.140 provides that
"Income available for distribution equals the average ret
income of the corporation for the last five fiscal years but
may not exceed net income of the corporation for the fiscal
year just ended plus the balance in the Undistributed Income
Account. 1 _ o
By law without the balance in the Undistributed Income Account
averaging can only reduce but never increase the amount
available for dividends above the income of the immediately
prior year.

b. AS 37.13.145 provides that o
"At the end of each fiscal year, an amount sufficient to
offset the effect of inflation on principal of the Alaska
Permanent Fund during that year, as measured by a nationally
recognized index, shall be transferred from net income as
defined in AS 37.13.140, echu_dlnH income on the
Undistributed Income Account in the Alaska Permanent Fund,
to the principal of the Alaska Permanent Fund for
reinvestment.”

When the two proceeding provisions are combined with the Permanent Fund
Corporation's own projections of % return with a 6% recmirement for
inflation, the cerilict is obvious.  In simplest terms it is
Impossible use to 2/3 cf a given sum to one purpose while paving 1/2 of
the same sum to another purpose. Averaging oniv conceals the
mathematical impossibility while the Fund Ts urowinu at a large rate
arpld lellel the Undistributed Income Account exists to make no the
shortfall.

Statutory requirements for dividends and inflation-proofing cannot be
met under current law if the Undistributed Income Account 1s deposited
to the principal,

2. In recognition of the existing problem, the Permanent Fund
Board supported legislation last year to give a clear priority
to inflation-proofing over dividends. SB 196 or the original
HB 28, if passed, in the form supported by the Permanent” Fund
Corporation last year had a potentially devastating effect on
the political support of the Fund provided through dividends.
Progress cf that approach was stopped bK former Governor
Hammond and many others who recognize that while inflation-
proofing is important and should "be provided for, the first
defense of the Fund is the political support created and
enhanced by a viable continuing dividend program.

SB 346 deals with the existing conflict positively, recognizing the
need for both dividends and inflation-proofing by dividing the  income in
half on an annual basis.



The Permanent Fund Corporation has provided an analysis oi the
advantages and disadvantages of the proposal now adopted by the Senate
(Attachment A). The advantages listed are self-explanatory. The only
aJvantage 1 would add is that the increase in dividends under SB 346
exceeds 40 million dollars per year. The disadvantages listed seem to
be In two categories - iIncentives for mis-management and potential
volatility in dividends. The existing management law, board policies,
and accounting system are all designed to avoid these problems. In
fact the current accounting system clearly indicates both realized and
unrealized gains iIn stock market Investments. Any manipulation
designed to realize gains while holding losses would be clearly
evident, and in any case could only effect a small portion of the Fund
as the overwhelming majority of the investments are in stable and
long-term issues (See Attachment B). In any case under existing law,
without an Undistributed Income Account balance, dividends cannot
exceed the current year®s iIncome. So the potential for dividend
reduction without a balance in the Undistributed Income Account is
eoual under existing law or SB 346/F.B 28. Averagingwithout the
Undistributed Income Account balance provides that the public bear the
entire risk of Income reductions without realizing the full gain of
income increases.

In extensive research 1 have found no better way to add the billion
dollars to the principal of the Permanent Fund and protect both
dividends and inflation-proofing than that which is contained ir SB 346
and HB 28. Together these bills provide substantial beneLit to
Alaskans in the near future and iIn the long term. Iwill beglad to
work with anyone who can find a better direct way toaccomplish this
than simply depositing te- Ir_cistributed Income Account to the
principal of the Permanent Fund and splitting future income equally
between dividends and inflation-proofing.

PROJECTIONS ATTACHED

I have added as attachments C,D, E, and F four projections indicating
long-term effects of the alternatives before us. Attachment C shows
the current lav; under the improbable assumption that the Undistributed
Income Account remains untouched for the next fifteen years and is
deposited over time into the Fund - there is a substantial shortfall
with dividends ard inflation-proofing in conflict once the
Undistributei Income Account is -"epleted. Attachment D shows the
effect iIf the Undistributed Income Account is transferred to the
General Fund, a buffer account or any other use - there is a
substantial shortfall with dividends and inflation-proofing in conflict
as soon as the Undistributed Tncome Account balance 1is zero.

Attachment E shows the effect of HB 28 and SB 346 - note that when the
real political, alternatives are considered (Spend Attachment D vs. Save
Attachment E), the Permanent Fund balance dn the year 2005 is
approximately the same (within 1/10 of 1’ difference in asauivnidon for
inflation rate or rate of return). In fact if an inflation rati ct 4R
instead of 6Z is assumed, Attachment F shows that under SB 346/HB 28,
the principal balance iIn 2005 is substantially iIncreased, because of
increased inflation-proofing over current law, In spite of the fact
that hundreds of millions more has been paid out to Alaskans in
dividends. It is interesting to note that the average rate of
inflation from 1940 to date liss been 3. 757, according to the U.S. Bureau
of Labor Statistics.



Alaska Permanent Fund Corporation

Pouch 4-1000 Juneau. Alaska 99802
1907) 465-2047 Telex 099-46-323

EFFECT OF ELIMINATING FIVE YEAR AVERAGING
UNDER THE HALFORD PROPOSAL

ADVANTAGES

Eliminates a pool of money which becomes a target for

legislative appropriation for purposes other than
deposit in the fund.

Pays an actual 50% of net income for dividends each year
rather than 50% of averaged (five year) earnings.

Provides incentive to fund managers to perform well
since the other 5% of all net earnings go to principal.

Heightens public scrutiny of fund management.

Heightens public scrutiny of legislative proposals cc
change investment criteria to meet social and political
rather than economic goals.

DISADVANTAGES

Changes focus of fund performance from long to short
term.

1. May invite management decisions to cake gains
prematurely to keep profitability up in any
given year. e

2. May invite management decisions not to realize
losses in order to preclude a drop in
profitability.

3. In falling markets, may invite management to
engage in higher risk investments to maintain
or increase profitability. While higher risk
can produce higher income, it can also produce
significant losses.

Will subject fund to market volatility each year. This
may result in widely (up and down) fluctuation in
dividends.

If income is eventually to be used as a supplement to
state revenue, the supplement will fluctuate widely and
a steady, stable revenue stream could not be guaranteed.



ASSETS
Cash

Receivables and prepaid expenses

Investments:

Marketable debt securities -

Repurchase agreements

Short-term issu".s

Intermediate and long-term issues

Total marketable debt securities

Real estate —
Equity pools
Participatingmortgage
Limited partnership

General partnerships

Total reaiestate

Preferred and common stock, netof

valuation allowance *1984)

Conventional mortgages

KAlaska certificates ofdeposit

Total investments

Property and equipment, netof

accumulated depreciation

Total assets

LLABILITIES

Accounts payable

Income distributable to the State ofAlaska

Total liabilities

EQUITY

Contributed equity

Reserve for inflationand dividends

Unrealized losson common stock

Total equity

Total liabilitiesand equity

ALASKA PERMANENT FUND CORPORATION

STATEMENT OF ASSETS, LIABILITIES AND FUND EQUITY

1 1985
0.01 878,000
188,592,000

7,300,000
54,493,000
5.438.792.000

8§1.8 5.500.585.000

43.898.000

8,000,000
25.648.000
52.104.000

1.9 129.650.000

11.1 747.303.000
47,985.000
107.500.000

6,533,023,000

359,000

$6.722.852,000

S 1,372,000
217.274.000

218.646.000

5.710.942.000
763,264,000

6.504.206.000

S (>»,722.852,000

June 30.
1984

259,000
171,250,000

124.600.000
329.605.000
4.564.080.000

5.018.285.000

7,500,000
8,000,000

15.500.000

290.835.000
34.549.000

5.359.169,000

121.000

S 5.530.799.000

849.000
155.130.000

155.979.000

4.535.344.000
557,347,000
(20.871.000)

5.374.820.000

$ 5.530,799.000
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1,768.5
2,969.0
4,021.2
4,868=3

5,740.9

6,317.1

8,057.1

8,766.2

9,503.0
10,263.3
11,055.1
11,332.1
12,749.9
13,656.6
14,603.5
15,584.7
16,609.5
17,671.3
18,713.3
19,732.4
20,757.6
21,835.4
22,968.5
24,158.0

APPRO
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800.0
400.0
300.0
300.0

1,017.4

STATE
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54.4
84.1
344 .4
385. 1
400.5
421 .0
366.2
368.0

356.7

296.4
271 .6
266.2
255.9
251 .0
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237.9
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224 .9
157.3
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I Case Forecast Dec.

NET
INCOVE DIVIDENDS PROCANG
1.8 ..
3.0
32.4 11.8 3
149.9 27.5 )
368.4 71 .1
471 .1 107.9 231 .2
529.5 175.0 150.9
687.u 817. 3 234 6
751 .4 277.8 219.5
705-2 3526 352,
765.2 382.6 Hro%+
826.6 413.3 413.3
890. 1 445.1 445.1
955.9 473.0 473.0
1,024.6 512.3 512.3
1,096.5 548.3 543.3
1,171.8 585.9 535.9
1,250.4 625.2 625.2
1,332.2 666.1 666.1
1,417.3 708.7 708.7
1,505.8 752.9 752.9
1,594.7 797.4 797.4
1,681.4 840.7 840.7
1,767.1 883.6 333. 0
1,855.2 927.6 927.6
1,948.0 974.0 974.0
2,045.6 1,022.8 1,022.8
2,148.3 1,074.2 1,074.2
1985

"2 Tre 1980 CoiTtn.'ibcrtroii Rate

5% Post-

1979 Contribution Rate

3.6% Inflation FY8s
10.65 Return FY 86

9 Average
&% Average

Return FY87-05
Inflation Rate FY87-05

INFLATION ACTUAL
INFLATION

FE A A AT AT LT R et ) m Y 4+ ) PR bbb B Frt Y4

TMFMNON FY HB\D
"URPLUS  BALANCE

279.0 /0 &
327.7 54.7
356.0 57.3
385.2 59.3
415.6 62.4
447.2 65. 1
480.3 67. 9
515.0 70.9
551 .2 74.0
583.9 77.2
623. 1 80.5
668.9 84.0
710.0 87.4
750.3 90.4
790.3 93«3
831 .4 96.2
874.6 99.4
920.0 102.8
967.7 106.4
SCSCS HE28

B 3H46

4.4
138.5
483.2
1,763.5
2,969.0
4,021.2
4,838.3
5,740.9

6,317.1

8,057.1

Getogs"

9,503.0
10,263.8
11,055.1
11,882-1
12,749.9
13,656.6
14,603.5
15,584.7
16,609.5
17,671.3
18,713.3
19,732.4
20,757.6
21,835.4
22,968.5
24, 158.0
25,409.7



Alaska Permanent Fund Corporation

Pouch 4-1000 Juneau, Alaska 99802
(907) 465-2047 Telex 099-46-323

TESTIMONY BEFORE THE HOUSE FINANCE COMMITTEE: MARCH 12, 1986

Mr. Chairman and Members of the Committee, | appreciate you giving me this
o‘pportunlt¥_ to testify today on Senate Bill No. 346, and its companion piece
of legislation, Housé Bill "No. 28.

The counsel of the board of trustees is first, that you maintain the five-year
averagmc}; provision in existing law as regards distributable income, and
second, that You consider the appropriation of the balance of the undistributed
income account to the principal of the Fund as an issue separate from any
proposed changes to the Permanent Fund management act.

On this latter point,| understand that, at present, the pa_ssaqe of HB 28
depends cn passage of the changes embodied in SB346. | simply wishto state
that there 1s no structural flaw in existing statutes which requires "fixing”
before the apProprlatlon can be made. The issues are linked as a matter of
political preterence, not necessity.

The following information is provided to make clear the justification for
continuation of five-year averaging, and to provide you with factual
information about the status quo and the changesproposed by SB 346so that
you can then make an informed decision about the relative merits of each.

FIVE-YEAR AVERAGING. There is no compelling reason to eliminate five-year
averaging.

One argument given for elimination of this particular provision of law has
been that "you can't income average without an undistributed income account,”
and SB 346 would eliminate that account. Well, as a practical matter, there is
no connection between the txvo. Let me explain.

As You know, existing law gnives the dividend program first pr_iorit}/ on the use
of the annual earnings of the Alaska Permanent Fund. This derives from the
language in AS 43-23.045 which states:

"Notwithstanding any contrary provision of law, each %ear
the commissioner shall transfer to the dividend fund 50
percent of the income of the Alaska permanent fund earned
during the fiscal year ending on June 30 of the current year
and available for distribution."
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tantiated in an

This. view of the priority of claims on Fund income is suhs
83 (see attachment

S S
opinion by legislative legal services dated March 18, 19
//1).

"Income available for distribution” is. def |ned by AS 37. 314? to be "the
aver oe net income of the corparation fo h he ast flve frsca years, including
the fiscal year just ended.." Thl < the language of lve- year averaging.

Becaus existing .law provides thau only one-h distri utable income
g out as %lrvrgerﬁ)ds Fund earnrnj%g would 8have to declhne 5% or %(e
or at least two consecutrve years, herore cyrrent year net rncome wo be
rnsu icient to na u|| amount of the dividends. As Tf
ramatrg ecl |ne | |8ome does not occur, income averaorn% gt require
draw- own of the undistributed income account for dividends - It Is
extremey unlrkel}/ that Permapent Fund income will experience such a drop,
at least”for the foreseeable future.

at tnen '3 purHose of the undrstrrb@uted rnco accou t? éJndTer current
aw, the undistributed income account is ges nate oar trustees
as a refserve from which h raw oWn undrstrr uted moome as necessary,
Years of low earnrngs o eg tion to u ly protect the purchasing’ o
nvestment power of” Permanént Fun principa

As you can see by, looking at the projections sheet hich accompanie 1 our
14 T, a0 ALl B IEe i Seampmi

latest Mont nancial Repot ?e attachment # ar%/ year
Fund earns 9 %rrd experiences % intlation, there |I| e a .nee ﬁraw OWN
a portion of the reserve to transfer to principal for inflation-proofing

It js because of this relationshi Hetween in Iatron roofing. and the
ungrstrrguteg Income account tha

trustee{\ih ar rotective o
undistri ut% Income. It 1s also the reason wny t g frustees, as fiduciaries,
supgorte % e orrgrnal version of HB 28 which would have reversed the order of
priority of claim$ on income,
onetheless, appropriation of the e and noblr ated balan e of the

(ﬂstrr uted ﬁt?: nte account on Ju g to t e FunJI as
conte atﬁd in the present versron o 2 IS encoura g t e tr stees
ven tf oug the Fund ‘would .lose 1ts res rve L r future | Iatr n- Proo

there 1S Some consolatron in the fact that t was.

e money whic d"to be
deposited In the principal over the next 16 years ahyway, has inst ag %een
deBosrted immediately.

In addition, in [i ht of the new asset aIIoca]tron adopted by the hoard o[
tru tees on ondaf this wee It a ears that there will e additiona

N buted, MCe, 8,08 Fota0llT |nveesrtensrgn\te bty &enment T Tor”
tﬁe asset alrocatron memoranduﬁr hrch describes Pts probab(t]e eFeots
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Attachment #5 1S tne revised Rrorectrons sheet which re[Jects the newg)olrcy
Please note that the prnjectro S now rncIu e a more rea |st|c assum tion

about the FY 87 rate of return 89'25%? |nf|at|0n rate P ou can
see, under these assumptions, th %h ncome will ecrne % ty ne vear
dividends will continué to rqrow Inflation-proof |nr]r e completely Tunded,

and there will be $141.1 mi N the undistributed income

account.

But gts assume for a moment that our as%u %trons are wron% and that
|ns ea havrng enough In omert e- esta Ish the reserve ext e

oes not gr duce nou?8 atron roof the principa and
ecause of thi vears approRrratron - there is no m ey |n reserve
IS there a statu ory crisis? No. There Is srmplé a shortfall in inflation
roo in v)rdends are still paid, and the FUnd is |nf|at|0n -proofed to the
xtent 0SS

That is how the disposition of income takes place under the status quo.

lon left for deposit

| have said there i1s no compelling reasop to elimjnate five-year averagin
Nov;, | wouo|d F e to telf Bu}nygl tsrn[} you ough Leepy e

e
{0
1) The averagin income lvidend_distributions .reduces the
deleterroHs e?ec% % f market voIatr?rtoy on Fun ene% |ar|es an vrrtuaII
rnr%téges that drvrdends will continue to grow through bad times as well 0od

lve-year averaging is a stahilizing technique used to even out the
uRs an21 downsycausertl eb arket vof tH gt t?te sa?ne time. the legi ?Iature

over or are tte{nptrn to crea e a similar mechaq(sm to burfer the
state U get rom hese de-stabilizi é] C[ecs oes it make any sense to do
away with “the one which protects drvr end recipients?

). Five-year aveJaﬁLng IS Rart of a management yst]em
? ter ars eliberation and consr eration o ate
the Frée Conference Committee Report for the 1980 b1

existing Law

"It was the aim of the Comm tte [ﬁ est OlbIrsh a mana e ent system
fo r e Alaska Permaﬂent Fun |c wou be protecte rom olitical
luences but, at the same time, responsrve to ¢h an?es In state
P %y and accountable to th eople hrouqh therr efected officials.
ort, the goal was insulation without Tsolation."

| would like to sa\{ at this loornt that if you choose to |%norée the advrce of
the trystees and eliminate flve gear avera}ggrng as execut irector,

e
will do everything In ower Insure t the agement system r tains
Its integrit ggrndepne}/n ence From undue potlrtrr:a‘n Huencesy WIT

R i
| w |ch estabq ed
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continue to favor the long-term best int%re?ts of the Fund oYer short-term
Perfqrmance.,Howeve,r, that” won't chanr%e the tact that you will have increased
he institutional risk of political manipulation.

In conclusion, let me reiterate our suPCPort for the apl[.])ro riation and for
continuation of the status quo as regafds the management act.

Yoy have the oRgortunitX here t sugstantially increa%e the size of the
principal of the Permafent Fund, and thereby ‘insure that future earnings
will be substantially increased.

You have the opportunity here to insure that dividends will continue to grow,
R T .

regaraless o own trend of state revenues.

You have the opportunity here to hold the line against premature changes to
a, Fung which |£pgo|ngv tz_Be_ﬁere for a Ionge, ?on tB e.The s steTm wo?ﬁsflne
right now, {ust he aX It is. There has heen no public outcr¥ 0
dissatisfaction. Nothing Is broken.

Thank you. Are there any questions?
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SUBJECT; Priority of claims o0:: Alaska permanent fund
income (SB 142)

TO: Senator Bob Mulcahy

FROM Linn H. Asper
Legislative Counsel

You have asked whether a transfer of permanent fund income
to the dividend fund (AS 43.23.045), takes precedence over
the "inflation-proofing" transfer required by AS 37.13.145,
under existing law, and you have also asked how proposed
CSSB 142 (Finance) would affect the answer to your first
question.

In considering disposition of permanent fund income some
confusion is caused by the fact that the dividend distri-
bution program provisions and the inflation-proofing pro-
visions occur in different titles ar.d use different methods
of calculating the amount of permanent fund income that is

drawn on for their respective purposes. AS 43.23.045 states
that 50 percenc of permanent fund income "available for distri-
bution”™ will be transferred to the dividend fund annually.
Permanent fund income that is "available for distribution™

is determined under AS 37.13.140 by averaging the net income
of the permanent fund corporation for the preceding five

years. The averaged amount is the amount available for distri-
bution if that amount does not exceed the |Ilim its that are
stared in that section. The inflation-proofing amount, on

the other hand, is a variable annual percentage of the

principal of the permanent fund that is drawn from the annual,
net income of the permanent fund corporation, without aver-

aging. Even though the two claims on the income of the
permanent fund are computed differently, they both draw on
the same pool of annual permanent fund income. If the
amount required for inflation-proofing is large enough, and
tnat amount can vary wupward without limit, depending on the
rate of inflation that is being experienced, it may be that

there will not be enough permanent fund income in a given
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year to satisfy the requirements of both inflation-proofing
and the dividend fund. If this situation arises as the law
is now written, it is my opinion that the transfer to the
dividend fund must take precedence over the inflation-
proofing because AS 43.23.045(b) srates that

N otw ithstanding any contrary provision of law, each
year the commissioner shall transfer to the dividend
fund 50 percent of the income of the Alaska permanent
fund earned during the fiscal year ending on June 30 of
the current year and available for distribution.
(Emphasis added)

The "notwithstanding" clause gives the dividend fund transfer
priority over the inflation-proofing transfer.

The proposed CSSB 142 (Finance) (draft of March 16, 1983),
that you have made reference to, has been written to reverse
the order of priority of claims to permanent fund income.
AS 37.13.145 is amended to state that the inflation-proofing
transfer is to be made before any other transfer or distri-
bution from permanent fund income, and AS 43.23.045 s
amended to delete the "notwithstanding"” <clause and to state
that the inflation-proofing transfer must take place before
the dividend fund transfer.

LHA:Ijb
10/017



Alaska State Legislature

Senate
Official Business Pouch V
State Capitol
Juneau, Alaska 99811
To: Representative Al Adams

From: Sally Bibb s~ 1f)
Legislative/"Analyst
Rural Research Agency

Date: March 12, 1986

Re: Analysis of SB 346 and HB 28: Amendments to Permanent
Fund Statute

You have requested that we analyze how the passage of
CS SB 346 (Finance) and Senate CS for CS HB 28 (Finance) will
change the <calculation and distribution of Permanent Fund
earnings and how management of the Fund"s assets may be *
affected.

SB 346 repealsthe five year averaging procedure
currently used to determine Permanent Fund 1income available

for distribution (AS 37.13.140). This change eliminates
accumulation of excess earnings 1in the Undistributed 1Income
Account (UIA). The bill also proposes amendments to AS
37.13.145 which provides for the distribution of Permanent
Fund earnings. IT the amendments are adopted, 50% of annual

net income will be transferred to the Dividend Fund and 50%
will be vreinvested in the principal to "ht_Ip offset the
impact of inflation". HB 28 provides for the deposit of the
UIA balance to the principal only if -.he amendments proposed
in SB 346 are approved. The effective date is July 1, 1986
and, therefore, thenew procedures would not effect the FY
1986 calculation anddistribution of 1income.

History of the Five Year Averaging Procedure

The 1980 Permanent Fund legislation defined ™"income
available for disbursement™ as the greater of the fiscal year
net income or the five year average net 1income. As long as
net income was increasing, the averace income would be
greater, and would determine the amount distributed. The
averaging procedure was intended to provide a "relatively
steady income flow". From FY 1980 through FY 1982, the

""Alaska State Legislature. Joint Committee Report on
(Footnote Continued)



Dividend Fund and the General Fund each received half of the
income dishursed. Excess income was retained in the UIA.
Rapid growth of the principal was primarily responsible for
the dramatic 1increases in net 1income in FY 1981 and 1982
(360% and 146% respectively).

The 1982 amendments retained the five year averaging
procedure and more clearly defined the use of the UIA as a
supplement if average 1income exceeded 1income <earned that
year. As the UIA balance grew, it become evident that the
averaging procedure practically guaranteed that income
distributed would be less than each year®s net income.
However, if the UIA were to be appropriated (to the General
Fund or the principal) , it would no longer be available to
make up differences between annual earnings and the amount of
income distributed. Thus, income averaging can smooth out
the effects of decreasing or fluctuating 1income only if the
UIA balance 1is available to supplement annual 1income.

Results of the Averaging Procedure
The unexpected growth of the UIA was due to the
circumstances under which the averaging procedure was

applied. Large ,deposits to the principal combined with
usually good return rates resulted 1in dramatic increases 1in
net income from year to year. Average annual net income was
usually much Jlarger than net income for that year. IfT the

Permanent Fund had distributed net income each year, past
appropriations t'o the Dividend Fund and the General Fund
would have been much larger. However, because Permanent Fund
management policy was in its development stages and
investment returns were very unpredictable, the account
provided an important buffer for possible income
fluctuations. It also increased the assets and net income of
the Fund while remaining available for appropriation.
Averaging does not result in less income being paid out,
but rather the distribution of payments 1is spread over five
years. In FY 1935, the 1income available for distribution was
20% of net income from FY 1981 through FY 1985. By FY 1985
50% of the FY 1981 net income of $149.9 million had been
transferred to the Dividend Fund in annual increments of
about $15.0 million. Similarily, the full 50% of FY 1985 net
income will be transferred to the Dividend Fund 1in the next
four years. As long as net income 1is increasing (the case to
date), the averaging procedure results in dividend recipients
waiting longer to receive the benefits of any one year"s net
income. Although money received in the future has a
decreased real value, the excess income retained 1in the
Permanent Fund continues to earn income thus contributing to
future earnings and dividends. IT net income does decrease,

(Footnote Continued)
LCS SB 161 (Finance) , Permanent Fund Management. House
Journal Supplement No. 50. May 4, 1979.
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the averaging procedure would only allow 20% of this decrease
to effect the distribution of income 1in that year. of
course, the decrease would also effect net income in the next
four years.

The projected FY 1986 Dividend Fund transfer can be used
as an example of the effect of averaging. The FY 1986 net
income would have to decrease 80%, from $751 million to about
$150 million, in order for the FY 1986 1individual dividend
amount to be less than $404 (the amount of FY 1985 dividend).
Because deposits of dedicated revenues and inflation proofing
amounts increase the principal balance, it would require a
significant decrease 1in the investment earnings rate for net
income to actually decrease.

Effect of Structural Changes

Under SB 346, future Permanent Fund earnings will be
totally committed. Depositing the UILA balance and
eliminating future accumulations of earnings in this account
results in (1) over $1 billion no longer being available for
appropriation and (2) future legislatures having to amend the
statute in order to appropriate Permanent Fund earnings for
purposes other than dividends and reinvestment to principal.

Currently, 1income earned on investment of the Permanent
Fund principal and the UIA 1is distributed to the Dividend
Fund, the Permanent Fund principal and the UIA. Although
these structural changes will not effect the FY 1986 balances
(because of a “"July 1, 1986 effective date), Table 1
illustrates the effects of the proposed amendments using the
projected FY 1986 income distribution.

Table 1. Distribution of Projected FY 1936 Net Income Under
Current Law and SB 346.

Current Lav/ SB 346

Dividend Fund $277.8 million $375.7 million
Inflation Proofing $219.5 million $375.7 million
UIA Addition $254.1 million 0
Total Projected

Net Income $751.4 million $751.4 million
Per Capita Dividend

Amount $530 $720

Source: APFC

2Assuming 521,320 Permanent Fund Dividend recipients.

CSSaESSfIBfiKfE
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Undistributed Income Account: The amount of dedicated
revenue deposits 1is expected to start decreasing this fiscal
year and, inflation proofing deposits will fluctuate with the
inflation rate. As long as the principal does not receive
large appropriations from the legislature, there should be a
more stable income stream with less difference between annual
net income and average income. Under these conditions, the
UIA would not experience such large growth rates as it has 1in
the past.

The UIA is projected to amount to over $1.1 billion by
the end of FY 1986. Although this money is available for
appropriation, the APFC Trustees have designated it as a
reserve account to be used if future income 1is not sufficient
to <cover both dividends and inflation proofing. HB 28
proposes to deposit the UIA balance to the Fund principal so,
although the account will be eliminated, this money will

continue to earn 1income for the Permanent Fund. Changes to
the 1income distribution scheme results in net <1income being
distributed at the end of each fiscal year. There 1is no

accumulation of earnings and the UIA is no longer required as
a reserve account.

Dividend Fund Transfer: In FY 1985, the Dividend Fund
received 50% of the five year average net income which
represented about 33% of the current year®s net income.
Dividends paid out in the fall of 1987 will be the first
affected by the amendments proposed in SB 346. Assuming that
FY 1987 net 1income 1is greater than that of FY 1986, the per
capita amount of the dividend should increase substantially.J
In the future, the difference between the dividends under the
current law and dividends under CS SB 346 will depend on net
income trends. The APFC financial projections assume that
net income does 1increase each year and they project that, in
the long run, the Dividend Fund transfer will be about 45% of
annual net 1income. IT net income does continue to 1increase,
annual dividendamounts, based on the current income
distribution scheme, will be less than dividends based or. the
proposed legislation. IT net income decreases 1in one year,
or over a period of years, then the averaging procedure would
result in higher dividend amounts.

Inflation Proofing Amount: Currently, inflation
proofing deposits are determined by a national index to
inflation. If the inflation vrate makes up the largest

component of the nominal return rate (inflation vrate s
greater than thereal vrate of vreturn) then 1income cannot

cover both dividends and inflation proofing. IT the reverse
is true, or the real rate of return 1is the largest component
of the nominal returnrate, then inflation proofing

3The increased dividend amount should not affect public
assistance eligibility or the amount of money vrequired to
fund the Permanent Fund Dividend Hold Harmless program.
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requirements will be less than 50% of income and both
distribution schemes will be covered.

APFC financial projections predict a conflict between
the two uses for Permanent Fund income. Under the assumed 6%
inflation rate and 9% nominal rate of return, about 66% of
annual net income will be required for inflation proofing
Therefore, a Dividend Fund transfer of 45% of net income will

result in inflation proofing shortfalls. In reality, the
relationship between the real rateof return and the
inflation rates has wvaried since the creation of the
Permanent Fund. From 1977 through 1982, 1inflation rates were
high, causing the inflation rate component of nominal returns
to exceed 50%. IT the current income distribution scheme had

been in place during these years, annual income would not
have covered both the Dividend Fund transfer and 1inflation

proofing. Since FY 1983, inflation rates have been lower,
and less than 50% of income has been required for inflation
proofing.

SB 346 amends the statute so that the amount reinvested
in the principal has nothing to do writh <che impact of

inflation on the principal. The purchasing power of the
Permanent Fund principal would no longer be protected
because, regardless of the inflation rate, the amount

reinvested will be 50% of net income.

Financial Projection Models

The debate -about the effects of this legislation on
future Fund balances and income distribution is primarily
based on financial projection models. The APFC assumptions
of constant 1investment return (9%) and inflation rates (6%)
in the future determine the outcome of these projections.
Based on historical information, it is unrealistic to assume
that either inflation or return rates will be constant over
time. Figure 1 illustrates the difference between the return
and inflation vrates experienced and those assumed 1in the
projections. The assumptions, and therefore the models, are
used for 1long range planning. Over time, the objective of
the APFC 1is to achieve a 3% real rate of return. They do
not, however, expect that return rates or 1inflation rates
will be consistently 9% and 6% each year after FY 1986.

Financial projections under a scenario of cycling return
and 1inflation rates have not been presented 1in the debate

over these bills nor are they for this analysis. There are
many possible return and inflation rates that <could be
combined to a multitude of projections. Although 1long term

trends may be identified, annual fluctuations are difficult
to predict. Models such as that developed by the APFC should
not be used to predict account balances in a particular year,
but rather to illustrate the impacts of long term trends.
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Figure 1. Actual (FY 1977-1985) and Projected (FY 1986 and
later) Nominal and Real Rates of Return and Inflation Rates.
Alaska Permanent-Fund

Management Concerns

In addition to the structural changes 1in the Permanent
Fund, the APIC staff and trustees fear that this legislation
will result 1in changes to Fund management and 1investment
strategies.

Public Accountability: The Permanent Fund Corporation
has prepared a lird of advantages and disadvantages of
eliminating the five year average procedure. "Heightened
public scrutiny of fund management...and of legislative
proposals to <change investment <criteria”™ were among the
several advantages. IT dividend amounts are tied only to net
income, in the previous year,, the public will be more aware of
Fund performance. IfT dividends are higher than the previous
fiscal year, many recipients will assume the Fund 1is being
managed well. IT the dividend amount drops, the public may

question the prior year™s management decisions.

Management of the assets of a Fund this size 1is not a
year to year undertaking. Most Permanent Fund assets are
invested 1in long term 1instruments. The average life to
maturity of the fixed 1income investments, about 80% of the
current portfolio, is eight years. Investments in the stock
and real estate market are intended to provide
diversification of tie portfolio and reduce overall risk.
The APFC Trustees direct allocation of assets to these
investment types with a 1long term 1investment strategy in
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mind. Clearly, 1investment decisions made in one year affect
earnings in future years.

Per capita dividend amounts <can 1increase for reasons
other than good Fund management and, similarly, dividends may
decrease even under the most prudent management. Deposits to
the principal from mineral resource revenues and prior year"s
inflation proofing could offset the impact of a decreased
earnings rate. Future population trends, or the number of
persons applying for the dividend, will also effect dividend
amounts.

Investment Strategy: IT SB 346 passes, the Trustees
believe that Permanent Fund managers will be under increased
pressure from the public which could result 1in (1) the
Trustees adopting a more conservative 1investment strategy to
prevent volatility in earnings or ) managers making
investment decisions aimed at either avoiding short term

losses or realizing short term gains. Whether the public
will actually pressure APFC or the Legislature to provide
increased dividends each year, regardless of market
conditions, 1is unknown. However, the Trustees perceive that

this will occur and therefore they may adopt a more
conservative 1investment strategy 1in anticipation.

The Trustess may decide to decrease assets allocated to
more risky investments such as those in stock and real estate
markets. Although these two asset classes have not accounted
for a large proportion of earnings in the past, they play a
very important vrole 1in the diversification of the Fund-"s
portfolio. As the Trustees consider the risk associated with
these investment types, they may become less willing to
diversify.

The advantages offered by CS SB 346/HB 28 may appeal to
a wide range of 1interests because they provide for a large
deposit to the principal and eliminate continued debate about
the disposition of the UIA balance. However, the legislation
also limits options available to the Legislature, makes
future disposition of 1income more difficult, fails to tie
reinvestment in the principal to the impact of inflation, and
may encourage significant changes in management and
investment strategies.
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RESOLUTION OF THE BOARD OF TRUSTEES,
THE ALASKA PERMANENT FUND CORPORATION, REGARDING
TARGET RATE OF RETURN AND
ALLOCATION OF ASSETS TO BE INVESTED

RESOLUTION NO. 86-2

WHEREAS, the Trustees deem i1t appropriate to establish

a target real rate of return (actual realized return less the

rate of inflation); and

WHEREAS, the Trustees wish to establish a long term
investment policy embodying a diversified allocation of assets

for investment,

NOW THEREFORE BE IT RESOLVED that the Trustees adopt
the target rate of return and a policy for the allocation of

assets as set forth on Appendix A hereto.

PASSED AND APPROVED by the Board of Trustees of the

Alaska Permanent Fund Corporation, this 10th day of March, 1986.

Byron 1. Mallott, Chairman
Board of Trustees
Alaska Permanent Fund Corporation

ATTEST:

David A. Rose, Executive Director



ALASKA PERMANENT FUND CORPORATION
BOARD OF TRUSTEES

APPENDIX A TO RESOLUTION 36-2
LONG TERM INVESTMENT POLICY

The Trustees adopta three percent (%) real rate of return,
over and above inflation, as the average long term goal for a
good, consistent investment result. This is to be measured
against the average calendar year rate of change iIn the national
consumer price index for urban consumers as the Fund iIs competing
nationally, and the CPI is the most widely understood index of
inflation.

The Trustees adoptthe policy of incremental additional
investments iIn common stock up to seventeen and a half percent
(17.5%), at cost, of the Fund by June 30, 1987, market conditions
permitting. The Fund balance shall be deemed to be the estimated
value, at cost, of the Fund at the end of the fiscal year i1n which
the i1nvestment is made. This would be done to maintain sixty-siXx
and two-thirds percent (66 and 2/3%), at cost, of the stock
portfolio on the basis of the Standard & Poor®"s 500 or closely
related index and thirty-three and one-third percent (3 and 1/3%),
at cost, of the stock portfolio with specialty, external managers.
The latter firms, of which there are currently three, have been
selected to pursue areas having prospects of growth and earnings
that substantially exceed those of the market average.

The Trustees adept the policy of placing up to six and a
half percent (6.5%) of the Fund into real estate mortgages,
pools, participating mortgages and equity. Funds will be
invested In accordance with the real estate investment policy
adopted by the Trustees. The Fund will actively seek to include
Alaskan properties as part of a properly diversified portfolio.



Long Term Investment Policy
Appendix to Resolution 86-2
Page 2

The Trustees adopt the policy of placing the remainder of
the Fund which i1s seventy-six percent (76%) into fixed income
security investments. Funds not utilized to meet common stock
and real estate allocations shall also be placed into fixed
income security investments. The pattern of investment in terms
of maturity shall be established quarterly by motion of the
Trustees. Of this allocation, $200.0 million is designated for
use in connection with the Alaska Bank Certificates of Deposit
Program and $80.0 million is designated for use in connection
with the Alaska Home Mortgage Program.

The Trustees continue to be sensitive to the desire for
more Alaskan investment as long as that iIs consistent with
adequate geographic diversity for the Fund as a whole and
offers yields and iInvestment quality comparable with that
available elsewhere.



MEMORANDUM

DATE:
TO:
FROM:

SUBJECT:

On an annual basis,

Alaska Permanent Fund Corporation
Pouch 4-1000 Juneau, Alaska 99802

(907) 465-20*17 Telex 099-46-323

March 10, 1986

Trustees

David A. Rose
Executive Director

Asset Allocation

the Trustees review overall investment plans and determine

the optimum mix of investment vehicles. In determining this mix (or alloc:-tion
of investment assets) several elements are considered. These are:

a.

b.

The long term average rate of return being sought;

The amount of risk the portfolio should be exposed to;

The probability of preserving principal;

The probability of earning enougli to offset inflation;

The probability of earning — in the coming year — the average rate
of return being sought.

On February 10, 1986, the Trustees met in worksession to discuss various asset
mixes and their respective probabilities of achieving certain goals.
The Trustees xjere joined by Advisors Rogers, and Greeley; by consultants Paul

(Pension Realty Advisors) and Dennis J. Gretiier (SEIl), and by staff.

allocation

St. Pierre

There was consensus on the following points:

a.

mu M

The goal
time, is

The Fund
that the

to achieve a three percent realized real rate of return, over
realistic;

should be managed on a risk-averse basis in such a manner
investment process should preserve principal assets as its

highest priority;
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March 10, 1986
Asset Allocation

C. However, the Fund should not be so risk-averse as to preclude: 1) a
high probability of earning a positive real rate of return and 2) an
acceptable probability of earning the target rate, over time, of three
percent.

Six asset allocation schemes were explored in depth. Each is described below:
|
THE PRESENT, ACTUAL PORTFOLIO MIX

This mix is the most risk averse with a standard deviation of 8.1 percent. It
provides for:

Stock 15percent
Real estate 2percent
Bonds 83 percent

Under historical conditions it has a fifty percent probability of earning a 2.7
percent rate of return and under current market conditions it has a fifty
percent probability of earning a 4.7 percent rate of return
I
THE PRESENT TARGET MIX

This target mix, adopted by the Trustees, provides for a better probahbility of
returns with little added risk. The mix is:

Stock 15percent
Real estate S5percent
Bonds 80 percent

The standard deviation is 8.2 percent with a fifty percent probability of
earning a 4.8 percent real rate of return under current market conditions.

Y
MIX FOR TYPICAL GOVERNMENTAL PENSION FUND

This mix was examined in order to view the type of risks and rewards inherent in
the asset allocation currently used by large public pension funds. This mix is:

Stocic 37 percent
Real estate 2 percent
Bonds 47 percent

Cash 14 percent



Eage 3
March 10, 1986
Asset Allocation

By comparison to the Alaska Permanent Fund, the standard deviation risk is
substantially higher (10.2 percent). This is due to the high dedication of the
portfolio to common stock. Additionally, while many large public funds are
constrained to protect principal, they are primarily driven toward earning
returns for benefit payment within an actuarily sound scheme. Employer
contributions are generally available to guarantee actuarial soundness if a poor
earnings record occurs. Under current market conditions, there is a fifty
percent probability that a real rate of return of 55 percent will be attained
under this allocation mix

IV
MIX FOR TYPICAL CORPORATE PENSION FUND

This mix has the most risk, With a standard deviation of 13.4 percent, there is
a

5% probability that

25% probability that

50% probability that

75% probability that

95% probability that

17.3% returnwill be realized;
10.6% returnwill be realized;
6.2% returnwill be realized;
2.0% returnwill be realized;
-3.8% or better return will be realized.

DO D D D

To the degree that a corporate fund can consistently earn high returns, fewer
dollars must be expended for employee benefits. The risk/reward engendered
offers the prospect of substantial gains (or losses) which the private sector
generally has more willingness to accept than the public sector.

This mix is set forth as follows:

Stock 54 percent
Real estate 3 percent
Bonds 30 percent
Cash 13 percent

Note the substantial dedication to stock which is the cause of the higher risk.
v

HIGH PROBABILITY OF EARNING A THREE PERCENT
REAL RATE OF RETURN AT LEAST RISK

The Trustees examined a scenario which would involve a high probability (70
percent) of attaining a three percent real rate of return under current market
conditions while minimizing risk. The standard deviation is 8.3 percent. That
mix is:

Stock 15 percent
Real estate 10 percent
Bonds 75 percent
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Vi
STRONGEST CANDIDATE SCENARIO
Following extensive inquiry and discussion, the Trustees asked that the follow-

ing scenario be presented for further exploration at the March 10, 1986 meeting.
The mix is:

Stock 20 percent
Real estate 10 percent
Bonds 70 percent

The standard deviation (risk) is 8.8 percent which is higher than the current
target of 8.2 percent and slightly higher than the standard deviation for the
asset allocation mix under scenario V.

With a slight increase in risk under typical market conditions (target standard
deviation rises from 8.2 to 8.8), there is a 50 percent probability of exceeding
a rate of return of 3.2 percent as opposed to 2.8 percent.

Common stock investment at 20 percent of portfolio remains conservative, but it
is significant enough to have a marked effect on the rate of return. The amount
of new funds dedicated to the stock market will bhe slightly less than the amount
currently being provided.

This scenario, under current market conditions, provides for a:

99% probability that principal will be preserved;
91% probability thatpurchasing power will be preserved,;
71% probability thata 3% real rate of returnwill be achieved.

Additionally, it provides that there is a:

5% probability thata 12.2% return will be realized;
25% probability thata 8.0% return will be realized;
50% probahbility thata 5.2% return will be realized;
75% probability thata 2.4% return will be realized;
95% probability thata -1.4% or better returnwill be realized.

Since the current value of the stock portfolio atmarket is approximately 20
percent of the Permanent Fund and since the race of fill implied by raising the
target for real estate to 10% is impracticable, somewhat lower targets for
common stock and real estate are suggested for FY 1987

The following asset allocation mix targets are suggested for FY 1987
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March 10, 1936
Asset Allocation

From
Sfock 15 percent
Real estate 5 percent
Bonds* 80 percent

*Including:
Mortgages @ $80 million
Alaska C.D's @ $200 million

To
17.5 percent
6.5 percent
76.0 percent

The standard deviation (risk) for this allocation mix is 8.5. The expected real
rate of return under current market conditions
expected nominal return of 9.25 percent and an expected inflation rate of 4.1

percent.

DAR:ep

s

5.15 percent based on an



ASSET ALLOCATION

Comparisons*

June 30, 1986 June 30, 1987

$7.5 Billion $8.3 Billion

% Amount U Amount
Stock 15 $1,125 million 17.5 $1.453 million
Real estate 5 375 million 6.5 540 million
Fixed-income* 80 6,000 million 76 6,308 million

*Including:

Mortgages 80 million 80 million
Alaska C.D.s 200 million 200 million

Amounts are at cost.
Value of stock portfolio at market approximates 20% of the market value of the
Permanent Fund.

STOCK RATE OF FILL

Proposed Fill
Present Fill Beginning July 1986
_ $30.0 million/mo.* $27.5 mlllion/mo.
Passive Management 2/3  $20 million/mo. $11.67 million/ino. **
Active Management 1/3 10 million/mo. 15.83 million/inu. **
Total $30 mill ion/mo, $27.50 million/mo,

*Plus $84 million Batterymarch adjustment.

"'me''Maintains 2/3 - 1/3 balance by adjusting for Batterymarch transfer to
passive management.
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Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
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Alaska Permanent Fund Corporation
Pouch 4-1000 Juneau, Alaska 99802
TEL 907/465-2047 TLX 099-46-323

MEMORANDUM
DATE: March 4, 1985

T0: Reclpi S5nancial Statements

FROM: David A. Rose
Executive Director

SUBJECT: Report Highlights

Attached please find the Corporation's financial statements for the month of
January 1986 and for the first seven months of the fiscal year.

During January, Fund assets climbed by almost $100 million. This can be
attributed to net earnings of $60,516,000 and the receipt of dedicated State
revenues of $38,900,000.

On January. 31, 1986, the equity of the Alaska Permanent Fund, at cost, was
$7,173,604,000. This is broken down into four elements as follows:

Fund principal $5,961,725,000
Seven-month reserve for 1986 dividends 160.974.000
Seven-month reserve for 1986 inflation-proofing 128.050.000
Undistributed income 922.855.000

$7,173,604,000

We currently project that the Fund will earn realized net income of
$750,900,000 this fiscal year. Earnings rates are projected as follows:

Nominal rate of return J.0.64 percent
Inflation rate 3.57 percent

Real rate of retum 7.07 percent



Report Analysis
March 4, 1986
Page 2

Additionally, the Fund has substantial unrealized gains (paper profits) on its
investments. Currently, these unrealized gains exceed $625 million (see notes
to the financial statements id and id).

At its meeting on February 10, 1986, the Corporation's Board of Trustees
discussed legislation recently introduced and under debate. In this regard,
the Trustees have encouraged passage of a bill which would appropriate the
balance of the Undistributed Income Account at June 30, 1986 (estimated to be
$1.01 billion) to the principal of the Fund. This appropriation is encouraged
as a "stand-alone™ action and should not be contingent on adoption of any
other legislation which fundamentally changes disposition of Fund earnings.
Currently, the appropriation _is contingent upon passage of a bill which
changes the inflation-proofing calculation, changes the dividend calculation,
abolishes the undistributed income account and eliminates five-year averaging.
The Trustees have counseled that such action erroneously places focus on
short-term performance rather than on long-term investment. In the Trustees'
view, this legislation creates volatility and instability at the very point in
Alaska's history when stability is greatly needed and should be aggressively
pursued.

The inflation rate used vcalculate the fiscal year 1986 inflation-proofing
has been established at 3.57%. This is in accordance with (i) AS 37.13.145,
which directs that an amount sufficient to offset the impact of inflation, as
measured by a nationally recognized index, be transferred from net income to
principal at the end of each fiscal year, and (ii) Board of Trustees
Resolution 83-7, which establishes the previous calendar year average of the
United State Consumer Price Index for all urban consumers as the nationally
recognized- index to be used at the end of each fiscal year. This rate of
percentage change in the calendar year average from 1984 to 1985 has been
calculated as follows:

MONTH 1984 1985
JAN 305.2 316.1
FEB 306.6 317.4
MAR 307.3 318.8
APR 308.8 320.1
MAY 309.7 321.3
JUN 310.7 322.3
JUL 311.7 322.8
AUG 313.0 323.5
SEP 314.5 324.5
0CT 315.3 325.5
NOV 315.3 326.6
DEC 315.5 327.4
AVERAGE: 3111 322.2

322.2 - 3111 = 3.57%
311.1



Report Analysis

March A, 1986
Page 3
The Trustees ill convene their next meeting in Juneau on Monday, March 10,

1986 at 8:0C a.m., at the offices of the fund at 801 W. 10th Street. The
meeting will focus upon changes in investment policy, the allocation of

investment assets, goals, levels of risk and expected returns. Operations
reports will also be presented.

DAR:bm



ALSA HRVNENT RND CCREORNTION
SABMINI @ FORIFAIO ASEIS LABILITIES AD RND BEMTY

JANUARY
ASSETS
Cash
Recei vables
Investments;
Marketable debt securities-
Repurchesa agreements
Short-term issues
Intermediate and long-term issues
Total marketable debt securities

Real Estate-

Equity pools

Participating mortgages

General partnership

Limited partnership

Total real estate

Preferred & common stoci.
Conventional mortgages
Alaska certificates of deposit

Totai investments

Property and equipment, net of

accumulated depreciation

Total assets

1J151L11J.es

Accounts payab'le

EOUJJY
Contributed equity
Reserve for inflation and dividends

Total equity

Tad liabilities & equity

AMOUNT

S 376,000

196,902,000

38,900,000

1 40,733 ,000
11 575 237.148™000
78 57602/7827,000

50.627.000
47.102.000
58.446.000
2525537000

181.728.000

14 993.050.000
1 50.274.000
2 14 875 25_, 000
97 6,976,359,000
49472000

100 s ZjlZlu I K ooo
526,000

83 5,961,725,000
11 1%211%212%222
155 1*112*222*222

122 S 1A12*12:%000



ALSA HRVINENT FRND CRROTION

STATEMENT OF REVENUES AND OPERATING EXPENSES
JANUARY 31, 1986

CURRENT MONTH

REVENUES:
Interest S 54 ,<179,000 $377,632,000
Fees earned on loaned securities 264,000 2,165,000

Dividends

2,251,000

22,783,000

Real estate cash flov/ 332,000 2,691,000

Realized gains (losses) on the sale of -

Marketable debt securities (225,000) 24 ,895 ,000
Common stock _3nr.2327~000 -157.3727000
Total gains 2,907 ,000 44 ,267 ,000

Unrealized gain on real estate 8957000 174557000

Cross revenues -JHzIIJLIiOOO 45079937000

EXPENSES:

Salaries and benefits 68,000 439,000
Travel 5,000 39,000
Trustee honoraria 2,000 8,000
Commun ications 12,000 67,00C
Consulting and studies, advisors 8,000 170,000
Printing and advertising 8, 000
Rentals 13,000 76,000
Custody and safekeeping fees 73,000 269,000
Common stock and real estate mgmt. fees 400,000 1,109,000
Mortgage service fees 15,000 99 , 000
Public information and education program 5,000 33,000
Deprcci ation 6,000 37,U00
Other 57000 2472000

Total Operating Expenses ______672j,000 __2n~3787000

Net 1ncome S_60i 526J30CO0 5115j.515.2000



Current Month

Balance, December 31, 1985

Net income from operations

Dedicated state revenues

Provision for 1986 dividends

Provision for 1986 inflation

proofing

Provision for future inflation

and dividends

Balance, January 31, 1986

Year-to-Date

Balance, June 30, 1985

Net income from operations

Dedicated state revenues

Citizen contribution

Provision for 1986 dividends

Provision for 1986 inflation

proofing

Provision for future inflation

and dividends

Balance, January 31, 1986

s 7,074,187 ,000

S 7,173,604,000

s 6,50',,206,000

220,782,000

S 7,173,604,000

AL\ FRNIN RINDCHRDAION

STATEMENT OF CHANCES IN FUND EQUITY
JANUARY 31, 1906

Rese for

Contri buted Inflation and

Total Equity Dividends

$ 5,922,825,000 $1,151,363,000
60,516,000
38,900,000

38,900,000

22,432,000
1B,% 3,000

19,141,000

$ 5,961 ,725 ,u00 $1,211,879,000

S 5,740,942,000 S 763,264,000

448,615,000

220,782,000

1,000 1,000

160,974,000

128,050,000

159,591.000

$ 5,961,725,000 S$1,211 ,879,000

Undi stributed

lncome

60,516,000

(22,432,000)

(18,943,000)

(19,141 ,000)

448,615,000

(170,974,000)

(128,050,000)

(159.591,000)



ALASKA PERMANENT
STATEMENT OF CHANGES

FUNDS WERE PROVIDED BY:

Investment operations*®

tlet income

Items not affecting funds-

Amortization
Depreci ation
Increase in receivables

& prepaid expenses

Increase (Decrease) in
accounts payable

Undistributed real estate
cash floy/

Unrealized gain on real
estate

Total provided by operations

Sales "
Marketable securities
Common stock
Total sales

Maturities of debt obligations

Conventional mortgage repayments

Citizen contribution
Contributions from the State
of Alaska
Total funds provided

FUNDS WERE USED FOR:
Purchases-
Marketable securities

Conventional mortgages

Common stock
Real estate equity
Property & equipment
Alaska <certificates of deposit
Total purchases
Payments to the State of Alaska
Total funds wused

Net change in funds

Im L nnwit'iPil — HI

FUND CORPORATION
IN CONDITION

JANUARY 31, 1986

CURRENT MONTH

60,516,000

(199,000 )
6,000

_9.j_9Zi"000
2A5,368 ,000
.117226000
258 ,59A,000
3*1,562 ,000
362,000
3879007000

31273887000

252,A98,000
1,155,000
A2, 560,000
5,000,000
_16_i 525000

317,738,000

.HZaZZJL000
2176507000

YERTODAIE

AA8 ,615,G00

(1,23A ,000 )
37,000

(8.,310,000)
(826 ,000)
(152,000 )

117155000)

.itZ1.zC55.1000

2,938 ,113,000

98~0777000

3,036,990,000

U

A97,A98,000
3,559,000
1,000
220,782,001

95785*, 000

3 ,50A ,973 ,000

5,8A8 ,000
3AA,62A ,000
50 ,A71,000
172,000
11170"5MN001 -

3,9A7,113,000

21 7°2Z11_t000

A .16A,387,000

-H_1098_ioo0



ALKA R

SUMMARY_OF_CHANCES

Decrease incash

Increase in repurchase

agreements

Net Change in Funds

RN FND GO
@ GANES IN GO\

(continued)

CURRENT_MONTH

s (250,000)

2k,900,000)

$ 2476507000

YEARANTOMNDATE

$ (502,000)

31 ,600,000

S 3097000



ALSA FEVNIN RND CHRBAION

NOTES TO THE FINANCIAL STATEMENTS

JANUARY 31, 1986

ENTITY:

The Constitution of the State of Alaska was amended by public referendum in 1976
to provide for the automatic segregation of a portion of certain natural re-
source revenues which are dedicated to the Permanent Fund. The principal of the
Permanent Fund is to be invested in perpetuity. TheState Legislature created
the Alaska Permanent Fund Corporation (the "Corporation"), a public corporation
separate from the agencies of State government and governed by a Board of
Trustees, to manage the investments of the Permanent Fund. By lav/, a portion of
the annual earnings is made available to the State- for the payment of dividends,
and a portion of the annual earnings is contributed to the principal of the
Permanent Fund sufficient to offset the impact of inflation. The balance is
retained by the Corporation in a reserve- for future inflation and dividends

account.

SIGNIFICANT ACCOUNTING POLICIES:

Contributions -

Contributions by operation of statute are recorded when they become due from the
State, i.e., when certain revenues are received by the State Department of
Natural Resources.

Contributions by appropriation are recorded when they are received.

Depreciation -

Furniture and equipment is depreciated on a straight-line basis over a three
year useful life. Other property is depreciated on a straight-line basis over a
five year useful life.

Dividend appropriations -

Current law directs that one-half of a five year moving average of the net
income of the Corporation, excluding unrealized gains and losses, be made
available for the payment of dividends each year.

Funds -

For purposes of the Statement of Changes in Financial Position, the term "Funds"

has been defined as cash and repurchase agreements.



Iflation It -

The impact of inflation is

calendar year average for all urban consumers

contributed equity at the end of the fiscal

Interest Income -
Interest income on all securities
Interest income is shown net of amortization of

discounts.

Investments

In accordance with the American Institute of

measured by the United States Consumer Price

Index

applied against the balance of

year.

is accrued monthly as earned.

premiims and accretion of

Certified Public Accountants’

Statement of Position of the Accounting Standards Division No. 78-10, invest-
ments in the aggregate are valued as follows:
I_l/fe Basis
Marketable debt securities’ Cost adjusted for amortization
of premiums and accretion of
di scounts
Preferred and common stock Lower of cost or market
Real estate Market
Conventional mortgages Cost
Alaska certificates of deposit Cost
Real estate investments are carried at cost until independent appraisals are
made. The carrving value is then adjusted to reflect market value as determined
by the independent appraisals.

Realized gains or losses on the sale of

identi fi cati on.

RECEIVABLES AND PREPAID EXPENSES

Receivables and prepaid expenses consisted of

1986:

State of Alaska dedicated revenues

Purchased interest receivable

Accrued interest receivable

Dividends receivable

Commitment fees, real estate

Prepaid expenses

ft. MARKETABLE DEBT SECURITIES

The estimated market values, versus

January 31, 1986 are as follows:

amortized cost,

investments are determined by specific

the following os of January 31,

S 10,9'i6,000
11,538,000
171,151,000
3,208,000
1,000
58,000
5196,902,000

of debt securities at



UNREALIZED

COST MARKET CAIN (LOS5) YIELD
Repurcnase Agreements $ 36,900,000 $ 38,900,000 S 7.93
Short Term |Issues A0,73A,000 AO,73A,000 7.5A
Intermediate and Long
Term lIssues 5,523 .1A8,000 5,965,A76,000 AA2,328,000 11.16
55,602,782,000 56 ,0A5,110,000 5AA2,328,000 11.11
All of the Corporation's investment securities are held by commercial lending

institutions pursuant to custodial agreements.

The average weighted life of debt securities at January 31, 1986 is: 8 years,

0 months.

COMMON STOCK

At January 31, 1986, the investment in preferred and common stock was valued at
a cost of $993,050,000. which was less than the aggregate market value of
51,180,165,000 on that date. This results in an unrealized gain of 5187,115,000.

The dividend yield on preferred and common stock amounted to A.A3 percent.

REAL ESTATE:

The Corporation has purchased certain real estate investments. The underlying
properties constituting these investments include, but are not limited to,
office buildings and shopping malls. Certain terms unique to these investments

are as follows:

Equity Pools -

At January 31, 1986, the investment in CPl was valued at market as determined by
an independent appraisal at December 31, 1989j and the investment in JMD Il was

valued at market as determined by an independent appraisal at December 31, 1985.

Participating Real Estate Mortgages -

The investment in participating real estate mortgages conveys an undivided
interest in real properties acquired in connection with loans made on and

col lateralized by certain real estate. Future adjustments to market value will
be determined by the combined total of (i) independent appraisals of the real
properties, and (ii) the difference between the present value of the mortgages
and the outstanding principal balance of the notes at year end. Terms of the
mortgage notes provide for interest and service fees at certain rates per annum.
In addition, the Corporation will participate to the extent of its percentage of
ownership in future net cash flows derived from leasing the properties. The
total amount of interest and net cash flow each year is limited to the maximum

rate for interest allowed under applicable state or federal law.



An independent appraisal of the properties of the limited partnership was com-
pleted on June 30, 1985. The appraisal indicated a 2.2'f% increase in net asset
value. The total unrealized gain for the Corporation imounted to 5560,000. At

January 31, 1986, the investment was valued at market as determined at June 30,

1985, and adjusted for subsequent cash flows and distributions.

The Corporation will participate to the extent of its percentage of ownership in
future net cash flow derived from leasing the properties. The general partner
may call for an additional one-time capital contribution from the Corporation of

up to S1,250,000.
General Partnerships -

The Corporation will participate to the extent of its percentage of ownership in
future net cash flow derived from leasing the properties. Additional contribu-
tions to capital shall only be made by agreement of all the partners and in
proportion to their respective partnership interests. Responsibility for
property and investment management of the partnerships is vested in real estate
advisors under contract to the Corporation. Investment management fees are

shown as period expenses of the Corporation.

CONTRIBUTED EQUITY

The principal balance of the Alaska Permanent Fund at January 31, 1S86 was

composed of the following elements:

Dedicated state revenues $ 2,6A5,026,000
Appropriations from the State 2,700,000,000
Provision for inflation 6'5,697,000
Citizen contribution Z,W)

S 5,961,725.000

RESERVE FOR INFLATION AND DIVIDENDS

The Trustees of the Permanent Fund have designated trie balance of the undistrib-
uted income account to be continuously reserved for future inflation impact and
dividend payments. Although the State Legislature could legally appropriate
this amount for other purposes, in the opinion of the Trustees, this designate n
is in accordance with the stated purpose of undistributed income, i.e., to
provide a reserve for the current statutory uses of Corporation income against
the possibility of future declines in that income. Such a reserve is intended
to enable the Corporation to fully offset the impact of inflation and still

maintain a constant level of dividends in years when Permanent Fund earnings are

not enough to do both.



EE b e

The Soard or Trustees

Alaska Permanent Fund Corporation

Gentlemen:

The financial report and statements presented herein were prepared from the
books of account without audit, and no independent opinion on the fairness of

these statements has been rendered.

Sincerely,

Peter A. Bushre

Comptroller
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Alaska Permanent Fund Corporation
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Offered: 2/19/86
Referred: Rules

Original sponsors: Halford, Kerttula,
Faiks, et si

IN THE SENATE BY THE FINANCE COMMITTEE

CS FOR SENATE BILL NO. 346 (Finance)
IN THE LEGISLATURE OF THE STATE OF ALASKA
FOURTEENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to the income of the Alaska perma—

nent fund; and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 37.13.140 is amended to read:

Sec. 37.13.140. INCOME. Net income of the corporation shall

[MUST] 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. Income available for distribution

equals the [AVERAGE] net income of the corporation for the [LAST

FISCAL YEARS, INCLUDING THE] fiscal year just ended [, BUT MAY

FIVE

NOT

EXCEED NET INCOME OF THE CORPORATION FOR THE FISCAL YEAR JUST ENDED

PLUS THE BALANCE IN THE UNDISTRIBUTED INCOME ACCOUNT DESCRIBED

AS 37.13.145].
* Sec. 2. AS 37.13.145 is amended to read:

Sec. 37.13.145. DISPOSITION OF INCOME. At the end of

IN

each

fiscal year, in order [AN AMOUNT SUFFICIENT] to help offset the effect

of inflation on principal of the Alaska permanent fund during

that

year, 50 percent of the income available for distribution under

AS__377137140 [AS MEASURED BY A NATIONALLY RECOGNIZED INDEX,] shall

be

transferred [FROM NET INCOME AS DEFINED IN AS 37.13.140, EXCLUDING

INCOME ON THE UNDISTRIBUTED INCOME ACCOUNT IN THE ALASKA PERMANENT

FUND,] to the principal of the Alaska permanent fund for reinvestment.

The balance of the [NET] income available for distribution under

DEFINED IN] AS 37.13.140 shall be transferred to the dividend

[AS

fund



established under AS 43.23.045 [UNDISTRIBUTED INCOME ACCOUNT IN THE
ALASKA PERMANENT FUND. MONEY IN THE UNDISTRIBUTED INCOME ACCOUNT
SHALL BE INVESTED IN INVESTMENTS AUTHORIZED DER AS 37.13.120.
INCOME FROM THE INVESTMENT OF THE UNDISTRIBUTED INCOME ACCOUNT SHALL
BE TREATED AS AN ADDITION TO THAT ACCOUNT].

* Sec. 3. This Act takes effect July 1, 1986.

346(Fin) -
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BY HALFORD, KERTTULA, FAIKS,
STURGULEVSKI, V. FISCHER,

IN THE SENATE ELIASON AND BENNETT

SENATE BILL NO. 346
IN THE LEGISLATURE OF THE STATE OF ALASKA
FOURTEENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to the income of the Alaska perma-—

BE

nent fund; and providing for an effective date."
IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS ."7.13.140 1is amended to read:

Sec. 37.13.140. INCOME. Net income of the corporation shall
[MUST] 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. Income available for distribution
equals the [AVERAGE] net income of the corporation for the [LAST FIVE
FISCAL YEARS, INCLUDING THE] fiscal year just ended [, BUT MAY NOT
EXCEED NET INCOME OF THE CORPORATION FOR THE FISCAL YEAR JUST ENDED
PLUS THE BALANCE IN THE UNDISTRIBUTED INCOME ACCOUNT DESCRIBED IN
AS 37.13.145].

* Sec. 2. AS 37.13.145 is amended to read:

Sec. 37.13.145. DISPOSITION OF INCOME. At the end of each
fiscal year, in order [AN AMOUNT SUFFICIENT] to help offset the effect
of inflation on principal of the Alaska permanent fund during that
year, 50 percent of the income available for distribution under
AS 37.13.140 [AS MEASURED BY A NATIONALLY RECOGNIZED INDEX,] shall be
transferred [FROM NET INCOME AS DEFINED IN AS 37.13.140, EXCLUDING
INCOME ON THE UNDISTRIBUTED INCOME ACCOUNT IN THE ALASKA PERMANENT
FUND,] to the principal of the Alaska permanent fund for reinvestment.
The balance of the [NET] income available for distribution under [AS

DEFINED IN] AS 37.13.140 shall be transferred to the dividend fund

-1- B A6



established under AS 43.23.041" [UNDISTRIBUTED INCOME ACCOUNT

ALASKA PERMANENT FUND. MONEY IN THE UNDISTRIBUTED INCOME

IN THE

ACCOUNT

SHALL BE INVESTED IN INVESTMENTS AUTHORIZED UNDER AS 37.13.120.

INCOME FROM THE INVESTMENT OF THE UNDISTRIBUTED INCOME ACCOUNT

EE TREATED AS AN ADDITION TO THAT ACCOUNT].
* Sec. 3. This Act takes effect on the effective date of an Act
priating the unexpended and unobligated balance of the undistributed
account in the Alaska permanent fund to the principal of the Alaska

nent fund.

SHALL

appro—

income

perma—





