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Original sponsor: Finance Committee

IN THE HOUBE BY THE HNANCE COVMITTEE

CS FOR HOUEE BILL NO. 547 (Finance)
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - SEOOND SESSION
A BILL

For an Act entitled: "An Act relating to the investment and management of

certain state funds; and providing for an effective

date,”

BE IT ENACTED EY THE LEGISLATURE OF THE STATE OF ALASKA
* Section 1. AS 14.25.035(c) is repealed and reenacted to read:

(c) The board shall confer with the commissioner of adminis-
tration regarding the administration of the system and may make rec-
ommendations that it considers necessary.

Sec. 2. AS 14.25.035(d) is repealed and reenacted to read:

(d) The commissioner of administration shall report to the board
concerning the condition and administration of the system. The re-
ports shall be distributed to the members of the system. The commis-
sioner of revenue shall provide reports to the board onthe condition
and investment performance of the teachers' retirement trust fund.
Sec. 3. AS 14.25.170 is amended to read:

Sec. 14.25.170. ADMINISTRATION. The commissioner of adminis-
tration is responsible for the administration of the retirement system
and for making the provisions of this chapter effective. The [AND
THE] powers and duties of the commissioner for this purpose include
[BUT ARE NOT LIMITED TOJ

(1) maintaining the accounts of the system;
(2) making payments for the various purposes specified;
(3) submitting required [SUCH] periodic reports or state-

ments of account [AS MAY BE REQUIRED];
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(4) establishing [PRESCRIBING] by regulation the rate of
interest that shall be credited to the individual contribution ac-
counts of teachers each year; the rate of interest shall be adopted on
the basis of the probable effective rate of interest on a long-term
basis, and the rate may be changed from time to time by subsequent
regulation”™

(5) establishing a teachersl retirement trust fund in which
the assets of the system shall be deposited and held; and

(6) engaging an independent certified public accountant to
conduct an annual audit of the system's accounts and the annual report
of the system's financial condition and financial activity.

Sec. 4. AS 14.25.180 is repealed and reenacted to read:

Sec. 14.25.180. INVESTMENT AND TREASURY. (a) The commissioner
of revenue is the treasurer of the system and the fiduciary of the
fund. In managing the fund, the commissioner of revenue shall

(1) consider the status of the fund's investments and the
system's liabilities on both a current and a probable future basis;

(2) determine the appropriate investment objectives for the
fund,

(3) establish investment policies aimed at achieving the
objectives; and

(4) act only in regard to the best financial interests of
the system's beneficiaries.

(b) The commissioner of revenue may invest the fund on the basis
of probable total rate of return without regard to the distinction
between principal and income or to the generation of income.

(¢) In carrying out investment duties under this chapter, the

commissioner of revenue has the same powers and duties in regard to

the teachers' retirement trust fund as are provided in AS 37.10.071,

CSHB 547(Fin) -2-



except that the standard of prudence that the commissioner must obey
under AS 37.10.071 (c) shall be in regard to the management of large
trust investments rather than large investments.

Sec. 5. AS 14.40.255 is amended to read:

Sec. 14.40.255. INVESTVENT OF SURPLUS MONEY. If the Board of
Regents determines that there is a surplus of money, received in the
form of state and federal appropriations, above the amount sufficient
to meet current and projected cash expenditure needs of the univers-
ity, the surplus must be invested as [IN THE SAME INSTRUVENTS] set out
in AS 37.10.071. Income [AS 37.10.070 APPROVED FOR INVESTMENT OF
STATE TREASURY SURPLUS. INTEREST INCOVE] earned on investments made
under this section may be retained by the university and expended in
accordance with the Executive Budget Act (AS 37.07).

Sec. 6. AS 14.40.400(a) is amended to read:

(@) The Department of Revenue shall establish a separate endow-
ment trust fund in which all net income [MONEY] derived from the sale
or lease of the land granted under the Act of Congress approved
January 21, 1929, and in which all monetary gifts, bequests or endow-
ments made to the University of Alaska for the purpose of the fund,
shall be held in trust.

Sec. 7. AS 14.40.400(b) 1is repealed and reenacted to read:

(b) The commissioner of revenue is the fiduciary of the trust
fund and shall account for and invest the fund as set out in AS 37.-
14.110(c), 37.14.160, and 37.14.170, except that the commissioner
shall report the condition and investment performance of the fund to
the Board of Regents.

Sec. 8. AS 14.40.400(c) is amended to read:

(c) The net income from the trust fund shall be used exclusively
for the Agricultural College and School of Mines.

3. CSHB 547(Fin)
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Sec. 9. AS 14.40.400(e) is amended to read:

(e) The Department of Administration shall disburse the n
income from the trust fund upon vouchers approved by the president and
treasurer of the University of Alaska specifying the purpose for which
the money is to be used and showing it is to be used in conformity
with this section.

Sec. 10. AS 14.42.200(8) is amended to read:

(8) invest or reinvest, subject to its contract
noteholders and bondholders, money held by the corporation as set out
in AS 37.10.071 [OBLIGATIONS OR OTHER SECURITIES AUTHORIZED FOR IN-
VESTMENTS OF THE COVMISSIONER OF REVENLE UNDER AS 37.10.070(a)];
Sec. 11. AS 14.42.210(b) is amended to read:

(b) Money and other assets of the student loan fund may be us
to secure bonds of the corporation, invested in student loans and
investments under AS 37.10.071 [DESCRIBED IN AS 37.10.070(a)] and used
to purchase loans approved under AS 14.43.090 - 14.43.325, 14.43.600 -
14.43.700, or 14.43.710 - 14.43.790.

Sec. 12. AS 18.26.170 is amended to read:

Sec. 18.26.170. INVESTMENTS BY AUTHORITY. Except as otherwise
provided by this chapter, the authority may invest any funds, not
needed to meet current cash expenditure needs, as set out in AS 37.-
10.071 [SECURITIES, OBLIGATIONS COR CERTIFICATES OF DEPOSIT APPROVED
FOR INVESTMENT OF THE STATE TREASURY SURPLUS UNDER AS 37.10.-
070(a)(1) - (4). THESE INVESTMENTS SHALL BE PURCHASED AT ND HIGHER
PRICE THAN THE OFFERING OR MARKET PRICE OF THEM AT THE TIME OF THE

PURCHASE].
* Sec. 13. AS 18.56.095(b) is amended to read:
(b) In addition to any other fees and charges that the

ration may charge on mortgage loans, it may collect or cause to be

CSHB 547(Fin) -4-
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1 collected on all mortgage loans made or purchased with the proceeds of

2] the sale of mortgage 1insurance bonds, either or both a special mort—

3| gage loan insurance commitment fee or a mortgage loan insurance premi—

4i um. The special mortgage loan insurance commitment fees and special

51 mortgage Jloan insurance premiums when received shall be deposited in

6 the mortgage insurance fund by the corporation, or by any mortgage

li loan servicer, trustee, or agent designated by the corporation to

3 receive them, and shall be held, 1invested and, together with all

9 investment income derived from them, reinvested by the commissioner of

10 revenue as set out in AS 37.10.071 [INVESTMENTS AUTHORIZED UNDER

u AS 37.10.070(a)], subject to any agreement with the corporation under

12 (a) of this section.

13 * Sec. 14. AS 22.25.048(a) is amended to read:

14 () The commissioner of administration shall establish a jud
15 cial retirement trust fund for the judicial retirementsystem in which

16 the assets of the system are deposited and held. The commissioner

17 [AND] shall maintain accounts and records for the [JUDICIAL RETIRE—
181 MENT] system.

191 * Sec. 15. AS 22.25.048(c) 1is repealed and reenacted to read:

20! ©) The commissioner of revenue 1is the treasurer of the syst
21 and the fiduciary of the fund and has the same powers and duties under

2" this section in regard to the judicial retirement trust fund as are

23 provided in AS 14.25.180,

24 * Sec. 16. AS 26.05.228(a) is amended to read:

25 (a) The commissioner of administration shall establish a mil
25 tary retirement trust fund for the system in which the assets of the

21 system are deposited and held. The commissioner shall [AND] maintain

23! accounts and records for the system.

29 * Sec. 17. AS 26.05.228(c) 1is repealed and reenacted to read:

-5- CSHB 547 (Fin)
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(c) The commissioner of revenue 1is the treasurer of the syste

and the fiduciary of the fund and has the same powers and duties under
this section in regard to the fund as are provided under AS 14.25.180.

Sec. 18. AS 36.30.850(b) 1is amended to read:

(b) This chapter applies to every expenditure of state funds

irrespective of their sources, including federal assistance except as
otherwise specified in AS 36.30.890, by the state, acting through an
agency, under a contract, except that this chapter does not apply to

(1) grants;

(2) contracts for professional witnesses toprovide for
professional services or testimony relating to existing or probable
lawsuits in which the state is or may become a party;

(3) contracts of the University of Alaska where the work 1is
to be performed substantially by students enrolled in the university;

(4) contracts for medical doctors and dentists;

(5) acquisitions or disposals of real property or interest
in real property, except as provided in AS 36.30.080;

(6) disposals under AS 38.05;

@) contracts for the preparation of ballots under AS 15.-
15.030;

(8) acquisitions or disposals of property and other con-—
tracts relating to airports under AS 02.15.070, 02.15.090, and 02.15.-
091 ;

(9) disposals of obsolete property under AS 19.05.060;

(10) disposals of obsolete material or equipment under
AS 35.20.060;

(1D agreements with providers of services under AS 47.07;
AS 47.08; AS 47.10; AS 47.17; AS 47.24; AS 47.25.195, and 47.25.310;

(12) contracts of the Department of Fish and Game for

547 (Fin) _6-



flights that involve specialized flying and piloting skills and are
not point-to-point;

(13) purchases of income-producing assets for the state
treasury or a public corporation of the state; or

(14) a contract that 1is a delegation, 1in whole or in part,
of investment powers held by the commissioner of revenue under AS 14.-
25.180, AS 14.40.400, AS 14.42.200, 14.42.210, AS 18.56.095, AS 22.-
25.048, AS 26.05.228, AS 37.10.070, 37.10.071, AS 37.14, or AS 39.-
35.080.
Sec. 19. AS 37.10.070 1is repealed and reenacted to read:

Sec. 37.10.070. INVESTMENT OF RESIDUAL MONEY. (a) The commis—
sioner shall invest, as set out in AS 37.10.071, the money 1in the
state treasury above an amount sufficient to meet immediate expendi—
ture needs. In managing the invested assets, the commissioner shall

&) consider the status of the assets and liabilities on
both a current and a probable future basis;

(2) determine the appropriate investment objectives;

3) establish 1investment policies to achieve the objec—
tives; and

4) act only in regard to the best financial interests of
the state.

(b) The commissioner may 1invest on the basis of probable total
rate of return without regard to the distinction between principal and
income and without regard to the generation of income.

(c) In this section, "commissioner”™ means the commissioner of
revenue.

Sec. 20. AS 37.10 is amended by adding a new section to read:

Sec. 37.10.071. INVESTMENT POWERS AND DUTIES. (a) In making

investments under this section, the commissioner of revenue shall

-7- CSHB 547 (Fin)
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D) act as official custodian of cash and investments by
securing adequate and safe custodial facilities for them;

2 receive all items of cash and investments;

) collect and deposit the principal of and incomefrom
owned or acquired investments;

4) invest and reinvest the assets 1in accordance with this
section;

(5) receive and spend appropriations to cover the cost of
the exercise of duties under this section;

(6) exercise the powers of an owner with respect to the
assets;

(7) perform all acts, not prohibited by this section,
whether or not expressly authorized, that the commissioner considers
necessary or proper in administering the assets;

(8) maintain accounting records 1in accordance with invest—
ment accounting principles;

9 engage an 1independent certified public accountant to°
conduct an annual audit of the financial condition and investment
transactions;

(10) enter 1into and enforce contracts or agreements con-—
sidered necessary, convenient, or desirable for the investment pur—
poses of this section; and

(11) when <choosing to acquire or dispose of investments,
secure competitive national or international market rates or prices,
or the equivalence of those rates or prices in the judgment of the

commissioner.

(b) Under this section, the commissioner or the commissioner"

designee may

(1) delegate investment, custodial, or depository authority

CSHB 547 (Fin) -8-



on a discretionary or nondiscretionary basis to officers or employees
of the state or to independent firms, banks, or trust companies, by
designation through appointments, contracts, or letters of authority;

2 acquire or dispose of investments either directly,
indirectly, or through investment pools or trusts, by competitive or
negotiated agreements, contracts, or auctions, in public or private
markets;

(3 concentrate or diversify investments as the commis—
sioner considers appropriate to increase the probable total rate of
return or to decrease the overall exposure to potentially adverse
market value risks;

(4) protect the market value or the rate of return of the
investments by entering into forward agreements to -ray or sell assets
at a future date as a hedge against existing held assets or as a
precommitment of future cash flows;

(5) lend assets, under an agreement and for a fee, against
deposited collateral of equivalent market value;

(6) Dborrow assets on a short-term basis, under an agreement
and for a fee, against the deposit of collateral consisting of other
assets i1n order to accommodate temporary cash or investment needs;

(7) hold investments 1in bearer or registered form in the
name of the state, a fund, or nominees authorized by the commissioner;

(8 wutilize consultants, advisors, custodians, investment
services, and legal counsel for assistance 1iIn investment matters on
either a continuing or a limited-term basis and with or without com—
pensation;

(9) declare records to be confidential and exempt from
AS 09.25.110 and 09.25.120 1if the records contain information that

discloses the particulars of the business or the affairs of a private

-9- CSHB 547(Fin)
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enterprise, investor, borrower, advisor, consultant, counsel, or
manager.

(c) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner shall exercise the judg-—
ment and care under the circumstances then prevailing that an institu—
tional investor of ordinary professional prudence, discretion, and
intelligence exercises in managing large investments with
consideration for the purpose of the fund, the 1investment objectives,
the continuing disposition of the fund 3 investments, and the probable
safety of the capital as well as the probable investment returns.

(d) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner or a designee of the
commissioner 1is liable for a breach of a duty that 1is assigned or
delegated under this section, or under AS 14.25.180, AS 14.40.400(b),
AS 37.10.070, AS 37.14.110(c), 37.14.160, 37.14.170, or AS 39.35.030.
However, the commissioner or the commissioner 3 designee is not liable
for a breach of a duty that has been delegated to anothr person if the"
delegation 1is prudent under the applicable standard of prudence set
out iIn statute or 1f the duty 1is assigned by law to another person,
except to the extent that the commissioner or designee

(1) knowingly participates in, or knowingly undertakes to
conceal, an act or omission of another person, knowing that the act or
omission i1s a breach of that person®s duties under this chapter;

(2 by failure to comply with this section 1in the
administration of specific responsibilities, enables another person to
commit a breach of duty; or

(3) has knowledge of a breach of duty by another person,

unless the commissioner or designee makes reasonable efforts under the

circumstances to remedy the breach.

CSHB 547 (Fin) -10-
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(e) The state shall defend and indemnify the commissioner or an
officer or employee of the state against liability wunder (d) of this
section to the extent that the alleged act or omission was performed
in good Tfaith and was prudent under the applicable standard of pru-—
dence.

) In this section, "commissioner of revenue" or "commissioner"
means

¢H) the commissioner of revenue for investments under
AS 14.25.180 or AS 37.10.070; or

@) the person or body provided by law to manage the
investments, for investments not subject to AS 14.25.180 or AS 37.-
10.070.
Sec. 21. AS 37.10.079(b) is amended to read:

(b) The ~commissioner of revenue may purchase bonds sold by
political subdivisions of the state if [:

(1) THEY HAVE BEEN SOLD IN ACCORDANCE WITH THE TERMS OF THE

NOTICE OF THEIR SALE SUBJECT ONLY TO DELIVERY OF THE BONDS WITH AN m

APPROVING OPINION OF BOND COUNSEL TO THE EFFECT THAT THE BONDS ARE
VALID AND LEGALLY BINDING GENERAL OBLIGATIONS OF THE POLITICAL SUBDI —
VISION AND A STATEMENT TO THE EFFECT THAT NO LITIGATION IS THREATENED
OR PENDING WHICH AFFECTS THE VALIDITY OF THE BONDS; OR

(2)] the bond counsel nominated by the issuing political
subdivision 1in connection with the original offer for sale of the
bonds certifies that

(1) [(A) THAT] a lawsuit has been filed or 1is threatened
that[WHICH] challenges the corporate existence of the 1issuer or its
power to 1issue the bonds or to levy taxes to pay the bonds or other—
wise prevents a [THE] statement to the effect that no litigation 1is
threatened or pending that affects the validity of the bonds;

-11- CSHB 547 (Fin)
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(2) [AS TO LITIGATION REFERRED TO IN (1) OF THIS SUB-—
SECTION, (B) THAT] as a consequence of the filing of the suit, the
bonds cannot be sold or can only be sold at interest rates substan-—
tially in excess of the interest rates the municipality would other—
wise reasonably expect to payj_ [,] and

(3) [(C) THAT,] 1in the opinion of counsel [,] the muni—
cipality 1is or will be pursuing all available means to establish the
validity of the bonds so that the lawsuit will be ultimately deter—
mined so as to permit the delivery of the bonds with the statement as
to litigation referred to in (1) of this subsection.
Sec. 22. AS 37.14.110(a) 1is amended to read:

(a) There is established as a separate endowment trust fund the

public school trust fund.

Sec. 23. AS 37.14.110(c) 1is repealed and reenacted to read:

(c) The commissioner of revenue shall determine the net incc

of the fund in accordance with investment accounting principles and 1in
a manner that preserves the distinction between principal and income"®
and that excludes capital gains or losses realized on principal. The
principal of the fund and the capital gains or Jlosses realized on
principal shall be perpetually retained 1in the fund for investment
purposes.
Sec. 24. AS 37.14.140 is repealed and reenacted to read:

Sec. 37.14.140. UTILIZATION OF [INCOME. The net 1income of the
fund may not be appropriated for a purpose other than the support of
the state public school progranm. The commissioner of revenue shall

invest realized net income that has not been appropriated or that has

been appropriated but not expended until the 1income is appropriated

and expended.

* Sec. 25. AS 37.14.160 1is repealed and reenacted to read:

CSHB 547 (Fin) -12-



1 Sec. 37.14.160. DUTIES OF THE COMMISSIONER OF REVENUE. The

2 commissioner of revenue is the treasurer of the trust fund created in
3 AS 37.14.110 and shall

4 D) exercise the powers and duties established in AS 14.-
5 25.180(c);

6 2 deposit the principal and income from 1investments 1in
7 separate principal and income accounts for the fund;

8 3) invest and maintain accounting records that distinguish
9 between the principal and income of the fund;

10 (4) provide reports to the board established under AS 37.-
1 14.120 on the condition and investment performance of the fund.

12 * Sec. 26. AS 37.14.170 is repealed and reenacted to read:

13 Sec. 37.14.170. INVESTMENTS. (a) The commissioner of revenue
14 is the fiduciary of the trust fund and shall invest the fund to pro-—
15 vide increasing net income over long-term periods to the fund"s income
i beneficiaries. The commissioner may invest the money 1in the fund on
17 the basis of probable total rate ofreturn to promote the long-term
18 generation of income. |In managing the trust fund, the commissioner
19 shall

20 (1) consider the status of the fund"s <capital and the
21 income generated on both a current and a probable future basis;

22 (2) determine the appropriate investment objectives;

23 (3) establish investment policies to achieve the objec—
24 tives ; and

25 (4) act only in regard to the long-term financial interests
26 of the fund®"s beneficiaries.

27 * Sec. 27. AS 39.25.110 is amended by adding a new paragraph to read:

28 (25) investment officers in the Department of Revenue.

29 * Sec. 28. AS 39.30.095(a) is amended to read:

-13- CSHB 547 (Fin)
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(a) The commissioner of administration shall establish the gro
health and life benefits fund as a special account in the general fund
to provide for group life and health insurance under AS 39.30.090 and
39.30.160. The commissioner shall maintain accounts and records for
the fund. The fund consists of employer contributions, employee
contributions, appropriations from the legislature, and income [INTER—
EST] earned on investment of the fund as provided in (d) of this
section.

Sec. 29. AS 39.30.095(d) 1is amended to read:

(d) IT the commissioner of administration determines that the
is more money in the fund than the amount needed to pay premiums or
benefits for the current fiscal year, the surplus, or so much of it as
thecommissioner of administration considers advisable, may be in—
vested by the commissioner of revenue in the same manner as retirement
funds are invested under AS 14.25.180 [AS 39.35.110],

Sec. 30. AS 39.35.020 is amended to read:

Sec. 39.35.020. ADMINISTRATION. The commissioner of adminis—
tration is responsible for the administration of the system and for
carrying out this chapter. In addition the commissioner shall [HAS
THE FOLLOWING POWERS AND DUTIES:]

(1) maintain the accounts of the system;

(2) make payments for the various purposes specified;

A3) submit periodic reports or statements of account that
are needed;

4 issue a statement of account to an employee requesting
it showing the amount of the employee®s contributions to the system;

(5) as soon as possible after the close of each fiscal

year, and not Jlater than six months after the close ofeach fiscal

year, send to the governor, the legislature, and the board an annual

CSHB 547 (Fin) -14-



statement on the operations of the system containing

(A) a balance sheet;

(B) a statement of income and expenditures for the
year;

© a report on an actuarial valuation of its assets
and liabilities;

(D) [REPEALED

()1 a summary [LIST] of assets held in the pension
fund listed by the categories of investment, as provided by the
commissioner of revenue [INVESTMENTS OWNED];

(B [(F] other statistical financial data that are
necessary for a proper understanding of the financial condition
of the system and the result of its operations;

(6) establish a public employees retirement trust fund in
which the assets of the system shall be deposited and held;

@) engage an 1independent certified public accountant to
conduct an annual audit of the system®"s accounts and the annual report
of the system®"s financial condition and activity;

(8) report to the board concerning the condition and admin—
istration of the system and distribute the report to the members of
the system. [REPEALED]

Sec. 31. AS 39.35.080 is repealed and reenacted to read:

Sec. 39.35.080. DUTIES OF THE COMMISSIONER OF REVENUE. The
commissioner of revenue 1is the treasurer of the system and the fidu—
ciary of the fund. The commissioner has the same powers and duties
established under this chapter in regard to the fund as are provided

in AS 14.25.035(d) and 14.25.180.

Sec. 32. AS 44.83.386 1is amended to read:
Sec. 44.83.386. INVESTMENT OF FUND. The Department of Revenue

-15- CSHB 547 (Fin)
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shall invest the money in the fund in accordance with AS 37.10.070"
37.10.071, and 37.10.075. The Department of Revenue shall provide
money in the fund to the authority only after costs have been incurred
or amounts in the fund have been otherwise obligated under contracts
for the acquisition and construction of a project. Amounts that have
been obligated, but for which costs have not yet been incurred, may be
segregated by the Department of Revenue or transferred to the author—
ity only with the prior approval or agreement of the commissioner of
revenue. Income [INTEREST] received on money that 1is segregated or
transferred under this section must be deposited in the general fund.

Sec. 33. AS 44.88.155(c) 1is amended to read:

(c) Money and other assets of the enterprise development accou

may be used to secure bonds of the authority 1issued to finance the
purchase of loans for projects and shall be held and invested by the
authority 1in accordance with AS 37.10.071 [THE TYPES OF [INVESTMENTS
DESCRIBED IN AS 37.10.070(a) AND AS 39.35.110(a)(9) AND (14)] or shall
be used to purchase loans for projects.

Sec. 34. AS 18.55.375; AS 21.88.210(d); AS 26.15.060; AS 37.10.080;

AS 37.14.130(3); AS 39.25.120(c)(13); AS 39.35.110; AS 45.95.030, 45.95.-

040(b); and AS 45.98.050(b) are repealed.

Sec. 35. This Act takes effect immediately under AS 01.10.070(c).

CSHB 547 (Fin) -16-



1.

2.

3.

HB 547
Amendment Proposed by the Department of Revenue
Amend page 11, lines 6 and 7 to read:

"(f) In this section, "commissioner of revenue" or
"commissioner™ means

(¢D) the commissioner of revenue for investments
under AS 14.25.180 or AS 37.10.070;

or
(2) other persons or bodies as provided by law in

the case of investments not subject to AS 14.25.180 or
AS 37.10.070."

Page 15 after line 13 1insert:
"(8) report to the board concerning the condition
and administration of the system and distribute the
reports to the members of the system."”

Page 15, 1line 19 to read:

"in AS 14.25.035(d) and AS 14.25.180."



Public Employees®™ Retirement Board

Resolution Regarding House Bill 547
An Act relating to the investment and management
of certain state funds

WHEREAS, the Public Employees®™ Retirement ("PERS") Board 1is
authorized by AS 39.35.040(3) to consider and adopt resolutions
regarding revisions of Chapter 39.35 of the Alaska Statutes;

WHEREAS, the PERS Board has reviewed and considered House Bill
547, "An Act relating to the investment and management of
certain state funds, and providing for an effective date;"

WHEREAS, HB 547 significantly reinforces the trust status of
the PERS retirement fund by:

a) designating the fund as a trust fund;

b) upgrading the standard of prudence required of the
fund®s fiduciary; and

c) requiring the fund®"s fiduciary to act only in the
interests of the fund®s beneficiaries;

WHEREAS, HB 547 strengthens accountability for investment of
the fund by:

a) clarifying the Commissioner of Revenue®s role as the
fiduciary for the fund;

b) establishing liability for breaches of fiduciary
responsibilities;

c) requiring annual audits of the fund; and

d) requiring reports on the condition and investment
performance of the fund;

WHEREAS, HB 547 removes impediments to the ability of the
fiduciary, subject to the standards of professional prudence,
to:

a) diversify fund assets among the full range of
investment opportunities: and

b) maximize investment income of the fund over the long run

by repealing statutory specification of permissible investment
classes and percentage allocations to particular classes;



WHEREAS, HB 547 assists the recruitment and retention of highly
qualified professional investment staff by placing them in the
exempt service, permitting the establishment of competitive
compensation: and

WHEREAS, HB 547 provides for timely execution of investment
strategies by exempting professional services contracts which
are delegations of investment authority from the requirements
of the State Procurement Code, AS 36.30; and

WHEREAS, the 1improvement 1in investment returns that can be
expected as a result of HB 547 will be of critical importance
to PERS beneficiaries and employers as State petroleum revenues

decline,
BE IT HEREBY RESOLVED by the PERS Board that the Board supports

enactment into law of HB 547, provided that it is amended to
include reporting provisions parallel to AS 14.25.035(d).

DATED this 7 day of April, 1988.

PUBLIC EMPLOYEES®™ RETIREMENT BOARD



Teachers®™ Retirement Board

Resolution Regarding House Bill 547
An Act relating to the investment and management
of certain state funds

WHEREAS, the Teachers®™ Retirement ("TRS") Board 1is authorized
by AS 14.25.035(e) to consider and adopt resolutions regarding
revisions of Chapter 14.25 of the Alaska Statutes;

WHEREAS, the TRS Board has reviewed and considered House Bill
547, "An Act relating to the investment and management of
certain state funds, and providing for an effective date;™

WHEREAS, HB 547 significantly reinforces the trust status of
the TRS retirement fund by:

a) designating the fund as a trust fund;

b) upgrading the standard of prudence required of the
fund*s fiduciary; and

c) requiring the fund"s fiduciary to act only in the
interests of the fund®s beneficiaries;

WHEREAS, HB 547 strengthens accountability for investment of
the fund by:

a) clarifying the Commissioner of Revenue®s role as the
fiduciary for the fund;

b) establishing liability for breaches of fiduciary
responsibilities;

c) requiring annual audits of the fund; and

d) requiring reports on the condition and investment
performance of the fund;

WHEREAS. HB 547 removes impediments to the ability of the
fiduciary, subject to the standards of professional prudence, to

a) diversify fund assets among the full range of *

investment opportunities; and
b) maximize 1investment income of the fund over the long run

by repealing statutory specification of permissible investment
classes and percentage allocations to particular classes;



WHEREAS, HB 547 assists the recruitment and retention of highly
qualified professional investment staff by placing them 1in the
exempt service, permitting the establishment of competitive

compensation; and

WHEREAS, HB 547 provides for timely execution of investment
strategies by exempting professional services contracts which
are delegations of investment authority from the requirements
of the State Procurement Code, AS 36.30; and

WHEREAS, the improvement in investment returns that can be
expected as a result of HB 547 will be of critical importance
to TRS beneficiaries and employers as State petroleum revenues

decline,

BE IT HEREBY RESOLVED by the TRS Board that the Board supports
enactment 1into law of HB 547.

DATED this P day of April, 1988.

TEACHERS®™ RETIREMENT BOARD



HOUSE BILL 547

Investment and Management of Certain State Funds



CONTENTS

Executive Summary
House Bill 547°<¢
Bill Analysis
Schematic of HB 547

Resolutions of the Public Employees®™ and Teachers™
Retirement Boards relating to HB 547

Department of Revenue Memorandum Regarding HB 547
Willkie, Farr & Gallagher Memoranda
Department of Revenue "General Investment Policies"”

Mercer, Meidinger, Hansen "PERS and TRS Financial
Projections™

Department of Revenue Memorandum Regarding Alaska State
Trust Company



HOUSE BILL 547

INVESTMENT AND MANAGEMENT OF CERTAIN STATE FUNDS

GOALS

Establi sh F idue iary
Duties for State
Trust Funds

MAIN PROVISIONS
OF THE BILL

Conf irm Trust
Status of Trust
Funds

Upgrade Standard of
Prudence

Invoke Duty of
Loyalty to
Beneficiaries for
Trust Funds

Establi sh Liab ili ty
for Breaches of
Investment
Respons ib ili t ies

RESULTS

Assures Trust Funds
Meet Benef iciar ies’
Needs

Reduces Chances of
Lawsuits or Liability

EE I S i R S S I R EE  E  E E  E E GEE  E

Increase Investment
Earn ings on Al 1|
State Funds

Broaden Investment
Author ity

Permit Competitive
Compensation for
Investment Staff

Exempt Delegations
of Investment
Powers from
Procurement Code

Increases

D ivers ificat ion of
Investments
Reduces Investment
R isk
Increases Investment
Returns



House Bill 547
Investment and Management of Certain State Funds

EXECUTIVE SUMMARY

House Bill 547 represents a comprehensive revision of statutes
governing the investment responsibilities of the Department of
Revenue. The department 1is responsible for investment of all
state funds, exclusive of the funds of independent corporations.
State funds include retirement and endowment funds, which are
both types of trust funds.

The legislation focuses on trust funds. Such funds carry a
greater weight of responsibilities, duties, and care due to the
fact that they are for the benefit of other persons. These
fiduciary duties and standards have been elaborated under
common law, various statutory laws such as ERISA (the Employee
Retirement Income Security Act), and case law pursuant to
statutory provisions.

The 1legislation places fiduciary duties and standards into
Alaska Statutes, both clarifying and elevating the
responsibilities.

The other main revision contained in the bill 1is the broadening
of permissible investments. HB 547 places 1investment authority
under the elevated standards of care contained 1in the bill,
eliminating the narrow lists of investments currently 1in
statutes. This would open up investment opportunities, permit
greater diversification, reduce risk, and 1increase earnings on
all state funds.

Legal lists evolved as a response to early judicial views of
the fiduciary duty of prudence. These restrictive views often
prohibited equity investments. Legal lists were a way to
specifically authorize such investments.

With the development of modern portfolio theory- which assesses
risk based on the total 1investment portfolio rather than an
individual asset or security- and the adoption of this theory
by the courts, 1legal lists have become obsolete. In fact,
given the rapid evolution of securities markets, instruments,
and practices in recent years, legal lists now conflict with or
restrain rather than facilitate prudent investment and
diversification.

Elimination of legal lists does not mean that investment will
proceed without any guidelines. It only means that the
guidelines will not be cast in stone and incapable of timely
response to changes in the financial markets due to the limited



window of opportunity, uncertainty, and delay inherent in the
legislative process. The attached publication, "General
Investment Policies,” discusses the policies and guidelines
that govern investment of funds by the Department of Revenue.

The enchancement of investment returns that can be expected by
moving away from inflexible statutory guidelines can be of
significant financial benefit to the State, municipalities, and
trust fund beneficiaries. The attached "PERS and TRS Financial
Projections™ prepared by the state®s actuary demonstrates how
significant a small enhancement 1in returns can be in the case

of the retirement funds.

The legislation has been reviewed by the Department of Law and
Willkie, Farr & Gallagher, 1investment counsel to the state on

contract to the Department of Law. Willkie Farr®s analysis 1is
contained in their attached March 1, 1988 memoranda. HB 547
contains Willkie Farr®s recommendations on liability for
fiduciary duties. The legislation has been endorsed by
resolutions of the Public Employees®™ and Teachers®™ Retirement
boards. The Department of Revenue strongly supports passage of
HB 547.

Goals of the Legislation
There are two principal goals HB 547 would help achieve:

1. strengthening the trust status and observance of
fiduciary duties for trust funds under State

management; and,

2. increasing the investment returns for all funds under
State management.

Need for the Legislation
The 1legislation 1is needed because:

1. there 1is a lack of understanding 1in the public®s mind
about the trust status of certain funds;

2. improvements 1in investment performance can make a
significant difference 1in State and municipal finances;

3. the statutory lists of permissible investments for
certain funds contain inherent contradictions;

4. the investment lists for certain funds conflict
with fiduciary duties;

5. trust func* statutes fail to fully delineate fiduciary
responsibilities;



6. compensation for 1investment personnel is not
competitive, jJeopardizing the fulfillment of the
statutory requirement that State funds be invested with
the judgment and care which an institutional investor
would exercise;

7. statutory investment lists for certain funds contain
ceilings on percentage allocations of fund assets to
particular types of investments, Ilimiting the 1long-run
returns the funds could earn.

Financial Effects of the Legislation

HB 547 1is potentially of very significant financial benefit to
the State as well as trust fund beneficiaries and municipalities
(participating 1in the" Public Employees®™ and Teachers®™ Retirement
Systems). The legislation holds much promise of benefit as a
direct revenue-raising measure. At the June 30, 1987 level of
$4,948,475,000 under 1investment by the State, an improvement in
returns of only 10 basis points, or 0.1%, would mean 1increased
earnings of $4.9 million per annum.

In addition, the steps the bill would take to assure the
observance of fiduciary duties would limit the State®"s
potential liability as trustee.

Main Provisions of HB 547

The legislation would take five main steps in furtherance of
the goals of strengthening the observance of fiduciary

responsibilities and improving 1investment performance in
general;

1. strengthen the trust status and fiduciary
responsibilities of trust funds by:

a. designation of trust funds as trusts in statute;
b. wupgrading the standard of prudence;

C. requiring the fiduciary to act only 1in the
interests of a fund"s beneficiaries; and,

d. requiring that investments be acquired or sold at
internationally competitive market rates or prices;

2. strengthen accountability by

a. clarifying the Commissioner of Revenue®s role as
fiduciary;



b. establishing liability for the commissioner or the
commissioner®s designee for breaches of fiduciary

or other 1investment responsibilities;

C- requiring annual audits by an independent firm of
certified public accountants; and.

d. requiring reports on the condition and investment
performance of funds;

repeal statutory investment lists;

Making an upgraded rule of prudence the guide for
permissible investments rather than a legal list of
specific instruments and percentage allocations would
accomplish two main things:

a. decrease risk by permitting greater
diversification, subject to the rule of prudence;
and,

b. maximize earnings by permitting greater

concentration in the highest yielding assets,
subject to the rule of prudence.

The number of pension funds and other institutional
investment funds which operate under a legal list has
become a small minority.

Employee pension or welfare benefit plans of
corporations and unions under ERISA; private
foundations under the Internal Revenue Code; endowments
of universities, hospitals, and religious or other
charitable institutions 1in 28 states under the Uniform
Management of Institutional Funds Act; and 23 state
retirement funds operate free of legal list
restrictions.

provide for competitive compensation for investment
staff by placing them in the exempt service; and

exempt professional services contracts which are
delegations of investment authority from the
requirements of the state Procurement Code; most
contracts for investment management services are
subject to independent periodic performance evaluation;
competitive selection of contractors follows from the
mandates of fiduciary responsibilities and the rule of
prudence.



HB 547
Bill Analysis

Teachers Retirement System

Section

Section

Section

Section

Removes an ambiguity about the commissioner

of revenue®s fiduciary role for the retire—
ment fund by recognizing the board"s role as
limited to administration of the system.

Redefines responsibility for reports fur—
nished to the board so that the commissioner
of administration provides reports on the
condition and administration of the systen,
and the commissioner of revenue provides
reports on the condition and performance of
the retirement fund.

Expressly establishes the Teachers®™ Retire—
ment Trust fund and adds the requirement for
an annual 1independent audit of the system.

Clarifies that the commissioner of revenue 1is
the fiduciary manager of the retirement fund.
Imposes duties on the commissioner relating
to investment of retirement funds 1in general,
including

(a) to establish investment policies and
objectives based on the then current and
probable future structure of the
system®s assets and liabilities; and

(b) to act only in the interests of the
fund®s beneficiaries.

Authorizes investment without regard to
generation of income, that 1is, permits
emphasis on capital gains, if appropriate,
recognizing the long-term nature of the
fund*s liabilities and without regard to the
distinction between principal and 1income,
recognizing, 1in theory, that the principal,
as well as the income, will ultimately be
paid out in benefits.

References another section of statutes
(AS 37.10.071) for specification of
investment powers and duties generally
applicable to all funds.



University of Alaska

Section 5 Reference tor University of Alaska invest—
ments to general statutory provisions
regarding 1investment powers and duties
(AS 37.10.071).

University of Alaska Fund

Section 6 Adds "endowment trust" to the fund designa-—
tion to better state the purpose of the fund
and to distinguish it by title from other
funds which do not have similar limitations.

Section 7 Clearly establishes the commissioner of
revenue®"s role as the fiduciary for the fund
and imposes the same powers and duties as for
the Public School Fund (AS 37.14).

Section 8 Adds "net" as an adjective before 1income
(clarifying that it is after expenses, costs,
and amortizations of bond premiums or
discounts).

Section 9 Adds the adjective "net"™ before income to
prevent confusion with gross income.

Alaska Student Loan Corporation

Sections 10 & 11 Reference for Alaska Student Loan Corporation
and its student loan fund investments to
general statutory provisions regarding invest—
ment powers and duties (AS 37.10.071).

Alaska Medical Facility Authority

Section 12 Reference to general statutory provisions
regarding investment powers and duties
(AS 37.10.071).

Alaska Housing Finance Corporation
Section 13 Reference for the corporation®s state
mortgage insurance fund investments to

general statutory provisions regarding
investment powers and duties (AS 37.10.071).

Judicial Retirement Systenm

Section 14 Expressly establishes the Judicial Retirement
Trust Fund and what it will hold.



Section 15

States the role of the commissioner of
revenue and references general statutory
provisions regarding retirement fund
investment powers and duties (AS 14.25.180)

Vrilitarv Retirement Systenm

Section 16

Section 17

Public Contracts

Section 18

State Treasury

Section 19

Expressly establishes the Military Retirement
Trust Fund and what it will hold.

States the role of the commissioner of
revenue and references general statutory
provisions regarding retirement fund
investment powers and duties (AS 14.25.180)

Excludes the commissioner of revenue®"s
delegations of investment powers from state
procurement code procedures.

Repeal of the existing section of law
eliminates the list of permissible Treasury
investments and consequently makes investment
selections subject to the more general and
inclusive "prudent institutional 1investor
rule” stated in the subsection. Eliminating
the list increases the commissioner®s ability
to achieve investment objectives, improves
the adaptability of investment policies to
changing conditions, instruments, and markets,
removes inconsistencies 1in the current list,
and avoids conflicts between the limitations
of the list and the requirements of the
"prudent 1institutional 1investor rule."”
Corporate and union pension funds (ERISA) and
26 states”™ pension funds now are governed
solely by the "prudent man" or prudent
institutional investor"” standard.

Reenactment states the commissioner of
revenue®"s specific responsibilities for
Treasury investments and references general
statutory provisions regarding investment
powers and duties (AS 37.10.071).

Investment Powers and Duties

Section 20

This section specifies powers and duties of
the commissioner of revenue generally
applicable to the investment of all funds.



Municipal

Section

21

Bonds

Subsection (a) specifies powers and duties
more completely and generally than current
statutes including the obligations to maintain
investment accounting records and secure
annual independent audits. Raises the
standard to acquire or dispose of discretion—
ary investments at competitive market prices
or rates to include internationally competi—
tive rates or prices.

Subsection (b) lists certain actions the
commissioner may take. The list is not
necessary from the standpoint of authorizing
or limiting the 1investment powers of the
commissioner, or of stating the types of
activity presumed under the "prudence rule.”
It"s inclusion in the statute 1is considered
desirable in order to minimize the risk of
possible litigation concerning the activities
by specifying some of the activities which
may not be obvious as being derived from the
broad investment powers.

Section (c) restates and amplifies the
"prudent institutional 1investor rule." The
"prudent rule™ standard of care 1is raised to
a professional (sophisticated or expert)
level and applied to the whole fund rather
than to separate investments, and it is
amplified to require consideration of the
fund®s purpose and objectives.

Subsection (d) establishes liability of the
commissioner or a designee of the commissioner
for a breach of investment duties. Includes
co-fiduciary liability under standards
comparable to ERISA.

Subsection (e) indemnifies the commissioner
or a designee against liability for prudent
actions taken 1in good faith.

Eliminates authority of commissioner of

revenue to purchase debt of Alaska municipali —
ties except when litigation forestalls
issuance.



Public School Trust

Section 22

Section 23

Section 24

Section 25

Section 26

Investment Officers

Section 27

State Group Health

Section 28

Section 29

Fund

Adds "endowment"™ and "trust"™ to the Tfund
designation to better state the purpose of
the fund and to distinguish it from other
funds which do not have similar limitations.

Redefines the 1income as being "net," provides
for its determination, and requires the
accounting distinction between principal and
income. Provides for the inclusion of
realized capital gains or losses as part of
the principal of the fund and the perpetual
retention of the principal in keeping with
its endowment nature.

Modifies 1income to "net income"™ and imposes a
duty to invest unexpended income.

Restates the role and the powers and duties
of the commissioner of revenue with regard to
the investment of the fund as being similar
to those for the retirement funds except that
additional duties to separately invest and
account for principal and income are imposed
due to the endowment nature of the fund.

Clearly establishes the commissioner of
revenue as the fiduciary of the fund and
imposes duties and authorities relating to
investment policy and acting in the interests
of beneficiaries.

Places Department of Revenue investment
officers in exempt status with respect to the
State Personnel Act.

and Life Insurance

Substitutes the appropriate, more compre —
hensive, word "income™ for "interest."

Reference to general statutory provisions for
retirement fund investment powers and duties
(AS 14.25.180).

Public Employees Retirement System

Section 30

Changes the 1investment list to a summary.
This removes confusing details, makes the



report more succinctly informative, and
conforms it to investment accounting
principles.

Expressly establishes the Public Employees
Retirement Trust Fund and adds the require—
ment for an annual 1independent audit of the
systenm.

Section 31 States the fiduciaryrole of the commissioner
of revenue and references general statutory
provisions for retirement fund 1investment
powers and duties (AS 14.25.180).

Power Development Fund (Alaska Power Authority)

Section 32 Reference to general statutory provisions for
investment powers and duties (AS 37.10.071).

Enterprise Development Fund (Alaska Industrial Development and
Export Authority)

Section 33 Reference to general statutory provisions for
investment powers and duties (AS 37.10.071).

Repealers
Section 34 Alaska State Building Authority (ASBA)

Removes authority for the General Fund to
purchase from ASBA mortgage loans made to
cooperatives (AS 18.55.375).

Medical |Indemnity Corporation of Alaska (MICA)

Removes requirement for General Fund to
purchase MICA notes up to $6 million
(AS 21.88.210(d)).

Veterans Revolving Loan Fund

Repeals authority of Department of Revenue to
purchase commercial paper from this fund
which became defunct July 1, 1981 when 1its
authority to make new loans was terminated by
Sec. 71, Ch. 106, SLA 1980 (AS 26.15.060).

Sale of Bond Investments
Removes requirement for governor®s approval

of the sale of bonds held as investments by
the Department of Revenue (AS 37.10.080).



Public School Fund Advisory Board

Removes the board®"s responsibility for long-
range 1investment plans to avoid conflict w:i.th
the commissioner of revenue®s role as
fiduciary for the fund (AS 37.14.130(3)).

State Investment Officers

Removes state investment officers fronm
partially-exempt status under the State
Personnel Act (AS 39.25.120(c) (13)). Section
27 of the bill places them in exempt status.

Public Employees Retirement Systenm

Repeals 1investment statutes made unnecessary
by reference in section 31 of the bill to
general statutory provision for investment
powers and duties (AS 39.35.110).

Small Business Revolving Loan Fund

Repeals authority of Department of Revenue to
purchase commercial paper, mortgages, and
notes from this fund which became defunct
July 1, 1981 when its authority to make new
loans was terminated by Section 71, Ch. 106,
SLA 1980 (AS 45.95.030 and AS 45.95.040(b)).

Historical District Loan Fund
Removes authority for the General Fund to

purchase Historical District Revolving Loans
(AS 45.98.050(b)).



Introduced: 3/23/88 5-2059A
Referred: Finance

IN THE HOUSE BY THE FINANCE COMMITTEE
HOUSE BILL NO. 547
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled": "An Act relating to the investment and management of
certain state funds; and providing for an effective
date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 14.25.035(c) is repealed and reenacted toread:

(c) The board shall confer with the commissioner of adminis—
tration regarding the administration of the system and may make rec—
ommendations that it considers necessary.

* Sec. 2. AS 14.25.035(d) 1is repealed and reenacted to read:

(d) The commissioner of administration shall report to the board
concerning the condition and administration of the system. The re—
ports shall be distributed to the members of the system. The commis—
sioner of revenue shall provide reports to the board on the condition
and investment performance of the teachers®™ retirement trust fund.

* Sec. 3. AS 14.25.170 is amended to read:

Sec. 14.25.170. ADMINISTRATION. The commissioner of adminis—
tration is responsible for the administration of the retirement system
and for making the provisions of this chapter effective” The  [AND
THE] powers and duties of the commissioner for this purpose include
[BUT ARE NOT LIMITED TO]

(1) maintaining the accounts of the system;
(2) making payments for the various purposes specified;
(3) submitting required [SUCH] periodic reports or state—

ments of account [AS MAY DE REQUIRED];

HBOS547A -1- HB 547
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(4) establishing [PRESCRIBING] by regulation the rate of
interest that shall be credited to the individual contribution ac-
counts of teachers each year; the rate of interest shall be adopted on
the basis of the probable effective rate of interest on a long-term
basis, and the rate may be changed from time to time by subsequent
regulation”

(5) establishing a teachers®" retirement trust fund in which
the assets of the system shall be deposited and held; and

(6) engaging an independent certified public accountant to
conduct an annual audit of the system®s accounts and the annual report
of the system®"s financial condition and financial activity.

Sec. 4. AS 14.25.180 is repealed and reenacted to read:

Sec. 14.25.180. INVESTMENT AND TREASURY. (a) The commissioner
of revenue is the treasurer of the system and the fiduciary of the
fund. In managing the fund, the commissioner of revenue shall

(1) consider the status of the fund"s investments and the
system®"s liabilities on both a current and a probable future basis;

(2) determine the appropriate investment objectives for the
fund;

(J) establish investment policies aimed at achieving the
objectives; and

(4) act only in regard to the best financial interests of
the system®s beneficiaries.

(b) The commissioner of revenue may invest the fund on the basis
of probable total rate of return without regard to the distinction
between principal and income or to the generation of income.

(c) In carrying out investment duties under this chapter, the
commissioner of revenue has the same powers and duties in regard to

the teachers® retirement trust fund as are provided in AS 37.10.071,

HB 547 -2- HB0S547A
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except that the standard of prudence that the commissioner must obey
under AS 37.10.071(c) shall be in regard to the management of large
trust investments rather than large investments.
*Sec. 5. AS 14.40.255 isamended to read:

Sec. 14.40.255. INVESTMENT OF SURPLUS MONEY. If the Board of
Regents determines that there is a surplus of money, received in the
form of state and federal appropriations, above the amount sufficient
to meet current and projected cash expenditure needs of the univers-
ity, the surplus must be invested as [IN THE SAME INSTRUMENTS] set out
in AS 37.10.071. Income [AS 37.10.070 APPROVED FOR INVESTMENT OF
STATE TREASURY SURPLUS. INTEREST INCOME] earned on investments made
under this section may be retained by the university and expended in
accordance with the Executive Budget Act (AS 37.07).

*Sec. 6. AS 14.40.400(a) is amended to read:

(a) The Department of Revenue shall establish a separate endow-
ment trust fund in which all money derived from the sale or lease of
the land granted under the Act of Congress approved January 21, 1929,
and in which all monetary gifts, bequests or endowments made to the
University of Alaska for the purpose of the fund, shall be held 1in
trust.

*Sec. 7. AS 14.40.400(b) is repealed and reenacted to read:

(b) The commissioner of revenue is the fiduciary of the trust
fund and shall account for and invest the fund as set out in AS 37.-
14.110(c), 37.14.160, and 37.14.170, except that the commissioner
shall report the condition and investment performance of the fund to
the Board of Regents.

*Sec. 8. AS 14.40.400(c) is amended to read:
(c) The net income from the trust fund shall be used exclusively

for the Agricultural College and School of Mines.
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* Sec. 9. AS 14.40.400(e) is amended to read:

(e) The Department of Administration shall disburse the net
income from the trust fund upon vouchers approved by the president and
treasurer of the University of Alaska specifying the purpose for which
the money 1is to be used and showing it is to be wused 1in conformity
with this section. °~

* Sec. 10. AS 14.42.200(8) is amended to read:

(8) invest or reinvest, subject to 1its contracts with
noteholders and bondholders, money held by the corporation as set out
in AS 37.10.071 [OBLIGATIONS OR OTHER SECURITIES AUTHORIZED FOR IN-—
VESTMENTS OF THE COMMISSIONER OF REVENUE UNDER AS 37.10.070(a)];

* Sec. 11. AS 14.42.210(b) 1is amended to read:

(b) Money and other assets of the student loan fund may be used
to secure bonds of the corporation, invested in student loans and
investments under AS 37.10.071 [DESCRIBED IN AS 37.10.070(a)] and used
to purchase loans approved under AS 14.43.090 - 14.43.325, 14.43.600 -
14.43.700, or 14.43.710 - 14.43.790.

* Sec. 12. AS 18.26.170 is amended to read:

Sec. 18.26.170. INVESTMENTS BY AUTHORITY. Except as otherwise
provided by this chapter, the authority may 1invest any funds, not
needed to meet current cash expenditure needs, as set out in AS 37.-
10.071 [SECURITIES, OBLIGATIONS OR CERTIFICATES OF DEPOSIT APPROVED
FOR INVESTMENT OF THE STATE TREASURY SURPLUS UNDER AS 37.10.-
070(a)(1) - (4). THESE INVESTMENTS SHALL BE PURCHASED AT NO HIGHER
PRICE THAN THE OFFERING OR MARKET PRICE OF THEM AT THE TIME OF THE
PURCHASE].

* Sec. 13. AS 18.56.095(b) is amended to read:
(b) In addition to any other fees and charges that the corpo—

ration may charge on mortgage loans, it may collect or cause to be
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collected on all mortgage loans made or purchased with the proceeds of

the sale of mortgage insurance bonds, either or both a special mort-

gage

um.

loan insurance commitment fee or a mortgage loan insurance prerai-

The special mortgage loan insurance commitment fees and special

mortgage loan insurance premiums when received shall be deposited in

the mortgage insurance fund by the corporation, or by any mortgage

loan

servicer, trustee, or agent designated by the corporation to

receive them, and shall be held, invested and, together with all

investment income derived from them, reinvested by the commissioner of

revenue as set out in AS 37.10.071 [INVESTMENTS AUTHORIZED UNDER

AS 37.10.070(a)], subject to any agreement with the corporation under

(a) of this section.
* Sec. 14. AS 22.25.048(a) isamended to read:

(a) The commissioner of administration shall establish a judi-
cial retirement trust fund for the judicial retirement system in which
the assets of the system are deposited and held. The commissioner
[AND] shall maintain accounts and records for the [JUDICIAL RETIRE-
MENT] system.

*Sec. 15. AS 22.25.048(c) 1isrepealed and reenacted to read:

(c) The commissioner of revenue is the treasurer of the system

and the fiduciary of the fund and has the same powers and duties under

this

section in regard to the judicial retirement trust fund as are

provided in AS 14.25.180.

*Sec. 16. AS 26.05.228(a) isamended to read:

(a) The commissioner of administration shall establish a mili-
tary retirement trust fund for the system in which the assets of the
system are deposited and held. The commissioner shall [AND] maintain

accounts and records for the system.

* Sec.

HBO547A
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(c) The commissioner of revenue is the treasurer of the system
and the fiduciary of the fund and has the same powers and duties under
this section in regard to the fund as are provided under AS 14.25.180.
Sec. 18. AS 36.30.850(b) 1is amended to read:

(b) This chapter applies to every expenditure of state funds,
irrespective of their sources, including federal assistance except as
otherwise specified in AS 36.30.890, by the state, acting through an
agency, under a contract, except that this chapter does not apply to

(1) grants;

(2) contracts for professional witnesses to provide for
professional services or testimony relating to existing or probable
lawsuits in which the state is or may become a party;

(3) contracts of the University of Alaska where the work 1is
to be performed substantially by students enrolled in the university;

(4) contracts for medical doctors and dentists;

(5) acquisitions or disposals of real property or interest
in real property, except as provided in AS 36.30.080;

(6) disposals under AS 38.05;

(7) contracts for the preparation of ballots under AS 15.-
15.030;

(8) acquisitions or disposals of property and other con-
tracts relating to airports under AS 02.15.070, 02.15.090, and 02.15.-
091;

(9) disposals of obsolete property under AS 19.05.060;

(10) disposals of obsolete material or equipment under
AS 35.20.060;

(11) agreements with providers of services under AS 47.07;
AS 47.08; AS 47.10; AS 47.17; AS 47.24; AS 47.25.195, and 47.25.310;

(12) contracts of the Department of Fish and Game for
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flights that involve specialized flying and piloting skills and are
not point-to-point;

(13) purchases of income-producing assets for the state
treasury or a public corporation of the state; or

(14) a contract that is a delegation, 1in whole or in part,
of investment powers held by the commissioner of revenue under AS 14._-
25.180, AS 14.40.400. AS 14.42.200. 14.42.210. AS 18.56.095. AS 22._-
25.048. AS 26.05.228. AS 37.10.070, 37.10.071, AS 37.14, or AS 39.-
35.080.
Sec. 19. AS 37.10.070 is repealed and reenacted to read:

Sec. 37.10.070. INVESTMENT OF RESIDUAL MONEY. (a) The commis-
sioner shall invest, as set out in AS 37.10.071, the money in the
state treasury abovean amount sufficient to meet immediate expendi-
ture needs. In managing the invested assets, the commissioner shall

(1) consider the status of the assets and liabilities on
both a current and aprobable future basis;

(2) determine the appropriate investment objectives;

(3) establish investment policies to achieve the objec-
tives; and

(4) act only in regard to the best financial interests of
the state.

(b) The commissioner may invest on the basis of probable total
rate of return without regard to the distinction between principal and
income and without regard to the generation of income.

(c) In this section, "commit..-iner" means the commissioner of

revenue.

* Sec. 20. AS 37.10 is amended by adding a new section to read:

Sec. 37.10.071. INVESTMENT POWERS AND DUTIES. (a) In making

investments under this section, the commissioner of revenue shall
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(1) act as official custodian of cash and 1investments by
securing adequate and safe custodial facilities for them;

(2) receive all items of cash and investments;

(3) collect and deposit the principal of and 1income from
owned or acquired investments;

(4) invest and reinvest the assets in accordance with this
section;

(5) receive and spend appropriations to cover the cost of
the exercise of duties under this section;

(6) exercise the powers of an owner with vrespect to the
assets;

(7) perform all acts, not prohibited by this section,
whether or not expressly authorised, that the commissioner considers
necessary or proper in administering the assets;

(8) maintain accounting records in accordance with 1invest-
ment accounting principles;

(9) engage an independent certified public accountant to
conduct an annual audit of the financial condition and 1investment
transactions;

(10) enter into and enforce contracts or agreements con-
sidered necessary, convenient, or desirable for the investment pur-
poses of this section; and

(11) when choosing to acquire or dispose of investments,
secure competitive national or international market rates or prices,
or the equivalence of those rates or prices in the judgment of the
commissioner.

(b) Under this section, the commissioner or the commissioner"s
designee may

(1) delegate investment, custodial, or depository authority

HB 547 -8- HBO547A
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on a discretionary or nondiscretionary basis to officers or employees
of the state or to independent firms, banks, or trust companies, by
designation through appointments, contracts, or letters of authority;

(2) acquire or dispose of investments either directly,
indirectly, or through investment pools or trusts, by competitive or
negotiated agreements, contracts, or auctions, in public or private
markets;

(3) concentrate or diversify investments as the commis-
sioner considers appropriate to increase the probable total rate of
return or to decrease the overall exposure to potentially adverse
market value risks;

(4) protect the market value or the rate of return of the
investments by entering into forward agreements to buy or sell assets
at a future date as a hedge against existing held assets or as a
precomraitment of future cash flows;

(5) lend assets, under an agreement and for a  fee, against
deposited collateral of equivalent market value;

(6) borrow assets on a short-term basis, under an agreement
and for a fee, against the deposit of collateral consisting of other
assets in order to accommodate temporary cash or investment needs;

(7) hold investments in bearer or registered form in the
name of the state, a fund, or nominees authorized by the commissioner;

(8) utilize consultants, advisors, custodians, investment
services, and legal counsel for assistance in investment matters on
either a continuing or a limited-term basis and with or without com-
pensation;

(9) declare records to be confidential and exempt from
AS 09.25.110 and 09.25.120 if the records contain information that

discloses the particulars of the business or the affairs of a private
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enterprise, investor, borrower, advisor, consultant, counsel, or
manager .

(c) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner shall exercise the judg-
ment and care under the circumstances then prevailing that an institu-
tional investor of ordinary professional prudence, discretion, and
intelligence exercises in managing large investments with
consideration for the purpose of the fund, the investment objectives,
the continuing disposition of the fund® investments, and the probable
safety of the capital as well as the probable investment returns.

(d) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner or a designee of the
commissioner is liable for a breach of a duty that 1is assigned or
delegated under this section, or under AS 14.25.180, AS 14.40.400(b),
AS 37.10.070, AS 37.14.110(c), 37.14.160, 37.14.170, or AS 39.35.080.
However, the commissioner or the commissioner®s designee is not liable
for a breach of a duty that has been delegated to anothr person if the
delegation is prudent under the applicable standard of prudence set
out in statute or if the duty is assigned by law to another person,
except to the extent that the commissioner or designee

(1) knowingly participates in, or knowingly undertakes to
conceal, an act or omission of another person, knowing that the act or
omission is a breach of that person®s duties under this chapter;

(2) by failure to comply with this section 1in the
administration of specific responsibilities, enables anothe: person to
commit a breach of duty; or

(3) has knowledge of a breach of duty by another person,
unless the commissioner or designee makes reasonable efforts under the

circumstances to remedy the breach.
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(e) The state shall defend and indemnify the commissioner or an
officer or employee of the state against liability under (d) of this
section to the extent that the alleged act or omission was performed
in good faith and was prudent wunder the applicable standard of
prudence.

(f) In this section, "commissioner"™ means the commissioner cf
revenue.

Sec. 21. AS 37.10.079(b) 1is amended to read:

(b) The commissioner of revenue may purchase bonds sold by
political subdivisions of the state if [:

(¢H) THEY HAVE BEEN SOLD IN ACCORDANCE WITH THE TERMS OF THE
NOTICE OF THEIR SALE SUBJECT ONLY TO DELIVERY OF THE BONDS WITH AN
APPROVING OPINION OF BOND COUNSEL TO THE EFFECT THAT THE BONDS ARE
VALID AND LEGALLY BINDING GENERAL OBLIGATIONS OF THE POLITICAL SUBDI-
VISION AND A STATEMENT TO THE EFFECT THAT NO LITIGATION IS THREATENED
OR PENDING WHICH AFFECTS THE VALIDITY OF THE BONDS; OR

(2)] the bond counsel nominated by the issuing political
subdivision in connection with the original offer for sale of the
bonds certifies that

(¢D) [(A) THAT] a lawsuit has been filed or is threatened
that [WHICH] challenges the corporate existence of the issuer or its
power to issue the bonds or to levy taxes to pay the bonds or other-
wise prevents a [THE] statement to the effect that no litigation 1is
threatened or pending that affects the validity of the bonds:

XU [AS TO LITIGATION REFERRED TO IN (1) OF THIS SUB-
SECTION, (B) THAT] as a consequence of the filing of the suit, the
bonds cannot be sold or can only be sold at interest rates substan-
tially in excess of the interest rates the municipality would

otherwise reasonably expect to pay”™ [,] and
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(3) [(C) THAT,] in the opinion of counsel [.] the
municipality is or will be pursuing all available means to establish
the validity of the bonds so that the lawsuit will be ultimately
determined so as to permit the delivery of the bonds with the
statement as to litigation referred to in (1) of this subsection.

Sec. 22. AS 37.14.110(a) is amended to read:

(a) There is established as a separate endowment trust fund the
public school trust fund.

Sec. 23. AS 37.14.110(c) is repealed and reenacted to read:

(c) The commissioner of revenue shall determine the net income
of the fund in accordance with investment accounting principles and 1in
a manner that preserves the distinction between principal and income
and that excludes capital gains or losses realized on principal. The
principal of the fund and the capital gains orlosses realized on
principal shall be perpetually retained in the fund for 1investment
purposes.

Sec. 24. AS 37.14.140 1is repealed and reenacted toread:

Sec. 37.14.140. UTILIZATION OF INCOME. The net income of the
fund may not be appropriated for a purpose other than the support of
the state public school program. The commissioner of revenue shall
invest realized net income that has not been appropriated or that has
been appropriated but not expended until the 1income is appropriated
and expended.

Sec. 25. AS 37.14.160 1is repealed and reenacted toread:

Sec. 37.14.160. DUTIES OF THE COMMISSIONER OF REVENUE. The
commissioner of revenue is the treasurer of the trust fund created 1in
AS 37.14.110 and shall

(¢H) exercise the powers and duties established in

AS 14.25.180(c);
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(2) deposit the principal and income from 1investments in
separate principal and income accounts for the fund;

(3) invest and maintain accounting records that distinguish
between the principal and income of the fund;

4) provide reports to the board -established under
AS 37.14.120 on the condition and investment performance of the fund.
* Sec. 26. AS 37.14.170 isrepealed and reenacted to read:

Sec. 37.14.170. INVESTMENTS. (a) The commissioner of revenue
is the fiduciary of the trust fund and shall invest the fund to pro-
vide increasing net income over long-term periods to the fund®s income
beneficiaries. The commissioner may invest the money in the fund on
the basis of probable total rate of return to promote the long-ternm
generation of income. In managing the trust fund, the commissioner
shall

(1) consider the status of the fund"s capital and the
income generated on both a current and a probable future basis;
(2) determine the appropriate investment objectives;
(3) establish investment policies to achieve the objec-
tives; and
(4) act only in regard to the long-term financial interests
of the fund®s beneficiaries.
* Sec. 27. AS 39.25.110 is amended by adding a new paragraph to read:
(25) investment officers in the Department of Revenue.
* Sec. 28. AS 39.30.095(a) is amended to read:

(a) The commissioner of administration shall establish the group
health and life benefits fund as a special account in the general fund
to provide for group life and health insurance under AS 39.30.090 and
39.30.160. The commissioner shall maintain accounts and records for

the fund. The fund consists of employer contributions, employee
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contributions, appropriations from the legislature, and income [INTER-—
EST] earned on investment of the fund as provided 1in (d) of this
section.

* Sec. 29. AS 39.30.095(d) 1is amended to read:

(d) If the commissioner of administration determines that there
is more money in the fund than the amount needed to pay premiums or
benefits for the current fiscal year, the surplus, or so much of it as
the commissioner of administration considers advisable, may be in—
vested by the commissioner of revenue in the same manner as retirement
funds are invested under AS 14.25.180 [AS 39.35.110].

* Sec. 30. AS 39.35.020 is amended to read:

Sec. 39.35.020. ADMINISTRATION. The commissioner of adminis—
tration is responsible for the administration of the system and for
carrying out this chapter. In addition the commissioner shall [HAS
THE FOLLOWING POWERS AND DUTIES:]

(1) maintain the accounts of the system;
(2) make payments for the various purposes specified;
(3) submit periodic reports or statements of account that
are needed;
(4) issue a statement of account to an employee requesting
it showing the amount of the employee®s contributions to the system;
(5) as soon as possible after the close of each fiscal
year, and not later than si:: months after the close of each Tfiscal
year, send to the governor, the legislature, and theboard an annual
statement on the operations of the system containing
(A) a balance sheet;
(B) a statement of income and expenditures for the
year;

(C) a report on an actuarial valuation of its assets
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and liabilities;

(D) [REPEALED

(E)] a summary [LIST] of assets held in the pension
fund listed by the categories of investment, as provided by the
commissioner of revenue [INVESTMENTS OWNED];

(E) [(E)] other statistical financial data that are
necessary for a proper understanding of the financial condition
of the system and the result of its operations;

(6) establish a public employees retirement trust fund 1in
which the assets of the system shall be deposited and held;

(7) engage an independent certified public accountant to
conduct an annual audit of the system®s accounts and the annual report
of the system®"s financial condition and activity. [REPEALED]

Sec. 31. AS 39.35.080 is repealed and reenacted to read:

Sec. 39.35.080. DUTIES OF THE COMMISSIONER OF REVENUE. The
commissioner of revenue is the treasurer of the system and the fidu-
ciary of the fund. The commissioner has the same powers and duties
established under this chapter in regard to the fund as are provided
in AS 14.25.180.

Sec. 32. AS 44.83.386 1is amended to read:

Sec. 44.83.386. INVESTMENT OF FUND. The Department of Revenue
shall invest the money in the fund in accordance with AS 37.10.070"
37.10.071, and 37.10.075. The Department of Revenue shall provide
money in the fund to the authority only after costs have been incurred
or amounts in the fund have been otherwise obligated under contracts
for the acquisition and construction of a project. Amounts that have
been obligated, but for which costs have not yet been incurred, may be
segregated by the Department of Revenue or transferred to the

authority only with the prior approval or agreement of the
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commissioner of revenue. Income [INTEREST] received on money that is
segregated or transferred under this section must be deposited in the
general fund.

* Sec. 33. AS 44.88.155(c) 1is amended to read:

(c) Money and other assets of the enterprise development account
may be used to secure bonds of the authority issued to finance the
purchase of loans for projects and shall be held and invested by the
authority in accordance with AS 37.10.071 [THE TYPES OF [INVESTMENTS
DESCRIBED IN AS 37.10.070(a) AND AS 39.35.110(a)(9) AND (14)] or shall
be used to purchase loans for projects.

* Sec. 34. AS 18.55.375; AS 21.88.210(d); AS 26.15.060; AS 37.10.080;
AS 37.14.130(3); AS 39.25.120(c)(13); AS 39.35.110; AS 45.95.030, 45.95.-
040(b); and AS 45.98.050(b) are repealed.

* Sec. 35. This Act takes effect immediately under AS 01.10.070(c)-
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TO:

FROM:

DATE:

RE:

STATE OF ALASKA
DEPARTMENT OF REVENUE

MEMORANDUM

The Honorable Hugh Malone
Commissioner
Department of Revenue

Milton B. Barker
Deputy Commissioner
Treasury Division

March 30, 1988

HB 547 (An Act relating to investment and management of
certain state funds)

Goals of the Legislation

There are two principal goals HB 547 would help achieve:

1.

strengthening the trust status and observance of
fiduciary duties for trust funds under State
management; and,

increasing the 1investment returns for all funds under
State management.

Need for the Legislation

Evidence of the need for such legislation 1is that:

there is a lack of understanding 1in the public®s mind
about the trust status of certain funds;

Example: there was a suggestion during the 1987
legislative session that $41 million could be taken
from the Public Employees Retirement System to fully
fund State employee salaries, overlooking the fact that
municipalities as well as the State are contributors to
the Fund and that the purpose of the Fund is to provide
retirement income for public employees, both State and
municipal; see attached column "My Turn"™ from the May
18, 1987 edition of the Juneau Empire.

improvements 1in investment performance can make a
significant difference 1in State and municipal finances;
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Example: a 1986 revision of actuarial assumptions,
including an upward revision in the assumed investment
rate of return as a result of favorable investments,
reduced required employer contributions to the Public
Employees®™ and Teachers®™ Retirement Systems by
$46,562,246 for fiscal year 1987; average employer
contribution rates fell from 15.14% to 11.56% of
salaries; see the attached table; continued annual
savings at this level are expected in spite of the
stock market .crash.

the statutory lists of permissible investments for
certain funds contain inherent contradictions;

Example: the attached Attorney General®s opinion
suggests that the retirement funds®™ 1investments in
foreign common stocks- which totaled $332,639,526 as of
June 30, 1987 and reflected a 44.45% annual rate of
return from inception on November 1, 1983- may be
illegal.

the legal investment lists for certain funds conflict
with fiduciary duties;

Example: AS 14.40.400 permits the University of Alaska
Fund to be invested only in interest-bearing securities
the attached summary of a decision by the Court of
Appeals of Washington in the case of Baker Boyer
National Bank v. Garver indicates that a trustee 1is
under a duty to diversify investments and that a court
should award damages for appreciation in equity
securities that is foregone as a result of a trustee®s
failure to diversify into such investments.

trust fund statutes fail to fully delineate fiduciary
responsibilities;

Example: missing from trust fund statutes is any duty
for the fiduciary to act only in the interests of the
beneficiaries; this a requirement of section 401(a) of
the Internal Revenue Code (attached) 1in order for a
pension plan to be tax-exempt.

compensation for investment personnel is not
competitive, Jeopardizing the fulfillment of the
statutory requirement that State funds be 1invested with
the judgement and care which an institutional 1investor
would exercise;
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Example: statutory classification of investment officer
positions as partially-exempt confines their salary
levels to those of the State salary schedule; even with
a reclass of the chief 1investment officer position to
the highest level on the State salary schedule, the
position®s salary will not be competitive as demon—
strated by the attached June 19, 1987 memo, especially
considering the cost of living differential for Alaska.

7. statutory investment lists for certain funds contain
ceilings on percentage allocations of fund assets to
particular types of 1investments, limiting the long-run
returns the funds could earn;

Example: no more than 50 percent of the retirement and
Public School funds may be invested 1in corporate stocks
and debt securities; yet, corporate pension funds,
university endowments with over $100 million in assets,
and foundations all average approximately 60 percent 1in
corporate stocks alone; the reason for such high
allocations to stocks 1is their historically superior
performance relative to alternative investments and the
lack of any need for liquidity in these types of funds,
which permits them to tolerate significant fluctuations
in asset values over the short-run.

Financial Effects of the Legislation

In essence, this legislation is potentially of very significant

financial benefit to the State as well as other parties. The
strengthening of the trust status of trust funds is not a
purely altruistic endeavor. Rather, the steps that would be

taken to assure the observance of fiduciary duties would Ilimit
the State"s potential Iliability as trustee. With over $3
billion in trust funds under management by the State, and with
the funds growing rapidly, breaches of fiduciary
responsibilities will be increasingly likely to generate
litigation that could result in very significant adverse
judgments against the State (witness the Mental Health Lands
Trust litigation, Weiss v. State).

In addition to protecting against possible losses from court
actions, the legislation holds much promise of benefit as a

direct revenue-raising measure. Few other proposals can offer
generation of revenues of the magnitude possible with this
legislation. Probably none can do so in the painless manner of

these proposals.
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Perhaps more importantly, the augmentation of investment
earnings made possible by this legislation will grow in size as
the funds grow. Even at the June 30, 1987 level of
$4,948,475,000 under investment by the State, an improvement in
returns of only 10 basis points ,or 0.1%, would mean increased
earnings of $4.9 million per annum. Enactment of the
legislation should provide even greater relief in the more
critical years ahead as Prudhoe production winds down.

Funds Subject to the Legislation
The funds under management by the State are:

Market Value
J-?,ne 30. 1987

General Investment Fund $1,418,392,000
Public Employees®™ Retirement Fund 2.005,839,000
Teachers®™ Retirement Fund 1,295,178,000
Judicial Retirement Fund 17,714,000
Military Retirement Fund 3,881,000
Public School Fund 86,719,000
University of Alaska Fund 11,649,000
International Airports Funds 52,741,000
State Mortgage Insurance Fund 26.789.000

Total $4,948,475,000

AlIl but the last two funds are directly affected by the
proposed legislation. The last two funds are governed
primarily by bond indentures, but would be affected by
provisions of the legislation of general application, including
the potential attraction or retention of superior investment
personnel.

Trust Funds

The focus of this legislation is on trust funds. Because of
the fiduciary responsibilities and potential liabilities
attaching to trust funds, there is a need to clearly establish
the roles of the parties involved.

A trust 1is an interest in property held by one person for the
benefit of another. The person holding the property isa
fiduciary or trustee. The person placing the property in trust
is a trustor. The person which receives the benefits of the
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property 1is a beneficiary.

The fiduciary or trustee has certain responsibilities under
common law, 1including the duties of prudence and loyalty to the
beneficiaries, and often under statutory law as well. Any
party that feels aggrieved by the failure of the trustee to
perform according to fiduciary responsibilities may sue the
trustee. This could include trustors, who usually have an
abiding purpose for having placed the property 1in trust, as
well as the beneficiaries, who obviously would be injured by
any failure 1in performance.

Retirement Funds

In the case of the Public Employees™ and Teachers®™ Retirement
Funds, municipalities and school districts contribute to the
funds and are trustors as well as the State. Since these, as
well as the Judicial Retirement Fund, are joint contributory
funds to which employees as well as employers contribute, the
public employees, teachers, and judges who are the
beneficiaries are also trustors. The State 1is the only
contributor 1in the case of the Military Retirement Fund.

All of the retirement plans are defined benefit, as opposed to
defined contribution, plans. A defined benefit plan fixes the
retirement benefits in some manner, for example, a certain
dollar amount or percentage of salary for each year employed.

In contrast, defined contribution plans fix the contributions
and vary the benefits. Retirement benefits payable to a
retiree under a defined contribution plan depend on the amount
of contributions made to the plan by both employee and employer
and on the amount of investment earnings, thesebeing the two
sources of 1income for the fund.

The guarantee of benefit amounts that occurs under defined
benefit plans is achieved by adjusting the required employer
contribution rates. Thus, the bottom line effect of any breach
of fiduciary duty or improvement 1in investment earnings falls
on the employers for all retirement funds under State
management. Employers therefore would have- in addition to
their general concern as trustors of being able to offer a
viable retirement plan as an incentive for their employees--a
very direct financial concern with the performance of the
fiduciary. Deficient fiduciary conduct by the State as trustee
thus would have a high likelihood of provoking litigation from
trustors of the retirement funds as well as their beneficiaries.
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Endowment Funds

The Public School Fund and the University of Alaska Fund are
endowment trust funds. Endowment funds are funds which limit
the expenditure of principal. These two particular endowment
funds are permanent funds. The property placed in trust 1is
placed 1in trust in perpetuity.

The trustor for these two funds is the federal government which

originally constitute.d the trusts with land grants. The State
is the trustee. Beneficiaries are public education programs
and the University of Alaska, respectively. As demonstrated by

the Mental Health Lands Trust litigation, the universe of
affected persons or parties which might be considered
beneficiaries 1is probably very broad.

Main Provisions of HB 547

The legislation would take five main steps in furtherance of
the goals of strengthening the observance of fiduciary
responsibilities and improving investment performance 1in
general:

1. provide statutory underpinning of the trust status and
fiduciary responsibilities of trust funds;

Discussion: four principal examples of the
legislation®s reinforcement of trust funds are:

a. designation of trust funds as trusts in statute;
current statutes do not identify trust funds as
such:

b. wupgrading the standard of prudence required of
fiduciaries to a professional level and amplifying
its application (see section 20 of the bill
analysis)

c. requiring the fiduciary to act only 1in the
interests of a fund"s beneficiaries; and,

d. requiring that investments be acquired or sold at
internationally competitive market rates or prices;
current statutes require only competitive national
rates; yet, the retirement funds have significant
holdings of foreign stocks and capital markets are
becoming 1increasingly international at a rapid rate.
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These foundation stones for a trust fund are so
important that the State of California enacted an
amendment placing the first three 1in their Constitution,
applicable to all public pension systems in the state.

strengthen accountability;

Discussion: four main steps the legislation would take
are:

a. clarifying the Commissioner of Revenue®s role as
fiduciary; 1in some 1instances the statutes could be
read to assign fiduciary responsibilities to the
Commissioner of Administration, the Governor, or
the boards of the retirement systems and Public
School Fund; a fiduciary role for a board or
committee is a desirable means of increasing
accountability, provided that the body contains
professional expertise; the Department of Revenue
is developing a proposal for a state trust company
that would provide such a structure; 1in the absence
of a body with the requisite expertise, diffusion
of fiduciary responsibility among administrative
officials or boards reduces accountability and
jeopardizes adherence to fiduciary obligations:

b. establishing liability for the commissioner or the
commissioner"s designee for breaches of fiduciary
or other 1investment responsibilities; liability
would 1incude co-fiduciary liability (liability for
acts or omissions of other persons) according to
standards that parallel the federal ERISA (Employee
Retirement Income Security Act of 1974) provisions
(ERISA governs employee pension or welfare benefit
plans of corporations and unions); the liability
and indemnification provisions of HB 547 reflect
the recommendations of Willkie, Farr & Gallagher
(investment counsel to the state on contract to the
Department of Lav;) contained in their March 1, 1988
memorandum;

C. requiring, as a matter of statute, annual audits by
an independent firm of certified public accountants
of funds managed by the State; and,

d. requiring, as a matter of statute, that reports on
the condition and 1investment performance of funds
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managed by the State be made to the retirement
boards. Public School Fund Advisory Board, and
University of Alaska Board Regents; this at least
would assure public exposure of investment
activities, even though true accountability would
require critical review by professional peers as
contained 1in the trust company proposal.

repeal statutory investment lists;

Discussion: making an upgraded rule of prudence the
guide for permissible investments rather than a legal
list of specific instruments and percentage allocations
would accomplish two main things:

— decrease risk by permitting greater
diversification, subject to the rule of
prudence; and,

— maximize earnings by permitting greater
concentration in the highest yielding assets,
subject to the rule of prudence.

Some of the problems with a legal list are:

1. internally inconsistent provisions, as noted under
Need for the Legislation, item 3, 1in this memo;

2. conflicts with the rule of prudence, as noted under
Need for the Legislation, item 4, in this memo;

3. legal lists become outdated; this 1is truer today
than ever before; new markets, instruments, and
investment techniques are being developed or
evolving more rapidly than ever; some new
developments such as options--which are not
specifically permitted by Alaska statutes--offer an
improved means to hedge or control investment risk;
other developments- such as the emergence of a
taxable municipal bond market, a result of Tax
Reform Act of 1986°"s restrictions on tax-exempt
debt--provide opportunities to diversify portfolios
further and also earn a higher return than
permitted under current law; a third example 1is the
wave of privatization of government corporations
that is sweeping many European countries; the
public stock offerings for these companies--often
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large, very profitable, and frequently de facto or
legislated monopolies- is usually off-limits under
Alaska statutes because of a requirement that the
company have paid dividends for the last three
years; as government corporations, such companies
usually never paid dividends;

4. legal lists have a limited window of opportunity
for revision- essentially 120 days of each year, 1in
the spring, when the legislature 1is in session;
yet, capital market developments can occur at any
time;

5. legal list revisions, even if promptly initiated,
often incur significant delays before enactment;
yet, the best returns often occur early in the life
of new developments before other investors become
familiar with the investment or themselves receive
authority to make such investments; delay also
often means that authorization 1is out of phase with
market cycles; an example 1is gold which required
the lustre of a bull market to secure enactment of
investment authority; such enactment at the peak of
market cycles 1is not an auspicious way to initiate
investments 1in new areas;

6. legal lists may result in the deferral or avoidance
of legislative proposals containing needed
revisions because of potential sponsors® concerns
or fears about social or political issues being
injected into the statutory framework; and,

7. legal lists may be an impediment to the attraction
and retention of highly qualified investment
personnel; in addition to comper-ation, the
presence or absence of a legal list is one of the
more 1important factors in securing competent
professional staffing for investment programs; this
factor 1is becoming more critical as states around
the country drop such lists.

Legal lists do not assure prudence. Instances of
imprudent investment activity are seldom illegal. The
staggering investment losses of the City of San Jose
and the losses of many municipalities and school
districts around the country, 1including Alaska, 1in the
repo market 1in recent years resulted from willfully
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imprudent action or negligence due to a lack of
professional competence, all within the bounds of
applicable legal strictures.

This points up the fact that the greatest assurance of
prudence lies with having professional career
investment staff. It also requires clear
accountability, outside professional review, and public
reporting, disclosure, and exposure- measures that
would be implemented under the proposed legislation.

The number of pension funds and other institutional
investment funds which operate under a legal list has
become a small minority:

1. the Employee Retirement Income Security Act of 1974
("ERISA™), which governs employee pension or
welfare benefit plans of corporations and unions,
rejected the imposition of a legal list; the
preamble to ERISA regulations states

"the Department (of Labor) does not
consider it appropriate to include in
the regulation any list of invest—
ments, classes of investments, or
investment techniques that might be
permissible under the “prudence® rule.
No such list could be complete."

2. the Tax Reform Act of 1969 Ilikewise avoided a legal
list in establishing rules governing 1investments
for private foundations; section 53.4944-1(a)(2) of
IRS regulations states

"No category of investments shall be
treated as a per se violation of
section 4944."

3. the Uniform Management of Institutional Funds Act
("UMIFA")- promulgated 1in 1972, adopted by 28
states, and applicable to endowments of universi —
ties, hospitals, and religious or other charitable
institutions--in section 6 establishes a rule of
prudence as the sole investment guideline;

4. a May, 1986 survey by the National Conference of
State Legislatures indicates 23 states do not have
legal lists for their retirement funds;
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5. within Alaska state government, there are three
State corporations that do not have legal lists
restricting their 1investment powers--the Alaska
Railroad Corporation, Alaska Power Authority, and
Alaska Industrial Development Authority.

The case for jettisoning legal lists has been stated by
Girard Miller, author of Investing Public Funds,
published by the Government Finance Officers
Association ("GFOA™),

"Investment research has demonstrated
that fully diversified and balanced
portfolios out-perform one-dimensional
portfolios over long time periods, and
that risk 1is best controlled by including
assets that behave independently in
different market environments. State
laws that confine local pension plans to
narrowly defined lists of permitted
investments are therefore archaic, and
usually work only to the benefit of the
industries and vendors whose products
hold a monopoly position. Accordingly,
35 reform-minded states have adopted
"prudent personl language for their state
pension plans. A few states, including
California, Ilowa and Missouri, have
adopted similar language for their local
government retirement systems. Public
officials in other states should take
notice and campaign for similar legisla—
tion. Modern experience has shown that
new investment instruments and strategies
emerge faster than the legislatures can
act, so the time has come for the author—
ity to make prudent decisions to be
delegated to those who will be responsi—
ble: the local government officials and
representatives of the beneficiaries.”

and by Assemblyman Louis Papan, author of the California
Constitutional amendment which makes the prudent person
rule the sole restriction on investments of state or
local government retirement plans.
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"This measure adopts the proven, conserva—
tive federal approach which cuts risks by
allowing greater variety if the dictates

of prudent judgment are met"™ (emphasis 1in
original).

Attached are written communications from Citibank,

J. P. Morgan Investment, Fred Alger Management, and
Invesco Capital Management- firms which manage common
stock 1investments for certain State funds- which
provide their analyses or perceptions of the effects on
investment performance of some of the State®s statutory
restrictions.

Also attached are minutes from the March 24, 1987
meeting of the retirement boards of the Public
Employees®™ and Teachers®™ Retirement Systems at which
the proposed legislation, 1including the trust company
concept, was discussed.

provide for competitive compensation for investment
staff;

Discussion: as indicated by the discussion under Need
for the Legislation, item 6, in this memo and in the
attached memo of June 19, 1987, current State salaries
are not competitive for top flight investment profes—
sionals; not only 1is the pay better elsewhere, but, in
what may be an emerging trend, four states, 1including
California, South Dakota, and Virginia have instituted
performance-based compensation or bonuses for invest—
ment personnel.

Recruitment and retention of State investment staff 1is
difficult enough given Alaska®s climate, remoteness

from financial centers and metropolitan areas, lack of
peers with which to associate, Jlack of opportunities

for career advancement, and higher cost of living as
well as the bureaucratic and political burdens associ—
ated with working for state government; it would be
quite reasonable for the average investment professional
to expect better than average compensation to locate in
Juneau, just to offset some of the perceived drawbacks.

Recruitment of truly outstanding individuals requires
compensation of a wholly different magnitude; yet, given
the size of funds under management, the potential
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increases 1in earnings, and the State®"s fiduciary obliga—
tions where trust funds are involved, it is a valid
question whether the State can afford not to seek the
most qualified investment talent it can find; the fact
that the cost of such personnel would be paid mostly

from retirement and other trust fund monies lends

support to this idea.

The legislation would address these problems by trans—
ferring State, investment officers from the partially-
exempt to the exempt service; this would free the
establishment of compensation from the State salary
schedule.

exempt professional services contracts which are
delegations of investment authority from the
requirements of the State Procurement Code;

Discussion: delays in the review and approval process

by the Department of Administration or their requirement
to initiate and complete a new selection of contractors
within a particular time frame can wreak havoc with the
implementation of investment strategies, the reaction

to sudden market moves or developments, or the execution
of other critical tasks that are in process; the sub-—
stantial documentation and formality of the contracting
process as implemented under the Department of Adminis—
tration®s procedures 1is not a productive use of invest—
ment officers”™ time; their conversion from investment
officers to contracting officers can be very detrimental
to the earnings the State receives from its investments.

In place of the Procurement Code, regulations would be
adopted to provide that contractor selection be on a
competitive basis; most contracts for investment manage —
ment services are subject to independent periodic
performance evaluation, which would normally be the

basis for their continuation or termination; assurance

of not only proper but also the most conscientious
possible selection of contractors follows from the
mandates of fiduciary responsibilities and the rule of
prudence 1in any event.

Attachment



Schematic
of
HB 547

The various funds invested by the Department of Revenue or independent corporations
have different elements in common. Trust funds have more specialized requirements
and duties than other funds. Endowment funds have even more specialized
requirements and duties than other types of trust funds such as retirement funds.
The following schematic shows the statutory references used in the bill to invoke
common provisions rather than repeat such provisions throughout Alaska Statutes.

Endowment Trust All
Funds Funds Funds
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of misconduct or unauthorized editing have
been raised.2

Thus, we conclude the testimony of the
officers was properly admitted in District
Court; it is unnecessary to remand to the
trial court for another hearing.

The judgment of the Superior Court is
reversed; the verdict of the jury is reinstat-
ed.

THOMPSON and REED, JJ., concur.

(a flFHUXBItSVITIM)

BAKER BOYER NATIONAL
BANK, Appellant,

V.

Richard GARVER, Russell R. Carver,
and Gregory L. Garver, Respondents
and Cross Appellants.

No. 6404—2-HI.

Court of Appeals of Washington,
Division 3, Panel Two.

May 15, 1986.

Trustee petitioned for approval of final
accounting and remaindermen objected,
alleging mismanagement of trusts. The
Superior Court, Walla Walla County, Yan-
cey Reser, J.f surcharged the trustee for
failing to properly diversify trust assets
and for unauthorized transfer of trust
property. Trustee appealed, and life estate
holder and remaindermen cross-appealed.
The Court of Appeals, Munson, J., held
that: (1) trustee was under a duty to diver-
sify trust investments pursuant to statuto-
rily codified prudent investor rule; (2)
granting remaindermen attorney fees and
expenses and denying trustee its trustee
and attorney fees was proper, given resolu-

2. Because we find admissibility of the testimony
proper under Rupe, it is not necessary t0 ac>
dress the State's argument under the RCW 9.73 -

tion of surcharge issue; (3) trustee which
had purportedly conveyed one-half interest
in land that was not held in trust would be
required to compensate for damages result-
ing from bringing quiet title action against
party to whom land was purportedly con-
veyed; and (4) court should have con-
sidered in damage award lost appreciation
in equity securities that would have been
realized but for the trustee's improper fail-
ure to diversify.

Affirmed in part;
and reversed in part.

Green, CJ., filed dissenting opinion.

remanded in part;

1. Trusts <56=217.3(6)

Trustee is under a duty to diversify
trust investments, subject to at least two
exceptions of express provision by settlor
relieving trustee of duty to diversify or
circumstances dictating that it is not pru-
dent to diversify, under prudent investor
rule codified- by statute. West's RCWA
30.24.020 (now RCWA 11.100.020).

2. Trusts <5=217.3(6)

Any new standards of care created by
Trust Act statute setting out "total asset”
approach to investment of assets by fiduci-
aries in considering whether there has been
sufficient diversification applied only from
effective date of January 1, 1985, even
though the statutory provisions applied to
instruments created before that time.
West's RCWA 11.100.020, 11.100.050.

3. Appeal and Error <5=7581

Finding of fact that appellant did not
assign error to in its opening brief was a
verity on appeal, even though appellant
claimed in its reply brief that finding of
fact was not supported by substantial evi-
dence.

4. Trusts <=

Evidence supported finding that trust-
ee did not consciously balance risk and
advantages, weighing the amount invested

030(2) exception, recording of threats of extor-
tion, blackmail, or bodily harm.
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Ich such amendment

Subchapter D—Deferred Compensation, Etc.

Part . Pension, profit-sharing, stock bonus plans, etc.
PartIl.  Certainslock options.

PART I—PENSION, PROFIT-SHARING, STOCK BONUS
PLANS, ETC.

Subpart A— General Rule

Sec. 401. %}ualifi,e_d pension, profit-sharing, and stock bonus plans.

Sec.402.  Taxability of beneficiary of employees' trust.

Sec.403.  Taxation of employee annuities. _

Sec. 404, Deduction for contributions of an employer to an employees' trust or annuity plan and
compensation under a dcferredzfayment plan.

Sec. 404A.  Deduction for certain foreign deferred compensation plans.

Sec.405.  Employees of foreign affiliates covered by section 31 1%) agreements. _

Sec.407.  Certain employees of domestic subsidiaries engaged in business outside the United States.

Sec. 408, Individual retirement accounts. _

Sec. 409A.  Qualifications for tax credit employee stock ownership plans.

[Sec. 401]
SEC. 401. QUALIFIED PENSION, PROFIT-SHARING, AND STOCK BONUS PLANS.

[Sec. 401(a)]

(a)Requirements for Qualificatign —A trust created ororg?anized in the United States and
forming part of a stock bonys, pension, or profit-sharing Plan of an employer for the exclusive benefit of
his employees or their beneficiaries shall constitute a qualified trust under this section—

(1) if contributions are made to the trust by such employer, or e,mplogees, or hoth, or b)r another
employer who is entitled to deduct his contributions under section 404 (a) (3) (BJ_ (relating to
deduction for contributions to profit-sharing and slock bonus plans), for the purpase of |str|but|ng%,to
such employees or their beneficiaries the corpus and income of the fund accumulated by the trust in
accordance with such plan;

_{2) if under the trust instrument it is impossible, at any time prior to the satisfaction of all
liabilities with respect to employees and their beneficiaries under the trust, for any part of the corpus
or income to be (within the taxable year or thereafter) used for, or diverted to, purposes other than for
the exclusive benefit of his employees or their beneficiaries (out this paragraph shall not be
construed, in the case of a multieniployer plan, to prohibit the return of a contribution within 6
months after the plan administrator determines that the contribution was made by a mistake of fact
or law (other than a mistake relating to whether the plan s described In section 401(a) or the trust
which is part, of such plan is exenipt from taxation under section 501(a), or the return of anK
%%Qpnrﬁwgtliolﬁ%blmy payment determined to be an overpayment within 6 months of suc

, ,Fg) if the tplan of which such trust isa part satisfies the requirements of section 410 (relating to
minimdm participation standards); and

Eﬁ) if the contruutions or benefits provided under the plan do not discriminate in favor of
employees who arc—

Sec. 401 ©1986, Commerce Clearing House. Inc.



Public Employees®" Retirement Board

Resolution Regarding Legislation Relating
to the Commissioner of Revenue's
Investment Powers and Duties

WHEREAS, the Public Employees' Retirement ("PERS"™) Board is
authorized by AS 39.35.040(3) to consider and adopt resolutions
regarding revisions of Chapter 39.35 of the Alaska Statutes;

WHEREAS, the PERS Board has reviewed and considered draft

legislation for an Act entitled "An Act relating to the
Commissioner of Revenue's investment powers and duties, and
providing for an effective date." (the "Legislation"™);

WHEREAS, the Legislation significantly reinforces the trust
status of the PERS retirement fund by;

a) designating the fund as a trust fund;

b) upgrading the standard of prudence required of the
fund's fiduciary; and

c) requiring the fund's fiduciary to act only in the

interests of the fund's beneficiaries;

WHEREAS, the Legislation strengthens accountability for
investment of the fund by:

a) clarifying the Commissioner of Revenue's role as the
fiduciary for the fund:;

b) requiring annual audits of the fund; and

c) requiring reports on the condition and investment
performance of the fund;

WHEREAS, the Legislation removes impediments to the ability of
the fiduciary, subject to the standards of professional
prudence, to:
a) diversify fund assets among the full range of
investment opportunities; and
b) maximize investment income of the fund over the long run
by repealing statutory specification of permissible investment

classes and percentage allocations to particular classes;



WHEREAS, the Legislation assists the recruitment and retention

of highly qualified professional investment staff by placing
them in the exempt service, permitting the establishment of
competitive compensation; and

WHEREAS, the Legislation provides for timely execution of
investment strategies by exempting professional services
contracts which are delegations of investment authority from
the requirements of the State Procurement Code, AS 36.30; and

WHEREAS, the improvement in investment returns that can be
expected as a result of the Legislation w ill be of critical
importance to PERS beneficiaries and employers as State

petroleum revenues decline,

BE IT HEREBY RESOLVED by the PERS Board that the Board supports
introduction, passage, and enactment into law of legislation
containing substantially the same provisions as the draft

Legislation.

DATED this flay of November. 1987.



Teachers®™ Retirement Board

Resolution Regarding Legislation Relating
to the Commissioner of Revenue's
Investment Powers and Duties

WHEREAS, the Teachers' Retirement ("TRS"™) Board is authorized
by AS 14.25.035(e) to consider and adopt resolutions regarding
revisions of Chapter 14.25 of the Alaska Statutes;

WHEREAS, the TRS Board has reviewed and considered draft

legislation for an Act entitled "An Act relating to the
Commissioner of Revenue's investment powers and duties, and
providing for an effective date."” (the "Legislation™);

WHEREAS, the Legislation significantly reinforces the trust
status of the TRS retirement fund by:

a) designating the fund as a trust fund,;

b) upgrading the standard of prudence required of the
fund's fiduciary; and

c) requiring the fund's fiduciary to act only in the

interests of the fund's beneficiaries;

WHEREAS, the Legislation strengthens accountability for
investment of the fund by:

a) clarifying the Commissioner of Revenue's role as the
fiduciary for the fund:

b) requiring annual audits of the fund: and

c) requiring reports on the condition and investment
performance of the fund;

WHEREAS, the Legislation removes impediments to the ability of
the fiduciary, subject to the standards of professional
prudence, to
a) diversify fund assets among the full range of
investment opportunities; and
b) maximize investment income of the fund over the long run
by repealing statutory specification of permissible investment

classes and percentage allocations to particular <classes;



WHEREAS, the Legislation assists the recruitment and retention

of highly qualified professional investment staff by placing
them in the exempt service, permitting the establishment of
competitive compensation; and

WHEREAS, the Legislation provides for timely execution of
investment strategies by exempting professional services
contracts which are delegations of investment authority from
the requirements of the State Procurement Code, AS 36.30; and

WHEREAS, the improvement in investment returns that can be
expected as a result of the Legislation w ill be of critical
importance to TRS beneficiaries and employers as State
petroleum revenues decline.

BE IT HEREBY RESOLVED by the TRS Board that the Board supports
introduction, passage, and enactment into law of legislation
containing substantially the same provisions as the draft
Legislation.

DATED this day of November, 1987.

TEACHERS' RETIREMENT BOARD



MY TURN

By Rep. NIILO KOPONEN

The House majority supports the
collective bargaining process, but
we’ve bad a firestorm of criticism.
lately.

A group of us urged that $41 mil-
lion be restored in the House budget
to pay for anticipated personnel
costs. However, a majority of mem-
bers felt that while they supported
collective bargaining, the inclusion
of a specific sum was itself a viola-
tion of that process because it pre-
judged the result. So we included the
following intent statement in the

-budget supporting the collective bar-
; gaining process and requesting that
{the administration submit a supple-1
jmentary appropriation or the neces-
'sary amount. e o
i/ "The legislature continues to sup-
port the collective bargaining prd-
| cess established for state employees
rand believes that employee compen-
{sation should be established as a re-
sult of the collective bargaining pro-
i cess and not the legislative budget
| process. It is the intent of the Icgisla-
; ture that for all bargaining units for
< which the level of salaries, benefits
; or work rules have not been agreed
;, for FY 88, the level of personal ser-
i vice funding in this budget shall not
be construed to establish any specific
*level of salaries benefits, or work
1 rule costs. In the event that the prod-

>0 J'iid $ sb581

uct of collective bargaining negoti-

.ations results in a requirement for

additional personal services funds
above what is included in this budg-
et, the Office of the Governor shall
present a supplemental appropria-
tion request to the second session of
the 15th Alaska Legislature for con-
sideration.”

It is important to note that by this
statement, this legislature is binding
itself to act In the next session. Peo-
ple have forgotten that, prior to the
Sheffield administration, the legisla-
ture habitually underfunded the per-
sonal services section of the budget,
not by 10 percent, but by as much as *
40 percent! This was called
"Frcemanizing," after Oral Free-
man of Ketchikan, who as finance
chair would deduct five months
worth of salaries and benefits from
each year’s budget as a means of
maintaining tighter control over the
various state agencies. *

When the legislature reconvened
each January, the first task was to
review the performance of the vari-
ous state programs. These were then
fine-tuned, budgets readjusted, and a
supplementary budget passed to cov-
er the final five months of the fiscal
year.

This process also speeded up the
writing of the next year's budget and
tended to short circuit the House-

.0'8; fii N\ ”? 7ViFunding

Senate game of “ chicken" that led to
such long legislative sessions in the
early '80s.

One objection to inclusion of the
supplement was that without an iden-
tided funding source, the money
would have to come from the general
fund, and therefore from the money
allocated to school districts, munici-
palities, and the university cam-
puses. Many of these are themselves
in the midst of collective bargaining
negotiations and, thus, would find e
their personnel budgets cut by more
than 10 percent. By putting in a spe-
cific dollar amount to show our sup-
port for state employee collective
bargaining, we would be adversely
affecting the process in cities, school
districts and community colleges.

So the task became to find a us-
able, flexible funding source. In the
closing minutes of caucus debate |
remembered that the Teachers Re-
tirement System had been used for a
similar purpose in the distant past.

Actuaries assure us that the 93
percent full funding of TRS is well
above the amount needed to cover
the retirement cost for teachers in
the system. Likewise, the Public
Employees Retirement  System
(PERS) is approximately 103 per-
cent fully funded. Much of the
overcapitalization seems to repre-
sent deposits made in the past by or

state em ployee salaries

on behalf of temporary employees
who were ineligible for retirement or
many other benefits. There is consid-
erably in excess of $41 million avail-
able from the PERS fund as a loan or
one-time-only withdrawal (it would
not sustain a continued draw, but
could be used as a transitional meas-
ure or to pay one-time personnel
claims.)

| proposed that the finance or
rules committee amend an available
bill to provide authorization for the
administration to borrow the neces-
sary money from PERS. Such with-
drawals would not be allowed to
draw down the PERS balance below
the 95 percent funding ratio.

My attempt, was frustrated, how-
ever, since it appears the PERS sys—
tem, although created by law, not
contract, is complicated by con-
tractual "strings" that go beyond
protecting the fund.

Ultimately, the fate of this issue
depends upon our ability to raise suf-
ficient revenue. If we don't agree to
pay our way, the impact on public
employee jobs, as well as salaries
will be more severe than currently
contemplated.

: Nlllo Koponen, a Democrat, repre-
tsents Fairbanks In the Alaska l_eg|s|a-
ure.



FY 87 Reduction in Public Emlployees' and Teachers Retirement Systems Employer Contributions
as a Result of 1986 Revision of Actuarial Assumptions

4 Original Original Revised . Revised Reduction In
Payroll Contribution Contributions  Contribution Contributions  Employer Contributions

. 4 Rate 4 R-te 4 4 *
Public Employees’

State 467,626,593 14.45* 67,543,143 11.84* 55,343,308 12,199,835 18.06

Municipalities, University,

and Othper Employers Y 643,625,262 13.20 58,546,434 9.33 41,410,399 17,136,035 29.27
Total System 911,051,855 13.84 126,089,577 10.62 96,753,707 29,335,870 23.21
Teachers'

Employers 9.09 35.4217.092 6.88 26,813,904 8.613.188 24.31

State Match 9.09 35.4217.092 6.88 26.813.9C4 8.613.188 24.31
Total System 389,736,986 18.18* 70,854,184 13.76* 53,627,809 17,226,376 24.31
Total Both Systems 1,300,788,841 15.14* 196,943,761 11.56* 150,381,516 . 46,562,246 23.64

f

Source: Division of Retirement and Bene*l'  Department of Administration



MEMORANDUM State of Alaska

DEPARTMENT OF LAW

Milton B. Barker date: August 4, 1987
Deputy Commissioner
Department of Revenue fileno: 663-88-0052

TELEPHONE NO: 465-3600

THRU: SUBECT.  Foreign Investments

FROM: Robert M. Maynard
Assistant Attorney General
Department of Law

You have asked for our opinion on whether the standards
that apply to particular types of trust investments by AS 14.25.-
180(b) and AS 39.35.110(a) apply also to foreign 1investments
which are also particular types of investments authorized by sub—
sections (23) and (24) of those sections. You have previously
received an opinion dated April 12, 1982 from the law firm of
Debevoise & Plimpton which state that the conditions stated in
subsections (1) through (22) of those sections dealing with other
particular types of investments do not, by implication, apply to
the investments authorized by subsections (23) and (24).

We agree with that particular conclusion. This agree—
ment, however, does not necessarily extend to other matters pas—
sed upon by the Debevoise opinion. In particular, we have con—

cerns with the conclusion reached by that firm that the require—
ment in AS 14.25.180(c) and AS 39.35.110(b), that stocks must be

listed on a U.S. exchange, does not apply to foreign stocks. By
its terms, this restriction would apply to foreign stocks. The
Debevoise opinion implies a legislative intent that that restric—
tion not apply, for a number of reasons. If that question had

been initially asked of us, we may have reached a different con—
clusion. We would recommend that you seek clarifying legislation
authorizing the actions taken in reliance on the Debevoise opin—
ion.

RMM:nb

0JO0IA|RE*. e



STATE OF ALASKA
DEPARTMENT OF REVENUE

MEMORANDUM

TO: Ann Geohegan
Personnel Assistant
Division of Administrative Services

FROM: mMilt Barker /C8
Deputy Commissioner
Treasury Division

DATE: June 19, 1987

RE: State Investment O fficer 1V

This memo requests the establishment of a new class in the
Investment Officer series, a State Investment O fficer IV.
would be established at a range 30. Attached are proposed
specifications for all classes in this series.

The State Investment O fficer IV class would assure that pro
expertise, experience, and judgement is exercised in the es
overall investment policy and in the comprehensive manageme

State
The class
class

fessional

tablishment

nt of the

investments of the State. These investments now exceed $4.5 billion.

Fiduciary responsibilities for funds of this magnitude requ

professional management with respect to the total fund and

ire

the allocation

of fund assets to different classes of investments. Moreover, State

statutes require that State funds be invested with "the judgement

care . . . which an institutional investor of ordinary prud
discretion, and intelligence exercises in the management of
investments." The institutional investor standard as oppos
prudent man standard connotes professional management.

Existing class specifications for this series (attached) do
for determination of overall fund policy, asset allocation,
responsibilities.

The State Investment OEficer IV class should be established
30. Even at this level, the compensation will not be comp
chat offered to the higher calibre professionals in field o

ence,
large
ed to the

not provide
and related

at a range
etitive with
f investment

management. The range 30, step A salary is $71,880 per year. By

comparison,

1. salaries of West Coast chief investment officers for state

retirement systems are, on the whole, substantially

higher:

and



Ann Geohegan
June 19, 1987

Page 2

3.
4.
5.
All of
need to
valid.
can be

field.

a. the Investment Manager for the California Public Employees’
Retirement System receives a base salary of $125,000 plus a
bonus of up to $25,000 the first year of employment, $50,000
the second year, and $75,000 the third year;

b. the chief investment officer for the Oregon Public Employees'

and Teachers' Retirement Systems receives a salary of $55,000;

c. the Executive director of the Washington State Investment
Board receives $90,000;

the average salary for chief investment officers of corporate
pension plans with over $200 million in assets was $72,200 in
1985 with an average bonus of $16,600 according to "Corporate
Pension Funds 1986," a survey published by Greenwich Associates;

the average salary for chief investment officers of corporate

pension plans with over $1 billion in assets was $95,400 in 1985
with an average bonus of $25,700 according to a survey of the 350
largest U.S. corporate pension plans by Buck Pension Fund

Consultant. Inc.; this survey corroborates the Greenwich survey
and demonstrates the effect of pension fund size on

compensation: Buck survey respondents with pension assets less
that $500 million received an average salary of $75,100 and an

average bonus of $15,700;

the average salary for senior portfolio managers of investment
management companies managing assets over $1 billion was $92,800
in 1986 with an average bonus of $38,600 according to a survey by
Callan Investment Institute of investment management
organizations managing $10 million or more in tax-exempt assets;
the average salary for West Coast firms was $733,800 with a bonus
of $19,800; however, the West Coast average includes firms with
all sizes of assets under management;

salaries for the Alaska Permanent Fund Corporation's three
investment officer are $85,308, $84,216, and $83,664; all are
listed as 27J°s; however, this is not on the same scale as the
State partially-exerapt schedule and at least one officer would
not qualify for J step on the basis of longevity under the State

system.

the above comparisons with the exception of the Permanent Fund
be adjusted for Alaska's cost of living differential to be

Even without such adjustment, the proposed range 30 compensation
seen to be significantly below that of other professionals in the



Ann Geohegan
June 19, 1987
Page 3

The $16,000 to $19,000 higher salary for the proposed State Investment
O fficer IV relative to the existing State Investment O fficer 111l s
insignificant in comparison to the higher investment returns that can be
achieved from the retention or attraction of even marginally superior or
more experienced personnel.

A strong case can be made that, in order to fulfill its fiduciary duties,
the State must elevate and maintain the compensation of its fund managers
at competitive levels. The related fact that the salary for this

position would be paid principally from retirement fund assets should
reinforce the rationale and equity in establishing compensation at a
competitive level for this position.

MB/mera
Enclosure



STATE OP ALASKA

AN ANALYSIS OF THE EFFECT OF INVESTMENT RESTRICTIONS ON PERFORMANCE

In order to ascertain the impact of the investment restrictions placed
on the Public Employees Retirement System and the Teachers Retirement
System we have compared the performance of these two funds since
inception, against the International Securities Fund (ISF), the
International Commingled Fund managed by Citibank N.A. free of
investment restrictions, together with two of the major industry
benchmarks, namely the WM Median Portfolio Performance and the Morgan
Stanley Capital International EAFE Index. An analysis of divergencies
in performance will indicate to what degree the investment
restrictions placed on the Alaska funds have constrained or enhanced

performance.
PERFORMANCE: SINCE INCEPTION

The performance of the Alaska funds against the benchmark since
October 1983 is shown overleaf. For most of this period, the Alaska
funds performed very much in line with ISF, with two short exceptions.
The first was in the period October 1983 to June 1984. A divergence
in return is to be expected in the early months of a portfolio as the
initial stock positions are purchased and the fund carries a high
level of cash. The impact to the cash positions are clearly evident
as the portfolios underperformed ISF upto March 1984 in a period of
rising markets and outperformed ISF between March 1984 and June 1984
when markets fell. Hence it is reasonable to assume that the
restrictions placed on the investment of the Alaska funds did not have
a significant effect on performance in this period,

Between June 1984 and December 1985 the performance of the Alaska

funds closely matched that of ISF. Over this period all three funds
outperformed the WM Median performance. This would indicate that
until December 1985 the investment restrictions did not have a
material impact on the performance achieved by the Alaska funds in

comparison to other funds managed by Citibank N.A. and che
international equity investment industry in general.

1986

The second period of performance deviation has occured in 1986, when
the Alaska funds wunderperforraed ISF, but achieved higher returns than
the WM Median portfolio. In order to ascertain whether this shortfall
in performance was due to the investment restrictions, it is necessary
to break down the performance, ultimately to individual stock
performance. Our analysis is based on the figures provided by WM
Computer Services for the first two quarters of 1986. WM Computer
Services breakdown performance according to the contributions made by
currency, market weighting (investment strategy) and investment
selection (stock selection). These figures are shown in Table |, and

when compounded produce the total portfolio return.
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The figures presented in Table | show that in terms of currency and
investment selection, the performance of the two Alaska funds was very
similar to that of ISF. Therefore the market selection was consistant
for all three funds. However the figures for stock selection are
significantly higher for ISF than for the Alaska funds, particularly

in the first quarter.

TABLE |
PERFORMANCE Q1

Public Employees Teachers ISF

% % %

Currency 6.6 6.7 6.6
Market Weightings 18.5 18.2 18.9
Investment Selection -3.0 -3.3 0.3
Total Portfolio 22.6 21.9 27.1

PERFORMANCE Q2

Public Employees Teach&rs ISF

% tu 7.

Currency 6.9 6.9 7.0

Market Weightings 2.5 2.5 2.5

Investment Selection 1.0 1.2 2.2

Total Portfolio 10.7 10.9 12.1
Table 11 shows the performance of the shares held by the Alaska funds

and ISF grouped according to country, over Q1 and Q2 of 1986 combined,
The market weighting figures relate to the end March asset allocation
of the funds and give an impression as to the relative impact of the

performance within each country.

TABLE 1|1
RETURNS BY COUNTRY

31/12/85 - 30/6/86

Public Employees Teachers ISF

% % % %
United Kingdom +24.2 +24.0 +36.4 16
France +35.5 +35.3 +72.0 4
Germany +6.8 +7.8 +14.8 9
Italy +84.7 +84.2 +65.4 4
Netherlands +16.3 +16.3 +20.3 3
Norway +14.4 +14.3 +15.3 1
Switzerland +20.3 +19.9 +25.0 4
Sweden +11.3 +11.2 +25.0 2
Japan +59.1 +59.2 +59.6 49
Hong Kong +3.0 +2.8 -6.0 1
Australia +23.1 +23.1 +27.7 3
Other + Cash - - - 4
100

The figures presented in Table Il show that the Alaska funds achieved

significantly worse stock selection returns than ISF in three
countries, the UK, France and Germany, with Sweden, Switzerland and

the Netherlands also contributing to the underperformance.



An analysis of the individual stock holdings within the French, German
and UK portfolios show that the main reason for the performance
shortfall was the influence of the investment restrictions imposed on
the Alaska funds. A definitive study of stock selection is difficult
in markets which are actively traded such as the UK. However, a
consideration of the most successful investments of the ISF portfolios
in France, Germany and the UK illustrates the point.
UNITED KINGDOM
The most successful investments in the UK portfolio of ISF over the
first six months of 1986 were:-

BBA +71%

Jaguar +64%

Amershaminternational +33%
The Alaska funds were unableto invest in any of these securities due
to incomplete dividend records and in the case of BBA and Amersham
International, shareholders funds of below $100 M illion. These three
holdings comprised 20% of the UK portfolio at the beginning of the
period under consideration, and hence was responsible for some 6% of
the 12% performance excess of the ISF UK portfolio.
FRANCE
In France the situation was clearer. 50% of the ISF portfolio was
invested in four stocks each of which performed significantly in
excess of the Alaska French portfolios. These were: -

Michelin 72%

Darty 66%

Thomson CSF 58%

Peugeot Warrants 48%
Only Darty was open to investment for the Alaska funds, the other
three securties being excluded by an absence of dividend payments over
the last three years.
GERMANY
The German portfolio reveals a similar situation. Over 20% of the |ISF
portfolio was invested in Bayer warrants and Veba warrants, these
being excluded from the Alaska portfolios on dividend grounds. Both
of these investments were sold during the second quarter contributing
approximately 5% of the 7% excess performance achieved by ISF.
SUMMARY
The performance of the two Alaska portfolios was broadly in line with
that of ISF until early 1986. Although the performance of the Alaska
funds in 1986 has been disappointing in comparison to ISF, both funds
outperformed the WM Median portfolio over the six months. The
deviation in performance was almost entirely due to differences in



stock selection and although small differences are normal between
funds, the restrictions placed on the investment powers of the Alaska
funds provided the major contribution to this performance shortfall.
The two restrictions which were most severe were the requirement of a
three year dividend record, prior to the date of purchase and a

minimum of $100 Million in shareholders funds. The first precluded
the Alaska funds from taking full advantage of the economic recovery
in Europe due to lower interest rates and a lower oil price. The

second restriction cited, prevented the Alaska portfolios from
investing in small/medium sized growth companies in the UK.

To conclude, the investment restrictions have resulted in a

performance shortfall for the Alaska funds in comparison to that
achieved by other funds managed by Citibank N.A. However, the
difference was not serious enough to cause the Alaska funds to
underperform the WM Median fund. The restrictions are unlikely to
continue to affect performance to the degree seen in early 1986 where
a sharp economic recovery wac witnessed. However, the imposition of

restrictions reduces the freedom for manoevre within markets which

will have a negative impact on performance over a long period.



J.R Morgan
Investment

Interreticral Investment Group Telephone 01 -90%4

udolph euthold
anaging Dneclor

20th October 1986

Mr J Wilson

State Investment Officer
State of Alaska
Treasury Division

Pouch SP

Juneau

Alaska 99811

U.S.A.

Dear Jim

Re: STATE OF ALASKA - PUBLIC BEMPLOYEES FUND - ACOOUNT A 2800
STATE OF ALASKA - TEACHERS RETIREMENT FUND - ACCOUNT A 2810

| amwriting to suggest some changes in the management
guidelines of the above accounts which you may want to
consider in the forthcoming reviews of restrictions
relating to foreign securities (15AAC.114.060).

My first suggestion relates to item (4) which stipulates a
combined capital and surplus aggregating at least $100
million. | have found that this restriction prevents us
from participating in a number of issues which proved to
be particularly attractive. Many small high growth
companies do not satisfy this requirement. This also
includes many new equity issues which are often
attractively priced at the time of floatation. We find
that in the small company universe there are often
opportunities for good performance because these stocks
escape the attentin of managers which concentrate on large
capitalisation stocks where documentation is readily
available. Since we are making a particular commitment to
research we would like to be able to take advantage of
opportunities in small stocks.

Secondly, | would like to refer to item (3) which requires
that corporations have paid dividends in each of the three
years preceeding the investment. This limitation bars us
from participating in recovery situations which can
produce excellent stock market returns. To substantiate
the case for removal of the above limitations | have
produced a list of companies which appeared attractive but
could not be purchased in recent years. This list is
enclosed in Appendix | and indicates performance of each
stock relative to its local market index.

Incorporated with imited liability in Iho Stale ol New York, usa
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Finally, item (6) (b) (3) significantly restricts the
manager's ability to fully participate in above average
performance in some of the smaller markets. In Appendix
[l | have highlighted some of the excellent returns
achieved in countries like Italy, Switzerland, The
Netherlands and Hong Kong. All of these markets are
restricted to a 10% weighting. In the case of Germany the
maximum permitted weighting in 1985 was 20% which in my
opinion was too restrictive.

I hope this is useful for your discussion of guidelines
later this month. | am looking forward to seeing you in
Anchorage on October 29th

Best regards

Yours sincerely

Incorporated with limited liability in Ihe State ol Delaware. USA



FRED ALGER MANAGEMENT

loc.

Because our experience until recently has been equity invest-
ing, we have confined our remarks to the effect investment re -
strictions have on investing in the stock market. I'n brief, we
believe that investment restrictions, by putting large segments
of the market off-1lim its,|, tend to reduce investment results
without necessarily lowering the risk involved.

The guideline restricting investments to the common stock of
companies that have paid dividends in each of the three years
immediately preceding the investment, we would argue, is an
outmoded rule which provides Ilittle information about a company's
financial condition or the appropriateness of a company's stock
as an investment. A company with a solid dividend payment record
could produce lower earnings in the future, thereby jeopardizing
future dividend payments and lowering its stock price. Simil-
arly, the fact that a company does not pay a dividend is not an
indication of its financial position or the attractiveness of its
stock as an investment vehicle.

A company's dividend policy is more a function o f the
company's stage in its life cycle. O ften, dividend-paying
companies are more mature, slower-growing companies whose net
profits exceed the profitable investment opportunities their own
businesses offer. Companies which pay no dividends are typically
rapidly growing companies whose internal business ventures offer
investment retur.is in excess of other investment vehicles.

Profits are retained to foster future earnings growth through the
construction of manufacturing facilitie s, the development of
distribution networks and research and development.

The guideline restricting investments to stocks w hich are
listed upon a stock exchange, in our view, again lim its invest-
ment opportunities while not necessarily reducing risk. With the
development of the National Association of Securities Dealers
Automated Quotation (NASDAQ) System, the over-the-counter market
has become a securities market with reliable statistics and
adequate ligquidity through the existence of multiple market
makers. NASDAQ currently lists roughly 5,000 stocks wversus 2,300
for the New York Stock Exchange and 800 for the American Stock
Exchange. The companies on NASDAQ range from small, relatively
new companies to larger, more established corporations such as
MCI Communications, Apple Computer, Intel Corporation, Liz
Claiborne, and Genentech. This segment of the stock market
represents a dynamic, capital-creating sector since many of these
companies generate economic growth through the creation of new
jobs and the introduction of new products and services. W hile
this segment of the market may not o ffer the best investment
opportunities at all times, a guideline prohibiting investment in
that market severely restricts an investment manager's ability to

act on the best investment opportunities available.



FRED ALGER MANAGEMENT

Inc.

An extensive study by Roger G. Ibbotson and R ex A
Sinquefielr', compared nominal and real rates of return and levels
of risk for portfolios of the Standard and Poor's Composite Stock
Price Index, representing the common stocks of many large corpor-
ations, and small capitalization stocks, representing the fifth
(smallest) guintile of the New York Stock Exchange, for the
60-year period December 31, 1925 to December 31, 1985, The
standard deviation, a measure o f variation in average results,
indicates the degree of ris k., with a higher standard deviation
expressing a higher degree of risk. The table below shows that
common stocks have a higher degree of risk than Jlow-risk Treasury
bills, but also had a significantly higher average annual rate of
return. I'n turn, smaller capitalization stocks offer a higher

rate of return.

Average Average
Annual Rate Annual Rate
of Return of Return Standard
(Nominal) (Real) Deviation
Common Stocks 12.0% 8.8% 21.2%
Small Capital-
ization stocks 18.3 14.8 36.0
Treasury B ills 3.5 0.4 3.4
Source: Stocks, Bonds, B ills and Inflation: 1986 Yearbook.
(Chicago: Ibbotson Associates, 1986)

We would cite two specific examples from our own recent
experience to illustrate why investment restrictions do not
reflect current market conditions and, hence, needlessly lim it
investment opportunities.

One of our largest holdings at year-end 1986 was D igital
Equipment Corporation (DEC), the second largest computer
manufacturer in the world, with $7.6 billion in revenues and
$617 m illion in profits in fiscal 1986. It has been in business
for almost 30 years. By most standards it is one of America's
leading corporations. I'n 1986 it also was a good investment,
closing the year at $104.75 a share, for a gain of 58%. However,
lik e many high-growth technology companies, DEC pays no divi-
dends. Because of investment guideline restrictions, a few of
our clients were not permitted to benefit from this investment

opportunity.

»



FRED ALGER MANAGEMENT

Inc.

Genentech, the leading biotechnology company, is another
company which pays no dividends and, furthermore, trades in the
over-the-counter market. It too, was one of our largest hold -
ings in 1986. I'ts stock's performance has been extraordinary,
with the per share price ending 1986 at $85 a share, for a gain
of $50.13 a share or 144%. Again, this superlative investment
opportunity was lost to those of our clients with investment

restrictions.

In arguing against restrictions of any kind, we would advance
one final illustration of how restrictions can impede performance
results. Among our 25 largest holdings at year-end 1986 were
five drug companies. Their inclusion in our portfolio reflected
our view that exciting new products would produce a stream of
high profits which would be further enhanced by the decline in
the foreign exchange value of the dollar. As the table below
shows, our analysis proved correct and this industry was among
the top ten industry groups in 1986. However, one of our clients
gained nothing from this investment strategy since its investment
guidelines prohibit investing in drug companies.

t

percent Gain

in 1986

Bristol-Myers 24.7%
Lilly 33.2
Merck 80.8
Schering-Plough 35.9
Upjohn 39.7

I'n conclusion, investment guidelines, by restricting the
types of stocks suitable for investing, can result in a poorly
diversified portfolio, so the return on the portfolio, given its
level of risk, might well be lower than it would be with a better
diversified portfolio. We have <cited specific cases where cur-

rent restrictions have prevented our clients from obtaining

superior investment results. Since these restrictions <can Jlower
investment returns without reducing tne risk to capital, they do

not serve the best interests of the funds.

»



INVESCOCAPSTAL
MANAGEMENT

1315 Peachtree St NE Suite 300
Atlanta, Geor |a
Telephone 892 0896

January 12, 1987

Mr. James R Wilson

State Investment Officer
State of Alaska

Department of Revenue
Treasury Division - Pouch SB
Juneau, Alaska 99811

Dear Jim;:

This letter and the enclosed documents are in response to your request for
INVESCO's views concerning the legislation being submitted in Alaska relative
to your existing investment restrictions and the proposed "prudent institu-
tional investor” rule. Rather than attempt to present a formal organized
response, | hope you will permit me to present our thoughts in a random manner,
first by making general observations and, secondly, by addressing specific
restrictions.

General Observations

1. First, you must understand that the typical money manager has an inherent
bias against having any restrictions placed on his ability to make invest-
ment decisions on behalf of his clients. The attitude might best be char-
acterized as "If you show enough confidence in us to pay us a large fee and
give us full discretion, don't then inhibit our ability to make the best
investment decisions on your behalf by imposing unnecessary restrictions on
us."

2. There is a basic inconsistency in, on the one hand, hiring an outside
manager and giving him full discretion on investment decisions and then
imposing arbitrary restrictions limiting his ability to make those invest-
ment decisions. Hiring an outside discretionary manager implicitly acknow-
ledges that 1) the investment expertise is unavailable in-house at a rea-
sonable cost and 2) is a display of confidence in the investment expertise
of the outside manager. The inconsistency lies in the fact that, having
made the implicit acknowledgement that the investment decisions can best be
made by someone else, to then, in effect, make investment decisions via the
imposition of arbitrary restrictions on that outside manager is a contra-
diction-in-terms.

3. Many vyears ago, when most investment guidelines and restrictions were
established, the money management industry was very small, largely unre-
gulated, with widely varying levels of expertise, and rapid turnover.
These characteristics cried out for the imposition of guidelines and res-
trictions in order to ensure some structure and order and a reasonable
outcome. In the last ten to twenty years, however, the money management
profession has become highly professional, highly disciplined, highly edu-
cated, highly motivated, and closely regulated. These characteristics are



Page Two

Mr.

James R. Wilson

January 12, 1987

consistent with a relaxation or elimination of flexibility-reducing res-
trictions since they are simply unnecessary. To permit a doctor to prac-
tice his profession but limit the medical devices and medicines he s
permitted to use would be an extreme, but apropro, analogy.

4. Most public plans with which we are aware include both a prudent man rule

and some investment restrictions, although the inclusion of the prudent
main rule frequently is done simultaneously with a reduction and/Zor elimi-
nation of many restrictions. But in a sense, the requirement that an
outside money manager act under the prud,.vt man rule (and, particularly, if
he is required to act in the newer expanded versions of the prudent man
rule, i.e., the "prudent expert"™ or "prudent institutional investor™ rule)
and then is also required to operate under an extensive list of restric-
tions and guidelines is redundant, at best, and inevitably leads to reduced
returns or heightened risks, or both, at worse. Since the money manager
never physically is permitted to touch securities of any kind (that func-
tion being performed by the custodian bank) and management contracts typi-
cally call for termination of the contract on 30 days notice, there is an
overpowering built-in pressure on money managers to act prudently since
this is the surest way of insuring a continuation of the investment manage-
ment relationship and the resulting continuing flow of fee income.

5. The very nature of investing has changed dramatically in the last twenty

years but in many cases plan sponsors, through their investment guidelines
and restrictions, have changed little or not at all to conform to the new
market realities. Twenty or so years ago the investment decision-making
process was unstructured, haphazard, and often random, with only a few
available investment vehicles largely limited to stocks and bonds, stock
and bond prices were quite stable, and the necessity of making quick or
frequent investment decisions simply did not exist. Today, all of this has
changed. The investment process is highly disciplined, analytical and
structured.  The sheer number of alternative investment vehicles has ex-
ploded in recent years to the point that today there appears to be a new
investment vehicle introduced almost daily. Whereas stability characterized
the investment scene in days past, today it can be characterized as
extremely volatile. A stock market that fluctuated by only 40 points or
so in a month or even during a six month period of time in the past was not
unusual. Today, the stockmarket can easily fluctuate by this amount in
one day or even in onehour. On the bond side, there have been years when
yields on long term bonds fluctuated by only 10 or 15 basis points. Today,
bond yields can fluctuate by 50 or even 75 basis points in one da™ or even
in one hour. In the past, investment decisions were few and far between
and investment decisions could be made on a leisurely basis. Today, not
only has the number of investment decisions required of the money manager
exploded, but the frequency with which they must be made has increased
requiring an endlessseries of decisions in order to maximize investment
returns.
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In the new environment characterized by countless dozens of alternative
investment vehicles, each of which is highly volatile in price, and which
requires endless number of decisions, frequently made, the imposition of
the extensive restrictions, investment guidelines, statutory lists of per-
missible investments, and maximum/minimum percentage investment allocations
simply precludes the possibility of maximizing investment returns within
permissible risks parameters. The best example of this can most dramati-
cally be shown by looking at the enclosed Solomon Brothers reports of
investment returns on a wide variety of investment vehicles over varying
periods of time. A brief examination of these historical rates of return
highlight a few relevant points. First, is the wide range of returns of
the alternative investment vehicles over various periods of time. Second is
the persistence of a change in investment results from one vehicle to
another once a trend is established. The general point is that to limit
one's investments to one or two or three particular asset classes is to
doom a fund to inferior performance, assuming only that had the restric-
tions not existed that a correct investment decision was at least possible.
The most dramatic example of this, of course, would be the common restric-
tion that investments be limited to stocks and bonds. Had that decision
been made in the early 1970's and maintained throughout the decade, the
fund would have underperformed virtually any other combination of any other
asset class, since bonds and stocks were the two worst performing assets
for that decade. The information contained in these short Solomon Brothers
reports for each of the last ten years represents documented evidence to us
that any restrictions with respect to limiting or prohibiting specific
asset classes, investment vehicles, or establishing minimum or maximum
percentage commitments, by definition, inhibits the money manager's ability
to perform the duty for which he was hired, i.e., to maximize returns
within the acceptable risk parameters.

Since the money manager is required under the prudent man rule to properly
diversify the portfolio anyway, why impose additional restrictions re-
quiring him to limit his ability to function in the manner expected of him
when he was hired?

We have argued above (hopefully persuasively) that with an expanded and
comprehensive prudent man rule, superimposing a set of restrictions s
redundant, at best, and inconsistent, at worst. [t may be overkill to
discuss the inapplicability of specific restrictions. However, there may
be some value in commenting on specific restrictions and how they may
adversely impact the performance of a fund. Let ne simply list some of the
major restrictions applicable to your fund and comment on each briefly.

A rated or better bonds - this excludes a very rapidly growing universe of
lower-rated, higher-yielding bonds which periodically offers superior
risk/return characteristics. Through proper diversification, the increased
credit risk can largely be eliminated. Also, Baa and BBB rated bonds are
considered investment grade by the rating services themselves, and, in any
event, are frequently considered upgrade candidates to the A rating.
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Companies must have paid dividends for three consecutive years prior to
purchase.  This, obviously, excludes a large universe of non-dividend
paying companies. While a portion of this universe is represented by
companies who are unable, due to poor financial condition, to pay divi-
dends, another large portion of this universe is represented by very high
quality companies, with very rapid earnings growth rates and high rates of
return, where earnings can be more profitability reinvested in the business
than paid out to stockholders in the form of dividends.

Ten percent maximum investment in foreign securities - twenty and even ten
years ago, this would have been considered a rather liberal policy since
the absolute number of foreign securities available to domestic investors
was quite limited in number, and further limited by chronic illiquidity.
Today, all this has changed. The globalization of the securities markets
is expanding geometrically and the returns available from foreign invest-
ments frequently exceed, to a dramatic degree, those returns available
domestically.

A-1 and P-I commercial paper only - since 8% of all commercial paper
issued is rated either A-l or P-lI or both, this is not much of a restric-
tion and it is highly unlikely that*a money manager would investin any-
thing other than this A-I/P-1 rated commecial paper, in anyevent.

50% maximum investments in stocks and bonds - This, perhaps more than any
other restriction, inhibits the fund's ability to maximize it's return
consistent with its perceived level of acceptable risk. With the explosion
in the number and variety of alternative investment vehicles available
today, and the enormous returns periodically available from those securi-
ties, it is important for any fund to maximize it's potential exposure to
as many of these vehicles as possible.

Five percent maximum in any one name - this falls under the category of a
restriction that is unnecessary since it would be highly unusual for any
money manager to concentrate a security holding to any degree greater than
5% It would call into question the prudence of such a move and imply a
lack of sufficient diversification.

Investments must be listed on a SEC registered exchange - this restriction
amounts to limiting investments to securities listed on the New York or
American Stock Exchange since NASDAQ (over-the-counter) is not technically
registered as an exchange with the SEC. The NASDAQ over-the-counter market
is an enormous and rapidly growing market and obviously is an attractive
source of potential investment.  Again, whereas perhaps 20 years ago over-
the-counter securities were synonomous with small, risky investments, this
is simply not true today. The nature of the market has shifted, but many
funds have failed to adjust old restrictions to reflect the new realities
of the market place.
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Jim, | hope the above observations and comments are useful to you in your
effort to bring the law governing your fund more in line with the current
market environment. | commend you for your effort and hope you are successful

in your endeavor. |If you have any additional questions or if | can provide you
with any additional information, please do not hesitate to call me.

Donald B. Sallee
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Jim: I might run back just a little bit in time. When | came

up here in June of 1983, | asked to see the statute laws
concerning investments. | went over those and I told M ilt, "A
lot of those laws showuldn't be there, they're wrong, but for
the next couple of years they won't bother wus." | would have
preferred to see them change last year but we couldn't get on
the legislature's <calendar. I was hopeful we would definitely
be on the calendar this year. But | said at that time it

wouldn't hurt us for the first couple of years because we were
so far behind from where we ought to be that the statutory
restrictions wouldn't necessarily be a restraint in early
years. But eventually they would be a restraint, and they are
getting to be a restraint, and we do need some changes now.

Our equity percentages are up now, and we are getting more
comparable to the other funds. Our rates-of-return have been
buoyed-up for the last couple of years by three things we're
not Ilikely to see again. First, huge declines from wvery
unprecedently high interest rates to the much more modest
levels we have today. We're not going to see a repeat of
that. They're not going to drop down to 1 percent now. So
that great benefit and rate-of-return on our bond portfolio is
behind wus. Second, we've had a huge rise in the stock market
since August of 1982, one of the great bull markets in our
history. It's been running for almost four and one-half years
at unbelievably large increases. Remember our graph this
morning, how much it's gone up. That too is not going to
continue. Don't look for that for the next couple of years.
It has really out done itself. As far as |I'm concerned it's a
bubble at this point. A bubble that can burst at any time.
How big the bubble gets before it bursts is open to question.
You never know until the bubble bursts. So we're not going to
see that again in the future. Third, in the international
markets we've had the huge decline in the foreign exchange
value of the dollar, and that has given us a tremendous
increase in all of our foreign returns. Much of our high
rate-of-return has been tied to these three single events.
Events which are rare occurrences and which cannot be expected

to occur again over the next few years. One of the most
important things for wus and for our managers over the next few
years is that we are going to have to work a lot harder to get
a good rate-of-return. We are not going to be swept along by a
flood tide that w ill give wus great returns in almost any
investment sector. We are going to have to pick and choose our
investments carefully. It becomes very important how good we
are at it and what's even more important is how much freedom we
w ill have to pick and choose. Unfortunately, we frequently

find that the things we should do in order to increase the
investment portfolio returns we cannot do because the statutory

law doesn't allow wus to do it. Now is the time when those
statutory restrictions get very binding and they're going to be
hurting our rate-of-return over the next few years. Our



external managers have repeatedly complained to us about the
restrictions. We have measurements from some of them of how
much our rate-of-return has been reduced by the statutory
restrictions which apply to them and over which we have no

discretion. Our concern over the rates-of-return of the
retirement funds reflects a number of considerations. The
pension beneficiaries wunder our retirement systems currently
rely, under the law, on the employers' promise to pay the
stated pension benefits when they are due and payable. The
employers' obligation to pay is not conditioned on the adequacy
of the monies available in the retirement funds. But if there
is not enough money already set aside in the retirement funds,
then the payment of the pension benefits begins to depend
primarily upon the ability and the willingness of the employers
to increase tax revenues enough to be able to pay the pension
amounts. One would like to believe that promises made by
governments w ill always be kept, but history exhibits too many
exceptions. A promise to pay you is not as certain an event as
having the cash in your hand. Consequently, the best security
that pension beneficiaries have concerning the certainty of
receiving their pension benefits 1is the adequacy of th” monies
already held in the retirement funds. The larger the tunds
are, in relation to the future payment liabilitie s, the more
certain is the payment of the pensions.

t
The size of the pension funds are primarily dependent on
investment returns. As we noted this morning, for the Jlast few
years 25 percent to 20 percent of the increases in the amount
of the retirement funds has come from new contributions,
whereas 70 percent to 75 percent has come from investment
income and net investment gains. Our ability to achieve good
investment returns in the difficult markets we foresee over the
next couple of years is going to depend upon the amount of
flexibility we have in selecting appropriate investments. The
current statutory investment restrictions do not give wus the
flexibility we need in order to achieve the investment return
objectives. We cannot be expected to successfully compete
against other investors who can use any investment media when
we are restricted to Iimited categories and structures.
In order to remove those handicaps, we drafted last year a set
of necessary changes to the statute laws. (Some of them were
necessary just to straighten out the statutes. Probably as a
result of modifications over the years, the statutes now
contain confusing and conflicting terminologies and
ambiguities.) Unfortunately, we had to do it for six different
funds, so it got rather lengthy because you have to repeat in
each fund's statute what you had said in the other ones. So it
became a large stack of pages, 40 some pages, which shouldn"'t
be necessary, but that is the way we have to do things.
| thought | would review what some of those changes are. |



believe they are necessary for two reasons. First, to remove

unnecessary restrictions that w ill impede future investment
performance and. second, to strengthen the requirements in the
statutes. I believe it is important that the statutes <clearly
state certain things. Who is responsible for what? What are
the responsibilities? It's pretty wishy-washy in the existing
statutes. One of the changes is to require reports by the
commissioner of revenue to the retirement boards. There s
nothing in the statutes that requires it. For the Jlast few
years we have been delivering to the boards fairly substantial
reports concerning investment activity, status, and performance.
I hope you find them useful. But there s nothing in the
statues that requires that it be done. And we would Ilike to
put that in there, that the commissioner must render these

reports to the boards.

(Comments by board members concerning the lack of data
previously furnished to them.)

And they could always go back to that. You could get another
commissioner or someone who says, | don't want to bother with
this any more. So, I'd rather have it be put in that statutes
that it w ill be furnished to you. We also want to put in the
statutes that the funds w ill be audited independently by an
outside CPA firm . That is for your security, as well as the
state's and everyone =else concerned, that there should be an
independent outside audit. It's not required currently. We
happen to do it, but there is no law that requires that we do
it so it could be abandoned at any time. There's a lot of
money involved here. We have over $3 billion just between the
two boards sitting here today. I believe it should be audited

by somebody other than in-house auditors.

The new statutes spell out what the current statutes do not,
that the commissioner of revenue is a fiduciary and has a trust
responsibility for the funds, that they are not to be confused
with other types of state funds. It may not be necessary,
because | think one could prove in a court of law, under common
law, that they are fiduciary trusts. But why go through a
battle in the courts when we can simply change the statutes to
say that it is a fiduciary trust. The virtue of the <change 1is,
if it's a trust fund and the commissioner is a fiduciary, then
you can't invade the trust fund for other purposes. The

legislature or the administration can't decide that they need
some money for this or that purpose and they are going to get

it or borrow it from the pension funds because those funds have
a lot of money. I hope that situation will never arise, but
why take the chance? We've seen it arise in a few states
(Oklahoma, Texas, and New York) and some other states are
considering dipping into the big pool of assets held by their
pension funds saying, well, we need the money and we'll give
you a promissory note to give it back to you some other day. |



think we showuld try to avoid that risk by making it very <clear

this is a fiduciary trust and the commissioner is the

fiduciary. That it's not his money, it's not the
legislature's, and it's not the state's money. Once they've
put it in the trust fund, they've lost control of it. It now
belongs to the trust, it can't be removed, it can't be

touched. And | think we should make that clear in the statutes.

Another change we want to make concerns the so-called prudent
man rule. Of course, for us, it's a prudent institutional
investor rule, which is what is in the statutes currently.
There is a conflict here because the statutes also contain
other things--you may do this, you may not do this— and some of
those restrictions are contrary to the requirement that you be

prudent. One requirement tells us that we must be prudent,
wise, and do the best thing, and the other one tells us that we
can't do it, or we must do something that s imprudent. Having
two sets of conflicting standards in the statutes puts wus in an
impossible situation. If we abide by the one standard, then we
violate the other, and conversely. There are two general types
of changes we are seeking. One is to remove a lot of those
self-defeating restrictions, and | "1 review some of them
later. And the other is to strengthen the prudent man
standard, which is not strong enough and should be
strengthened. What we want to include in the statutes is not a
prudent institutional investor, but a prudent professional
institutional investor. For example, you <could have a bank
running a million dollars in trust funds for 47, or 147,
different clients, none of which have more than $50,000, and
the bank cannot afford professional staffing costs, so they

have an amateur managing the funds for the <clients.

Technically, that meets the definition of an institutional
investor, but that's not a high enough standard for our Jlarge
funds. We want a professional standard, one which would apply
to a professional large financial institutional investor, a
so-called prudent expert rule. And that's why we want to
include the word professional in there, to increase the
standard of care and expertise that has to be met on these
investments. We want trust in there in order to be very <clear
that this is a trust account, it's not to be comingled, mixed,
or confused with other state monies. And we want the
requirement in there that in making those prudent decisions one
has to consider the purpose of the fund. There is nothing in
the current statutes about purpose. One also has to consider
the investment objectives. There's nothing in there currently
about investment objectives. The whole area is just neglected,
even though it is critically important in investment management.

(Question by a board member concerning who the professional

requirement would apply to.)



Jim: To all the staff members of the portfolio management

section. We actually moved to that requirement some time ago,
and it's required now in our position qualification standards.
We're all members of investment analysts societies.The only
person who isn't is the new man, Steve. He's in the only
position where you don't have to be a member upon joining the
staff, but you must become one within two calendar years or
you're fired. They only give exams once a year so he has only
two chances to pass the exams and be accepted by a society as a
member, or he"'ll be fired because you must make it within two
calendar years— for that position. All the other positions
have to be filled with people who are already bona fide members

of the Financial Analysts Federation.

(Question by board member as to whether it would apply to the
deputy commissioner of revenue.)

Jim: No. But it applies to everybody in portfolio

management. So, we want the funds' purpose and the funds'
objectives to be included in the statutory considerations. And
we want an absolute requirement (there isn't any right now) on
the commissioner of revenue in managing the fund as fiduciary
that he must consider the status of the funds' investments and
the system's liabilities. One has to look at the whole problem
of the system, what the investment assets are, and what the
liabilities of the system are. Both of those need to
considered not only on the basis of how they look today, but of
how they are probably going to look in the future. Today
everything may be all right. But one has to foresee the
problems that are going to arise later on. We want to put that
in, that it must be taken into consideration by the

commissioner.

(Question by the actuary concerning the dilemma posed where the
commissioner is the fiduciary and he not only has the o fficial

responsibilities but he must act in like fashion with other
professionals who are knowledgeable in this area. Usually that
goes hand in hand with the definition of fiduciary
responsibilities. You have to act with the knowledge that
other people are similarly endowed with that knowledge. Yet.

on the other hand, he's politically appointed.)
M ilt: Well, as long as he is able to delegate that
responsibility to people who do have that expertise, I think

that takes <care of the problem.

(Question by a board member as to whether the commissioner

would delegate the responsibilities.)

M ilt: He certainly does. Otherwise the staff and the external
managers would have no authority to manage the investments as
they do. Those delegations are on file and are shown in the



General Investment Policies statement.

Jim: Another requested change is a requirement to determine
the appropriate investment objectives to fit those
circumstances. There is currently no requirement that there be
any objectives, or that anybody should establish them, or
anything. Ilt's a major omission. An additional requirement
would be to establish investment policies. The commissioner
would have to establish investment policies aimed at achieving
those objectives. We consider those three elements as being
very important, what's the purpose of the fund, what are the
objectives we're trying to achieve, and what is the investment
policy that w ill serve that objective. It is the normal,
ordinary course of development that you should have in any
investment management. We currently do it, but there is no
legal requirement for it to be done. Somebody else <can come in
and say, to heck with all that, we'll do what we feel lik e at

the moment.

Another change we've put in the statutes is that the
commissioner shall act only in the best financial interest of
the beneficiaries. Nothing else should be taken into
consideration, no pressure from other sources to do other
things. The commissioner shall act only in the best financial

interest of the beneficiaries.

(Comment by a board member: " 1 would like to see a governor
who says okay to that.")

Jim: It is a very important requirement in a place where there

is a crossroads between the state's administration and the

management of these funds. It has to be very <clear that the
commissioner's actions regarding these funds is going to be
based only on the best financial interest of the
beneficiaries. Make it absolutely <clear in the statutes.
(Comment by a board member: "That would take pressure off the
ones doing it.")

Jim: It would, and we know how widespread the potential
threats can be. Fortunately, for the last few years, there
hasn't been that sort of pressure. But we all know about the
financial condition the State is getting into, and somebody is
going to look around some day and say, hey, there's $3 billion
over there in the pensions funds. Sooner or later they're
going to come knocking on the door. If we can get it in the

statutes, we would be in a much better position to defend the
funds against potential raids.

(Comments by a board member: "When you think about it, vyou
would get public support in closing the door.")



Jim: I chink now | should review with you some of the
particular statutory restrictions which we are seeking to
remove. One of the more onerous of them is the asset allocation
limit of no more than 50 percent in corporate issues (that

includes both stocks and bonds). You may recall from this
morning's presentation that we expect to be at 40 percent in
common stocks (including domestic and international) and 9
percent in corporate bonds by the June 30 end of this fiscal
year. We'll be within 1 percent of the Ilimit, so from that
point on we will be unable to increase those investments.
You've already seen what the other public and corporate pension
funds are doing, they have higher percentages in equities—
especially the corporate funds—- and if you include corporate
bonds, their percentages are even Jtiigher. This has put, and

w ill put, us at a disadvantage on comparative rates-of-return.
There's no good reason for the 50 percent I|Iimitation.
Considering how much our mortgages have shrunk, it means that
we're going to have to keep 35 percent to 40 percent in
government bonds at all times, and that's the lowest yielding
sector in the market. Our three highest yielding investments
for the past three years running now have been 1) international
equities, 2) common stocks, and 3) corporate bonds, and all of
these are classified as corporates. Our best performing assets
are the ones on which we're approaching the 50 percent limit,
so we can't go any further. We ha.ve to get rid of that
restriction. There is no sense to it. We also have a 5
percent voting stock Ilimitation. That reflects an old SEC
standard, that if you have over 5 percent of a company's stock,

then you're a major holder and you have to report every
purchase and sale of the stock under the Securities and

Exchange Commission laws. | can't even recall a case, after a
long time in this business, where a prudent investor, an
investment manager acting in a trust capacity, ever acquired
anywhere near 5 percent of an issuer's public stock. It would
normally be considered a little imprudent because you would
have such a large piece that it would no longer be Iliquid. You
would be at a significant risk, so they don't do it. They
don't even come close to the 5 percent I|imit. But we would be
restricted by that Iimitation, if we were involved in private
venture <capital deals or private placements. One could end up,
particularly in venture capital deals, with more than 5 percent
of the stock. The statutes say nothing about it being public
stock, they just say you can not hold more than 5 percent of a
stock. We would like that removed. It's not that we are going
to go out and buy up control of corporations, but it serves no
useful purpose. If we were going into a venture capital
investment with a few partners where our portion of the equity
was to be more than 5 percent, we would have to let the other
partners take larger percentages in order to make wup for our
inability to exceed 5 percent. Since the equity portion of

those types of financings wusually constitute most of the profit
on the investment, the other partners would end up making more



on the investment than we would. So one would lik e to see that

limitation removed.

There is another outdated requirement that we can only invest

in stocks that are listed on the stock exchange, that s the
New York Stock Exchange and the American Stock Exchange. Those
are the only stocks we can buy. There is only one exception,
we can buy insurance or bank stocks, provided they have a
certain minimum amount of capital. All of our stock managers,
domestic and overseas, have complained about that. | have data
from them showing how much additional return we gave up because
they have to stay in stock exchange stocks. Twenty years ago
the NASD over-the-counter market was a low volume and thinly
traded market. You never knew if you could sell after you had
bought, and you didn't know if the price was fair. But the
NASDAQ now is as large in volume, actually larger frequently,
than the New York Stock Exchange. It has some of the larger,
better known companies in the nation on it, many of which don"'t
intend to Ilist on the exchanges. Today the NASDAQ is a large,
well-developed market, but we can't hold any stocks that are on
it Alger, in particular, has complained. The three best
performers they had in everybody's portfolio, except ours, last

year were three that we couldn't hold because of these
restrictions. Either it wasn't on the stock exchange, or it
hadn't paid.dividends for the previous three years.

That’s the next restriction I want to discuss. We cannot
purchase a stock if the company hasn't been paying dividends
for the previous three years. That restriction is also a
hold-over from olden days. The thought was, if it's a healthy
company, it showuld be paying dividends, and if it hasn't been
paying dividends for at least three years, it isn't a healthy
company. Well, times <changed dramatically after World War 1I1,
particularly after the '50s. Newer companies, or even older
companies, who were encountering rapid growth and expansion and
had a great need for capital, would either stop paying
dividends or never start paying dividends. The rationale was,
we need the money to finance the growth of the business, to
build more plant. If you're in a very heavy growth phase with
a strong demand for your goods, you need all the money you
have. There was the additional rationale of, why pay it out to

the stockholders when they are going to have to pay tax on it

again, it s double taxed. We can invest it for them back into
the business at higher rates-of-return than they can obtain in
other investments. A company which has been paying dividends
is not necessarily healthy, and a company which is not paying
dividends is not necessarily unhealthy. But our statutes say

that if they haven't been paying dividends for three years, you

can't buy the stock. You may remember from our last meeting,
the frustration of the international managers over the three
year dividend rule. When England began privatizing, selling

out companies which had been taken over by the government and



socialized within the last 20 years, they couldn't purchase the
new issues because the companies didn't day dividends while

they were government owned. British Telephone just became a
public company again, but we couldn't touch the stock. It's a
virtual monopoly on all the telephones in England, Scotland,
and Wales. But we couldn't touch it. The same situation was
true for British Gas and British Airways. France, ltaly, New
Zealand, and other countries have been doing the same thing.
But when they are coming out of socialism, even if they are
very well established, even if they were only socialized within
the last 10 or 20 years and have a long record going back
before that, we can't touch the stocks wuntil three years after
they start paying dividends. There is no real sense to it.
It's a silly rule and it has to go.

We have another statutory restriction that really drives our

staff up the wall. It says we can't buy a corporate debt issue
unless it has a rating of "A"™ or better on it. At first glance
that might seem reasonable, but actually it's an irrational
trap. Debt is much more secure on any company than is its
equity, because the equity only gets the residue of what's

le ft. Debt has a prior claim. We are now in the position
where we can buy the stock of a company whose debt we cannot
buy, because the debt is not "A" rated. I'n other words, we can
take a riskier position on the investment but not a less risky
position. When we were trying to invest the Ilittle endowment
funds and we couldn't put them with our equity managers because
of the cost of doing it for small amounts, we tried to get them
into convertible bonds. But we were trapped by the "A" rated
rule. There are not many "A" rated convertible bonds because
convertible bonds are always Jlower rated than the straight debt
of a corporation. Here again, we can buythe stocks of
companies whose convertible bonds we can't buy,because of the
"A" rating requirement. The whole thing is non-sensical. It

has to go.

(Comment: "lt's pretty much piece meal type of legislation.")
Jim: Yes. It was not well thought out. Nobody tried to put
it together to see if the whole thing made sense. There are 25
sections of this in the statute--you may do this, you may not
do that, you can do this only under this condition.

Another restriction says we can only invest in commercial paper
i f it has the highest rating. But as people have pointed out.
over 85 percent of all the commercial paper sold in the U.S.
has the highest rating. So, that's not really restrictive at
a ll. What's the point of putting it in? There is none. Our
own operating standards are so high that we only invest to the
extent of 2 percent of the capital of the corporation issuing
the paper. That's our cut-off |I|imit, which is much more
restrictive than anything they have in the statutes. We might



open it up to 3 percent or 4 percent if we feel it's necessary
or desirable, but we're operating on a standard that's much
higher than anything required by the statutes.

We have, as | mentioned earlier, the 10 percent foreign
investment Ilimitation. By June 30 we'll almost be at 10
percent and we won't be able to put any more money into the
very profitable foreign area. In fact, if those markets
continue rising, we'll have to start pulling the money back.
There is also permission in the statutes to invest in gold.
And I'm requesting the removal of that. |l should report to you
(and | know there are some strong feelings on this subject)
that no other pension fund in the U.S., except for one union
fund, ever invested in gold. No endowment funds invested in
gold. No foundation funds ever invested in gold. All of them
are under the prudent man rule, and no prudent manager would
dare to do it because of the difficulty of defending it as a
prudent investment. So they didn't touch it. I'd be delighted
to remove it. And if it hadn't been in the statutes, it might
not have been purchased last time.

I haven't gone over every one of the 25 sections, but what I've
said should give you some idea of the kind of Ilimitations that
are in the statutes and why we need to remove them.

(Question by board member: "When w ill you have this ready?"™)
Jim: It's ready now. It was ready four months ago.

(Comment by board member: "You've never distributed it.")
Jim: |l have to get permission from above first.

(Question by board member: "To distribute it to wus?"™)

Jim: Yes.

M ilt: Again, I don't want to get ahead of Administration on
this. They're the ones who have to introduce it. So, until we
can convince them, there doesn't seem to be much use to have
you people pouring over rather thick documents. That's why we
are trying to outline for you what the substance of it is.
(Question by board member: "You're looking at...not this
session?")

M ilt: | suspect we're not looking at legislation this

session. Because it is over half over, and this would be a
major piece of legislation. I would Ilike to get it introduced
in this session, and that might be possible, but any action is
very unlikely.

10



(Question by board member as to whether the new commissioner of
revenue would support the changes.)

M ilt: Well, I think so once we have a chance to go over with
him the details of these things as Jim has outlined them for
you.. He is concerned that we could get a commissioner in here
who might want to ride rough shod through the less restrictive
statutes and play fast and Iloose with the funds, so that is the

reason we’ve also been considering setting up a trust company
with an independent board to be responsible for the trust and

endowment type investments. That is also on the agenda for Jim
to talk about. So | don't know if you want to cover some
further aspects of the investment legislation, if not, we might
go on and talk about that a little bit. That's the kind of
concern we're going to have to answer for the commissioner and
for the governor and the Jlegislators.

(Comment by board member: "Just in listening to the overall
tone of the proposed legislation, |l guess | heard you saying
removing Ilimitations so there would be a lot less restriction.
On the other hand, you did not speak in terms of minimums. |
guess | wunderstand having professionals manage the funds,
basically, and then also having a strategy, but | guess my
qguestion s, it becomes a very big fluid thing. Are there some
time limits?, or from a professional sense do you Ilook at it as
a five-year plan?, ten-year plan?, an investment plan that s
constantly being revised?, or is it...| guess in my mind | see
it as being very, very fluid now and it was really enacted as

law as minimums.)

Jim: You have to be fluid. I'm afraid. It's just the
unfortunate nature of the beast. It's the only way one <can
successfully manage investments. It would be nice if we were
able to forecast the next five or ten years. I don't mind
forecasting. | do it all the time, otherwise there wouldn't be
any direction to what we do. But to make a forecast for five
or ten years and really believe in it is virtually impossible.
You'd have to know exactly where the markets were going to go,
or at least have a very high order of probability, as to what
the markets would do and wouldn't do, to be able to set down a
rule for a four or five or ten year period. From my own
personal experience and, | think, the experience of almost
everybody &else in the field, it never comes out that way.
You've got to be flexible, fast on your feet, willing to
change, and as the markets change, you shift your policy to try
to continue to make money in the best media that you can find
to make some money in. And it's not always the same. There
woill be a time when the foreign area is not going to be
attractive and you're going to want to pull the money back.
There w ill be a time where domestic equities w ill not be
attractive, and they may not be for a year or two or more at a
time, and we may want to cut that back and put the money
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elsewhere. But you have to keep moving it and shifting it
because the markets don't stay static on you and rates of
return aren't locked in and what they'll do isn't locked in.
You can't be rigid facing a fluid situation. You've got to be
fluid as well to adjust to it.

(Comment by board member: "The intended Ilegislation will do
much of that.")

Jim: And | think we need it, or in the future we're not going
to have very good rates of return, not as good as they <could
be. I really think the funds should havethe best rates of
returns they can get because it's in your best interest and th
beneficiaries”’” best interest that they do so.

(Question by the actuary: "l have a saying that a lot of
people might enjoy. If you have one watch, you know what
it is. If you have two watches, you haveno idea what time
is because they are never going to be exactly the same. We're

talking about putting identical wording in PERS and TRS Alaska

Statutes?")

Jim: Yes, and also in Judicial, M ilitary, and the Endowment

funds.

(Comment by actuary: "Have you considered, perhaps, saying

that each of these funds must adhere to the standards as
of the other statute?, and then in only one place do we
down the limitations, freedoms, and responsibilities of
investment authority, and therefore only have it in one

such
put
this
place.

It would cut down the size and it would be Iless likely to be

whip-sawed by piecemeal legislation in the future that says

we're going to take a little bit away from here, and then

you're going to get into a greater nightmare.")

Jim: There is some of this really because | think you'll find

and this has been done frequently, for Public Schools it
to the pension fund criteria. And for the Mental Health
is now a dead issue, it also referred to the other crite
For the Judicial and Military, it refers to the Public

refer
., whic

ria.

Employees and Teachers statutes. So there is a lot of that

reflected already in there. I'm afraid the two were drawn up

so Teachers and Public both list their criteria, but the
all reflect on those. So that is done already.

M ilt: It might make sense though to consolidate or use
statement of investment authority and responsibility for

Teachers and Public Employees. We'll have to look at that

if there is any problem in doing that.

other

one
the

Jim: There is, because | remember during the drafting stage
they didn't quite set up. You remember the law covers the
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entire system, the Division of Benefits side of it too as well,
and they didn't quite make parallel language and structure and
even the form the statutes. So, it's a little hard to squeeze
the one under the other and that's why they are written

separately, although they're identical in substance. They are
written separately because they have to fit into the statute
differently in those two cases, which wasn't true with the

other ones.

M ilt: I think the substance of them is not different but we
would have to rewrite the entire PERS and TRS system statutes
to be able to use one set because the investment provisions of

those systems are referenced or interwoven differently into the
statutes. It's a little bit more than we care to bite off
unless somebody said yes, let's go.

(Comment by board member: "I think there are a couple of
things I would like to bring out here. I think a lot of
restrictions were put on the original statutes in the early
days of the funds when it was under a million dollars. The
first venture into the stock markets was a disaster. They lost
something like $26 m illion dollars. The legislature got us to
(inaudible) that they directed us and the governor to get out
of the stock market completely. And that was a big bust. The
second point is I think the State's purpose is s till here
because the return of the fund is a minimum B percent
return...9 percent, so that might not be in so many words but
it is certainly implied that that is what it's supposed to be.
That's what it is all built on.")

Jim: The unfortunate aspect of that, by using a rate that was
too low, and it was., is that they contributed a lot more in
earlier years than they had to. Now, that may not look too bad

at this point because Public Employees are 100 percent funded

and Teachers are getting very close to it.

(Comment by board member: "I'm saying, when (inaudible) L")
Jim: Well, there's another aspect. When you go into equities
or anything like that, you should have professionals doing it.

I'm afraid you didn't have them at that time.

(Comment by board member: "I know that.")
Jim: That's part of the problem.
(Comment by board member: "We also had teachers who were

suspicious of stocks.")
M ilt: I think the whole world is extremely... | guess you could

say the whole world has become, more financially sophisticated
about investments. Most people these days have IRAs. And

13



people are becoming a lot more knowledgeable about risks and
investments and strategies and that sort of thing. I think

that we've come to the point where it's time to shed some of
that baggage that was attached to earlier days when investing

was a mysterious practice.

(Comment by board member: "1 figured that, but | would say in
the long term there should be some restrictions somewhere along
the line just to be prudent. There's got to be some minimum
because this crew here two years ago would be a different
c.'.liw. Three years from now it could be another different

crew.")

M ilt: It is, and | think the balance that we're trying to get
is to allow that flexibility and s till retain the prudence,
relying upon the strengthening of the prudent man rule as well
as more elaboration of written investment policy, which would
be disseminated and provided in the investment policy statement
for you people. Hopefully, we would be able to move to a trust
company or independent organization with an independent board
to provide some further insulation from ©political interference
or adventurism in the world of investments. I think given the

greater knowledge that people have about investment activity

these days, the answer lies in higher standards and greater
public exposure of what is going on, and then you <can deal
responsibly with allowing your investment managers to have
flexibility. I think for the reasons Jim pointed out we're
going to have to move in that direction if the funds want to
continue to experience this superior investment performance.
We've come to a big watershed here and it's going to be tougher
to do that in the future if we have particular portions of the
playing field off limits.

Jim: We have fleshed out in great detail, it was drafted some
months ago, the details of this legislation. We have addressed
only part of the problem. We have also proposed, without going
into full detail, the formation of a state trust company, only
for government funds, not open to the public at all.

(Comment by board member: "Would the independence of this

trust company be comparable to that of the Permanent Fund

board?"™)

Jim: More so. From this standpoint, and this has not been
fleshed out in full detail, but let me try to explain it. The
trust company would be set up and then either by statute or by
requirement of statute, the commissioner of revenue would
delegate his authority for the investment of the trust funds,
that means all the pension funds and all of the endowment
funds--not the state's general funds, they're a horse of a
different color--but these trust funds which we're running for
the benefit of other parties. That those trust funds would be

14



delegated to the trust company. The board of the trust company

which would include the commissioner of revenue and a few other
entities, and would also have to have half of its members from
outside of the state--professionals in the trust business who
are accustomed to running a trust endeavor. This is to keep it
balanced, so that you don't have a politically appointed board
who can then use that board power to try to force the trust
company to do things. You want to insulate it from that. The
outside directors from outside the state should be capable and
fully qualified in this area, not as investment people bur as
custodians, trustees, and should be familiar with all the taw
on that subject, accustomed to abiding by it and knowing what
it entails. These outside trustees would also constitute the
audit committee of the board to inspect the business
constantly, to receive the reports of outside auditors to make
sure everything is wup and above board, that everything is
accounted, for, and there's no monkey business going on with the
monies, custody of securities, or anything else, to make sure
it's very honest and above board and it's outside the control
of anybody in the state playing around with the numbers or the
accounting or anything else — just to make sure it's all clean
and very honest. And that the board, the purpose of the board,
would be to make sure the place is running and serving the
purpose it's supposed to. But that the board would hire the
management under contract, and the management would be
investment management under contract so they're not under
threat of, if you don't do what | tell you, you're fired
routine. They've got to have enough independence. The board
would hire the top management, who would hire the staff, and
get them wunder contract so they would have some insularity.
I've also proposed even earlier as a possibility, some outside
professional advisors. So that you're not trapped if you have
a staff of only four or five professionals, you're not trapped
with them because upin this locality a small staff working
together tends to inbreed and they start to think and act
alike, and you don't have the outside thoughts and opinions
coming in that could say you're getting way off on a tangent.

I dil this in the bank back in Chicago when we brought in some
outside advisors. It was unbelievable at that time that a bank
trust department would bring in outsiders, not as advisors
telling us what to do, but to make sure we weren't getting off
on a limb somewhere. I would propose that within the
management, not in the board, there be some outside advisors
from outside of the state. Highly, highly qualified people who
have run billions ofdollars successfully for a long period of
time in this very field. To have them on that advisory group,

which might meet a couple of times a year to review the policy,
why it's appropriate for the current events and going forward,

and unless they thought it was way out of line, they would say
it's reasonable on that basis and go along with it. I would
propose that that be in there too. Then we could really
insulate the investment management of the funds away from an

15



awful lot of potential political appointees, legislative

pressure, or anything else being done to try to dip into the
funds or force them to do things that are unwise. So that is
part of what we're talking about. If we could also get the
trust company--first the law changes to increase the
flexibility, then the trust company, and move the funds in
there so they would be insulated from the very things we're
worried about. Those details haven't been drafted out. They

need some work on them.

M ilt: That's right. That needs to be fleshed out because
that's an integral part of balancing the greater freedom that
we do want to give to the investment managers. I don't see
anything happening this session with the legislation because,
even if we got it introduced, we're obviously talking about
major overhauls in the state's investment operations, so it's
going to take a lot explaining as to what we're proposing, and
educating people on the reasons for doing that, and what the
potential benefits are of providing more open investment

activities.

Jim: Are there any reactions to all of this?

(Comments by board member: "I surely Ilike the one emphasized
that the operation should be for the benefit of the
beneficiary. | can recall, there needs to be a reminder on it
throughout the state, we're not here to help the economy in
Anchorage or in the bush or anywhere else, because we have one
thing--a trust for the beneficiary. I like many of the other
items too. I think that is just a really important concept,

it's kind of a summation of everything.")

Jim: I know this wasn't in exhaustive detail and one of the
parts we really haven't fleshed out that much, but do | take it
there is a sense you would be supportive in this direction, to
try to get this sort of legislation, a set-up through a

separate trust company?

(Comment by board member: "I'm all for the trust arrangement
because I've always said that at the time it is transferred, at
that point they, are no longer state funds, they are employee
funds.™)

Jim: I'v e been saying the same thing, but | don't know if

anybody backs me up.

(Comment by board member: "At the point they are transferred,

they are no longer state funds.")
(Comment by board member: "I would want some Ilimitations on

the latitude of the investments. I don't mean right now, but |

do mean sometime.")
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The purpose oE this memorandum is to summarize and explain the

bases

for the Department of Revenue's investment policies, the

standards utilized in implementing the policies, and the

authorities wunder which the investment policies and investments

are made.

APPLICABILITY

This memorandum covers the following listed separately
invested funds:

State of Alaska General Investment Fund

AHFC Pledged Fund

International Airports Construction Fund

International Airports Revenue Fund
(including the Repair and Replacement Reserve
Account)

State Mortgage Insurance Fund

Public Employees Retirement Fund

Teachers Retirement Fund

Judicial Retirement Fund

Alaska National Guard and Alaska Naval Militia
Retirement Fund

Public School Fund

University of Alaska Fund

Within the General Investment Fund are the General Fund,
special revenue funds, debt service funds, capital
projects funds, enterprise funds, intra-governmental
service funds, and other funds which are commingled for
investment purposes. The International Airports Funds
are the only separately invested enterprise funds. All
trust funds are separately invested.

For separately invested funds, the income accrues to the
fund which earned it. The income of all funds in the
General Investment Fund accrues to the General Fund.

The only exceptions are the Student Loan Fund, Alaska

Clean Water Fund. Fish and Game Fund. Power Development
Revolving Loan Fund, and trust funds or accounts--the
most significant of which is the Permanent Fund Dividend
Trust Account--all of which receive their pro-rata share
of monthly General Investment Fund income, pursuant to

Attorney General’s opinions dated September 10, 1984 and
July 19, 1985. Appendix A contains a Memorandum of
Understanding between the Departments of Revenue and
Administration that provides for the crediting of
General Investment Fund income to funds or accounts
other than the General Fund.



COMMISSIONER OF REVENUE®"S AUTHORITY

The Commissioner of Revenue has the general authority to
invest all State funds, under AS 44.25.010 and AS 44 .25 . -
020(2), and has either the primary or secondary authority

to invest all monies deposited or held in the applicable
funds under the sources cited below. These authorities
are partly limited by relevant laws.

A. Sources of Authority

The source of the Commissioner's authority for each
of the applicable funds is:

1. State of Alaska General Investment Fund, under
AS 37.10.070;

2. AHFC Pledged Fund, under Section 508 of the
General Housing Mortgage Bond Resolution of the
Alaska Housing Finance Corporation;

3. International Airports Construction Fund, under
Section 3.02 of Resolution No. 68-4 of the State
Bond Committee of the State of Alaska and
AS 37.15.420;

4, International Airports Revenue Fund, under
Section 5.02 of Resolution No. 68-4 of the State
Bond Committee of the State of Alaska (the
requirement to separately invest the Repair arid
Replacement Account is specified in this Resolu-
tion) and AS 37.15.430;

5. State Mortgage Insurance Fund, wunder
AS 18.56.095;

6. Public Employees Retirement Fund, wunder
AS 39.35.110;

7. Teachers Retirement Fund, under AS 14.25.180;

8. Judicial Retirement Fund, under AS 22.25.048(c);

9. Alaska National Guard and Alaska Naval M ilitia
Retirement Fund, under AS 26.05.228(c);

10. Public School Fund, under AS 37.14.170 and
subsequent delegation by the Public School Fund
Advisory Board (see Appendix B);

11. University of Alaska Fund, under AS 14.40.400
and subsequent delegation by the Governor (see
Appendix C).



Limitations of Authority

The Commissioner's authority is Ilimited in the
various funds to specific types of investment instru-
ments. and in certain funds the maximum percentage
which can be held in some classes of investments s
also specified.

1. Permissible Investment Instruments

The instrument Ilimitations are prescribed by
Alaska Statutes for the wvarious funds as
follows:

a. General Investment Fund. AS 37.10.070 (see
Appendix D);

b. AHFC Pledged Fund (see Appendix E);

C. International Airports Funds, State Bond
Committee Resolution No. 684 (see Appendix

F);

d. State Mortgage Insurance Fund, AS 18.56.-
095(b) and AS 37.10.070¢(a), the General Fund
(see Appendix G);

e. Public Employees Retirement Fund,
AS 39.35.110;
Teachers Retirement Fund, AS 14.25.180:

Judicial Retirement Fund, AS 22.25.048(c);
Alaska National Guard and Alaska Naval
M ilitia Retirement Fund, AS 26.05.228(c);
Public School Fund, AS 37.14.170 (see
Appendix H);

f. University of Alaska Fund, AS 14.40.400

(see Appendix C).

Although not expressly stated in the statutes,
the Attorney General has ruled in an opinion

dated November 28. 1978 that the Commissioner
has authority to enter into reverse repurchase
agreements.

2. Percentage Allocations Within a Fund

Certain funds have maximum percentage alloca-
tions or dollar Iimitations for some investments
as prescribed by Alaska Statutes or the Alaska
Administrative Code. The funds are the Public
Employees Retirement and the Teachers Retire-



ment. The Judicial Retirement Fund, Alaska
National Guard and Alaska Naval Militia
Retirement Fund, and Public School Fund are
also subject to the maximums because Alaska
Statutes place them under the same investment
limitations as the retirement funds.

a. Statutes

(1) corporate stock and debt securities may
not exceed 50 percent of the fund
(AS 14.25.180(c) and AS 39.35.110¢(c));

(2) no more than 5 percent of the voting
stock of a corporat;on may be owned
(AS 14.25.180(c) and AS 39.35.110(c));

(3) foreign securities may not exceed 10
percent of the fund (AS 14.25.180-
(b)(23) and AS 39.35.110(a) (23)); and

(4) foreign time deposits may not exceed
20 percent of the fund (AS 14.25.180-
(b)(24) and AS 39.35.110(a)(24)).

b. Administrative Code
For real estate mortgage loan investments
(1) a single loan may not exceed

$1,000,000 115 AAC 114.050(e) and
15 AAC 139.050¢(e)); and

(2) loans may not exceed 20 percent of the
portfolio measured at cost at the time
of purchase of any Jloan (15 AAC 114 .-
050(f) and 15 AAC 139.050(f).

COMMISSIONER OF REVENUE'S RESPONSIBILITY
The Commissioner is solely responsible for the realized

investment results on the entirety of each of the funds,
except to the extent that statutory law by prescribing

or proscribing particular investments or allocations may
effectively prevent the Commissioner from fully discharg-
ing that responsibility.. The responsibility is amplified
and |imited by both laws and practical considerations.

A Rule of Prudence

A rule of law concerning a trustee's degree of care
in managing investments for a trustor or trust bene-
ficiary has developed over a long period of years in



U.S. jurisprudence and i'; has commo.ily been referred
to as the "prudent man rule." The rule held fiduci-
aries to a standard of care comparable to that which
a person of ordinary prudence would wuse in managing

his own investments. With regard to the Commis-
sioner's responsibility for the investment of trust
funds, the Alaska Statutes (previously <cited) have
held the Commissioner to the higher and more demand-
ing standard of care reguired of an institutional
investor managing large investments wunder a trust
relationship. The standard presumes the institution
is a sophisticated professional investor whose
knowledge and ability to evaluate alternative invest-

ments is substantially greater than that expected of
an ordinarily prudent Jlayman. Conformance with the
standard may be evidenced by comparison with funds

managed under similar, if not identical, standards.
The trust funds covered by the statutes are the

Public Employees Retirement Fund, the Teachers
Retirement Fund, the Judicial Retirement Fund, the
Alaska National Guard and Alaska Naval M ilitia
Retirement Fund, and the Public School Fund. The
statutes do not apply the "prudent institutional

investor standard to the University of Alaska Fund,

but the 1963 Opinion No. 13 of the Attorney General

held that the "prudent man rule is the proper rule
for guiding the investment of that fund and the

Governor's delegation to the Commissioner (see

Appendix C) imposed the "prudent institutional
investor™ as the applicable standard. The statutes
do not impose either the "prudent man rule™ or the
"prudent institutional investor" rule on the
Commissioner in investing the monies of the
International Airports Revenue Fund or the State
Mortgage Insurance Fund. The General Investment
Fund, which is not in itself a trust fund, although
it may include some commingled trusts, is also
required by AS 37.10.070(b) to be invested wunder the
"prudent institutional investor™ rule, even though

that would not be required necessarily under
prevalent trust law. There are no statutory
standards for the AHFC Pledged Fund or the
International Airports Construction Fund.

Fiduciary Law

The extant body of fiduciary laws in U.S. jurispru-
dence (one of which is the "prudent man rule™) impose
additional criteria on the actions of investment
managers of funds held in trust. The primary focus
of the laws is to require the trustee to act inde-
pendently and only in the best objective interests



of the beneficiaries of the tcust, ignoring all
considerations relating to the interests of others

or the trustee's own self-interest, and avoiding all
self-dealing and all conflicts of interest between
the trustee and either the trustor or the trust bene-
ficiaries. Similar obligations have been imposed by
numerous federal and state laws (Securities and
Exchange Commission. Investment Advisors Act, banking
trust laws, etc.) and by professional self-regulatory
bodies (Financial Analysts Federation, National

Association of Securities Dealers, and others).
These requirements are directly applicable to all
but four of the eleven funds <covered by this

memorandum. The Commissioner and the staff of the
Revenue department involved in the process of
investment policy or investment selection decisions,
or implementing, recording, or administering those
decisions, are held accountable for compliance with
the substance of the relevant laws. There is a
significant risk that the statutory limitations on

investment instruments and on allocations may be in
conflict from time to time with the Commissioner's

duties wunder the "prudent institutional investor™
rule and the other fiduciary standards, to the
extent that the Ilimitations prevent investments that

would be considered prudent.
Practical Considerations

The Commissioner's general responsibility is also
partly constrained by a number of practical consider-
ations

1. Nature of the Funds

The size of the funds and their purposes can act
to exclude or include various investments as
part of a particular fund's portfolio.

2. Personnel

The number of qualified staff members affects
the amount of time which can be expended in
managing the investments of the funds.

3. Data

The adequacy of the content and the timeliness
of the financial information available, whether
internal or external, can also act to limit or
extend the investment opportunities.



4. Budgets

Budgetary constraints can lim it both the person-
nel and data requirements available to the
Commissioner.

5. Administration

Required administrative procedures can act to
impede some investment activity, which may obvi-
ate some opportunities and Ilimit the investment
results.

Personnel Standards

The Commissioner depends on the staff of the Treasury
Division of the Department of Revenue in fulfilling
the investment responsibility. In order to assure
their compliance with the appropriate standards of
conduct, the following requirements have been
established:

1. Treasury Staff
All employees of the Treasury Division are
required, as a condition of employment, to

acknowledge and abide by the rules of conduct
contained in the statement attached hereto as

Appendix |,

In addition, all Treasury staff are subject to

AS 39.52, the Alaska Executive Branch Ethics

Act.

2. Treasury O fficers

a. All officers of the Treasury Division are
additionally required to conform to the
applicable substantive provisions of "The
Code of Ethics and the Standards of Profes-
sional Conduct™ of the Financial Analysts
Federation, attached hereto as Appendix J,

with the exception of Part VI (c) which is
superseded by the more restrictive AS 39.52-
170(a) which prohibits any outside employ-

ment or service that is incompatible or in
conflict with official duties.

b. In order to better ensure professional
levels of knowledge, ability, and
experience investment officers involved in

marketable securities are required to be
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or Chartered Financial Analysts.

INVESTMENT OBJECTIVE

general objective of all financial investments s

increase the amount of monies available for some

applicable to a certain fund depend primarily upon the

nature of

the fund. Derived from the general objective

are a number of important considerations which are
involved both in determining specific objectives and in
developing specific investment policies.

A

The Amount of Monies

over some span of time." The specific objectives

The amount of monies concerned in a particular fund's

objective or policy may represent only the principal

of th

e fund, or its income if it has not been dis -

tributed, or they may represent some combination of

both

principal and income- =either separately or

combined.

Incre

asing the Amount

Capital Preservation
Whether the concern is for the principal or the
income, or some combination of them, increasing

the amount of monies wusually reguires that at

least the capital of the fund (principal contri-
butions) w ill not be reduced. Funds whose
capital is supposed to be consumed are, of
course, an exception. This objective of

preserving the capital relates to the following
investment characteristics which are important

in determining investment policy:

a. Credit Risk
Credit risk involves the investment issuer’s
willingness and ability to pay the income
and principal of a fixed amount obligation
as it becomes due and payable. Credit risks

vary greatly from issuer to issuer and
usually reflect the relative <certainty of
the issuer's ability to pay. Low credit
risks imply a high degree of certainty that

the obligations will be paid in full and on
time. High credit risks for classes of

investment or individual investment selec-
tions are accommodated in investment policy



by diversifying those investments among
enough different issuers to reduce the

fund's exposure to any single issuer?’s
default, by holding marketable issues which
can be sold if the issuer's credit risk
rises substantially, and by continuing staff
surveillance of the issuer's ability to pay.
Residual Risk

Equity investments are not fixed amount
obligations. They are percentage ownerships

of net income (after taxes) and the residue
of assets remaining after retirement of all
outstanding Jliabilitie s . The risk on equity
investments is related to the future profit-

ability of an enterprise and/or to its
current or future Jliguidation value.
Equities are uswually diversified in order

to reduce the fund's exposure.
Exchange Rate Risk
Exchange rate risk involves the fluctuations

in the relative exchange rates between
foreign currencies and the U.S. dollar and

they are only involved when investments
payable or valued in foreign currencies are
held in a domestic portfolio. Exchange
rates vary daily and reflect a number of
factors. In the long run they are primarily
determined by relative measures of economic
productivity and prices, and trade and
financial flows among countries. The risk
to a fund is reduced by Ilimiting the per-
centage exposure to the exchange rate, by
diversifying the holdings among several
foreign currencies, or by hedging the
currency positions in the futures markets.

Market Risk

Market risk involves the market's valuation
of an investment when it is voluntarily or
involuntarily liquidated by the holder

before its scheduled maturity date (in the

case of fixed amount obligations) or at any
time (in the case of equities). The valua-
tion for a fixed amount obligation will
reflect the market's perception of the
credit risk (and exchange rate risk, if
appropriate), the remaining time before



maturity of the issue, the fixed rate of
pay on the issue, and the then current
interest rate at which similar obligations
are being purchased (sometimes referred to
as the interest cate level risk). The
valuation for an equity obligation will
reflect the market's perception of the

current and future profitability of the
enterprise, the annual rate of income
remittance (dividends), the Iliguidation
value of the enterprise, the future expected
price for the equity, the exchange rate risk
when appropriate, and its probable return
relative to alternative investments.

Because market valuations change daily and

only reflect the market's perceptions, they
do not necessarily reflect the true relative
value of alternative investments, nor do
they reflect the historical returns for
held investments, but they do reflect the

probable price at which investments can be
bought or sold at that time. Because
investments are made to achieve realized
returns rather than transitory perceived
returns, the market valuation is not
particularly relevant to held investments
if they are not going to be imminently
liguidated, but it is important in making
new investments because it affects the
probable returns that can be made on them
in the future.

Returns on Investments

The return on an investment is not definite
until the investment is terminated. The return
is the difference in the amount of monies
received from an investment as compared to the

amount of monies invested in it. Returns may
be divided into principal returns, or income
returns, or some combination of income and
principal returns, depending on the nature of
the funds, the purpose of the investment, legal
requirements, and accounting conventions.

Investments are made based upon an expected
level of return over a future time period.
Calculating an imputed return based on the
market valuation of a held investment which s
not going to be imminently Iliquidated is not
necessarily meaningful because it reflects
neither the expected return basis on which the
investment was made nor the return which w ill
be realized when the investment is terminated.

10



The rate-of-return on investments is a compara-

tive measure of annual returns among alternative
investments. It is the percentage rate which
mathematically represents the amount of annual
increase or decrease in monies as compared to
the amount invested. It is always stated as an
annual rate regardless of whether the time
period is a fraction of a year or a multiple
number of years. Rates-of-return may reflect
only income, or principal, or a combination of
income and principal, and they may be expecta-
tional, imputed, or realized. They are wused in

investment management as a basis for reallocat-
ing the relative percentages of classes of
investments in a fund and as a basis for select-
ing particular investments from among many

alternatives. They are also wused on an imputed
or realized basis to compare the relative per-
formances of various investments or classes of
investments within a fund or among funds. The

usual objective of portfolio management is to
achieve a relatively high rate-of-return over a
time period appropriate to the nature of the
fund.

Rvailability

Availability is a restriction on the general objec-
tive. Increasing the amount of monies is useless if
the monies are not available when they are needed for
the purposes of the fund. The amount and timing of
the need for monies depends mostly on the nature of
the fund and varies greatly among funds. Known
amounts at known times can be readily accommodated
by either specific maturities or Jliqguidations of
unmatured or non-maturing issues. Unknown amounts

or unexpected timing can only be accommodated by
liguidations. Liquidating investments means selling
them at the going market price to another investor.

The ability to liguidate an investment w ill depend
on its marketability. Securities in which ongoing
secondary markets are maintained are readily market-
able, and those rated as having either low credit or
residual risks are highly marketable. Securities

which do not have ongoing secondary markets and
privately-placed non-security investments have either

a very low degree of marketability or none at all.
Marketability is also affected by the amount of the
investment. Secondary markets presume <certain ranges
of amounts. Liquidating investments which are sub-
stantially larger or smaller than those ranges w ill



reduce both the marketability and the price. The

ability of investment management to terminate some

investments, procure others, realize returns, reallo -

cate the fund's investments, and achieve high rates -

of-return would be severely reduced if a fund was

substantially invested in unmarketable investments.
D. For Some Purpose Over Some Span of Time

Both the purposes which are to be served and time

over which they are to be served will vary greatly
depending on the nature of the funds. Endowment
type funds with a perpetual Ilifetime and no per-
missible withdrawals of principal are substantially
different in purpose and time span than funds whose
principal is committed to consumption within a near
term period. The purpose and the time span are
crucial factors in establishing the specific
investment objectives and policies for a particular
fund. They act to amplify or lim it the <classes of
investments which can be considered and affect all
of the characteristics previously mentioned, i.e .,
credit risk, residual ris k., market risk, rates-of-
return, and marketability.

THE NATURE OF INVESTMENT POLICIES

The strategic plan for achieving a particular fund's
investment objectives is the fund's general investment
policy. It is primarily concerned with the relative
allocation of the classes of investments within the fund,
but it can also be concerned with the structure or

selections within a class of investments. Within the
limits imposed by the nature of the fund, its investment
objectives, and the constraints imposed by laws and
practical considerations, the investment policy is

designed to achieve a relatively high probable rate-of-
return on the fund over some future time period.

Although the imposed Ilimits and constraints may be fairly
static for long periods of time, the financial markets
in which returns are realized are very dynamic. No
matter how suitable and productive an investment policy
may be at any point in time, subsequent changes in the
financial markets can rapidly invalidate it. Conse-
quently, investment policies have to be sufficiently
flexible to quickly adapt to the dynamics of the market-
place if the desired rates-of-return rfe going to be
achieved. The process of keeping the policies attuned

to the probable future markets involves continuing
reappraisals.

12



VI.

Investment policies are comprehensive derived strategies
which represent evaluations of all of the significant
factors utilized in selecting and managing investments.
The most important of these factors is the probable
rates-of-return which may be earned on particular invest-
ments between now and a future date. Those probabilities
together with their relative degree of certainty and the
risks associated with those investments are the essential
considerations involved in determining the allocation of
the fund among the potential classes of investments. The
allocations are balanced within the policy with the
intention of maximizing the fund's probable forward rate-
of-return without permitting its probable risks to rise
to an unacceptable level. Because investment policies
are based on expected future events, their effectiveness
in achieving the objectives can only be ascertained on
an after-the-fact basis.

THE FUNDS AND THEIR INVESTMENT POLICIES

The application of the general investment objective to
specific funds or types of funds results in the develop-
ment of specific investment policies for each fund. A
summary of the nature of each fund and its investment
policy follows:

A. The General Investment Fund
This does not include the unmarketable loans made
under former State programs- all but one of which are
no longer active.

1. Nature

The General Investment Fund is a reservoir
which holds State revenues until they are

disbursed. It contains five broad categories
of monies:
a. revenues which will only temporarily be in

the fund because they ace subject to immi-
nent disbursement in order to satisfy oper-
ating budget expenses;

b. revenue receipts in excess of appropri-
ations, which are usually in the fund for
less than a year because they are subse-
guently appropriated and disbursed;

c. revenues appropriated for capital budget
projects, which may be in the fund for
several years as monies are disbursed on an
as needed basis;

13



d. past revenues not appropriated for specific
expenditures but held in reserve for emer-
gency purposes, e.g. budget reserve fund;

e. special revenue, reserve, operating, and
trust funds which are commingled in the
General Investment Fund but are s parately
accountable. These monies have mixed
characteristics, are usually continuing in
duration, and are a small percentage of the
total fund.

The purpose of the fund is to combine these
money flows into a pool where disparate inflows
and outflows will frequently be offsetting and,
consequently, the more stable pool will be more
readily investible. The reduction through the
use of a pool of the number of accounts which
need to be invested also increases the size of
the investments, reduces the number of invest-
ments, and minimizes the transaction and person-
nel costs. The fund is invested with the intent
of earning income on the principal monies until
the time of their disbursement. The income
earnings constitute an additional source of
revenues which are available for appropriation.

Policy

Because the principal of the fund has been
appropriated and any realized losses would lead
to curtailment of intended expenditures, preser-
vation of principal is the most important deter-
minant of investment policy. Because the
expenditures are frequently large and their
exact dates of disbursement are unknown, the
policy has to allow for very high ligquidity.
Because the $1 billion to $2 billion size of the
fund is very large, investments have to be
limited to classes of investments which have
secondary markets that can readily accommodate
large holdings. Because the projected income
from the investments is also appropriated before
it is received, the projected income for any
fiscal year should be relatively stable and
certain. These characteristics denote an
investment policy which avoids residual risks,
has low credit and market risks, avoids sub-
stantial exchange risks, concentrates on large
yet very marketable issues, and seeks to achieve
a relatively high but non-volatile investment
return within a fiscal year.

14



G.

AHFC

The current investment policy limits the invest-
ment selections to non-cesidual, fixed amount
obligations. The vast majority of holdings
consist of U.S. Treasury issues, which have the
lowest credit risks, the highest marketability,
and the best secondary markets for large
holdings. The remaining holdings consist of
short-term commercial or bank paper issues which
have exceptionally low credit risks although
they yield more income than U.S. Treasuries.
The daily volatility in fund balances is handled
through overnight repurchase agreements with the
limited number of prime dealers with whom the
Treasury Division has binding written agree-
ments. The repurchase agreements have almost
no risk because they are fully collateralized
by delivered U.S. Treasury securities. The
maturity structure of the fund is designed to
provide cash through maturities at the probable
dates it will be needed. The estimating of
probable cash outflows is a continuing process
and the maturity structure is constantly being
altered to match the probable outflows. The
particular investment selections and the
maturity structure are also designed to
maximize the income flow and, consequently, the
current structure of interest rates and the
future expected structure of those rates are
important determinants of investment selections
and maturity structure. In order to keep the
income relatively certain, issues are usually
held to their maturity date, unless the
maturity schedule needs to be restructured.
Currently, about 62 percent of the fund is
scheduled to mature within the following 12
months and the remainder within three years.

Pledged Fund
Nature

The monies held in this fund are State funds
which were required under the terms of an out-
standing AHFC bond issue. The amount required
depends upon standards and certifications stated
in the bond indenture and any excess can be
withdrawn on November 30 of each year. Excess
amounts have been withdrawn each year so the
monies currently held are less than $10 million.
The indenture restricts the investment maturi-
ties to six months or less and limits the
choices to the instruments noted in Appendix D.
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Policy

The stringent maturity and instrument limi-
tations leave little room for discretionary
policy. Preservation of principal is the most
important characteristic and it is being served
by keeping the fund invested in U.S. Treasury
obligations. The maturity restriction avoids
any market risk. The current investment policy
is to purchase issues maturing on either the
indenture's semi-annual interest pay dates of
May 30 and November 30 or the nearest practical
date preceding those days.

C. International Airports Construction Fund

1.

Nature

The construction fund holds the proceeds of
construction bonds as well as monies appropri-
ated for the same purposes. The monies are
withdrawn as needed to repay contractors for
construction expenses. Consequently, it is a
declining fund which eventually pays out all of
its principal and income.

Policy

The objective of the investment policy is to
maximize the return on the monies while they are
held in the fund without risking the principal
or the presumed interest income. The investment
restrictions (Appendix E) virtually eliminate
credit risks, and market risks are minimized by
attempting to match the schedule of maturities
to the timing and amounts of anticipated with-
drawals. The schedules of withdrawals are
estimated by the architects or engineers
involved in the projects. Section 3.03(c) of
State Bond Committee Resolution No. 68-4
restricts maturities to no more than six months
after the estimated dates on which the monies
will be needed.

D. International Airports Revenue Fund

1.

Nature

The Revenue Fund receives all of the revenues
from the ongoing operations of the international
airports. The monies are utilized to pay the
continuing expenses of airport operations and
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E.

State

the principal and interest payments on outstand-
ing airport revenue bonds. Although the bond
payments are known amounts which are scheduled
for the life of the issues, the revenue receipts
and other expenditures are erratic in timing
and highly variable in amount. Investment
earnings are retained by the fund as an
additional revenue.

Policy

The irregular, unforecasted cash flows out of
the fund impose high liquidity and low risk
requirements on its investments. These charac-
teristics are met by investing solely in U.S,.
Treasury or money market issues due within no
more than one year. The short maturities ensure
minimal market risks, the issuers have very low
credit risks, and the high marketability assures
the availability of monies even if there are
unexpected outflows. The separately invested
Repair and Replacement Reserve Account,
required under the terms of a bond indenture
and subject to Section 5.04 of Resolution No.
68.4 of the State Bond Committee, is less
subject to erratic flows and therefore may use
maturities of up to five years duration. These
stringent requirements effectively preclude
maximizing the return on the investments. If
reliable forecasts of probable cash flows were
available, maturities might be lengthened and
timed to take advantage of changing interest
cate levels so a higher rate-of-return could be
earned.

Mortgage Insurance (Trust) Fund
Nature

The monies in this fund constitute a State
insurance reserve supporting holders of AHFC
Insured Mortgage Bonds. The amounts required

to be held in the fund are specified in AS 18.-
56.095. Monies may be withdrawn from the funds
as needed to effectuate the mortgage insurance
programs, and the fund may receive monies from
either special mortgage loan commitment fees or
special mortgage loan defaults which were
charged against the fund or appropriations by
the legislature to meet the fund's size require-
ments. The fund has an unknown duration, it may
vary in size perpetually, or it may decline to
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zero at some future date when all Insured Mort-
gage Bonds are retired.

2. Policy

Fund investments have to have the character-
istics of safety of principal from credit risks
because the monies are an insuring guarantee and
of high marketability because money may be with-
drawn at any time. These characteristics are
served under the Mortgage Insurance Agreement
of December 6. 1975 between the State and AHFC
which limited the investments to highly market-
able and low credit risk U.S. Treasury or money
market investments (see Appendix F). Subject

to that restriction, the Commissioner of Revenue
delegated investment management of the fund to
the National Bank of Alaska under the terms of
a Custody and Investment Agreement dated

July 30. 1976.

Retirement (Trust) Funds

This comprises the Public Employees Retirement Fund,
the Teachers Retirement Fund, the Judicial Retire-
ment Fund, and the Alaska National Guard and Alaska
Naval Militia Retirement Fund, which are separately
accounted and invested. Their natures are
sufficiently similar to give them the same general
investment policy. However, the two minor funds,
the Judicial and the Alaska National Guard and
Alaska Naval Militia, are too small to directly
participate in equity and cectain fixed amount
investments. The Treasury Division has established
a pooled account for domestic common stock
investments of all the retirement and endowment
funds to make participation by the minor funds
practical. In the future, the Division may
establish additional pools for other types of
investments.

1. Nature

The retirement plans are defined benefit plans
whose payment amounts for each enrolled employee
are determined by their length of employment and
their salary levels. They are joint contribu-
tory plans under which both the employee and the
employer are required to make continuing contri-
butions, with the exception of the Alaska
National Guard and Alaska Naval Militia plan
which is funded solely by employer contribu-
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tions. According to law, the benefits payable
under the retirement plans are contractual,
deferred compensation arrangements which must
be honored by the employers, who are
Constitutionally prohibited from diminishing or
impairing the accrued benefits. The employers
are the effective guarantors of the benefits
and they assume all of the financial risks
concerning the adequacy of the contributions
and the returns on the investments. Employees
have a legal right to benefits immediately upon
enrollment in the system, although their right
to the employer's contributions is dependent on
certain vesting requirements such as a minimum
term of employment and the status of that
employment (full-time, part-time, temporary,
etc.). The plans are considered as being
perpetual in nature because they apply to both
current and future employees and the employers
have the characteristics of perpetual existence.

The funds' invested assets are impounded monies
dedicated to the payment of future benefits and
are not subject to reversion to or use by the
contributors, except when paid to beneficiaries
under the terms of the plans. They are fiduci-
ary trusts whose monies are held and invested
only for the benefit of current and future
retirees.

The investments represent the accumulated excess
of contributions and realized income over bene-
fits paid during the years since the plans'
inceptions. The amount of additional monies
contributed each year by the employees and
employers are determined by consulting

actuaries and are based on the expected future
payments to current and future retirees, the
amounts of the funds, and the expected future
returns on investments. In order to determine
the amounts of the funds, the actuaries annually
value the funds' investments by utilizing a
three year moving average of the ratios of total
actuarial value to total book value, where
total actuarial value is composed of market
values for equities and book values for fixed
amount obligations. This methodology decreases
the annual volatility of both the valuations
and the resultant levels of contributions. The
actuarial method being utilized--projected unit
credit method- requires contributions in the
early years that exceed the accrual of benefits.



Cash inflows into the funds substantially exceed
the current amounts of benefits payments and
that condition is expected to continue for many
years into the future. The net inflow is a
typical situation for retirement plans who have
a relatively low percentage of retired members.
This is illustrated by the following statistics
concerning the two major plans:

Public Mean of U.S.

Employees Teachers Public
Retirement Retirement Pension,,,.
System _System Funds (2)

Average Age of

Active Members 39.21 40.48 40.9

Average Years of

Credited Service 5.96 9.81 11.6

% of Total

Members Retired 14 4% 19 .2% 29 . 3%

% of Activ'

Members Vested 44 . 6% 48.0% 47.7%

Period in Years

to Amortize Unfunded

Accrued Benefits 25 25 30.1

% of Pension

Obligation Funded 102.0% 93.2% 72.4%

Excess of Actuar-

ial Interest Rate 2.8% 13) 2;8% (3) 1.8%

Assumption Over estimate estimate

Salary Increase

Assumption

(1)
(2)
(3)

"Actuarial Valuation as of June 30, 1986," William
M. Mercer-Meidinger. Inc.

"Public Pension Funds 1987," Greenwich Research
Associates, Greenwich, Connecticut

2.5%

for the first five years of an employee's

service and 3.5% per year thereafter.

2.

Policy

The most important characteristic of the funds
for investment policy purposes is their
perpetual nature and the long number of years
before they will encounter any net outflows
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(probably 15 to 20 years). The long time span
accommodates investments which should enjoy
higher returns over the long-run, although they
may be slow to materialize, or be erratic in
the short-run. and it allows greater use of
investments which may have substantial market
valuation risks. This characteristic expands
the universe of investment possibilities and
increases the potential for achieving higher
returns on the investments.

The primary objective of the investment policy
is to maximize the returns on the funds' total
investments over a long time span without
undertaking an unreasonable degree of risk of
reducing the principal of the funds or of
realizing the lower returns which would
necessitate raising the contribution levels.
Higher investment returns over the years mean a
larger fund, and a larger fund size relative to
a retirement system's liability for future
benefit payments is the beneficiaries' best
security that the pensions will be paid when
they are due. Returns which average higher
than the actuarially assumed returns (currently
9 percent for the two major retirement plans)
can lead to either increases in pension
benefits or decreases in the amounts of annual
contributions. The time span over which the
objective seeks to maximize returns is highly
variable but usually falls in the range of
between three to eight years. The time span
cannot be precise because both the separate
investment markets and the economy experience
independent fluctuations in price and
performance. Economic cycles usually range
between three to six years, stock market cycles
from two to four years, interest rate cycles
from three to seven years, exchange rate cycles
from four to eight years, and real estate
cycles from four to ten years. Investment
risks are related to the entire portfolio of a
fund's investments rather than to the classes
of investments which are components of the
portfolio. All investments bear some degree
of risk and the risks vary not only with the
class of an investment and the stage of its
related cycle but with the alternative invest-
ments within each class. Investments having
higher expected future returns usually contain
a greater risk of disappointment (lower returns)
than those expected to have lower future
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returns. The reasonableness of risk for a
fund's investment portfolio is a judgment
concerning the greater probability of achieving
the expected higher future returns than the
probability of realizing lower than average
future returns.

Because investment markets are constantly
fluctuating, the ratio of prcbable rewards
(higher returns) to probable risks (lower
returns) for an investment, or class of invest-
ments, or a fund is also constantly changing.

In order to achieve the primary objective of the
retirement funds, the funds' investments need
to be continuously reallocated between classes
of investments and among individual investments.
The reallocating requires continuous reevalu-
ations of the probable levels of future markets
as compared to the levels of current markets.
Consequently, the investment policy is the
result of a dynamic and continuing evaluation
process, rather than a static allocation of
assets which ignores the changing markets and
focuses on the past rather than the future.

The general investment policy of the two major
retirement funds consists of ranges of alloca-
tions by investment classes. The ranges
provide the flexibility needed to continually
adapt the allocations to changing markets and
expectations. The current range for equity
investments runs from a low of 25 percent of
the funds to a high of 50 percent, and the
current level is about 40 percent. The longer
term strategy of holding substantial percentages
in equities reflects the probability that
equities will continue to earn the highest
relative returns on a long term basis, a
condition which has been true for longer term
periods in the past. Large public pension
funds were recently holding about 44 percent in
equities and corporate pension funds were
holding about 60 percent in equities (the
higher returns which corporate pension funds
have historically earned have been basically
due to their higher percentages of equities).
Within the equity area, common stock invest-
ments may range from 21 percent to 46 percent
of the funds (domestic commons at 17 percent to
42 percent and international commons at 4
percent to 10 percent). All common stock
investments are being managed under discre-
tionary contracts by external managers who were
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competitively selected primarily on the basis
of their investment performance. In order to
limit the residual risk exposure of the
retirement funds, the contracts require
adequate diversification of holdings and
prevent substantial investments in smaller,
less seasoned business corporations.

Real estate equities may range from 4 percent
to 10 percent of the fund but the variance is
less susceptible to short-term changes because
of the long lead time needed to increase real
estate equity investments and to realize the
returns on those investments. Real estate
equities are also managed by external managers.
Although gold bullion investments are statu-
torily permissible, they are rarely, if ever,
considered as reasonable investments by profes-
sional managers. The supply and demand factors
which determine the price of gold are highly
variable, essentially speculative, and are not
usually susceptible to reasonable analysis or
reliable forecasting. Consequently, the market
risks are too great for gold to be considered
as a component of the current policy.

The current range for fixed amount investments
runs from a low of 50 percent of the funds to a
high of 75 percent and is the complement of the
equity investment range. The percent currently
held in fixed amount investments is about 60
percent. The higher income yields available
from fixed investments has given greater
stability and certainty to the portfolios'
annual returns and has helped avoid unnecessary
volatility in the annual contribution rates.
The current income yield of 10.10 percent on
the fixed portion of the two major funds helps
assure that even if the equity percentage is
maximized the overall portfolio income yields
will still meet the actuarial assumption for
those funds of 9 percent per annum. The
heavier reliance on fixed investments also
reduces the overall return risks of the
investment portfolios because the credit risks
are substantially less than the residual risks
of the equities. Within the fixed amount area,
mortgage investments may range from a low of 2
percent of the funds to a high of 10 percent.
Although the mortgage holdings usually are the
highest income yielding segment of the fixed
investments, they are essentially unmarketable
and thereby limit the ability to reallocate the
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portfolio holdings toward maximizing future
returns. The current amount of 8 percent in
mortgages is expected to decline toward the
lower end of its range over the next several
years. The remainder of the fixed amount area
consists of fixed income securities which
usually range from a low of 40 percent of the
funds to a high of 73 percent. The securities
include U.S. Treasury bonds, foreign government
bonds, corporate bonds, and short-term money
market issues. Bond investment management is
aimed at maximizing income yields over interest
rate cycles by lengthening maturities at high
interest rate peaks and shortening them at low
interest rate troughs. Because the corporate
bonds and money market issues may entail
significant credit risks, they are diversified
to reduce the risk of default by any single
issuer. The high marketability of the bonds
facilitates limiting market risks by changing
either the selections or the maturities.
Alternatively, the market risks can be offset
by hedging the holdings through the financial
futures markets.

Public School (Endowment Trust) Fund

The Public School Fund is an endowment trust fund,
separately accounted and invested.

1.

Nature

The principal of endowment trust funds,
including all subsequent principal contributions
and principal gains, is retained in perpetuity
in the funds, but the earned income is used for
the purposes for which the trusts were estab-
lished. The total retention of principal is a
firmly established requirement of fiduciary law
aimed at assuring perpetual income benefits by
preventing diminution of the corpus of the
trust. Additional principal contributions to
the Public School Fund are made from State
mineral revenues as compensation for land grant
properties expropriated by the State. The
total amount of compensation has not as yet

been determined, but it will be a limited
amount and at some future date additional
contributions will cease. Income from the
Public School Fund is used only for financing
public education programs. Income earned on

the principal of the fund is set aside in



income subaccounts and reinvestec £ ding
appropriation by the legislature a U subsequent
expenditure. In conformance with fiduciary
principles, the distinction between principal
and income is strictly maintained through
accrual accounting with amortization of bond
premiums and discounts on a constant yield-to-
maturity basis in order to prevent unwarranted
conversions of principal to income or income to
principal.

Policy

The most important characteristic of the fund
for investment policy purposes is its perpetual
nature and the restriction that its principal
can never be expended. As in the case of the
retirement funds, this expands the universe of
investment possibilities and increases the
potential for achieving higher returns on the
investments over the long run. The primary
objective of investment policy should be to
continuously increase the principal of the fund
without severely reducing the current income
flow available for me purposes of the trust.
It is the typical objective of other endowment
funds in the nation. The larger corpus over
time leads to larger income flows, which in
turn permit increased support of the activities
for which the endowment was established. | f
the corpus were not to grow after the original
contributions cease, the annual dollar income
flows would be limited to the prevailing range
of interest rates and would not be able to
assist in financing any expansion of the
activities or any increasing costs of the
activities. The need for continuing growth of
the principal of the fund in order to increase
the available income is evident from the fact
that the current income from the Public School
Fund constitutes only about 1 percent of the
total annual appropriations for public school
programs.

Although the Public School Fund can invest as
broadly as the retirement funds, until recent
years it has been too small to effectively use
the equity markets at reasonable transaction

costs and the Commissioner of Revenue did not
have the necessary discretionary authority.

With the delegation of the authority from the
Public School Fund Advisory board, required by
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AS 37.14.170(a) arid granted in September 1986
(see Appendix B), domestic common stock
investments were initiated for the fund.
Currently, the fund holds about 30 percent of
its assets in common stocks and the remainder
in straight corporate or federal government
debt issues. The percentage held in eguities
will rise toward the retirement fund levels as
opportunities develop in the eguity markets.
The corporate debt is diversified to reduce the
exposure to credit risks and the debt
maturities are structured to maximize interest
income over interest rate cycles. Liguidity
and market risks are not important elements of
the policy, except to the extent necessary to
preserve the ability to reallocate the
investments within the funds. The fund's
investment policy has been to maximize the
realized return on the investments over a 10 to
20 year time span. Reduction of the perpetual
life of the fund to a shorter time horizon is a
practical necessity of the investment decision
process.

Under the discretionary authority delegated to
the Commissioner, the investment policy will
shift to a predominant reliance upon equity
issues. Educational endowment funds in the
nation typically hold about two-thirds of their
assets in equities. Because of the 50 percent
statutory limitation on corporate obligations
the policy range for equities is 30 percent to
50 percent. The equities currently are
confined to domestic common stocks, through the
consolidated investment pool which also
includes the retirement funds' domestic common
stock investments. When the fund grows larger,
or when suitable pooled accounts are
established by the Treasury Division, it may
include real estate or international equities
in its portfolio. This policy seeks to
maximize the future income of the fund by
increasing the principal of the trust. The
greater potential exposure to residual risks is
ameliorated through adequate diversification.

University of Alaska (Endowment Trust) Fund

is a land grant endowment trust created by Acts

of Congress dated January 21, 1929 and February 28,
1891 and amended by subsequent Acts dated September

1966 and March 4. 1915 in which lands were
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donated to the University of Alaska (as beneficiary)
for the support of the Agricultural College and the
School of Mines. The trust fund holds revenues from
the use of the granted lands, proceeds from the sale
of those lands, and any monetary gifts, bequests, or
endowments made to the University of Alaska for the
same purposes as the land grant.

1. Nature

The trust is a typical university endowment
fund and has the same perpetual preservation of
principal nature as the Public School Fund.
The principal contributions to the trust are
erratic in timing and amount, and they do not
flow from legislated appropriations. Income is
used by the University for the Agricultural
College and the School of Mines. As in the
case of the other endowment trusts, the
distinction between principal and income is
strictly maintained through appropriate
accounting procedures.

2. Policy

The investment policy for this fund should be
the same as the policy for the other endowment
trust fund (IV.G.2) and for the same reasons.
Unfortunately, such a policy would not be
legal. Although the nature and purpose of the
trust fund would most appropriately be served
through equity investments, AS 14.40.400(b)
restricts the fund's investments to interest-
bearing securities. Opinion No. 13 (1963) of
the Attorney General says "The prudent man rule
is the proper rule for guiding the Commissioner
of Revenue in the investment of the University's
fund"” and "In investing the endowment funds of
the University of Alaska, the Commissioner of
Revenue can obtain some guidance through
observing the type of investments made through-
out the United States by those responsible for
the investment of university endowment funds.”
Since the time of that opinion, the prudent man
rule has been upgraded to the prudent insti-
tutional investor rule through subsequent
statutes affecting almost all funds. Because
the nature or purpose of the trust, the prudent
institutional investor rule, and the investment
allocations of other university endowment funds
are in conflict with the statutory limitation,
it is strongly recommended that AS 14.40.400(b)
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VIl.

be repealed in Cavor ot a new requirement
l[imiting investments to the prudent
institutional investor rule.

Within the constraints imposed by the interest-
bearing statutory limitation, the fund's invest-
ment policy has been to maximize the income flow
from the investments over one or more interest
rate cycles. The fund now holds all of its
assets in straight corporate or federal
government debt issues.

If the interest-beating limitation was removed,
the new investment policy would move in the
direction of heavier reliance on equity invest-
ments--as in the other endowment trust--in
order to maximize the future income of the fund
by increasing the principal of the trust.

ADMINISTRATION OF INVESTMENT POLICY

As noted under the nature of investment policies (V,
preceding), the strategic policies are comprehensive
derived evaluations of all of the significant factors
which may affect investment prices and yields over some
future time period. Many of the factors involved have
been specified in the foregoing presentation. The
development and execution of dynamic investment policies
aimed at achieving the investment objectives in a
constantly changing marketplace requires continuing
re-evaluations by the professional investment analysts
and managers who are investment officers in the Treasury
Division.

A. Development

Development of suitable investment policies for the
various funds is primarily the ongoing responsibility
of the professional staff of the Treasury Division.
It requires review of large amounts of complex data
concerning probable cash inflows and outflows from
the funds, actuarial extensions, domestic and inter-
national economic developments and financial flows,
industry and company financial studies, financial
market pricings, and statutory, regulatory and Lax
law changes. The staff collects, organizes,
analyzes, and evaluates the data in order to forecast
the probable future movements of investment prices.
The forecasts are revised as necessary arid are the
keystone underlying the formulation of investment
policy for the retirement and endowment trust funds.
They can also be a factor in the policies for the
other shorter-term funds.
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Execution

The authority to invest the State Mortgage Insurance
Fund was delegated to the National Bank of Alaska by
a Custody and Investment Agreement dated July 30.
1976. The authority to invest all other funds has
been delegated to the investment officers of the
Treasury Division of the Department of Revenue by
the written delegations contained in Appendices K
and L. The exceptions to the general authorization
to the Treasury Division are the delegations of
authority by contract to independent investment
management firms of specific amounts for investment
in domestic and international common stocks. The
current contracts were initiated in the 1984 fiscal
year through the competitive procedures required for
State professional service contracts.

1. Equities

The amounts placed with the common stock manage-
ment firms and the timing of those placements
are determined by the applicable investment
policies which look to both the probable long-
and short-term benefits to the funds. The
amounts so placed with the management firms are
invested at their discretion but within the
limitations imposed by the contracts. The
amounts invested in real estate equity pools
and the timing of those investments are also
determined by the applicable investment
policies. The selection of the particular real
estate equity pools is made by the Real Estate
Management Section of the Treasury Division.

2. Fixed Amount Obligations (Non-Equities)

All fixed amount investments are selected,
executed, and managed by the Treasury Division
in conformance with the appropriate investment
policies and under established operating
standards and procedures. Real estate mortgages
are the responsibility of the Real Estate
Management Section and all securities are the
responsibility of the Portfolio Management
Section. The only exceptions to these responsi-
bilities are:

a. unexpected daily cash surpluses which may
arise at the master custodian bank and
which are invested by it for an overnight
period under the terms of our contract with
the bank;
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privately-placed and unmarketable Alaska
securities previously acquired under former
State loan programs which are being held in
the General Investment Fund until they
mature.

Operating Standards and Policies

The Treasury Division has established a number of
policies and standards relating to the selection and

execution of investment purchases and sales.

1.

Pricing

Transaction methods are aimed at achieving the
highest sale prices and lowest purchase prices,
or the prevailing rates for non-priced
securities.

a.

All U.S. Treasury and federal agency issue
transactions are executed in the national
markets using competitive auction procedures
with large U.S. primary dealers.

Corporate debt issue transactions are also
executed in the national markets using
competitive auction procedures with large,
well-established broker-dealers, except
when the procedure is impractical because
the secondary market debt issue being
purchased is only available from one dealer.

Common stock transactions are executed in
national stock exchange auction markets or
over-the-counter markets by the external
contracted managers. The trades may alter-
natively be executed at the discretion of
the managers in the block trade market when
size of the transaction, greater speed of
execution, better prices, or lower commis-
sion costs are relevant factors.

Other investments such as repurchase istree-
ments, commercial paper, marketable bank
paper, futures, foreign exchange, mortgages,
and security lending arrangements are
executed at prevalent national (or inter-
national) cates or prices through either
limited auction or negotiation procedures.

Foreign investments utilize a combination
of the aforementioned procedures depending
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upon the structure of the Coreign market,
the size of the transaction, and the
limitation on trading because 0f time zone
differences.

Deliveries

In order to prevent the risk in settling trades
of releasing investments or cash without
receiving the offsetting cash or investments,
all investment transactions are limited to
delivery against simultaneous payment. No
payments are made nor investments delivered
against "due bills" (1.0.U.'s).

Credit Standards
a. Securities

The potential credit risks on all debt
securities are determined by the Portfolio
Management Section through financial
analysis of the issuer. The standards of
selection for acceptable credits are more
demanding than those required by the
relevant statutes and are primarily
professional judgments concerning the
probable ability of the issuer to avoid
defaulting on the obligation. Regular
financial reports are required of all
issuers in whose obligations we invest.
The credit standards are formulated,
monitored, and revised as necessary by the
analysts in the Portfolio Management
Section.

b. Mortgages

In addition to statutory and regulatory
requirements, all real estate mortgage
loans must meet the standards contained in
Appendix M. These standards are developed
and revised by the Real Estate Management
Section.

Underlying Agreements
Certain transactions ate limited to and by the
terms of underlying and binding agreements

entered into between the Treasury Division and
other parties.
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Repurchase Agreements

Repurchase Agreements (Repo's) are only
transacted with non-bank primary dealers
who have signed our repurchase agreement,
which protects each party's right to the
collateral in the event the other party
defaults or goes bankrupt. The agreement
limits acceptable collateral to U.S.
Treasury obligations and requires a 102
percent ratio of the collateral's market
value to the loan amount. The agreements
are revised as necessary by the Portfolio
Management Section.

Lending Agreements

Lending agreements similar in protective
provisions to the repurchase agreements but
covering the lending of owned debt securi-
ties against acceptable collateral and at
the prevailing percentage rate and margin
may be entered into with broker-dealers.
The agreements are developed and revised by
the Portfolio Management Section.

Master Demand Note Agreements

Lending agreements with major, prime-rated,
non-bank, commercial paper issuers covering
day-to-day loans of variable amounts of
money to the corporate issuer and evidenced
by annotation to master notes held by our
custodian bank. Rates on the notes may
vary daily in response to market rates.

The agreements are developed and revised by
the Portfolio Management Section.

Mortgages

Mortgage loan sales and servicing agreements
are required of all sellers from whom the
Treasury Division purchases mortgages. The
agreements are revised as necessary by the
Real Estate Management Section.

Real Estate Equities
All investments in real estate equity pools
require underlying negotiated agreements

between the Treasury Division and the seller
or manager of the properties. These agree-
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merits are developed by the Real Estate
Management Section and reviewed by the
Attorney General.

S. Consolidated Investment Fools

The Treasury Division may establish pools for
investment in particular types of assets by the
various funds under management by the Division.
The purpose of consolidated investment pools is
to simplify administration, reduce costs, and
provide a vehicle for diversified investment in
these types of assets by smaller funds.

Without such pools, small funds would be unable
to invest in certain types of investments and
would not be adequately diversified.

Currently, the Treasury Division maintains a
domestic common stock consolidated investment
pool. All domestic common stock holdings of
the pension and endowment trust funds are
represented by shares in this pool.

Each share is entitled to an equal portion of
the pool's principal, realized gains or losses,
and income. The pool shares, and therefore
each fund's total holdings, are valued at the
market value of the pool's principal at the end
of each month. Contributions to, or
withdrawals from, the pool (i.e., purchases or
sales of pool shares) by a fund may be made at
the end of each month at the pool shares’
market value. Realized gains or losses are
accounted for as a change in the book value of
each fund's shares but are not distributed in
cash. Income received is distributed in cash
each month, first, to accrued income allocated
to any withdrawal, and second, in proportion to
each fund's remaining accrued income.

111. ACCOUNTABILITY

A.

Audits of Accounts

An annual financial audit is conducted each fiscal
year by an independent Certified Public Accounting
firm Cor the General and Segregated Funds, the
Public Employees Retirement Fund, and the Teachers
Retirement Fund. Tne scope of the audit includes a
review of internal controls and of securities
custody and safekeeping practices and procedures.
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Safekeeping of Assets

Marketable securities are held by custodial banks
under contracts with the Treasury Division. A small
amount of securities or cash may be held from time
to time at a futures broker under the requirements
and supervision of the exchange on which the futures
are traded. Cash held at clearing or custodial
banks is kept at minimal operating levels. Non-
marketable securities, mortgages, and unmarketable
privately-placed loans are held in a vault in the
Treasury Division.

Reporting
1. Investment Status and Activity

The Comptroller of the Treasury Division
prepares separate monthly financial reports for
the General Investment Fund, Public Employees
Retirement Fund, Teachers Retirement Fund,
Public School Fund, and University of Alaska
Fund. The reports consist of asset statements,
income statements on the acc.ual basis of
accounting, and sources and uses statements.

2. Performance Reviews

Under contract with the Treasury Division
independent organizations perform comparative
investment performance reviews of the Public
Employees Retirement Fund, the Teachers
Retirement Fund, and the Public School Fund.
The reviews currently cover the portions of
each fund which are managed by outside firms
under contracts with the Treasury Division and
the portions of each fund which are managed by
the Treasury Division, excepting mortgage
holdings. The reviews compare the investment
performance against market indices and funds of
a similar nature or against other managers.



APPENDIX A

State of Alaska
Memorandum of Understanding
between
Department of Revenue
and
Department of Administration

WHEREAS. Attorney General's opinions, file nos. 366-103-85 and
366-171-85, authorize the crediting of investment income to
trust funds or accounts managed by the State, the fish and game
fund, and the power development revolving loan fund
(hereinafter. "Funds"); and

WHEREAS, these Funds are commingled for investment purposes
with the State general fund and other funds in the General
Investment Fund; and

WHEREAS, the Department of Revenue and the Department of
Administration desire to formalize their agreement as to

a. their respective responsibilities for crediting investment
income of the General Investment Fund to these Funds; and

b. the valuation of assets of these Funds in the event of
their transfer from the General Investment Fund;

NOW, THEREFORE, BE IT RESOLVED BY the Department of Revenue and
the Department of Administration that:

1. The Department of Revenue, Treasury Division will
determine monthly the figures for:

(a) the book value at the end of the month of the
marketable securities portfolio of the General
Investment Fund; and

(b) the income during the month on the marketable
securities portfolio of the General Investment
Fund, including realized and accrued income,
amortization of premiums, and accretion of
discounts but excluding unrealized gains or losses
attributable to changes in market values of
securities.

2. The Department of Revenue, Treasury Division will
calculate the amount of monthly investment income to be
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credited to each Fund and the end of month balance for
each Fund by:

(a) calculating the pro rata share of each Fund by
dividing

(i) the preliminary balance of the Fund at the
end of the month by

(ii) the General Investment Fund balance for that
month as reported under 1.(a) of this
agreement less the income during the month
on the General Investment Fund as reported
under 1|.(b) of this agreement:

the preliminary balance shall be the balance as of
the end of the month as recorded on the State's
automated accounting system (AKSAS) on the tenth
business day following the end of the month,
excluding the credit calculated in this agreement;

(b) calculating the credit to each Fund for the month
by multiplying each Fund's pro rata share as
calculated in 2.(a) of this agreement by the
General Investment Fund marketable securities
portfolio income as reported under |.(b) of this
agreement; and

(c) calculating the balance of each Fund at the end of
each month by adding the credit calculated in
2.(b) of this agreement to the preliminary balance
at end of the month.

The Department of Revenue, Treasury Division will
provide documentation showing the amounts and
calculations determined under 1 and 2 of this agreement
to agencies desiring to verify the calculations as
listed in Attachment A.

The Department of Administration, Division of Finance
at the end of each fiscal year will record in the
State's annual financial report, AKSAS, and any other
books or accounts of record:

(a) the total investment income credited to each Fund
(and debited to the general fund), which shall be
the total of the credits calculated for each month
during the fiscal year; and

(b) the balance of each Fund at the end of the fiscal
year.
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The Department of Administration, Division of Finance
may delegate its responsibilities under this agreement
to a State agency.- The Division of Finance may record,
or permit a delegated agency to record, credits,
debits, and balances at a more freguent interval than
annually.

In the event any assets of any Fund are transferred
from the general fund to another State fund or in
liquidation or partial liguidation of the Fund, the
amount of cash transferred shall be the market value of
the assets. The market value of the assets transferred
shall be determined by multiplying the market value of
the marketable securities portfolio of the General
Investment Fund by the ratio of the Fund balance or
portion of Fund balance being transferred, to the
General Investment Fund balance as reported under [.(a)
of this agreement. Balances used in this calculation
shall be as of the end of the month in which the
transfer is made and shall include all credits to the
Funds due under this agreement as of the date of
transfer.

The funds listed on Attachment A are subject to this
agreement. Other funds may become subject to this
agreement upon the approval of the Attorney General.
Funds which are clearly trust funds or clearly contain
a statutory dedication of investment income will become
subject to this agreement automatically.

This agreement takes effect July 1, 1986.

Department of Administration Department of Revenue
Eleanor L. Andrews, Commissioner Mary A. Nordale, Commissioner

/s/ Eleanor Andrews /s/  Mary A. Nordale
(Signature) (Signature) “
July 30, 1986 August 8. 1986
(Date) (Date)
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Fund or Account

Student Loan Fund

Alaska Clean Water Fund (exclusive of non-
_ matching funds)(effectlve July 1, 1987)

Fish and Came Fund )

Power Development Revolving Loan Fund

Mental Health Trust Income™Account

Permanent Fund Dividend Trust Accounts
Miscellaneous Trust Account (Department of Law)
Unlicensed Vessel Personnel Annuity
Retirement Fund
Warner Trust Fund
Exxon'Truat Fund
Rallbelt Energy Fund */
Budget Reserve Fund 2/

Funds and Accounts With Dedicated F.amings
Revised as of January 29, 1988

Statutory
Citation

Administration
Administration

Attachment A

Agency Verifying

Crédit” Calculation

Alaska Student Loan Cor
Administration (Finance

Administration {Hnance

Fiscal

a
Revenue EFlscaq

Revenue

Adminlst rat lon .
etirement 6 Benefits)
ommunity S Regional Affairs
Community & Regional Affairs
Administration “(Finance
Administration

Finance
Finance

Finance

S).

|

|

Frequency of
Veﬁﬁca%on

Annually
Annually

Annually
Annually
Annually

uarterly
onthly
Semi-annually

uarterly
uarterly
nnual |y
Annually

Agency Responsible
0r AKSAS Entry

Adminlst ration
Administration

Administratjon
Administration
Administration

Administration
Adminlst ration
Adminlst rat lon

Administration
Adminlst ration
Administration
Administration

|

(
l
i

Finance
Finance

Finance
Finance
Finance

Finance
Finance
Finance

Finance
Finance
Finance
Finance

|
|
|
|

Frequency 0
Reé%rdat¥on

Annua 1ly
Annually

Annuall
Annuall
Annuall

Annuall
Annuall
Annuall
Annual
Annual

I
I
Annuall
Annuall

1/ Income Is only to be calculated (step 2.(c) of the agreement Is to ho omitted) unless the legislature appropriates the Income to the fund, In which

case It will be credited.

As a result Interest will he compounded annually at best



APPENDIX B

Public School Fund Advisory Board
Resolution No.

Providing for the Authorization of the
Commissioner of Revenue to Invest
the Public School Fund in the Manner
Specified in AS 39.35.110.

WHEREAS. AS 37.14.170 authorizes the Commissioner of Revenue,

with the approval of the Public School Fund Advisory Board, to
invest the principal of the Public School Fund in the manner

specified in AS 39.35.110 for the Public Employees Retirement
Fund;

WHEREAS, the Department of Revenue has provided to the Board of
Education its General Investment Policies dated January 1986
which sets forth the authority, objectives, and investment
policies for each fund which is invested by the Commissioner of
Revenue;

NOW. THEREFORE, BE IT RESOLVED that the Public School Fund
Advisory Board hereby concurs with the objectives and
investment policies proposed for the Public School Fund by the
Department of Revenue in its General Investment Policies; and

BE IT FURTHER RESOLVED that the Public School Fund Advisory
Board hereby authorizes the Commissioner of Revenue to invest
the Public School Fund in the manner specified in AS 39.35.110.

BY: /s/ Ernestine Griffin
Chairman, Public School Fund
Advisory Board

DATE: September 26, 1986

ATTEST:

/s/ Marshall L. Lind
Commissioner. Department of Education
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APPENDIX C

State of Alaska
Office of the Governor
Delegation of Investment Authority
University of Alaska Fund

WHEREAS, AS 14.40.400 requires the University of Alaska Trust
Fund to be invested in interest-bearing securities as approved
by the Governor;

WHEREAS, the 1963 Opinion No. 13 of the Attorney General holds
that the prudent-man rule is the proper rule for guiding the
investment of the Fund; and

WHEREAS, AS 44.25.020(2) requires the Department of Revenue to
invest all State funds,

I. BILL SHEFFIELD. GOVERNOR OF THE STATE OF ALASKA, do hereby
delegate the authority vested in me by the Alaska Statutes to
approve investments of the University of Alaska Trust Fund in
interest-bearing securities to the Commissioner of Revenue
subject to adherence by the Commissioner to the following
standard of prudence:

In making investments, the Commissioner of
Revenue or the delegate of the Commissioner shall
exercise the judgment and care under the circum-
stances then prevailing which an institutional
investor of ordinary prudence, discretion, and
intelligence exercises in the management of
large investments entrusted to it not in regard
to speculation but in regard to the permanent
disposition of funds, considering probable
safety of capital as well as probable income.

This delegation is effective July 1, 1985 and shall continue in
force until amended or revoked in writing by me or my successor.

Signed: /s/ Bill Sheffield
Bill Sheffield
Governor



APPENDIX D

The General Investment Fund
Permissible Investment Instruments
(AS 37.10.070)

Investments limited to:

1. obligations of, or obligations insured or guaranteed
by, the United States or agencies or instrumentalities
of the United States;

2. obligations secured by reserves paid in by the United
States or agencies or instrumentalities of the United
States or obligations of corporations in which the
United States is a shareholder or member;

3. certificates of deposit issued by United States
domestic banks which are members of the Federal
Deposit Insurance Corporation for which a generally
recognized secondary market exists or which are
secured fully at all times as to the payment of
principal and interest in accordance with Alaska law;

4. corporate debt securities with a minimum rating of
"BAA" or the equivalent by a nationally recognized
rating organization and the preferred and common
stocks of companies which have paid dividends
continuously for the last three years;

5. commercial paper bearing the highest rating of a
nationally recognized rating organization;

6. securities of foreign governments, foreign governmental
agencies, and foreign corporations the principal,
interest, or dividends of which are payable in either
United States dollars or foreign currencies;

7. bankers acceptances drawn on and accepted by banks
with a combined capital and surplus aggregating at
least $200,000,000;

8. shares of federally chartered savings and loan associ-
ations in Alaska which are fully secured at all times
as to the payment of principal and interest in
accordance with Alaska law;

9. savings certificates issued by state-chartered savings
and loan associations in Alaska which are fully
secured at all times as to the payment of principal
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10.

11.

12.

13.

14.

and interest in accordance with Alaska law;

deposits with mutual savings banks in Alaska which are
fully secured at all times as to the payment of
principal and interest in accordance with Alaska law;

fixed-term certificates of indebtedness of federally
insured credit unions in Alaska which are fully secured
at all times to the payment of principal and interest
in accordance with Alaska law;

foreign time deposits of both United States-owned and
foreign-owned banks and trust companies denominated in
either United States dollars or foreign currencies;

mortgages of the Alaska Rural Rehabilitation Corpo-
ration which secure agricultural loans, agricultural
business loans, and agricultural processing loans;

futures contracts for the sale of investments only for
the purpose of hedging an existing equivalent ownership
position in investments of the types described above.



APPENDIX E

AHFC Pledged Fund
Permissible Investment Instruments
(Section 508 of AHFC General Housing

Mortgage Bond Resolution)

Investments limited to:

1.

direct obligations of or obligations guaranteed by the
United States of America,;

deposits in interest-bearing time deposits or certifi-
cates of deposit secured by obligations of, or uncon-
ditionally guaranteed by, the United States of America
or by obligations described in 1 or 3 hereof;

bonds, debentures, notes, or participation certificates
issued by any of the following Federal agencies: Bank
for Cooperatives, Federal Intermediate Credit Banks.
Federal Home Loan Banks System. Federal Land Banks.
Export-Import Bank, Tennessee Valley Authority, Govern-
ment National Mortgage Association, and Farmers Home
Administration;

Public Housing Bonds issued by Public Housing Authori-
ties and fully secured as to the pay 't of both
principal and interest by a pledge oi annual contri-
butions under an annual contribution contract or
contracts with the United States of America, or
Temporary Notes issued by Public Housing Authorities

or Preliminary Loan Notes issued by Local Public
Agencies, in each case, fully secured as to the payment
of both principal and interest by a reguisition or
payment agreement with the United States of America;

direct and general obligations of or obligations
guaranteed by the State to the payment of the principal
of and interest on which the full faith and credit of
the State is pledged;

deposits in interest-bearing time deposit or certifi-
cates of deposit secured by obligations of or guaran-

teed by the State;
bankers acceptances drawn on and accepted by banks

with a combined capital and surplus of at least
$200,000,000;
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corporate obligations of prime or equivalent quality
as rated by a nationally recognized rating agency; and

bank certificates of deposit which are secured as to

payment of principal and interest in accordance with
Alaska law.
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APPENDIX F

International Airports Funds
Permissible Investment Instruments
(State Bond Committee Resolution No. 68-4)

Instruments for the Construction Fund, the Revenue Trust Fund,
and the Repair and Replacement Reserve Account are limited to:

1. time or demand deposits in any bank or trust company
authorized to accept deposits of public funds and
secured at all times by such obligations as are
required by law and to the fullest extent required by
law;

2. direct obligations of the United States of America,
obligations the principal of and interest on which are
guaranteed by the United States of America;

3. obligations issued by federal land banks or federal
intermediate credit banks established under the
Federal Farm Loan Act, as amended;

4. bonds or debentures of the Federal Home Loan Bank
Board or of any federal home loan bank established
under the Federal Home Loan Bank Act;

5. obligations of the Federal National Mortgage Associ-
ation established under the National Housing Act, as
amended; and

6. debentures and consolidated debentures issued by the
Central Bank for Cooperatives or banks for cooperatives
established under the Farm Credit Act of 1933, as
amended.
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APPENDIX G

State Mortgage Insurance Fund
Permissible Investment Instruments
(AS 18.56.095(b) and AS 37.10.070(a))

Although the permissible instruments include all of those
specified for the General Fund (Appendix E), the Mortgage
Insurance Agreement dated December 6, 1975 between the State
and AHFC has further Ilimited investments to:

1. direct obligations of, or obligations insured or
guaranteed by, the United States of America or
agencies or instrumentalities of the United States;

2. bankers acceptances drawn on and accepted by banks and
certificates of deposit of banks, with a combined
capital and surplus aggregating at least $200,000,000;
or

3. interest bearing time deposits or certificates of
deposit of a bank or trust company continuously
secured and collateralized by obligations of the type
described in paragraph 1 or by obligations of the
State having a market value at least equal at all
times to the amount of such deposit or certificate, to
the extent such deposit or certificate is not insured
by the Federal Deposit Insurance Corporation or the
Federal Savings and Loan Insurance Corporation, or any
successors thereto.



APPENDIX H

Public Employees Retirement Fund
Teachers Retirement Fund
Judicial Retirement Fund

Alaska National Guard and Alaska Naval Militia Retirement Fund
Public School Fund
Permissible Investment Instruments
(AS 39.35.1101 AS 14.25.180, AS 37.14.170.
AS 22.25.048(c). AS 26.05.228(c))

1. shares of federally chartered savings and loan associ-
ations in Alaska, to the extent that the investment is
insured by the federal government or by an agency of
the federal government;

2. deposits with mutual savings banks in Alaska, to the
extent that the investment is insured by the federal
government or an agency of the federal government;

3. deposits with state and national banks in Alaska to
the extent that the investment is insured by the
federal government or an agency of the federal govern-
ment ;

4. the guaranteed portion of Small Business Administration
loans;

5. first lien real estate mortgages guaranteed by the
federal Veterans Administration;

6. notes secured by mortgages of commercial or residential
buildings if the mortgages are insured by a private
mortgage insurance corporation which is authorized to
do business in Alaska and has combined capital,
surplus, and reserves aggregating at least
$20,000,000; however,

a. no mortgage insurance is necessary for commercial
loans having loan-to-value ratios of less than 50
percent and the minimum coverage of other commer-
cial loans shall be 10 percent for those having a
loan-to-value ratio of 50-60 percent and 15
percent for those having a loan-to-value ratio
greater than 60 percent but no more than 75
percent, and

b. no mortgage insurance is necessary for residential
loans having a loan-to-value ratio of less than 70
percent and the minimum coverage of other residen-
tial loans shall be 10 percent for those having a
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10.

11.

12.

13.

14.

15.

16.

loan-to-value ratio greater than 70 percent but
less than 90 percent and 20 percent for those
having a loan-to-value ratio of 90 percent;

conventional residential mortgages if the originating
financial institution retains at least 25 percent of
the mortgage for a minimum of two years;

notes secured by mortgages of commercial buildings if
the originating financial institution retains at least
25 percent of the mortgage until maturity;

FHA guaranteed portion of business and industrial
loans made under the Rural Development Act of 1972;

bankers' acceptances which are eligible for discount
at the Federal Reserve Bank and certificates of
deposit issued by United States domestic banks which
are members of the Federal Deposit Insurance Corpo-
ration if a generally recognized secondary market
exists for the certificates of deposit;

obligations of, or obligations insured by or
guaranteed by, the United States or agencies or
instrumentalities of the United States;

obligations secured by reserves paid in by the United
States or agencies or instrumentalities of the United
States or obligations of corporations ir. which the
United States is a shareholder or member;

corporate debt securities with a minimum rating of "A"
or an equivalent rating by a nationally recognized
rating organization;

preferred and common stock of companies which have
paid dividends in each of the three years immediately
preceding the investment; Stocks eligible for purchase
are restricted to stocks which, except for bank stocks
and insurance stocks, are listed upon an exchange
registered with the Federal Securities and Exchange
Commission;

commercial paper bearing the highest rating of a
nationally recognized rating organization;

securities of foreign governments, foreign governmental
agencies, and foreign corporations the principal,
interest, or dividends on which are payable in either
United States dollars or foreign currencies;
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17.

18.

19.

20.

foreign time deposits of both United States-owned and
foreign-owned banks and trust companies denominated in
either United Sta.tes dollars or foreign currencies;

gold bullion certified as to fineness of at least 99
1/2 percent;

futures contracts for the sale of investments only for
the purpose of hedging an existing equivalent ownership
position in investments of the types described above;

and

a trust which is qualified under Sec. 401(a) of the
Internal Revenue Code (26 U.S.C. Sec. 401(a)).and
exempt from taxation under Sec. 501(a) of the Internal
Revenue Code (26 U.S.C. Sec. 501(a)) and which is
maintained as a medium for pooling a portion of the
funds of pension and profit-sharing trusts for diversi-
fying investments in real estate and interests in real
estate.



APPENDIX |

State of Alaska
Department of Revenue
Treasury Division

Mandatory Agreement For All Treasury Personnel

The Treasury Division of the Department of Revenue is responsi-
ble for managing large amounts of investments and cash for
either the State of Alaska or the beneficiaries of fiduciary
trusts. The responsibility cannot be faithfully discharged it
the integrity of the function is impaired through financial
conflicts of interests or unnecessary dissemination of privi-
leged information by the personnel of the Treasury Division. I
voluntarily agree to adhere to the following behavioral
standards as a condition of employment and with the understand-
ing that any violations may constitute grounds both for
dismissal and for any other penalties provided by law:

1. I will not engage in, nor recommend or suggest that others
engage in, personal investment transactions which have an
adverse effect upon the Treasury Division's investment
transactions.

2. I may in the course of my employment obtain privileged
information concerning recent, contemporaneous or impending
Treasury Division investment transactions, or investment
advice or counsel furnished to the Treasury Division, or

tax payments, but | will not provide that information to
others who do not have a functional need or a legal right
to know it, nor will | utilize the information as a basis

for making personal investments or for recommending or
suggesting to other parties that they make investments
whose returns are partly or wholly dependent upon similar
or contrary investment transactions undertaken or to be
undertaken by the Treasury Division. I understand that
this restriction does not apply if che information has been
disseminated to the public.

3. I will not accept from parties doing business with the
Treasury Division any personal gifts or valuable consider-
ations as a reward or inducement for any Treasury business
done with them. The occasional unsolicited distribution by
financial institutions of token gifts to their substantial
customers, and meals or refreshments furnished while
business is being transacted, may be accepted, subject to
the reporting requirements of AS 39.52.130(b) if the gift
or consideration exceeds $50 and the recipient may take
oflicial action that affects the giver.

Acknowledged by:

Signature

Date
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APPENDIX J

THE CODE OF ETHICS AND

THESTANDARDS OF PROFESSIONAL CONDUCT

Adopted by The Federation of Financial Analysts and The Institute of
Chartered Financial Analysts. Revised April 29, 1984,

THE FAF RESOLUTION

WHEREAS, the profession or financial
ardlysis and investirent hes
evolved because of the incressing public
need for conpetent, ojective, and trust-
worthy advice with regard to investrrents
and financial managenent; ad

WHEREAS, those d in this pro-
fession havejoired ti inan organiza-
tion known & The Fnancial Analysts
Federation; and
~ WHEREAS, ite a wick diversity of
interest anmong analysts enployed by brok-
s and seounities dedlers investrent
avisars, banks, |(wrz;rr%e conpanies, in-
Vestent  conpanies st on
trusts and other institutionel inmt%rasﬂard
investrent entities, there are nevertheless
certain fundarental standards of conduct
which should e common todl engaged in
the profession of ﬁmé"m andlysis ggdag
naintained Wtﬁg ad

- WHEREAS; the meners of The Finan-
cial Analysis Federation adopted a Code of
Bhics and Standards on May 20, 1952
which have been anended fram tine to
ting ad

WHEREAS, The Fnancial Analysts
Federation provides for individual mem
bership in it, reguires thet dl of its menter
soaieties its Code of Ethics and Stan-
aaros of Professional Conduct, and reguires
%nall individual menbers conply with

THE ICFA RESOLUTION

WHEREAS, the profession of firancial
anaiysis and investrrernt | K hes
evolved because of the incoressing ic
reed for competent, dgjective, and trust-
worthy advice with regard to investirents
and firancial manegenent; ad

WHEREAS, The Institute of Chertered
Fnancial Analysts wes zed to estab-
lish educatioral in the field of
financial analysis, to conduct examnations
of financial analysis and to anard the pro-
fessioel desigretion of Chartered Finan-
dd Analyst, anong other objectives; and
- WHEREAS, gjte a wick dwersity of
interest anong arelysts enployed by brok-
s and secuity dedlers  investrrent
advisers, banks, i_r&rglr%e conpanies, in-
vestent companies and tnsts. persion
trusts, and other institutional investors and
investent ertities, there are nevertheless
certain fundarrental standards of conaluct
which should be conmron to dl engaged in
the profession of firencial arelvsis and in-
vestient and accepted and
neintained by therm and

WHEREAS, The Irstitute of Chartered
Hnancial Anelysts adopted a Code of
Ethics and Standards on March 14 194
\Iz_\h'd1 have been amrended fram tine to
ine

NOW. THEREFORE. The Irstitute or
Crartered  FArancial  Aralysis  hereby
adopts the folloning Code of Ethics and
Standards of Professional Condluct:

Thr Finamiol Anal)ili Fidnatien/Thi /nililult of Chmnrd Fmannal Anclim
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Codr and Standards

NOW, THEREFORE, ihe fdlcwrgare Members of The Institute of Chartered
(['eOodeofEthcsardStarmrds Profes- Financial Analysis are obligated to conduct
siorel Conduct of The Fnarncial AnalysiS  their professional activities in accordance with
Federation: the following Code o f Ethics and Standards of
Professional Cor.ducL Disciplinary sanctions

may be imposed for violations of the Code or
Standards.

Members o/T ht Financial Analysts Federa-
tion oh obligated to conduct their professional
activities in accordance with Ihefollowing Code
of Ethics and Standards of Professional
Conduct. Disciplinary sanctions may be imposed
for violations o f the Code or Standards.

THE CODE OF ETHICS

A financial analyst/C bartered Financial Analyst should conduct him-
self with integrity and dignity and act in an ethical manner in his deal-

ings with the public, clients, customers, employers, employees, and fellov/
analysts.

A financial analyst/Chartered Financial Analyst should conduct him-
self and should encourage others to practice financial analysis in a profes-
sional and ethical manner that will reflect credit on himself and his
profession.

A financial analyst/Chartered Financial Analyst should act with
competence and should strive to maintain and improve his competence
and that of others in the profession.

A financial analyst/Chartered Financial Analyst should use proper
care and exercise independent professional judgment.

THE STANDARDS OF PROFESSIONAL CONDUCT

I. Obligation to Inform Employer of Code and Standards.

The financial analyst/Chartered Financial Analyst shall inform his
employer through his direct supervisor, that he is obligated to comply
with the Code of Ethics and Standards of Professional Conduct, and is
subject to disciplinary sanctions for violations thereof. He shall deliver a

copy of the Code and Standards to his employer if the employer does not
have a copy.

esculine pronours, used throughout the Code and Stancards, as well astrragmt
the Handbook, tosinplify senterce structure, shell apply todl persors, regardless of Sex
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Code and Standards 3

Il. Compliance with Governing Laws and Regulations and the
Code and Standards.

A. Required Knowledge and Conpliance.

The financial analyst/Chartered Financial Analyst shall maintain
knowledge of and shall comply with all applicable laws, rules, and regula-
tions of any government, governmental agency, and regulatory organiza-
tion governing his professional, financial, or business activities, as well as
with these Standards of Professional Conduct and the accompanying
Code of Ethics.

B Prohibition Agsinit Assisting Legal and Ethical Violations.

The financial analyst/Chartered Financial Analyst shall not knowingly
participate in, or assist, any acts in violation of any applicable law, rule,
or regulation of any government, governmental agency, or regulatory or-
ganization governing his professional, financial, or business activities,
nor any act which would violate any provision of these Standards of Pro-
fessional Conduct or the accompanying Code of Ethics.

C. Prohibition Against Use of Material Non-Public Information.

The financial analyst/Chartered Financial Analyst shall comply with
all laws and regulations relating to the use of material non-public
information, (l) If the analyst acquires such information as a result of a
special or confidential relationship with the issuer, he shall not communi-
cate the information (other than within the relationship), or take invest-
ment action on the basis of such information, if it violates that
relationship. (2) If the analyst is not in a special or confidential relation-
ship with the issuer, he shall not communicate or act on material non-
public information if he knows or should know that such information
was disclosed to him in breach of a duty. If such a breach exists, the ana-
lyst shall make reasonable efforts to achieve public dissemination of such
information.

D. Responilbllitiei of Supervisor).

A financial analyst/Chartered Financial Analyst with supervisory re-
sponsibility shull exercise reasonable supervision over those subordinate
employees subject to his control, to prevent any violation by such persons
of applicable statutes, regulations, or provisions of the Code of Ethics or
Standards of Professional Conduct. In so doing the financial analyst/
Chartered Financial Analyst is entitled to rely upon reasonable
procedures established by his employer.

. The Financial Analyitt Federation/The /minute of Chartered Financial Analyiti



4 Codrand Standards

1. Research Reports, Investment Recommendations and Actions.

A. Reasonable Basisand Representations

1. Thr financial analyst/Chartered Financial Analyst shall exercise dili-
gen-r and thoroughness in making an investment recommendation to
others or in taking an investment action for others.

2. The financial analyst/Chartered Financial Analyst shall have a rea-
sonable and adequate basis for such recommendations and actions,
supported by appropriate research and investigation.

3. The financial analyst/Chartered Financial Analyst shall make
reasonable and diligent efforts to avoid any material misrepresen-
tation in any research report or investment recommendation.

4. The financial analyst/Chartered Financial Analyst shall maintain

appropriate records to support the reasonableness of such recom-
mendations.

B. Research Reports.

1. The financial analyst/Chartered Financial Analyst shall use reasona-
blejudgment as to the inclusion of relevant factors in research reports.

2. The financial analyst/Chartered Financial Analyst shall distinguish
between facts and opinion in research reports.

3. The financial analyst/Chartered Financial Analyst shall indicate the
basic characteristics of the investment involved when preparing for
general public distribution a research report that is not directly related
to a specific portfolio or client.

C. Portfolio Investment Recommendations and Actions.

The financial analyst/Chartered Financial Analyst shall, when making
an investment recommendation or taking an investment action for a
specific portfolio or client, consider its appropriateness and suitability for
such portfolio or client. In considering such matters, the financial
analyst/Chartered Financial Analyst shall take into account (I) the needs
and circumstances of the client, (2) the basic characteristics of the invest-
ment involved, and (3) the basic characteristics of the total portfolio. The
financial analyst/Chartered Financial Analyst shall use reasonable judg-
ment to determine the applicable relevant factors. The financial
analyst/Chartered Financial Analyst shall distinguish between facts and
opinion in presentation of investment recommendations.
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Code and Standards

D. Prohibition Against Plagiarism.

The financial analyst/Chartered Financial Analyst shall not, when pre-
senting material to his employer, associates, customers, clients, or the
general public, copy or use in substantially the same form, material pre-
pared by other persons without acknowledging its use and identifying
the name of the author or publisher of such material. The analyst may,
however, use without acknowledgment factual information published by
recognized financial and statistical reporting services or similar sources.

E. Prohibition Against Misrepresentation of Services.

The financial analyst/Chartered Financial Analyst shall not make any
statements, orally or in writing, which materially misrepresent (I) the ser-
vices that the analyst or his firm is capable of performing for the client,
(2) the qualifications of such analyst or his firm, (3) the investment perfor-
mance that the analyst or his firm has accomplished or can reasonably be
expected to achieve for the client, or U) the expected performance of any
investment. The financial analyst/Chartered Financial Analyst shall not
make any unsupported oral or written statement that assures or guaran-
tees any investment or its return either explicitly or implicitly.

F. Fair Dealing With Customen and Clients.

The financial analyst/Chartered Financial Analyst shall act in a
manner consistent with his obligation to deal fairly with all customers
and clients when (1) disseminating investment recommendations, (2) dis-

seminating material changes in prior investment advice, and (3) taking
investment action.

IV. Priority of Transactions.

The financial analyst/Chartered Financial Analyst shall conduct him-
self in such a manner that transactions for his customers, clients, and
employer have priority over personal transactions, and so that his person-
al transactions do not operate adversely to their interests. If a financial
analyst/Chartered Financial Analyst decides to make a recommendation
about the purchase or sale of a security, he shall give his customers,
clients, and employer adequate opportunity to act on this recommenda-
tion before acting on his own behalf.

V. Disclosure of Conflicts.
The financial analyst/Chartered Financial Analyst, when maxing in-
vestment recommendations, or taking investment actions, shall disclose

The Financial Analjm Fednation/The Inititme of Chaneied Financial Analull
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6 Codeand Standardi

(o his customers and clients any material conflict of interest relating to
him and any material beneficial ownership of the securities involved
which could reasonably be expected to impair his ability to render un-
biased and objective advice.

The financial analyst/Chartered Financial Analyst shall disclose to his
employer all matters which could reasonably be expected to interfere
with his duty to the employer, or with his ability to render unbiased and
objective advice.

The financial analyst/Chartered Financial Analyst shall also comply
with all requirements as to disclosure of conflicts of interest imposed by
law and by rules and regulations of organizations governing his activities
and shall comply with any prohibitions on his activities if a conflict of
interest exists.

V1. Compensation.

A. Disclosure of Additional Compensation Arrangements.

The financial analyst shall inform his customers, clients, and
employer of compensation arrangements in connection with his ser-
vices to them which are in addition to compensation from them for
such services.

B. Disclosure of Referral Fees.

The financial analyst shall make appropriate disclosure to a prospec-
tive client or customer of any consideration paid to others for recom-
mending his services to that prospective client or customer.

C. Duty to Employer.

The financial analyst shall not undertake independent practice for
compensation in competition with his employer unless he has received
written consent from both his employer and the person for whom he
undertakes independent employment.

VII. Relationships with Others.

A. Preservation of Confidentiality.

A financial analyst shall preserve the confidentiality of information
communicated by the client concerning matters within the scope of
the confidential relationship, unless the financial analyst receives infor-
mation concerning illegal activities on the part of the client.

The Imlituie of Chartered Financial Analnti/Thr Financial Anaiftit Federation
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Codr ondStandards

B. Maintenance of Independence and Objectivity.

The financial analyst, in relationships and contacts with an issuer of
securities, whether individually or as a member of a group, shall use
particular care and good judgment to achieve and maintain indepen-

dence and objectivity.

C. Fiduciary Duties.

The financial analyst, in relationships with clients, shall use particu-
lar care in determining applicable fiduciary duty and shall comply
with such duty as to those persons and interests to whom it is owed.

VIII. Use of Professional Designation.

FAF

The qualified financial analyst may
use the professional designation
“Fellow of The Financial Analysts Fed-
eration," and is encouraged to do so,
but only in a dignified and judicious
manner. The use of the designation
may be accompanied by an accurate
explanation (1) of the requirements
that have been met to obtain the desig-
nation and (2) of The Financial Ana-
lysts Federation.

IX. Professional Misconduct.

ICFA

The Chartered Financial Analyst
may use the professional designation
Chartered Financial Analyst, or the
abbreviation CFA, and is encouraged
to do so, but only in a dignified and
judicious manner. The use of the desig-
nation may be accompanied by an
accurate explanation (I) of the require-
ments that have been met to obtain
the designation and (2) of The Insti-
tute of Chartered Financial Analysts.

The financial analyst shall not (I) commit a criminal act that upon con-
viction materially reflects adversely on his honesty, trustworthiness, or fit-
ness as a financial analyst in other respects or (2) engage in conduct in-
volving dishonesty, fraud, deceit, or misrepresentation.

Thr Inwtuir of Charmed Financial Analtm/Tht Financial Analrin Federalion
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APPENDIX K

State of Alaska
Department of Revenue
Delegation of Investment Authority

I. Milton B. Barker, Acting Commissioner of Revenue for the
State of Alaska, do hereby delegate the authority vested in me
by the Alaska Statutes and the Resolutions of various State
boards and committees to invest and reinvest the assets of
State funds to the state officers whose signatures appear below.

James R. Wilson
State Investment Officer /s/ James R. Wilson

Kenneth L. Shaffer
State Investment Officer /s/ Kenneth L. Shaffer

James A. Corrao
State Investment Officer /s/ James A. Corrao

Steven C. Verschoor
State Investment Officer /s/ Steven C. Verschoor

The officers designated above are authorized to open an account
or accounts with one or more firms or banks for the purpose of
engaging in transactions to purchase, sell, assign, transfer or
otherwise enter into agreements, contracts, commitments or
similar arrangements, for cash or forward settlement or future
contracts relating to the investment of assets.

The designated officers are authorized to commit, bind, and
obligate the State of Alaska for investment transactions, to
execute those transactions, and in connection therewith to
deliver securities and monies, to sign and deliver agreements,
contracts, commitments and confirmations and other necessary,
desirable or customary documents. Other parties to the
transactions may rely and act upon any verbal or written orders
and instructions from the designated officers 1in connection
with such accounts and transactions.

This delegation is effective November 5, 1986 arid shall
cuntinue 1in force until amended or revoked 1in writing by the

Commissioner of Revenue.

/s/ Milton B. Barker
Milton B. Barker
Acting Commissioner of Revenue
November 5. 1986
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APPENDIX L

State of Alaska
Department of Revenue
Delegation of Investment Authority

I. Milton B. Barker. Acting Commissioner of Revenue for the
State of Alaska, do hereby delegate the authority vested 1in me
by the Alaska Statutes to invest and reinvest the assets of the
State of Alaska General and Segregated Funds, the Public
Employees Retirement System and Fi "A, and the Teachers
Retirement Sy tern and Fund to the s”ate officers whose
signatures appear below.

Martin W. Lentz
State Investment Officer /s/ Martin W. Lentz
OR
Karen Ann L. Carlson
Loan Examiner /s/ Karen Ann L. Carlson

The officers designated above are authorized to open an account
or accounts with one or more firms or banks for the purpose of
engaging in loan and mortgage transactions to purchase, sell,
convey, assign, transfer or otherwise enter into agreements.
contracts, commitments or similar arrangements, for cash or
forward settlement or future contracts relating to the invest—
ment of the assets of the above funds. The officers designated
above are also authorized to convey any and all real property
acquired by the State of Alaska as a result of any of the above
described transactions.

For all accounts authorized above, the designated officers are
authorized to commit, bind and obligate the State of Alaska L™'tr
conveyances of real property and loan and mortgage transactions,
to execute such transactions, and in connection therewith to
delivec securities and monies, to sign and deliver agreements,
contracts, deeds, commitments, confirmations and other
necessary, desirable or customary documents. Other parties to
the transactions may rely and act upon any verbal or written
orders and instructions from the designated officers in
connection with such accounts and transactions.

This delegation is effective October 3, 1986 and shall continue
in force until amended or revoked in writing by me or my
successor .

/s/ Milton B. Barker
Milton B. Barker
Acting Commissioner of Revenue
October 3, 1986
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APPENDIX M

REAL ESTATE MORTGAGES
REQUIREMENT & POLICIES

GENERAL INFORMATION

Approved Seller/Servicers cannot submit new loans when their
60 day delinquency ratio reaches more than 1/2 of 1% of the
portfolio.

No refinancings or interest rate reductions of an existing
investment by a fund are allowed, except for bankruptcies,
sale of properties acquired through foreclosure to a new
borrower, or interest rate buydowns.

Discounts for early payoff are not allowed.

COMMERCIAL LOANS

In addition to regular commercial real estate loans,
anything non-owner occupied and of five or more units,
whether owner-occupied or not, is considered a commercial
loan.

Maximum loan-to-value ratio is 75 percent.

Maximum term is 25 years.

Loans must be secured by real estate improvements.

All loans must have private mortgage 1insurance down
through 50 percent LTV or a minimum bank participation of
25 percent. An original participation certificate 1is
required for each participation loan.

Commitments will be for six months with allowance for an
additional six months.

Commitment fee of 1 percent (for six months) must be
submitted with request for approval. Additional
commitment of 1/6 of 1 percent for each month extension
for a maximum of 2 percent for a total commitment period
of one year.

No take-out refinances will be purchased except in the
case of construction loans.

Minimum debt service coverage of 1.25 percent.
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10.

11.

12.

13.

14.

15.
16.

17.

Banks must certify there is at least 75 percent occupancy
prior to our funding.

All 1loans will be purchased at par.

After approval, final loan packages must be received by
the 10th with disbursement made near the 25th of each

month. The purchase date must be verified each month
before preparing the delivery schedule.

Service charge will be 3/8 of 1 percent on loans under
$100,000; 1/4 of 1 percent on loans $100,000 to $299,000;
and 1/8 of 1 percent on loans $300,000 to a maximum of
$1,000,000.

All 1loans purchased will be serviced by seller from one
office.

Participation in any one loan is a maximum of$1,000,000.

Condo project take-out (AHFC approval):

1 of3 or4 units 4 of 9 through 12 units
2 of5 or6 units 5 of 13 through 20 units
3 of7 or8 units maximum 1C units 1in any one project

Audited financial statements and tax returns as follows:

a. Total loan of $500,000 to $1,500,000 - at least one
year financial statements and two years tax returns.

b. Total loan of $1,500,000 or more - three years of
financial statements and tax returns.

The audited financial statements requirement applies to
companies only. The opinion must be unqualified unless it
is the first audit or for some other reason no opinion has
been rendered on the prior year.l. this case the State
will accept a qualified opinion. Tax returns will be
required in the case of individuals in accordance with the
above schedule. IfT the personal assets of individual
owners have been pledged to secure a company loan, the
State will further require tax returns of the owners
covering the prior three calendar years for both
categories above. In special cases, the State will
consider a loan without audited financial statements
provided the owners are pledging all of their personal
assets to secure the loan and that the required tax
returns are supplied. Records that reflect the life of
the company if less than two years will be considered.
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18. The State will not issue or repurchase:

a.
b.

C.

Standby Commitments
Development Loans

Construction Loans

DELINQUENCIES AND FORECLOSURES

DELINQUENCIES

Each Seller/Servicer 1is required to take progressive actions
against borrowers that are delinquent one or more payments and
provide to the State a monthly written delinquency report. The
actions and reports thereon are broken down into the following
three categories:

a.

b.

C.

30 day (1 payment) - These loans are reported to the
State. The Seller/Servicer automatically issues late
notices to the borrowers on the 16th day and demand
notices on the 30th day. On the 45th day they send a
notice of intent to foreclose.

60 day(2 payments) - Details of collection efforts

are sent to the State. The Seller/Servicer issues to
the borrower a second demand notice. When the loan
reaches this level the Seller/Servicer contacts the
borrower and if financially possible, a modification

of the loan terms 1is considered and. if not. a "Request
for Legal Action” form is sent to the State with the
Seller/Servicer®s recommendations on foreclosure. If
applicable, an Assignment of Rents is put into effect
at this time.

90 days (3 payments) - At this level the Seller/
Servicer provides detailed reports and other
correspondence. Loans are either on a Seller/Servicer
or State approved workout, have a modification in
process, have filed bankruptcy, or have a legal action
pending. Each report details the activity that the
Seller/Servicer 1is pursuing and if the loan is on an
approved workout, the status of the payments on the
workout.

over 90 days (4 or more payments) - These loans have
had some type of action finalized. Foreclosure has
been 1initiated, bankruptcy has delayed collection, or
a modification 1is in the final stages of approval.
The Seller/Servicer has to follow very strict
collection policies set dgwn under the Federal Truth
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in Lending Laws and the Fair Debt Collection Practices
Act (P.L. 95-109) and their guidelines.

Each month Treasury investment staff consult with Seller/
Servicer personnel on resolution of delinquencies.

BANKRUPTCIES

In the collection process the borrowers often file for
protection under the United State bankruptcy laws and this
stops all direct contact with the borrower. The Seller/Servicer
then hires an attorney and proceeds under very rigid guidelines
in the continuation of the collection process through the
bankruptcy court. The State must evaluate the value of the
collateral versus the debt and, when applicable, file for a
relief from stay. This process 1is very time consuming and
costly as the bankruptcy court requires a formal appraisal to
verify the value in order to consider a relief from stay. The
bankruptcy court must evaluate the State®"s claim to the asset
as well as other creditors®, secured or otherwise, and
determine the best course of action for all parties concerned.

FORECLOSURES
This process may take one of the following three forms:

a. Deed in Lieu: The borrower offers their property back
to the Seller/Servicer willingly without the time
delays or the cost of a legal foreclosure. This
process is only considered if the borrowers can give a
title clear of any other obligations and the value of
the collateral plus insurance 1is at least sufficient
to cover the debt. The private mortgage insurance
company must concur with this action, and the amount
of the claim settlement is considered when evaluating
possible loss in this transaction.

b. Non-Judicial Foreclosure: This 1is also referred to as
a summary foreclosure and allows the State to foreclose
on the collateral. This eliminates all other liens
following the State®"s firs deed of trust position.
This process takes a minimum of 120 days from the
Notice of Intent to Foreclose and includes filing for
foreclosure and the actual sale. This process 1is
considered when the value of the collateral 1is at
least sufficient to cover the debt but the title is
encumbered. Private mortgage insurance on the loan 1is
also taken into consideration and may cover any
possible loss to the State.

c. Judicial Foreclosure: This process allows the State
to foreclose on the collateral and on any other
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current or future assets that the borrower may have.
This process takes one year to foreclose and then has
a one year right of redemption for the borrower. A
deficiency judgement 1is issued for any possible loss
and filed against the other remaining assets of the
borrower. This judgement 1is valid for 10 years. The
costs to do this type of foreclosure are very high,
and i1t is only considered when the loss level is
extreme and the chance of recovery on the deficiency
judgement exists. Again, private mortgage 1insurance
will in some cases offset some of the losses, but they
do not have to pay on the claim until given clear
title which does not occur until the end of the second
year.

Each loan 1is reviewed and analyzed for the proper procedure
from the first 60 day notice through the delinquency and
foreclosure process.

MODIFICATIONS

Each loan that 1is presented for modification to receive some
type of temporary relief will be reviewed on a case by case
basis. Each loan presented to the State for modification must
have the following information and it is evaluated on the
merits of that particular loan:

Two years tax returns on the individuals and the corporate
entity, if applicable

Financial statements on all participants
Cashflow analysis for the past year on the subject property

Cashflow projection for at least the next six months to
one year

Written analysis from the borrower explaining in detail
their financial problems and their request for modification

A letter from the Seller/Servicer recommending a
modification whether it conforms with the borrower"s
request or not.

These packages are thoroughly analyzed and, if feasible, a
modification may be allowed. IfT the borrowers can subsidize
the loan payment from other sources of income, the State will
require this. Not every request 1is approved. Some are
rejected and the borrower told to resume regular payments,
whereas others are changed to meet a minimum level of
modification that the State will allow.
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Some modifications call for a permanent rate reduction and if

the borrower
the process,

or the individuals assuming the loan can afford
the State will allow the interest rate to be

bought down under the following guidelines.

The interest

BUYDOWN POLICY

rate on loans can be bought down to the current

interest rate or a maximum of two points if the rate is to be
bought down below the current market rate for the fund,
whichever affords the greatest reduction to the borrower.

1. Cost of buydown to the borrower or assumptor is a
percent of the outstanding principal balance per point
bought down depending on the age of the loan as
follows:

a.

g-

4% per point through the first 5 years of the
mortgage

3.5% per point 6 years through 8 years of the
mortgage

3% per point 9 years through 11 years of the
mortgage

2.5% per point 12 years through 14 years of the
mortgage

2% per point 15 years through 17 years of the
mortgage

1.5% per point 18 years through 20 years of the
mortgage

1% per point 21 years to maturity of the mortgage

2. Depending upon the age of the mortgage, equity
position, and current market opinion/appraisal, the
buydown expenses may be capitalized at the request of

the

a.

investor under the following conditions:

no other liens will be in place at the time of
capitalization or those lien positions will be
subordinate to the modification:

whenever feasible, the capitalized amount will not

take the balance to more than the original loan
amount;
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c. whenever feasible, the new balance will be
reamortized so that the maturity on the loan will
remain the same but in no case more than 25 years
for commercial and 30 years for residential;

d. if reamortization is not economically feasible, a
balloon payment will be required at maturity for
the remaining unpaid balance.

All of the above processes and procedures are the responsi—
bilities of the Seller/Servicer and they are addressed in the
Sales and Servicing Agreement and Sales and Servicing Agreement
Addendum which 1is signed by each of the Seller/Servicers that
do business with the State.

It is the discretionary responsibility of the investment staff
that manages the mortgage loan portfolios to implement these
policies. The Sales and Servicing Agreements follow industry
standards and specifically address the Alaska Statutes. Updates
to the contracts may take place as the industry changes.
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Mﬁé&éﬁ' -Hansen

February 29, 1988

Mr. James R. Wilson
Statement Investment Officer
State of Alaska

Department of Revenue
Treasury Division

P.0. Box SB

Juneau, AK 99811

PERS and TRS Financial Projections

Dear Jim:

Enclosed you will find projections of financial
and TRS for the next 15 years.
projections, care should be exercised
greatest value lies in determining the

As with

rates and funding ratios due to different

salary increases.

TRS

Table 1 for TRS shows projections based upon
assumptions. These projections assume that there will

gains or losses in future years. Thus,

virtually unchanged. Note the decrease
the number with supplemental contribution decreases.

Table 2 for TRS assumes the overall

each year will be 10%

assumption. Greater-than-anticipated
These gains will
funding ratio and decreasing employer contribution rate.

result in an actuarial gain.

Table 3 for TRS assumes actuarial gains from salary
assumption.

are 1% less than our actuarial
in salary increases is not as

PERS

Unlike TRS, PERS has a small unfunded
of 98.5%. Based upon the current
unfunded liability will gradually get amortized and the funding
assuming that

will stay very <close to 100%,
gains or losses.

A Marsh S McLi'nnan Company
3200 One Union Square « Seattle, Washington 98101

increases.

206 382-0600

results for both
long-term
in using these results.
sensitivity of

investment performance

financial

contribution

actuarial
be no actuarial
funding ratio
in member contribution rate as

the current

investment performance of the fund
1% greater than
investment

actuarial
performance

lead to an increasing

increases
A one percent
important as a one percent difference
investment return. Table 4 for TRS assumes both actuarial
both investment return and salary

difference

gains from

liability,
actuarial

funding ratio
assumptions,

there are no actuarial



William M. Mercer-Meidinger-Hansen, Incorporated

Mr. James R. Wilson
February 29, 1988
Page Two

Table 2 for PERS shows projections assuming an extra 1% investment
return each year. The funding ratio for PERS increases 11.2% (from
98.5% to 109.7%) after 15 years.

Tables 3 and 4 for PERS project similar results to the TRS tables.
Please note that the financial projections for PERS are less
“fesponsive"” to this decrease in projected salary increases than for
TRS. This is primarily because benefits to retirees, under the
automatic PRPA, will continue to be provided even though benefits to
new retirees will be relatively smaller because of the lower salary
increase assumption.

Summary

Actuarial gains, primarily from greater-than-anticipated investment
performance, as well as the prudent and disciplined funding procedures
adopted by both TRS and PERS Boards, have contributed to the excellent
funding progress of both plans. Both PERS and TRS are virtually 100%

funded. In the ensuing years, employer contribution rates will
continue to decrease if the system continues to realize actuarial
gains. The two most important sources of actuarial gains are

investment performance and salary increases. Actuarial gains and/or
losses from other sources are relatively minor when compared to the
importance of these two assumptions.

Sincerely,

Robert F. Richardson, ASA
Principal

RFRrjs

Enclosures



Year

1987
1988
1989
1990
1991
1992

1994
1995
1996
1997
1990
1999
2000
2001
2002

Year-

1987
1980
1909
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

Investment Return

— Valuation Amounts on July 1--

Assets

Funding
Ratio

98.
99.
99.
99.
99.
99.
100.
100.
100.
100.
100.
100.
100.
101.
101.

RO ygOUANEPEOImOOWOWU

9.00V.

*

_Accrued Surplus
Liabilitv <Deficit)
1,926,488 28,235
2.164,620 22,570
2,425,131 17,194
2,709,914 11,9°4
3.021,014 <6,r.71
3,360,639 (1,733
3,731,175 3,505
4,135,199 9,446
4,575,492 16,449
5,055,060 24,624
5,577,146 54,089
6,145,251 44,977
6,763,155 57,427
7,434,938 71,593
8,165,00 87,644
8,958,105 105,761

State of Alaska PERS- TABLL"

(nominal)

Flow Amounts During Fllowing 12 Months

Salary

Total Employer Empluyee

Sularius Contribs Contribs
891,300 88,927 60,876
045,135 92,559 64,553
1,002,221 96,560 68,452
1,062,755 100,921 72,586
1,126,945 105,638 76,970
1,175,013 110,708 81,619
1,267,191 116,634 86,549
1,343,730 123,144 91,777
1,424,891 129981 97,320
1,510,954 137,161 103,i98
1,602,216 144701 109,431
1,698,990 152,616 116,041
1,801,609 160,925 123,050
1,910,426 169,646 130,482
2,025,816 178,797 138,363
2.,14B,175 188,399 146,720

* Surpluses reduce employer contributions oyer 5 years
* Deficits increase employer contributions over 25 years

1

Financial Projections <"000 omitted)

Increases

6.04V.

(6.5/5.5 assumed)

Total Benefit Net
Contribs Payments Contribs
149,802 87,347 62,455
157,112 95,459 61,654
165,012 104,231 60.781
173,507 113,715 59,793
182,608 123,764 58,644
192,328 135,036 57,291
203,184 146,994 56,189
214,921 159,904 55,017
227,301 173,837 53,465
240,360 188,869 51,490
254,132 205,084 49.048
268,657 222,568 46,089
283,975 241416 42,559
300,128 261,728 38,399
317,160 203,614 33,546
335,119 307,189 27,930

[nvestment
Earninus

181,341
204,234
229,202
256,430
286,119
318,483
353,7/5
392,280
434,2/8
480,061
529,944
584,265
643,391
70.7,717
777,671
853,713

PERCENTAGE RATIO RELATIONSHIPS OF ABOVE DATA

As " of Salaries-

Employer- Employee
Contribs Contribs Contribs Payments

9.98\W
9.79V.
9.63V.
9 . 50V.
9. 37V
9.26V.
9.20V.
9. lov.
9. 12V
9.08V.
9.03V.
B.9BV.
8. 93V.
0.8871
8.133*4

.83V.
.8.7/
.03V.
.83V.
.83*/.
.83V.
. 83V.
.83V.
.83V.
.83V
. 83V.
03*/.
.83V.
.83V.
.03V.

DO OO OO0 OO0 OO0 OO,

Total

16.81*/.
In. &%.
16.46V.
16.33W
16.207.
16.09V.
16.03V.
15.99V.
15.95W
15.91V.
15.06\W
15.01*/.
15. 76%.
15.71/.
15.067.

Benef it

9.80VW.
10. 107.
10.40V.
10.70V.
11.00*/.
11. 0.
11.60*/.
11.90V.
12. 20VW.
12.50*".
12.00V.
13. 107.
13.40*/.
13.70V.
14. O0V.

—— As V. of Assets-—

Net
Contribs

3. 107.
2.72%/.
2.397.
2.10v.
1.84v.
1.62*/.
1. 43.
1.26%/.
1.1 .
0.97VW.
0.837.
0.71V.
0.60V.
0.49V.
0.39V.

Investment
Earnings

9.00V.
9.00V.
9.00*/.
9.00V.
9.00W
9.00*/.
9.007.
9. O/.
9.00V.
9.00*/.
9.00V.
9.00V.
9.00W
9.00*/.
9.00WV.

Eriding
Asset
Valuation

2,142,049

~
-
o
o
IS



Year

198/
198G
1989
1990
1991
1992
1993
1994
1995
1996
1797
1998
1999
2000
2001
2002

Year

1907
1988
1989
1990
1991
1992
1993
1994
1995
1996
Jo97
1998
1999
2000
2001

Investment Return

10.00V

— Valuation Amounts on duly 1-

Assets

1,8913.233
2,163,147
2,449,789
2,764,161
3,108,887
3,486,580
3,900,047
4,352,334
4,846,729
5,386,787
5,976,348
6,619,560
7,320,904
8,085,221
8,917,739
9,824,102

* Deticits

Accrued
Liability

1,926,488
2,164,620
2,425,131
2,709,914
3,021,014
3,360,639
3,731,175
4,135,199
4,575,492
5,055,060
5,577,146
6,145,251
6,763,155
7,434,938
B,165,004
8,958,105

Surplus™*
(L"et+ici Lr

(28,235)

<1i472)
24,658
54,247
87,876
125,941
168,872
217,135
271,237
331,727
399,202
474,309
557,749
650,283
752,734
865,997

Financial

Shate at Alaska PERS-
Pruieclion3 (000 omitted)

(nominal)

Total
Salarles

891,300

945,135
1,002,221
1,062,755
1,126,945
1,195,013
1,267,191
1,343,730
1,424,891
1,510,954
1,602,216
1,698,990
1,801,609
1,910,426
2,025,816
2,148,175

1AD_E

Salary

«

2

Increases

6.04%/.

(6.575.5 assumed)

———————— Flow Amounts During Pl lowing 12 Months-—

Emplover
Cantribs

88,927
87,583
90,202
93,026
95,810
9B.537
101,190
103,747
106,185
108,479
110,600
112,518
114,196
115,598
116,680
117,395

* Surpluses reduce employer contributions over 5 vears
increase employer contributions over 25 yc’ars

PERCENTAGE RATIO RELATIONSH

Employer

Employee
Contri bs

60,876
64,553
68,452
72,586
76,970
81,619
86,549
91,777
97,320
103,198
109,431
116,041
123,050
130,482
138,363
146,720

Employee

As ymaf salaries

Total

Benet it

Contribs Payments

149,802
152,136
158,654
165,612
172,780
180,157
187,739
195,523
203,505
211,677
220,032
228,559
237,246
246,080
255,043
264,116

Total

87,347

95,459
104,231
113,715
123,964
135,036
146,994
159,904
173,837
188,869
205,084
222,568
241,416
261,728
283,614
307,189

benetit

Contribs Contribs Contribs Payments

9.98V.
9.2/7.
9.007.
8.757.
11.507.
0.257.
7.997.
7.72V
7.457.
7. 10V
6.907.
6.627.
6 .347.
6.057.
5. /671

6.837.
6.8371
6.8371
6.83V
6.837.
6.837.
6.837.
6.837.
6.837.
6.8 3V
6.1337.
6.B37.
6.837.
0.837.
<>.857.

16.817.
16. 107.
15. 837.
15.587.
15.337.
15. 087.
14.827.
14.557.
14.287.
14.017.
13.737.
13.457.
13. 177.
12.887.
12.59V

9.807.
10. 107.
10.407.
lu. 707.
11.007.
11.307.
11.607.
11. 9 G7.
12.207.
12.5i 7.
12.807.
13. 107.
13. 407.
13. 707.
14.007.

Net
Contribs

62,455
56,677
54,423
51,897
4e,816
45,120
40,745
35,6109
29,668
22,808
14,948
5,991
(4,169)
(15.648)
(28,571)

Investment
Earnings

202.439
229.964
259,949
292,832
328,874
368,347
411,542
458,776
510,390
566,753
628,264
<>95,353
768,486
848,166
934,934

(43,073)1.029,377

IPS OF ABOVE DATA

As7at Assets--

Met
Con*ribs

3.097.
2.467.
2.097.
1.777.
1.48Vv
1.227.
.997.
.78/7.
.587.
.4 07.
. 247.
.097.
-0.057.
-0. 187.
-0.317.

OO OoOoo

o

Investment
Earni ngs

10.007.
10.007.
10.007.
10.007.
10.007.
10.o00Vv
10.007.
10. 007.
10.00V
10. 007.
10.007.
10 .oov
10.007.
10. 007.
10.007.

Endingq
Asset
Valuati on

2,163.147
2,449,709
2,764,161
3, 100Q,B89
3,486,580
3,900,047
4,352,334
4,846,729
5,386,787
5,976,348
6,619,560
7,320,904
8,085.221
8,917,739
9,824,102
10,810,405



Year

1937
1988
1909
1990
1991
1992
199 j
1994
1995
1996
1997
199b
1999
2000
20i)]
2002

Year

1907
191:8
1907
1990

1991

1992
1993
1994

1795
1796
1997
1990
1999
2000

Investment Return

9.007.

— Valuation Amounts on July le

Assets

1.090,253
2,142,049
2,404,306
2,607,962
2,996,393
3,331,619
3.695,019
4,091,350
4,520,759
4,906,795
5,492,433
6,040,083
6,635,619
7,200,393
7,979,263
0,736,613

* Surpluses
* Deficits

Fundi ng
Ratio

98.5
99.5
100.3
100.9
101.4
101.0
102.2
102. 6
102.9
103. 2
103.4
103.6
103.0
los.o0

Accrued
L.lability

1,926,400
2,152,141
2,397,803
2,665,110
2,955,832
3,271,082
3,615, o2i
3,980,390
4,393,494
4,033,243
5,310,453
5,028,171
6 .309,690
6,990,568
7,650,654
8,374,109

Surflus*
(Deficit)

<28,235)

<10,092)
6,503
22,852
40,561
59,737
80,495
102,960
127,265
153,553
181,900
212,712
245,929
201,825
320,609
362,504

Financial

State 01

<nominal)

Hi ctska PERS-
I-"ruiections

TABLE
(*U00 om

Salary

Total Emptoyer Emplovee

Sal at ios

091,300

936.222

903,407
1,032,971
1,085,033
1.139.710
1,197,160
1,257,497
1,320,875
1,387,447
1,457.374
1,5 =.0,b26
1,607,979
1,689,021
1,774,148
1,863,565

Contribs

Contribs

reduce employer contributions over 5 years

88,927 60,876
08,794 63,944
90,161 67,167
93,209 70,552
96,360 74,108
99,617 77,043
102,980 81,766
106,451 85,087
110,031 90,216
113,720 94,763
117,519 99,539
121,429 104,555
125,440 109,825
129,575 115,360
133,810 121,174
138,150 127,282
PERCENTABF.
-As 7. of
Employer Employee
Contribs Contribs
9.987. 6. 837.
9. 4851 6.837.
9. 177. 6.337.
9.027. 6.837.
8.887. 6.037.
8.747. 6.837.
11.607. 0.837.
8.4 71. ra. B3"..
0.337. 6.037.
u. 207. 6.037.
0.067. 6. H37.
7.937. 6.037.
7.007. 6.037.
7.67;: 6 .0 37.

increase employer contributions over 25 years

3
itted;

Increases

5.047.

<5.574.5 assumed)

During FI lowing 12 Months-—

Total

Benef it

Net

Contribs Pavmeids Contribs

149,802
152,738
157.328
163,761
170,468
177.459
184,746
192,338
200,246
208,403
217,050
225,984
235,272
244,935
254,984
265,432

87,347

94,558
102,274
110,528
119,354
128,700
130,871
149,642
161,147
173,431
106.544
200,538
215,469
231,396
240.381
266,490

62,455
58,179
55.053
53,233
51,114
48,671
45,075
42,696
39,100
35,052
30.514
25,446
19.803
13,539
6,604
<1,050)

Investment
Earni nqgs

181,341
204,078
220,602
255,198
204,111
315,529
349.656
386,713
426,937
470,505
517,936
5t>9,290
624,971
685,330
750,74/
821,631

RATIO RELATIONSHIPS OF ABOVE DATA

Salaries—
lotal

Benef it

contribs faV'ili'lltS

16.817.
16.317.
16.007.
15.057.
15.717.
15.577.
15.437:
15. 307.
15. 167.
15.037.
14.097.
14.767.
14.637.
14.507.

9.807.
10.107.
10.407.
10.707.
11.007.
11.307.
11.607.
11.90v.
12 .20;:
12.507.
12.807.
13. 107.
13.407.
13.707.

——As 7. af Assets -

Net
ConLribs

3.107.
2.577.
2.1

1.887.
1.627.
1. 397.
1. 187.
0.997.
0. 027.
0.677.
0.537.
0. 407.
0.297.
0. 107.

Investment
Earnincjs

9.007.
9.007.
9.007.
9.007.
9.007.
9. 007.
9.007.
S\ 007.
Vv .0*:

9.007.
9.007.
9. Ouv.
9. 0o7.
9.007.

Ending
Asset
Valuahjon

2,142,049
2,404,306
2,687,962
2,996,393
3,371,619
3,695,819
4,091,350
4,520,759
4,906,775
5,492 .433
6,040,883
6,635,619
7,280,393
7,979,263
0,736,613
9,557,186



Year

1987
1988
1939
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Year

1937
1980
Jo909
1990
1991
1992
199.3
1994
1995
1996
1997
1990
1999
2000
2001

Investment Return

— Valuation Amounts on

Assets

1,898,253
2,163,147
2,447,787
2,758,347
3,096,966
3,465,954
3,867,810
4,305,233
4,701,138
5,290,678
5,861,258
6,472,560
7,136,564
7,857,571
8,640,230
9,489,569

* Surpluses
* peficits

Fundiriqg
Ratio

90.5
100.5
102. 1
103.5
104.0
105.9
107. n
107.9
108.8
109.6
110.4
111.1
111.7
112.3
112. A

Accrued
Liability

1,926,488
2,152,141
2,397,803
2,665,110
2,955,832
3,271.882
5,615,323
3,988,390
4,393,494
4,833,243
5,310,453
5,828,171
6,389,690
6,998,568
7,658,654

10.00V.

dulv 1-
Surplus*
(Deficit)

(28,235)
11,006
49,984
93,237

141,133

194,073

252,407
316,843
387,644
465,435
550,805
644,3e?
746,874
859,003
981,576

8,374,109 1,115,460

Financial

State of Alaska PERS-
Projections

(nominal)

Total

Flow Amounts During Fllowing

Employer

I1ABLE

Salary

Employee

4

(000 oini tied)

Increases

(atal

5.04%

Benef it

Salar ius Contribs Cantribs Contribs Payments

891,300

936,222

983,407
1,032,971
1,035,033
1,139,718
1,397,160
1,257,497
1,320,075
1,387,447
1,457,374
1,530,026
1,607,979
1,689,021
1,774,148
1,863,565

88,927
05,385
86,100
86,635
86,967
87,070
86,916
86,475
85,712
84,591
83,072
81,111
78,661
75,669
72,078
67,827

60,876
63,944
67,167
70,552
74,103
77,843
81 ,766
05,887
90,216
94,763
99,539
104,555
109,825
115,360
121,174
127,282

reduce employer contributions over 5 years

Employer

increase employer contributions over 25 years

PERCENTAGE

-—As W
Employee

of Salaries

149,802
149,329
153,267
157,107
161,075
164,913
168,602
172,362
175,920
179,354
102,611
185,667
180,406
191,029
193,252
195,108

87,347

94,558
102,274
110,520
119,354
128,708
138,871
149,642
161,147
173,431
106,544
200,538
215,469
231,396
240,301
266,490

12 Months

15.5/4.5 assumed)

(let
Contribs

62,455
54,771
50.992
46,659
41,721
36,125
29,812
22,720
14,781
5,923
(3,933)
(14,871)
(26,983)
(40,367)
(55,129)
(71,382)

Investmen
Earnings

202.439
229,869
259,56/
291.959
327,267
365,731
407,611
453,185
502,759
556,657/
615.235
678,875
747,990
823,027
904,468
992,836

RATIO RELATIONSHIPS OF ABOVE DAI A

Total

Benefit

Contribs Contribs Contribs Payments

9.907. 6.837.
9. 127. 6.037.
8. /67. 6.037.
8.397. 6.03%
0.027. 6.83%
7.647. 6.83%
/. 267. 6.037.
6.HUV. 6.037.
6.497. 6.03%
6. 107. 6.837.
5.707. 6.837.
5.307. 6.83%
4.097. 6.83%
4.407. 6. 03%
4.,067. 6.837.

16.817.
15.95%
15.59%
15.227.
14.85%
14.477.
14.097.
13.717.
1= 't/
12.937.
12.537.
12.13%
11. 727.
11.317.
10.897.

9.80%
10. 107.
10. 407.
10.70%
11. 007.
11.30%
11.60%
11.90%
12.20%
12.507.
12.807.
13. 107.
13.40%
13.70%
14.00%

——As %
Net
Contribs

3.09%
2.38%
1.96%
1.60%
1.27%
0.99%
0.737.
0.50%
0.297.
0.11%
-0.067.
-0.227.
-0.367.
-0.49%
-0.61%

of Assets-—

Investment
Earnings

10.0<
10.00%
10.007.
10.00%
10.007.
10.00%
10.00%
10.00%
10.007.
10.007.
10.00%
10.00%
10.00%
10.00%
10.00%

Ending
Asset
Valuation

2,163,14/
2,447,787
2,758,347
3,090,966
3,465,954
3,867,010
4,305,233
4,781,138
5,298,678
5,861,258
6,472,560
7,136,564
7,857,571
8,640,230
9,489,569
10,a11,023



Year

1907
1980
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Year-

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Investment Return

7.00V.

— Valuation Amounts an July 1-

Total
Assets

1,225,009
1,317.016
1,420,730
1,498,460
1,566,141
1,643,405
1,716,342
1,806,912
1,903,997
2,011,603
2.115,747
2,233,297
2,356,852
2,490,691)
2,647,444
2,852,819

* Surpluses reduce employer contributions over-

* Deficits

Funding
Ratio

100.8
100.9
101.0
101.1
101.3
101.4
101.5
101.6
101.7
101.8
101.9
101.9
102.0
lo2. 1
102. 1

1021

Accrued
Liability

1,215,568
1,306,100
1,406,534
1,481,548
1,546,390
1,620,744
1,690,672
1,778,164
1,872,043
1,976,301
2,076,927
2,190,819
2,510,538
2,440,363
2,592,878
2,773,740

Surplus™*
(Defici Y)

9,441
11,715
14,196
16,912
19,751
22,661
25,670
28,748
31,955
35,303
38,820
42,478
46,313
50,335
54,566
59,079

Slate of Alaska TRS -

Financial

(nominal)

Total
Salari es

348,606
369,662
391,989
415,666
440,772
467,394
495,625
525,561
557,305
590,966
626,660
664,510
704,647
747,207
792,339
840,196

Projections

TABLE

1

("000 omitted)

Salary

Increases

6.04V.

(6.5/5.5

——————— Fl ow Amounts During Foilowing 12 Z2lonths————

Employer
Contribs

30,981
32,693
34,502
36,412
38,442
40,603
42,903
45,351
47,953
50,717
53,651
56,769
60,079
63,594
67,324
71,276

5 years

Employee
Contribs

26,250
27,725
29,282
30,926
32,661
34,494
36,428
38,471
40,628
42,904
45,308
47,845
50,523
53,351
56,335
59,486

increase employer contributions over 25 years

Total
Contr ibs

57,231
60,418
63,784
67,338
71,103
75,097
79,331
83,822
08,581
93,621
98,959
104,614
110,602
116,944
123,659
130,762

Benef it
Pavmen ts

78,672

80,539
117,266
137,433
138,119
153,207
147,132
153,540
156,968
175,007
176,888
187,376
194,637
191,111
184,536
193,912

PERCENTAGE RATIO RELATIONSHIPS

Employer
Contribs

8.89\W
8.84V.
8.807.
8.76%/.
8.72V.
8.69*/.
8.66V.
0.63V.
8. 607.
0.58V.
U.56V.
8.54V.
8.53V:
8.51V.
8.50V.
8.48V.

-y UF Salaries

Employee
Contribs

7.53*%/.
7.50V.
7. 47 V.
7.44V.
7.41*%/.
7. 3.
7.35V.
7.32V.
7.29%/.
7.26%/.
7.237.
7 .20V.
7. 177.
7. 14*.
/. 117.
7. 0BY.

Total
Contribs

16.42*/.
16.347.
16.277.
16.207.
16. 13V.
16.077.
16. 01 M
15.95V.
15.39V.
15.84*/.
15.797.
15.74V.
15.707.
15.65V.
15.61V.
15.56\V.

Benefit
Payments

22.577.
21.797.
29.927.
33. 06V.
31.347.
32.707.
29. 69V.
29.21V.

28. 1/74.

29.61*/.
28.23V.
28. 207.
27.627.
25.587

23. 29¢.

23.087.

Net
Contribs

(21,441)
(20,121)
(53,483)
(70,095)
(67,016)
<7B,110)
(67,801)
(69,717)
(68,388)
(81,386)
(77,929)
(02,762)
(84,034)
(74,167)
(60,8/7)
(63,150)

assumed)

Investment
Earnings

114,24/
123,035
131,213
137,776
144,280
151,047
158,371
166,803
175,994
185,529
195,479
206,317
217,880
230,913
246,253
263,585

OF ABOVE DATA

— As W
Net
Contribs

-1.69*/.
-1.47*%/.
-3.67*/.
-4.587.
-4. 187.
-4.657.

-3.85V.

-3.76V.
-3.50V.
-3.957.

-3.59W

-5.61V.

-3.47VW.

-2.89V.
-2.227.
-2. I/,

of Assets-—

Investment
Earnings

.007.
.00W.
. O0V.
.00v.
.00Vv.
.00V.
.00W.
.00v.
.00Vv.
.00*/.
.00V.

© © © © © © © OV © O ©

©
o
=]
N

9.007.
9.007.
9.007.
9. 007.

Ending
Asset
Valuati on

1,317,816
1,420,730
1,498,460
1,566,141
1,645,405
1,716,342
1,806,912
1,903,997
2,011,603
2,115,747/
2,233.297
2,356,852
2,490,693
2,647,444
2,832,019
3,033,254



-8 -

State of Alaska IRS - TABLE 2
Financial Proiuctinns <000 umitted)
Investment Return 10.HO7, (nominal) Salarv Increases 6.04"/. (6.5/5.5 assumed)
- Valnation Amounts on July 1- = ———— Flaw Amounts During Fallowing 12 ITunths——— Endi ng
Total Accrued Surpl us-* Total Employer Employee Total Benefit Net Investment Asset
Year- Assets Liabilitv (@eficil> Salaries Contribs Contribs Contribs Pavments Contribs Earnings Valuation
1987 1,225,009 1.215,568 9,441 348,606 30,901 26,250 57,231 78,672 (21,441) 127,554 1,331,122
1988 1,331,122 1,306,100 25,022 369,662 31,450 27,725 59,175 80,539 (21,364) 138,700 1,448,458
1989 1.448,450 1,406,534 41,924 391,989 31,912 29,282 61,194 117,266 (56,072) 149,284 1,541,670
199U 1,541,670 1,481,548 60,122 415,666 32,3/7 30,926 63,302 137,433 (74,131) 158,169 1,625,708
1991 1,625,708 1,546,390 79,318 440,772 32,870 32.661 65,540 138,119 (72,579) 167,070 1,720,199
1992 1,720,199 1,620,744 99,455 467 .394 33,431 34,494 67,925 153,207 (85,282) 176,357 1,811,274
1993 1,811,274 1,690,672 120,602 495,625 34,036 36,428 70,465 147,132 (76,667) 186,350 1,920.957
1994 1,920,957 1,778,164 142,793 525,561 34,700 38,471 73,171 153,540 (80,369) 197,682 2,030,270
1995 2,038,270 1,872,043 166,227 557,305 35,413 40,628 76,040 156,968 (80,928) 209,972 2,167,314
1996 2,167,314 1,976,301 191,013 590,966 36,174 42,904 79,078 175,007 (95,929) 222,772 2,294,157/
1997 2,294,157 2,076,927 217,230 626,660 36,988 45,308 82,296 176,808 (94,592) 236,157 2,435,722
1990 2,435,722 2,190,819 244,903 664,510 37,863 47,845 85,708 187,376 (101,668) 250,667 2,584,721
1999 2,584,721 2,310,538 274,183 704,647 38,79/ 50,523 89,320 194,637 (105,317) 266,130 2,745,534
2000 2,745,534 2,440,363 305,171 747,207 39,793 53,351 93,143 191,111 (97,967) 283,383 2,930,950
2001 2,930,950 2,592,878 338,071 792,339 40,845 56,335 97,180 184,536 (07,356) 303,382 3,146,976
2002 3,146,976 2,773,740 373,236 840,196 41,935 59,406 101,421 193,912 (92,492) 325,808 3,380,292
* Surpluses reduce employer contributions over 5 years
* Deficits increase employer contributions over 25 years
PERCENTAGE RATIO RELATIONSHIPS OF ABOVE DATA
-As ¥. of Salaries——————————— — As ¥ of Assets-—
Funding Employer Employee Total Benef it Net Investment
Year Ratio Contribs Contribs Contribs Payments Contribs Earnings
1987 100.8 8.89V. 7.537. 16.427. 22 _.57*/. -1.687. 10.007.
1988 101.9 8. 517/. 7.507: 16.017. 21.79/1 -1.54*/. 10.007.
1909 103.0 8. 14V. 7.477. 15.617. 29.927. -3. 767. 10. 00¥.
1990 104. 1 7.797/. 7.447. 15.237. 33.067. -4.697. 10.007.
1991 105. 1 7.46%/. 7.417. 14.87*/1 31.347. -4.347. 10. 007.
1992 106. 1 7. 15V. 7.387. 14.53/1 32.787. -4.047. 10.007.
1993 107. 1 6.07V. 7. 357. 14.227. 29.697. -4._ 11V, 10.007.
1994 100.0 6.607/. 7.327. 13.92*/. 29.217. -4_07V. 10. 007.
1995 108.9 6.55W 7.297. 13.647. 28.177. -3.05V. 10.007.
1996 109.7 6. 127. 7.267. 13.387. 29.617. -4.31*/. 10.007.
1997 110.5 5.907. 7.237. 13. 137. 28.23*/. -4. 01*%/. 10.007.
1998 111.2 5.70*/. 7.207. 12.907. 28.207. -4.06V. 10.007.
1999 111.9 5.517. 7. 177. 12.687. 27.627. -3.96V. 10. 007.
2000 112.5 5.33V. 7. 14V. 12.477. 25.587. -3.46\W. 10.007.
2001 113.0 5. 157. 7. J17. 12.26*/. 23.297. -2.00V. 10.007.
2002 113.5 4.997. 7.087. 12.077. 23.087. -2. 84v. 10.007.



State of Alaska 11<£ - TABLE 3
Financial Projections (000 omitted)
Investment Return 9. 007. (noiiiinal ) Salarv Increases 5.047. 15.5/4.5 assumed)

— Valuation Amounts on July 1- = ——— -———-—- Flow Amounts Durina Fallowing 12 Months - Endi ng

TDtal Accrued Surplus-* Total Employer Employee Total Benefit Net Investment Asset

Year Assets Liabi 1itv (Defici L) Salari es Contribs Cont.r ibs Cantri bs Payments Contribs Earni nos Valuation
19S7 1,225,009 1,215,568 9,441 348,606 30,9 K 26,250 57,231 78,672 (21,441) 114,247 1.317,016
1988 1,317,816 1,301,220 16,596 366,176 31,918 27,463 59,382 BO, 497 <21,115) 122,990 1,419,691
1909 1.419,691 1,395,499 24,192 384,631 32,896 20,732 61,620 117,178 (55,550) 131,022 1,495,163
1990 1,,495,163 1,462,895 32,267 404,016 33,913 30,059 63,972 137,293 <73,321) 137,321 1,559,162
1991 1,559,162 1,518,443 40,719 424,379 34,985 31,446 66,432 137,922 <71,490) 143.422 1,631,094
1992 1,631,094 1,581,589 49,505 445,768 36,120 32,098 69,017 152,947 (83,930) 149,628 1,696,791
1993 1,696,791 1,638,129 58,662 468,234 37,318 34,415 71,733 146,003 <75,070) 156,205 1,777,926
1994 1,777,926 1,709,757 68,169 491,833 38,587 36,002 74,589 153,135 <78,546) 163,679 1,863,059
1995 1,863,059 1,784,965 78,094 516.622 39,925 37,662 77,587 156,400 (78,893) 171,671 1,955,837
1996 1,955,837 1,867,378 88,459 542,659 41,337 39,397 BO,734 174,427 (93.693) 179,730 2,041,875
1997 2,041,875 1,942,574 99,300 570,009 42,825 41,212 84,036 176.208 (92,172) 187,891 2,137,594
199B 2,137,594 2,026,997 110,596 598,738 44,395 43,109 87,5U4 186,587 (99,082) 196,582 2,235,093
1999 2,235,093 2,112,700 122,393 628,914 46,052 45,093 91,145 193,728 (102,583) 205,594 2,338,105
2000 2,338,105 2,203,401 134,704 660,611 47,799 47,168 94,967 190,072 (95,105) 215,619 2,458,619
2001 2,458,619 2,311,060 147,558 693,906 49,642 49,337 90,978 183,355 (84,377) 227,436 2,601,678
2002 2,601,678 2,440,643 161,035 728,879 51,579 51,605 103,184 192,577 (89,393) 240,665 2,752,951

* Surpluses
* Deficits

reduce emplover contributions over 5 years
increase employer contributions over 25 years

PERCENTAGE PATIO RELATIONSHIPS OF ABOVE DATA

—————————————— As 7. of Salaries----————————--- - As 7. of Assets-

Funding Employer Employee Total Benefit Net Investment

Year Rati o Contribs Cantri bs Contribs Payments Contribs Earnings
1987 100-8 8.897. 7.537. 16.427. 22 .577. -1.697. 9.007.
19B8 1(»1.3 8.727. 7.507. 16.227. 21.987. -1.557. 9.007.
1989 101.7 8.557. 7.477. 16. 027. 30. 477. --3.82% 9.007.
1990 102.2 8.397. 7.447. 1S.B37. 33.987. -4.817. 9.007.
1991 102.7 8.247. 7.41% 15. 657. 32. 507. -4.497. 9.007.
1992 103. 1 8. 10% 7.387. 15.487. 34.31% -5.05% 9.00%
1993 103.6 7.977. 7.357. 15.32% 31.357. -4.337. 9.007.
1994 104.0 7.857. 7.327. 15.17% 31.14% -4.32% 9.00%
1995 104 .4 7.737. 7.29% 15.02% 30. 297. -4 147. 9.007.
1976 104.7 7.627. 7.267. 14.88% 32. 147. -4.697. 9.00%
199/ 105. 1 7.517. 7.23% 14.747. 30.917. -4.42% 9.007.
1998 105.5 /. 4737 7.207 14.617. 31.16% -4.547. 9.007.
1999 105.8 7. 327. 7. 177. 14. 497. 30.807. -4._.49% 9.007.
2000 106. 1 7.247. I. 14% 14.387. 28_777. -3.977. 9.007.
2001 106.4 /. 157. 7. 11% 14.267. 26. 427. -3.347. 9.007.
2002 106. 6 /.0B7. 7.087. 14 . 167. 26.427. -3.347. 9. 00%



Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
199/
1998
1999
2000
2001
2002

Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Investment Return

10.007.

— Valuation Amounts on Julv 1-

Total
Assets

1,225,009
1,331,122
1,447,414
1,538,346
1.618,651
1,707,710
1,791,380
1,091,375
1,996,370
2,110,078
2,213,133
2,336,972
2,458,765
2,587,288
2,734,657
2,906,130

# Surpluses
* De-ficits

Funding
Ratio

100. 8
102.3
103. 7
105.2
106.6
108. 0
109.4
110.6
111.8
113. 0
114.2
115.3
116.4
117 .4
118.3
119. 1

Accrued
liabilitv

1,215,568
1,301,220
1,395,499
1,462,895
1,518,443
1,581,589
1,638,129
1,709,757
1,784,965
1,867,378
1,942,574
2,026,997
2,112,700
2,203,401
2,311,060
2,440,643

Surplus*
(Deficit)

9,441
29,903
51,915
75,451
100,200
126,121
153,250
181,617
211,405
242,700
275,559
309,974
346,065
383,808
423,596
465,487

State of Alaska TRS -
1*000 omitted)

Financial

(nomi nal)

Total
Salaries

348,606
366,176
384,631
404,016
424,379
445,768
468,234
491,833
516,622
542,659
570,009
598,738
628,914
660,611
693,906
728,879

Project:iti

Emplover
Contribs

30,981
30,676
30,307
29,880
29,429
28,964
28,484
27,991
27,475
26,932
26,363
25,774
25,161
24,526
23,860
23,145

IABLE
ns

Salary

Emplovee
Coritribs

26,250
27,463
28,732
30,059
31,446
32,898
34,415
36,002
37,662
39,397
41,212
43,109
45,093
47,168
49,337
51,605

reduce employer contributions over 5 voars
increase employer contributions over 25 years

Employer
Contribs

PERCENTAGE

— As 7. of
Employee
Contribs

8.897. 7.537.
8. 387. 7.507.
7.887. 7.4/7.
7. 407. 7. 447.
6.957. 7.4171
6.507. 7.387.
6.087. 7. 3571
5.697. 7.327.
5.327. 7.297.
4. 967. 7.267.
4.627. 7.237.
4.307. 7.207.
4.00/1 7. €77
3. 717. /. 1471
3.4471 7. 1171
3. 107. 7.087.

4

Increases

F10M Amounts During Pollawing

Total
Contr ibs

57,231
58,139
59,039
59,939
60,876
61,861
62,899
63,993
65,136
66,329
67,574
60,883
70,255
71,694
73,197
74,749

Salaries——

Total
Contribs

16.427.
15.887.
15.357.
14.847.
14.347.
13.887.
13.4 57.
13.017.
12.617.
12.227.
11.857.
11.507.
11.1 771
10.857,
10.557.
10.267.

5.047.

12 M
Bene fit
Pavments

78,672

80.497
117,178
137,293
137,922
152,94/
146,803
153,135
156,480
174,427
176,208
186,587
193,728
190,072
183,355
192,577

RATIO RELATIONSHIPS

Benefit
Payments

22.577.
21.987.
30.4 77.
33. 987.
32. 507.
34.317.
31.357.
31. 147.
30. 297.
32. 147.
30.917.
31. 167.
30. 807.
28.777.
26.427.
26.4271

(5.574.5

onths ———
Net
Contri bs

(21,441)
(22,358)
(58,140)
(77,354)
(77,046)
(91,086)
(83,905)
(89,142)
(91,344)
(108,098)
(108,634)
(117,704)
(123,473)
<118,37e)
(110,158)
(117,827)

assumed)

Investment
Earni nqgs

127,554
138,650
149,072
157,659
166,106
174,755
183,900
194,137
205,052
216,153
227,472
239,497
251,99/
265,746
281,631"
299,252

OP ABOVE DATA

-e-As 71 of Assets-—

Net
Contribs

-1.687.
-1.617.
-3.907.
-4.917.
-4.647.
-5.21%
-4_567.
-4_.597.
-4_457.
-5.007.
-4.787.
-4.917.
-4.907.
-4_457.
-3.917.
-3. 947.

Investment
Earnings

10. 007.
10. 007.
10. 007.
10.007.
10.007.
10.007.
10. 007.
10.0071
10. 007.
10.007.
10. 007.
10. 007.
10.007.
10. 0" >71
10. 007.
10. 007.

Endi nq
Asset
Valuati on

1,331,122
1,447,414
1,558,346
1,618,651

1.70/,710
1,791,380
1,891,375
1,996,370
2,110,078
2,218,133
2,336,972
2,458,765
2,587,288
2,734,657
2,906,130
3,087,555
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MEMORANDUM

TO: State of Alaska Department of Revenue
FROM: Willkie Farr 6 Gallagher
RE: Executive Summary of WF&G Memorandum Examining

Legislative Proposals Regarding Commissioner of
Revenue™s Investment Powers and Duties

DATED: March 1, 1988

Introduction

This Memorandum is designed to serve as an Executive
Summary of the content of the attached Memorandum from Willkie
Farr & Gallagher to the State of Alaska Department of Revenue
(the "Investment Proposals Memorandum™). The Investment
Proposals Memorandum examines the legal 1issues relevant to, and
the rationale for, certain changes proposed by the Commissioner
of Revenue of the State (the "Commissioner™) to be made to the
statutory framework currently governing investments made with
the monies of certain public funds established by the State of
Alaska (the "Funds™). For convenience, the discussion set out
below follows the same organizational structure used in the
Investment Proposals Memorandum. Section 1 thus sets out the
legal background of each of the legislative proposals (the
"Bill") prepared by the Commissioner. Section Il summarizes
issues related to the Bill proposals, but not covered by the
express terms of the Bill. Section 11l summarises the separate
proposal to establish an independent trust company.
Capitalized terms not otherwise defined in this Memorandum have
the same meanings that they do in the Investment Proposals
Memorandum.

Section I: Background of the Bill Proposals
A. Establishment and Designation of Certain Funds as Trusts

The Bill clarifies the legal status of the Funds
by expressly establishing separate funds for the deposit of the
assets of the Retirement Systems and Endowment Funds and
specifically designating those Funds as trusts. Trust
designation establishes the basic fiduciary responsibility of
the Treasurer, as trustee of the Funds, to segregate the assets

One Citicorp Center Telex: RCA 233780
153 East 53nl Street RCA 238805
New York. NY 10022-1069 WU 12 7670
212 935 8000 Fox: 212 752 2991,
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of the Funds from all other monies under the Commissioner®"s
control and to earmark those assets as trust property. The
Bill, by specifically conferring trust status, may provide a
basis for liability in the event of loss resulting from the
commingling of assets. It may also encourage in those
responsible for administration of plan assets a sense of duty
toward plan beneficiaries, by providing a framework for them to
discharge that duty.

B. Designation of the Commissioner as a Fiduciary of the
Funds and Reguirement to Act Only in the Interest of
Beneficiaries.

The Bill expands statutory guidance with respect to
proper behavior toward trust property and beneficiaries by
expressly designating the Commissioner as a "fiduciary"” of
certain of the Funds and by requiring the Commissioner to act
"only 1in regard to the best financial interests™ (or long-term
interests, 1in the case of the Endowment Funds) of Fund
beneficiaries. Under common law, two primary duties flow from
the "fiduciary”™ relationship: a duty to act prudently in the
administration of the trust and a duty of loyalty to trust
beneficiaries. The duty of loyalty requires a trustee to
administer the trust solely in the interest of its
beneficiaries; a trustee 1is prohibited from self-dealing,
favoring certain beneficiaries over others, and dealing with
trust property for the benefit of third parties. The Bill
proposal 1incorporates and expands upon this common law duty of
loyalty. Guidance as to the parameters of permissible behavior
under the Bill may be found by looking to case law interpreting
the "exclusive purpose™ rule contained in the Employee
Retirement Income Security Act of 1974, as amended ("ERISA™),
which is generally similar in intent to the Bill"s "only in the
financial interest”™ standard.

C. Repeal of Legal Lists and Implementation of a New Rule of
Prudence.

The Bill repeals the current statutes®™ "legal list”
restrictions, which are limitations on the Commissioner®s
investment authority as to type of investments that may be held
by a Fund and, 1in some instances, as to maximum percentage or
dollar amount of Fund assets that may be invested in particular
instruments. The legal lists serve to restrict investment
choices, lessen investment performance, and preclude
investments that, when viewed in the context of a Fund, would
clearly be deemed prudent by an institutional 1investor. In
addition to repealing the legal list provisions, the Bill
imposes a stringent statutory obligation requiring the
Commissioner to act with "professional”™ prudence by exercising



the judgment and care of an institutional investor managing
large investments under a trust relationship. This standard
appears to require that the Commissioner, as fiduciary,
exercise the care and skill of a sophisticated professional
investor whose knowledge and ability is substantially greater
than that expected of an ordinarily prudent layman. A court
would, therefore, 1in interpreting the provisions of the Bill,
in all probability, look to the regulations and case law
construing ERISA as the body of law governing the conduct of
private, professional institutional investors. The
significance of the State"s adopting an ERISA-type approach to
prudence, especially in conjunction with repeal of the legal
list statutes, is that it would permit a much larger universe
of investments to be considered in investing the monies of the
Funds, thereby benefiting Fund beneficiaries.

D. Authorization to Delegate Responsiblities

The Bill authorizes the Commissioner expressly to
delegate his investment, custodial and depository authority
with respect to the Funds to officers or employees of the State
or to independent firms, banks or trust companies. This
proposal is a necessary corollary to the fiduciary duty of
prudence. The cases construing ERISA"s prudent man rule
suggest that the Commissioner, in seeking to meet the prudent
institutional investor rule, has an affirmative duty to obtain
competent professional assistance by hiring qualified employees
or by entering into contracts with qualified outside
professionals. The Bill"s proposal serves to emphasize this
general duty of delegation and to provide a framework for the
discharge of that duty.

E. Establishment of Reporting and Statutory Auditing
Requirements

The Bill requires the Commissioner to cause periodic
reports on the condition and investment performance of certain
of the Funds to be prepared and furnished to the board
overseeing the operation of those Funds. In addition, annual
audits of the Funds must be conducted by an independent firm of
public accountants. This, 1in large part, reflects current
practice. The Commissioner®s reporting and auditing proposal,
which 1is comparable to reporting requirements under ERISA,
should facilitate the Commissioner®s fulfilling his fiduciary
obligations toward the Funds.

Section 1l: Related Issues
A. Federal Income Tax Implications

The Bill"s proposal to designate the Retirement Funds
as trusts will serve to ensure compliance with the implicit



requirement of Section 401 of the Internal Revenue Code (the
"Code™) that the assets of public plans be held in trust. In
addition, the Bill"s proposal that the assets of the Retirement
Funds be used only in regard to the financial interests of
their beneficiaries should act to ensure compliance with the
exclusive benefit rule contained in Section 401(a) of the Code.

B. Liability, Indemnification and Insurance

The 1increase in the extent of the fiduciary
obligations of the Commissioner and his staff under the Bill,
raises the issues of: potential liability in the event of
breach of those obligations; the extent to which those the
Commissioner employs may be indemnified; and the extent to
which 1insurance may be obtained.

(1) Liability

[A] Liability of the State, the Commissioner and
State Employees

Although no specific liability provisions are
contained in the Bill, the Commissioner and those he employs,
as fiduciaries of the Funds, maj be potentially liable for
breaches of their fiduciary obligations. In addition, the
State may be liable for these employee breaches. Although it
is unlikely that the State can claim "sovereign immunity"™ under
Alaska case law interpreting that doctrine, employees of the
Commissioner may be immune from suit under the broader
"official immunity"” doctrine. Because immunity may be viewed
as inconsistent with the public policy considerations
underlying the Bill, the Commissioner should consider amending
current law to provide explicitly that a State employee will
generally be liable for breach of a fiduciary obligation,
unless he acted prudently, 1in good faith, and within the scope
of his employment.

[B] Liability of Service Providers

The Bill does not address the potential liability of
third parties for breaches of fiduciary duties, nor does it
deal with the potential liability of the Commissioner for the
actions of third party service providers. Under an ERISA-type
analysis, a third party service provider is liable if that
party meets ERISA"s broad definition of "fiduciary.” Most
third parties to which the Commissioner would typically
delegate responsibilities for the Funds are likely to fall
within the ERISA definition of fiduciary and, thus, under an
ERISA analysis, would be potentially liable for breach of
fiduciary duty. ERISA"s provisions and case law with respect



to co-fiduciary liability, however, suggest that the
Commissioner may limit his potential liability for misconduct
of third party service providers by diligently selecting those
entiti 7! .ihd monitoring their services. Because the issue of
third tiVi'ry conduct is a significant one, the Commissioner
shoulef*:Jnsider dealing with it by express statute rather than
by application of analogous provisions of law.

(2) Indemnification and Insurance

The Bill 1in its current form contains no specific
provision for indemnification of the Commissioner 3 employees
for alleged breach of fiduciary duty. In view of the increased
amount of fiduciary obligations that would be imposed on those
employees under the Bill, the Commissioner might consider
adding indemnification provisions to the Bill. In addition,
the Commissioner may wish to consider obtaining insurance
covering potential breaches, although we note that a meaningful
amount of insurance is currently quite difficult to obtain at
acceptable prices.

Section Il1l1: Establishment of Independent Trust Company

The Commissioner has presented, 1in a legislative
package separate from the Bill, a proposal to create an
independent trust company (the "Trust Company™) that would be
responsible for the management of the investments and the
custody of the assets of the Funds. The proposal to create the
Trust Company reflects an attempt to insulate investment of
Fund assets from political pressures and to deal with the
conflicts of interest inherent in investment management by
State officials. Substitution of an independent professional
corporation, expert in investment management, for the State as
trustee, may reduce the chance of political or administrative
factors interfering with the Funds®™ investing iIn a manner
consistent with the financial interest of Fund beneficiaries.

Although the Trust Company proposal contemplates a
fundamental change in the structure of the Funds 7 investment
operations, the proposal 1is not without some precedent; most
notable 1is the Minnesota retirement system®"s statutory scheme.
Even though the proposal reflects a significant improvement
over the Minnesota scheme and similar structures in place
outside Alaska, the Commissioner should consider adding to the
proposal provisions that (1) clearly specify who would be
potentially liable to Fund beneficiaries, and designate those
persons as "fiduciaries”™, and (2) specifically authorize
beneficiaries of the Funds to institute appropriate legal
actions against the Company for any potential breaches of
fiduciary duty, thereby strengthening the accountability of



those individuals responsible for managing the assets of the
Funds and ensuring compliance with fiduciary standards imposed
under Alaska law.

Conclusion

The Bill, if adopted, should serve to modify and
clarify the Commissioner®™s investment powers and fiduciary
obligations under the statutory scheme governing the investment
of Fund assets. In general, the Bill"s proposals would
increase the amount of the Commissioner®s investment
flexibility and at the same time increase the Commissioner”s
responsibility and accountability with respect to the Funds®
investments. The Trust Company proposal, which reflects a more
dramatic form of changing current Alaska law regarding the
Funds® 1investment operations, may serve to insulate Fund
investment operations from political pressure, and provide the
Funds with skilled, professional investment management.

WILLKIE FARR & GALLAGHER






Willkie Parr &Gallagher New Yok

Washington, IX!
London
Pons

MEMORANDUM

TO: State of Alaska Department ofRevenue
FROM: Willkie Farr & Gallagher
RE: Legislative Proposals Regarding Commissioner of

Revenue B Investment Powers and Duties

DATED: March 1, 1988

Introduction

This Memorandum responds to the request of the State
of Alaska Department of Revenue for an examination of the legal
issues relevant to, and the rationale for, proposed changes in
the statutory framework currently governing investments made
with the monies of certain public funds established by the
State of Alaska (the "Funds"™). Included among the Funds are:
the State of Alaska General Investment Fund, the Public
Employees™ Retirement Fund, the Teachers®™ Retirement Fund, the
Judicial Retirement Fund, the Alaska National Guard and Alaska
Naval Militia Retirement Fund, the Public School Fund and the
University of Alaska Fund.

Under current law, the Commissioner of Revenue of the
State (the "Commissioner™) has the general authority to invest

all State monies under Alaska Stat. 844.25.010 and Alaska
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Stat. 844.25.020(2), and has either the primary or secondary
authority to invest all monies deposited or held in the Funds
and to safekeep the assets of the Funds under a number of other
specific statutory provisions. The Commissioner®s investment
authority is limited by statute as to types of investments that
may be held by a Fund and, 1in some instances, as to the maximum
percentage or dollar amount of Fund assets that may be invested
in particular instruments. Supplementing these limitations 1is
a general statutory obligation imposed on the Commissioner,
when investing on behalf of all of the Funds, to act prudently
by exercising the judgment and care of an institutional
investor managing large investments under a trust relationship.

The Commissioner has found that the current statutory
framework governing the investment of the Funds®™ monies
restricts the Commissioner®s ability to invest effectively on
behalf of the Funds. The various statutory limitations have,
in the view of the Commissioner, served in many instances to
reduce investment returns, 1impede the Commissioner®s ability to
invest in a manner appropriate to the purposes of the Funds,
and limit the adaptability of the investment policies followed
by the Funds to changing markets and newly developing
instruments and techniques.

In an attempt to address the problems raised by
current 1investment provisions, the Commissioner has prepared a
set of legislative proposals (the "Bill"™) that, if adopted,

would make fundamental changes to those provisions. The Bill



seeks, among other things (1) to clarify the legal status of
certain of the Funds, (2) to clarify the legal relationship of
the Commissioner to certain of the Funds, (3) to repeal the
limitations on the types and amounts of investments that may be
made by the Funds, and restate and amplify the rule of prudence
applicable to the Commissioner, (4) to authorize the
Commissioner expressly to delegate investment, custodial and
depository responsibilities with respect to certain of the
Funds to officers or employees of the State or to independent
firms, banks or trust companies, and (5) to establish reporting
and statutory auditing requirements applicable to the Funds.
The Commissioner has also presented a proposal separate from
the Bill providing for the establishment of an independent
trust company that would assume the responsibility for the
custody of the assets and the management of the investments of
certain of the Funds.

The first section of the discussion that follows sets
out the legal background of each of the Bill proposals
described above. Section Il discusses certain issues related
to the Bill proposals, but not covered by the express terms of
the proposals. Finally, Section IIl discusses the independent

trust company proposal.

Discussion
Section I: Background of the Proposals
A. Establishment and Designation of Certain Funds as Trusts
Current Alaska statutory law creates systems for

the payment of retirement, disability and death benefits for



the teachers (the "Teachers®™ Retirement System™),l1 judges

(the "Judicial Retirement System™),2 military personnel (the
"Military Retirement System™)3 and other employees (the

"Public Employees®™ Retirement System")4 of the State of

Alaska (collectively, the "Retirement Systems™) and authorizes
and requires the Alaska Commissioner of Administration to take
certain actions for the administration of each of these
Systems, including maintenance of accounts for the System and
preparation of periodic reports.5 The statutes also designate
the Commissioner of Revenue as Treasurer of the Retirement
Systems and assign the responsibility for investing and
safekeeping the assets of the Retirement Systems to the
Commissioner, thereby implicitly making him sole fiduciary for
the funds of the Retirement Systems. Current statutes governing
the Retirement Systems do not, however, require that the assets

maintained in these Systems be segregated from other public

1 Alaska Stat. 8l14.25.010 (1987).
2 Alaska stat. &2.25.010 (1982).
3 Alaska stat. &6.05.222 (1986).
4 Alaska Stat. 89.35.010 (1987).
5 Alaska Svat. 514.25.030 (1987), §22.25.025 (1982).

(general delegation of responsibility for administration
of the system; no delegation of specific duties).
§26.05.228 (1986), &39.35.060 (1987).



monies.6 Current statutory law also creates a "separate

fund™ in which all money derived from the sale or lease of
certain public lands, and all monetary gifts made to the
University of Alaska for the purpose of the fund, are to be
held "in trust” (the "University of Alaska Fund")7 and
establishes "as a separate fund the public school fund" the
income of which "may not be appropriated for a purpose other
than for the support of public education programs™ (the "Public
School Fund™)8 (collectively, the "Endowment Funds™).

The Bill proposes to amend the statutes governing the
Retirement Systems to expressly require the establishment of a
"Teachers®™ Retirement Trust Fund,”™ a "Judicial Retirement Trust
Fund,”™ a "Military Retirement Trust Fund"™ and a "Public
Employees™ Retirement Trust Fund” (collectively, the
"Retirement Funds™) 1in which "the assets of the [relevant]
system shall be deposited and held."9 The Bill also proposes

specifically to designate the University of Alaska Fund as an

6 Alaska Stat. 822.25.048(a) and &26.05.228(a) require
the Commissioner of Administration to establish "funds"”
for the Judicial Retirement System and the Military
Retirement System and to maintain accounts and records
for the Systems, but do not prohibit the commingling of
other monies with che assets of the Systems within these
funds.

7 Alaska Stat. &14.40.400(a) (1987).
8 Alaska Stat. &8 37.14.110(a), 37.14.140 (1983).

9 Sections 3, 16, 18 and 35, respectively, of the 3ill.



"endowment trust” fund and to establish the Public School Fund
as a "separate endowment trust” fund.10

(1) The Retirement Funds

Without the creation of separate funds for the assets
of the Retirement Systems and the designation of these funds as
trusts, the Commissioner has no clear mandate for the manner 1in
which the assets of these Systems are to be held. In the event
that these assets are commingled with other monies and/or
appropriated for a purpose other than for the benefit of the
beneficiaries of the Retirement Systems, resulting ina loss to
these beneficiaries, the basis for recovery against the
Commissioner, therefore, is correspondingly unclear.11

Designating the Retirement Funds as trusts addresses a
problem that has historically characterized public plans in the
United States. 1In a 1978 task force report on the operation of

public employee retirement systems 1in the United States (the

Sections 10 and 26, respectively, of the Bill.

Staff of the House Comm, on Education and Labor, 95th
Cong., 2d Sess., Task Force Report on Public Employee
Retirement Systems 197 (Comm. Print 1978) [hereinafter
cited as the "Task Force Report”] (the absence of clear
statutory fiduciary standards for public pension trustees
often results in the ripening of conflicts of interest
into clear examples of fiduciary abuse); Leibig & Kalman,
How Much Federal Regulation do Public Funds Need?,
Pension World, August 1978 at 25 (traditional fiduciary
obligations are difficult to enforce where no specific
"fund™ is involved nor an explicit declaration of trust
with respect to fund assets).



"Task Force Report™),12 Congress noted that, although the
nature of the responsibility vested in those who have control
over and direct the investment of public plan assets dictates
that these persons be held to the high standards of behavior
normally reserved to those in a fiduciary relationship, such as
a trustee to a trust, state and local government retirement
systems rarely create a clear fiduciary relationship or impose
on these persons clear standards for behavior. The report

states that:

The substance of the standard of conduct to which
plan trustees and fiduciaries with plan
management and investment responsibilities are
subject 1is. . .seldom set forth with any clarity.
Thus, even when it is perceived that a trustee®s
conduct or an investment manager®s performance
has been unsatisfactory, or even irresponsible
and highly imprudent, the absence of a codified,
substantive standard of conduct to which the
fiduciary can be held frequently precludes
recovery by the plan or its aggrieved
participants. A review of well-known public plan
"abuses®™ demonstrates that the erring plan
fiduciary is seldom held liable to the plan for
the damages the fiduciary"s irresponsible actions

The Task Force Report was undertaken in accordance with a
requirement contained in the Employee Retirement Income
Security Act of 1974, as amended ("ERISA™). ERISA, which
regulates the conduct of private employee benefit plans
in the United States, was originally intended to include
public pension plans within its scope. Prior to
enactment, however, ERISA"s scope was narrowed to private
pension plans because of the unavailability of
information regarding public plans generally and
questions regarding the constitutionality of federally
regulating state and local pension plans. Task Force
Report at 1; Note, Public Pension Funds: The Need for
Federal Regulation of Trustee Investment Decisions, 4
Yale L. & Pol"y Rev. 188, 207 & n.lll (1985) [hereinafter
cited as "Public Pension Funds"].



have caused to the plan, 1its participants and the
sponsoring governmental entity.13

The Bill proposal to require the establishment of
separate funds for the Retirement Systems and the designation
of those funds as trust funds clearly establishes a trust
relationship between the Treasurer of the Retirement Systems
and the assets of the Retirement Systems. By establishing a
trust, the Treasurer 1is placed under a duty, as the trustee, to
segregate the assets of each of the Retirement Systems from all
other monies under the Commissioner®s control and to earmark
those assets as trust property.14 The creation of separate
trust funds to hold assets may not, by itself, be sufficient to
establish the clear standards of behavior advocated by Congress
for the broad spectrum of responsibility involved in the
administration of public trusts such as the Retirement Funds

and the investment of their assets. Trust designation is,

13 Task Force Report at 188-89.

14 Restatement (Second) of Trusts 179 (1959) [hereinafter
cited as the "Restatement"]; A. Scott, Abridgment of the
Law of Trusts & 2.6, 179 (1960) [hereinafter cited as
"Scott on Trusts™] (A trust involves rights and duties
with respect to property. . .. In every trust there 1is
something more than a merely personal relationship
between trustee and beneficiary; there is a duty on the
part of the trustee to deal with property for the benefit
of another.").

We would suggest, however, the addition of the words "in
trust” after the words "deposited and held” Sections
3, 16, 18 and 35, respectively, of the Bill to conform
that language to the existing statutory language
governing the Endowment Funds and thereby avoid any
possible ambiguity that might otherwise be created upon
adoption of the Bill.
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however, sufficient to establish the basic responsibility of a
trustee to segregate trust property and earmark it as such.15
Indeed Congress, 1in regulating private pension systems through
the Employee Retirement Income Security Act of 1974, as amended
("ERISA"),16 also uses the trust mechanism to assure
segregation of pension assets.17

As a corollary to providing necessary guidance with
respect to a fundamental aspect of conduct toward assets of the
Retirement Systems, the Bill proposal may provide a basis for
liability in the event of loss resulting from the commingling

of assets.18 The proposal may also benefit the Retirement

15 Use by a legislature of terms such as "trust"” and
"trustee”™ indicate an intent to establish a traditional
trustee relationship. Campbell & Josephson, Public
Pension Trustees®™ Pursuit of Social Goals, 24 Wash. U.J.
Urb. & Contemp. L. 43, 48, 51 (1983) (citing Savings Bank
of New London v. New York Trust Co., 27 N.Y.S. 2d 963
(Sup. Ct. 1941); NLRB v. Amax Coal Co., 453 U.S. 322
(1981); and Withers v. Teachers®™ Retirement Sys., 447 F,
Supp. 1248, 1254 (S.D.N.Y. 1978), aff"d mem. 595 F .2d
1210 (2d Cir. 1979)).

16 29 U.S.C.A. 83 1001-1461 (West 1985 & Supp. 1986)
[hereinafter cited as "ERISA"].

17 ERISA 8403(a) ("All assets of an employee benefit plan
shall be held in trust by one or more trustees [who shall
be] named in the trust instrument.”). The Department of
Labor has stated that "the underlying rationale for
[ERISA Z] requirement that a trust be utilized [is] to
prevent commingling of plan assets with assets belonging
to the person managing the plan assets. . . ."39 Fed.
Reg. 44456 (Dec. 24, 1974); Department of Labor Opinion
76-35 (April 13, 1976).

18 A private trustee 1is chargeable with any loss or
depreciation in value of the trust estate resulting from
a breach of any duty which he owes as a trustee to the
(Footnote Continued)



Systems in a way that 1is perhaps less tangible, but no less
necessary according to commentators on public pension plans
generally, by encouraging in those responsible for the
administration of plan assets a sense of duty toward plan
participants and beneficiaries, by providing a framework and
incentive for them to discharge that duty, and by encouraging
them to be viewed by others as fiduciaries vis-a-vis Fund
assets and beneficiaries.19

(2) The Endowment Funds

As noted above, current statutes already establish
separate funds for the assets of the University of Alaska Fund
and the Public School Fund. Although not specifically
designated as a "trust fund,"™ the Public School Fund is created
under Chapter 14 of Title 37 of the Alaska Statutes, which is
entitled "Trust Funds,”" and the statute creating the University
of Alaska Fund specifies that the monies deposited in the Fund
shall be held "in trust."™ As discussed above with respect to
the Retirement Funds, legal commentators generally interpret
the use of words such as "in trust™ as an indication of intent

(Footnote Continued)

18 beneficiaries, any profit made by the trustee through
such breach or any profit that would have accrued to the
trust estate had no breach of trust occurred.

Restatement &205; Scott on Trusts & 205.

19 L. Kohlmeier, Conflicts of Interest: State and Local
Pension Fund Asset Management (1976), contained as
Appendix X1V to the Task Force Report at 888 C qV]ery few
public pension fund trustees are viewed or view

themselves as fiduciaries responsible solely to public
employees.").



to create a traditional fiduciary relationship. The Bill
proposal specifying the Endowment Funds as "endowment trust"”
funds 1is, therefore, less necessary to impose trust status on
these Funds than the proposal creating the Retirement Funds and
designating them as trusts. The Endowment Funds proposal is
more in the nature of a clarifying and conforming change that
serves primarily to emphasize the special nature of these
monies as trust property and the concomitant fiduciary duties
that attach to those vested with responsibility for
administering these assets.

The 1inclusion of the word "endowment™ in the Bill
proposal serves to distinguish the Endowment Funds from the
Retirement Funds, which may expend, 1if necessary, the entire
principal for plan benefits. In contrast, none of the
principal of the Endowment Funds, which consists of gifts or
the proceeds from the lease or sale of certain public lands or.
mineral rights, may be expended. The traditional duty of a
trustee to preserve the trust corpus20 1is, therefore,
heightened with respect to trusts of this nature. The
particular emphasis on preservation of principal in the case of
Endowment Funds is also supported by the Bill proposal®s
20 Scott on Trusts &8176. The various specific duties that

attach to the traditional fiduciary relationship are
discussed more fully in Sections 1.B and 1.C of this
Memorandum, and the specific duties that attach to the
Commissioner as the party responsible for investing the
assets of the Funds under the current statutory framework

and under the Bill proposal are discussed more fully in
Section 1.C.



requirement that net income of each Endowment Fund be accounted
for separately from principal and that all realized capital
gains be added to the principal and permanently maintained in
the Fund for investment purposes.21
The Bill proposes certain changes that go beyond
clarifying the nature of these Funds and reinforcing the
traditional fiduciary responsibilities that attach to these
Funds and their beneficiaries. By replacing the current
statutory mandate to invest the assets of these Funds only 1in
interest-bearing securities and allowing the Commissioner
instead to invest these assets on the basis of "probable total
return as a means of promoting the long-term generation of
income,”22 the Bill proposal would provide the Commissioner
with the opportunity to increase, rather than merely preserve,
the principal available for future investment and generation of
income for application in accordance with the stated purposes
of the Endowment Funds.
The Bill proposal also recognizes and emphasizes,
however, that the factors to be considered in making
investments that put the principal of the Endowment Funds at
risk may be different from the investment criteria for other
21 Sections 11, 27 and 30 of the Bill. The Bill"s requirement
to account separately for principal and interest comports win
the common law duty of a trustee to keep and render accounts
the case of trusts established for successive beneficiaries.
See Scott on Trusts & 172 ("If the trust is created for
beneficiaries 1in succession, the accounts should show what

receipts and what expenditures are allocated to principal and
what are allocated to income.™).



types of trust property. The Commissioner 1is expressly
required to consider the status of both principal and income on
a current as well as a probable future basis and to act only 1in
regard to the long-term financial interests of the Endowment
Funds® beneficiaries.23 In contrast, the Bill requires only
that the Commissioner consider the "best financial interests”
of the beneficiaries when investing the assets of the
Retirement Funds.24 The explicit language of the Bill

proposal thus provides the Commissioner guidance with respect
to the weight to be accorded the various factors to be
considered in connection with an investment on behalf of the
Endowment Funds and the appropriate level of risk to be

assumed. At the same time, however, the requirement to
consider only long-term financial 1interests may heighten a
conflict that many commentators have found inherent in the
statutory appointment of public officials, who are generally
judged on the basis of short-term performance, as investment
managers of public trusts.25

B. Designation of the Commissioner as a Fiduciary of the

Funds and Requirement to Act Only in the Interest
of Beneficiaries

As suggested in the discussion above, although certain
fiduciary duties are created merely by establishing a trust,

these duties may be limited in nature. The Bill effectively

23 Sections 11 and 31 of the Bill.
24 Sections 5, 17, 19 and 36 of the Bill.

25 See, e.g., Public Pension Funds, supranote 12, at 196.



expands statutory guidance with respect to proper behavior
toward trust property and beneficiaries by expressly
designating the Commissioner as a "fiduciary" of certain of the
Funds26 and by requiring the Commissioner to act "only 1in
regard to the best financial interests” of the beneficiaries of
the Retirement Funds27 and "only 1in regard to the long-term
financial interests™ of the beneficiaries of the Endowment
Funds.28 Absent specific statutory definition or
administrative interpretation of the duties arising 1in
connection with "fiduciary"™ status and the "only in the
financial interest” standard, however, one must look to common
law and analogous statutory law, particularly, ERISA,29 to
define more clearly the responsibilities that attach to these

terms.

26 Sections 5,11, 17, 19, 31 and 36 of the Bill.

27 Sections 5,17, 19 and 36 of the Bill. For purposes of
clarity, we would suggest the addition of the words
"participants and" before the word "beneficiaries™ 1in
Section 5 of the Bill (and incorporated into Sections 17,
19 and 36) to make clear that the Commissioner is a
fiduciary with respect to all who have an interest in the
Retirement Systems, including currently contributing plan
participants as well as retirees, whose interests may not
be identical. Our suggestion is supported by the
language of ERISA 5404(a)(1)(A), which is discussed 1in
the text below, and which refers to "participants and
beneficiaries.”

28 Sections 1l1and 31 of the Bill.
29 One legal commentator suggested recently that ERISAmay

eventually become a more extensive source of law than the
common law in assessing 1issues relating to fiduciary

obligations. See Gordon, The Puzzling Persistence of the
Constrained Prudent Man Rule, 62 N.Y_.U. L. Rev. 52, 56
n.10 (1987).
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Common law has established that two primary duties
flow from the fiduciary relationship: a duty to act prudently
in the administration of the trust30 and a duty of loyalty to
trust beneficiaries.31 The common law duty of prudence is
discussed below as part of Section 1.C of this Memorandum.

The common law duty of loyalty has been termed the
most fundamental duty owed by a fiduciary.32 The duty is
present in all fiduciary relationships, but is particularly
intense in the case of a trust.33 The duty of loyalty
inherent in the trust relationship is a duty to administer the

trust solely in the interest of its beneficiaries.34 The

30 Scott on Trusts 8 174.
31 Id. S8 163A, 170.

32 Id. §170.
33 Id.

34 Probably the most famous enunciation of the fiduciary
duty of loyalty is Chief Judge (later Justice) Cardozo's
statement that

many forms of conduct permissible in a
work-a-day world for those acting at
arm*s length, are forbidden to those
bound by fiduciary ties. A trustee is
held to something stricter than the
morals of the market place. Not
honesty alone, but the punctilio of an
honor the most sensitive, 1is then the
standard of behavior. As to this
there has developed a tradition that
is unbending and inveterate. . . .
Uncompromising rigidity has been the
attitude of courts of equity when
petitioned to undermine the rule of
undivided loyalty. . . . Only thus
(Footnote Continued)
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fiduciary duty of loyalty requires a trustee to administer the
trust as if he had no interest to protect other than that of
the trust and its beneficiaries.35 This duty therefore
prohibits a trustee from dealing with trust property for his
own account,36 from unreasonably favoring certain
beneficiaries over others in the administration of trust assets
(unless authorized to do so in the trust instrument)37 and
from dealing with trust property for the benefit of a third
party.38 The Bill proposal requiring that the Commissioner
act only in regard to the best financial interests of the
beneficiaries of the Retirement Funds and only in regard to the
long-term financial interests of the beneficiaries of the
Endowment Funds incorporates the common law duty of loyalty and
(Footnote Continued)

34 has the level of conduct for

fiduciaries been kept at a level

higher.than that trodden by the

crowd. ;

Meinhard v. Salmon, 249 N.Y. 458, 164 N.E. 545 (N.Y.
1928).

35  Campbell & Josephson, supra note 15, at 50.

36 Withers v. Teachers Retirement Sys., 447 F. Supp. at
1256; Scott on Trusts & 170. Under certain
circumstances, a trustee may be justified in dealing with
trust property for his own account. Among other things,
the trustee must disclose all material facts concerning
the transaction to the beneficiaries, the transaction
must be fair and reasonable in all respects and the
beneficiaries must freely give their consent. Id.

37 Withers v. Teachers®™ Retirement Svs., 447 F.Supp. at
1257-58; S Zott on Trusts & 183.

38 Id. &170.
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appears to expand it by requiring the Commissioner to act only
in the best financial interests of trust beneficiaries.

Some guidance as to the parameters of permissible
behavior toward Fund property and beneficiaries under the
standards established by the Bill may be found in court
decisions interpreting Section 404(a)(1)(A) of ERISA, which
requires a fiduciary of a plan subject to ERISA "to discharge
his duties with respect to [the] plan solely in the interest of
the participants and beneficiaries and . . . for the exclusive
purpose of . . . providing benefits to [the] participants and
their beneficiaries [and] defraying reasonable expenses of
administering the plan.” This "exclusive purpose” rule of
Section 404(a)(1)(A) has been found to have been violated, for
example, by a plan fiduciary who causes the plan to invest
substantially all of its assets in unsecured promissory notes
of the sponsoring corporation, when the fiduciary stands to
gain personally, or represents third parties who stand to
benefit Irom the use by that corporation of the monies loaned
by the trust to repurchase stock or repay stockholder loans.39
A court similarly has found a violation of Section 404(a)(1)(A)
when pension plan fiduciaries caused plan assets to be invested
in the securities of corporations involved in a contest for

control when the fiduciaries themselves were actively engaged

39 Freund v. Marshall and llsley Bank, 485 F. Supo. 629, 639
(W.D. Wis. 1979).



in the battle for control of these corporations.40 It seems
clear that conduct similar to that found inconsistent with
ERISA®"s "exclusive purpose”™ rule would be violative of the
Bill"s "only in the financial interest”™ standard.

C. Repeal of Legal Lists and Implementation of a New Rule of
Prudence

Under Alaska law, the Commissioner has the general
authority and responsibility to invest all monies deposited or
held in the Funds.41 In administering the Funds, the
Commissioner has sought to achieve the general objective of
increasing the amount of monies available for the benefit of
each of the Funds over a time period appropriate to the

specific nature of the Fund.42 Under Alaska®"s current

40 Leigh v. Engle, 727 F.2d 113, 124 (7th Cir. 1984). The
investments in question in both the Freund and Leigh
cases also raise questions under the fiduciary duty of
prudence, discussed in Section 1.C of this Memorandum.

41 The source of the Commissioner®s authority for each Fund
is as follows:
Alaska Stat. &37.10.070 (1983) (Alaska General
Investment Fund);
Alaska Stat. 839.35.10 (1987) (Public Employees®
Retirement Fund);
Alaska Stat. &14.25.180 (1987) (Teachers™ Retirement
Fund);
Alaska Stat. 822.25.048(c) (1982) (Judicial Retirement
Fund) ;
Alasga Stat. 826.05.228(c) (1986) (Alaska National Guard
and Naval Militia Retirement Fund);
Alaska Stat. 837.14.170 (1983) (Public School Fund);
Alaska Stat. § 14.40.400 (1987) (University of Alaska

Fund).

42 See State of Alaska Department of Revenue Treasury
Division, Memorandum Concerning General Investment
Policies 8-13 (January 1988) [hereinafter referred to as
"Treasury Policy Memo"].



statutory scheme, the Commissioner is responsible for
implementing this general investment policy, subject to certain
limitations mandated by statute. Specifically, the
Commissioner®s investment authority is limited with respect to
certain Funds to specific types of investments and, in the case
of the Retirement Funds and the Public School Fund, 1is limited
as to the maximum percentage or dollar amount of Fund assets
that may be invested in particular instruments.43
The permissible investments or so-called "legal lists”

for all of the Funds are further limited by a statutory
"prudent institutional investor” rule, which is derived from,
and expands upon, the common law of trust"s "prudent man"
standard.44 In implementing the rule, the statutes dictate
that the Commissioner "exercise the judgment and care under the
circumstances then prevailing which an institutional investor
of ordinary prudence, discretion and intelligence exercises in
the management of large investments entrusted to it."45 This
43 Currently, the Public Employees®™ Retirement Fund and the

Teachers™ Retirement Fund are restricted by identical

lists of permissible investments and percentage

allocations. Alaska Stat. &839.35.110 (1987) and

14.25.180 (1987). The Judiciary and Military Retirement

Systems incorporate those limitations by reference,

Alaska Stat. 8822.25.048(c) (1982) and 26.05.228(c)

(1986), as does the Public School Fund. Alaska Star.

837.14.170 (1983). The University of Alaska Fund is

subject to different investment criteria. Alaska Stat.

§14.40.400 (1987).

44  Alaska stat. 8839.35.110(c) (1987), 14.25.180(c) (1987),
22.25.048(c) (1982), 37.14.170 (1983).



rule is not applicable expressly to the University of Alaska
Fund, but the 1963 Opinion No. 13 of the Attorney General
concluded that the "prudent man rule™ 1is the proper 1investment
standard for that Fund, and the Governor of Alaska subsequently
imposed the higher standard in delegating investment authority
with respect to the Fund to the Commissioner. The Alaska
General Investment Fund is also statutorily subject to the
standard, even though 1t is not a trust.46

The Commissioner has found that the current statutory
framework governing the investment of Fund monies restricts the
Commissioner % ability to invest effectively on behalf of the
Funds. In particular, the various statutory restrictions have
been said to reduce investment returns of the Funds, impede the
Commissioner®™s ability to invest in a manner appropriate to the
purposes of each Fund, limit the adaptability of the investment
policy followed by the Commissioner to changing markets, and in
some cases, conflict with, or are logically inconsistent with,
the dictates of the prudent institutional investor rule.

In light of the problems it has faced in managing the
Funds, the Commissioner has presented as part of the Bill a
proposal that would alter fundamentally the investment
standards governing the Fund®"s investments. Specifically, the
Bill proposes to repeal the "legal list" restrictions, while
imposing a stringent statutory obligation requiring the

46 Alaska Stat. &37.10.070(b) (1983). See generally,
Treasury Policy Memo, supra note 42, at 5.



Commissioner to act with "professional™ prud-?- by exercising
the judgment and care of an institutional inv .t managing
large trust investments.47 The Bill further clarifies the
Commissioner®s duties under the new prudence standard by
explicitly delineating the factors to be considered when
investing the monies of the Funds. These include consideration
of the purpose of the particular Fund, the continuing
disposition of the Fund®s investments, and the probable safety
of the Fund®"s capital as well as probable investment return.48
In addition to setting out these general factors for investment
of monies of the Funds, the Bill gives the Commissioner
specific statutory guidance as to the purposes and goals that
should be considered in investment of the Funds.49

An analysis of the Bill provisions amending the
investment standards to which the Commissioner 1is subject
requires a brief consideration of the development of investment
standards applicable to public plans in the United States.
Most state and federal statutes applicable to the investment of
public funds derive from, and in some way incorporate, the

common law of private trusts.50 As noted above in Section

47 section 6 of the Bill. Sections 17, 19, 22, 30 and 36 of
the Bill incorporate this standard by reference.

48 sSee supra note 47.
49  gsections 22, 27, 30 and 31 of the Bill.

50  See Public Pension Funds, supra note 12, at 201-205;
Campbell & Josephson, supra note 15, at 48, 50, 57.



1.B of this Memorandum, under common law, trustees have two
basic fiduciary duties 1in making investments- a duty to invest
prudently by maximizing return on and safety of the trust
assets, and a duty of undivided loyalty to the beneficiaries of
their trusts.51 Over the years, most states have developed

and supplemented these basic fiduciary standards by placing
specific restrictions on certain types of investments or by
codifying the common law prudent man standard, or by using some
combination of, or variation on, these concepts.52 Although
until very recently a majority of states prescribed a
combination of specific legal list restrictions and statutory
variations of the fiduciary duty of prudence, the modern trend
is to abandon legal lists in favor of a broad,
statutorily-mandated prudence standard.53 As of the end of
1987, 26 states (including California and Washington) had

adopted some form of prudence standard as the sole criterion by

51 Scott on Trusts &3 170 and 174; See generally, Public
Pension Funds, supra note 12, at 193; Campbell &
Josephson, supra note 15, at 67-109.

52 See Public Pension Funds, supra note 12, at 201-202.

53 see L. Eig & J. Luckey, An Analysis of the Fiduciary
Responsibility Requirements of the Major Pension and
Retirement Plans for Employees of the Fifty States
(Congressional Research Service, April 19, 1984). This
survey lists 19 states that utilize solely a prudence
standard (though some of these place percentage
limitations on certain investments). Since the time of
the Eig & Luckey study, seven more states have adopted a
prudence standard. See also Public Pension Funds, supra
note 12, at 202 (listing a 1983 study of legal
limitations on investment).



which to measure investment undertaken on behalf of their state
employee pension plans.54

A host of reasons have been given for the shift away
from a legal list approach,55 but the trend has been given
great impetus by the enactment of the rule of prudence
contained in Section 404(a) of ERISA, which, as suggested
above, 1incorporates and expands upon common law fiduciary
investment standards. The Department of Labor®s regulations
interpreting the Section specifically reject the use of legal
list restrictions 1in private pension fund investing.56 In
effect, the Bill adopts the rationale underlying those
regulations.

The Bill not only reflects the modern trend in public
fund investment standards, but also seeks to deal with several
fundamental problems with Alaska®s current bifurcated statutory
scheme. The first problem is the statutory interpretation that
should be followed 1in applying the mandates of these two
distinctly different rules of investment. Several courts and

commentators have addressed this issue in examining statutes

54 See supra note 53.
55 See infra text accompanying notes 62-73.

56 See 29 C.F.R. 82550.404a-1 (1987). In adopting these
regulations, the Department of Labor stated thatit did
"not consider it appropriate to include. . .any list of
investments, classes of investments, or investment
techniques that might be permissible under the “prudence-
rule. No such list could be complete. . . ."44 Fed.
Reg. 37221, 37225 (June 26, 1979").



similar to the Alaska scheme.57 The general approach that
has been suggested is first to examine whether the particular
investment is authorized by the legal list applicable to
investing fund, and then to determine whether the fund"s
fiduciary exercised its duty of prudence in making that
investment choice. Thus, under this approach, the presence of
a particular type of security or other investment on a legal
list makes it eligible for investment consideration, but does
not authorize the fidiciary to invest in particular investments
of that type. The fiduciary is only empowered to authorize
prudent investment, and must, therefore, satisfy its duties to
exercise care and skill in investing for the benefit of the
fund.58 . In Delafield v. Barret,59 an early New York case,
for example, the court found that a fiduciary who invested 1in
securities specified in the New York statutes was not thereby
free from liability when he failed to exercise reasonable
judgment and discretion in making the investments.60
Even though a legal list and a prudence standard may
be interpreted as being consistent, they often conflict. As
57 See, e.g. Withers v. Teachers Retirement Sys., 447 F.
Supp. 1248 (S.D.N.Y. 1978) (in which the court decided
that municipal bonds, which were permitted under the
legal list, were prudent investments);Delafield v.
3arret, 270 N.Y. 43, 200N.E. 67 (1936); Campbell &
Josephson, supra note 15, at 53-54.
58 See supra note 57.

59 270 N.Y. 43, 200 N.E. 67 (1936).



discussed in detail below, under most modern formulations of
the prudence rule, a fiduciary investing on behalf of a fund 1is
under an obligation to make investments with a view toward
ensuring that the investment objective of the fund will be
achieved.61 The general consensus among commentators is that
specific investment limitations overly restrict fiduciaries 1in
making those kinds of investment choices.62 The statutory
legal list formulations are, as one commentator put it,
"cumbersome, inflexible and too slow to adapt to a changing
environment."63 Moreover, as the Task Force Report
concluded: "Ct]he investment performance of many state and
local pension funds continues to be hampered because of
statutory and policy restrictions on investment expenses and
portfolio composition.”"64 By restricting investment choices
and lessening investment performance, legal lists often
preclude investments that, when viewed in the context of the
objectives of a fund, would clearly be deemed prudent by an
institutional 1investor.

Several other arguments have been raised by
commentators criticizing legal list approaches to investing.

First, legal lists have been said to reduce the flexibility

61 See infra text accompanying notes 86-102.

62 See, e.g. Public Pension Funds, supra note 12, at 206;
Campbell & Josephson, supra note 15, at 115-116.

63 Campbell & Josephson, supra note 15, at 115.

64 Task Force Report at 196.



that may bs needed if sufficient fund assets are to be invested
with a view toward significant capital appreciation.65

Higher returns through capital appreciation 1is, in many cases,
necessary to maintain impartiality by fiduciaries to the
divergent interests of participants of particular funds.66

The need for impartiality is especially important in the
context of retirement funds, where the relative interests of
various fund participants in current income versus capital
appreciation varies due to the range of retirement dates and
life expectancies of those participants. Legal lists, however,
may impede the fiduciary®s ability to generate high returns on
investments.

A second argument made by opponents of legal lists is
that a legislature 1is not a proper body to determine investment
strategies for public plans. Legislators, for example, may
have overt political interests in promoting local investments
that conflict with the interest of fund participants.67 In
addition, public plans have different investment needs
determined by size, time focus, and the structure of workforce.
No legislature, it has been argued, could promulgate a list of

investments that would be broad enough to encompass the needs

65 Campbell & Josephson, supra note 15, at 115.
66 Id.

67 Public Pension Funds, supra note 12, at 206.



of all funds and their participants and limited enough to
ensure a prudent portfolio for each of those funds.68

A third argument often made against legal lists is
that by limiting the field of permissive investment choices,
they may cause the portfolio of a fund to be under-diversified,
thereby subjecting the fund to uncompensated risks. These
risks, it is asserted, could be eliminated if legal list
restrictions were not so limited in scope, and conservative in
approach.69

The Commissioner 3 experience with Alaska 3 current
legal list statutes attests to the validity of the various
arguments described above. Legal lists applicable to certain
of the Funds, for instance, permit investment in equity
securities only if the issuer of the securities has paid
dividends for the three previous years.70 Such a standard
may have been an appropriate requirement in the past, but in
today*s market, few institutional 1investors would accept
payment of dividends as an appropriate indicator of investment

worthiness.71

68 Id.
69 id.

70 Alaska Stat. &839.35.110<a)(21)(1987),
14.25.180(b)(21)(1987).

71 Fred Alger Management Inc., one of the outside investment
managers utilized by certain of the Funds, has pointed
out that this restriction has prevented the Funds from
investing in the stock of Digital Equipment Corporation,

(Footnote Continued)



Perhaps the clearest example of the restrictive
character of current legal lists to which the Commissioner is
subject 1is a provision limiting investment for the University
of Alaska Fund to interest-bearing securities./2 The
Commissioner believes that the nature and purpose of this Fund
would more appropriately be served through equity investments,
in order to maximize the future income of the Fund./3 Under
the current statutory restrictions, however, this end could not
be achieved.

In light of the problems inherent in a legal list
approach to investment, the Bill seeks to repeal these
statutory restrictions and put in its place a more refined
version of the prudent institutional investor rule. The new
rule would require that the Commissioner "exercise the judgment
and care under the circumstances then prevailing which an
institutional investor of ordinary professional prudence,
discretion and intelligence exercises 1iIn managing trust
investments." 74 To best understand the effect that such a

(Footnote Continued)

7l which increased in value in 1986 by 58%.  Citibank N.A.
and Invesco, two other managers employed on behalf of
certain of the Funds, have also stated that the
requirement of three years of current dividends does not
signal a prudent investment.

12  Alaska Stat. &14.40.400 (1987).

13 see Treasury Policy Memo, supra note 42, at 27-28.

74 section 06 of the Bill (Proposed Alaska Stat.

814.25.18(b)). Sections 17, 19, 22, 30 and 36 of the
Bill incorporate this standard by reference.



standard will have on the investment conduct of the
Commissioner and how the standard should be interpreted by a
court of law, it is necessary to trace the development of the
"prudence” rule.

The common law "prudent man" standard was first
articulated by the Supreme Court of Massachusetts in the 1830
case of Harvard College v. Amory.[/5 The original
formulation, which has been adopted by decision or statute by a
majority of states, is a model of flexibility. It dictates
that in investing trust funds, the trustee 1is obligated to
"observe how men of prudence, discretion and intelligence
manage their own affairs, not in regard to speculation, but in
regard to the permanent disposition of their funds, considering
the probable income, as well as the probable safety of the
capital to be invested."76

Although the court in Harvard College formulated a
flexible guideline for trustee investment conduct, over the
years 1t has been given a rather narrow interpretation by many
courts and commentators.// The reasoning behind that
interpretation has been that prudent decisionmaking for a

trustee entails greater caution than that expected of a private

716 26 Mass. (9 Pick.) 446 (1830).
16 Harvard College v. Amory, 26 Mass. at 461.

T See, e.g. King v. Talbot, 40 N.Y. 76 (1869); In re Bank
of New York, 35 N.Y.2d 512, 323 N.E.2d 700 364 N.Y.S. 2d
164 (1974); Scott on Trusts 8227. See generally Gordon,
supra note 29, at 57-74.



investor./8 Thus, a trustee is not only obligated to
consider the yield of his investment, but is also under a duty
to avoid risks that would be seen as incompatible with his
obligation to safeguard the property of others.79 In other
words, under common law, the security of the trust corpus and
acquisition of a reasonable income were to be a trustee's
paramount objective, even if at the expense of capital
appreciation.80

Courts applying these principles have interpreted the
"prudent man"™ rule to require that each individual investment
made by a trustee be prudent.8]1 The fact that the trust's
portfolio had increased substantially in value during the
period under scrutiny would not insulate the fiduciary from
responsibility for imprudence in selecting or retaining
particular investments.82 Prudence, it is reasoned, is a
matter of conduct, not investment performance, and no inherent

connection exists between a loss sustained on an investment and

18 King v. Talbot, 40 N.Y. 76,86 (1869); Scott on Trusts
8 227.

19  King v. Talbot, 40 N.Y. at 86.

80 See Campbell & Josephson, supra note 15, at 49.

81 see, e.g. In re Bank of New York, 35 N.Y. 2d at 517, 323
N.E. 2d at 703. See generally, Campbell & Josephson,
supra note 15, at 49; Public Pension Funds, supra note 12,
at 194 n. 33.

82 Campbell & Josephson, supra note 12, at 49-50.



imprudence in the investment selection.83 Thus, in analyzing
individual 1investment decisions by trustees, the common law
requires that a trustee investigate the safety of each
individual 1investment along with its probable income and
exercise reasonable care in making that investigation.§4
Profit or loss to the portfolio has no bearing in this
formulation.

Although the common law interpretation of the prudent
man rule has persisted iIn some jurisdictions,85 a general
trend away from this position has been evident. Several
reasons for the trend have been identified. Commentators have
argued that the common law standard is formed on a narrow
concept of risk and safety that severely limits the ability of
a trustee to maintain an economically efficient portfolio of
assets for his funds.860 These commentators have generally
expressed a "modern portfolio theory"™ of trust investment,
which emphasizes the portfolio as a whole rather than a
particular investment, as the relevant factor in determining

whether prudent investment decisions have been made.87

83 Id. at 50 (citing In re Morgan Guaranty Trust Co., 89
Misc. 2d 1088, 1091, 396 N.Y.S.2d 781, 784 (Sur. Ct.
1977)).

84 See Public Pension Funds, supra note 12, at 203-204.
85 See generally Gordon, supra note 29, at 70-74.

86 See Gordon, supra note 29; Public Pension Funds, supra
note 12, at 204-205.



A second cause of the development of a new prudent man
standard has been a shift in the nature of funds from an
individual to an institutional setting. The conservative
common law approach to prudence was developed for private
trusts to resolve the basic conflict between the interests of
income beneficiaries and remaindermen. That conflict does not
arise in many of the new forms of institutional
trusts— employee pension plans, for example- because these
trusts typically do not terminate and have no remaindermen to
whom principal would eventually be distributed. In addition,
these types of trusts receive capital infusions throughout
their existence. The common law rule was found to be
ill-suited to the varying natures and objectives of
institutional funds.

The trend away from the use of common law prudence has
been reflected in new formulations of the prudent investor rule
by Congress and state legislatures. The most prominent of
these formulations 1is embodied in Section 404 of ERISA and the
regulations and case law interpreting that Section. Under
Section 4.04, private pension plan fiduciaries are required to
discharge their investment duties "with the care, skill,
prudence, and diligence under the circumstances then prevailing
that a prudent man acting in a like capacity and familiar with

such matters would use in the conduct of an enterprise of a
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like character and with like aims."88 Although this language
clearly codifies certain principles from the common law,
Congress instructed the courts to interpret the rule "bearing
in mind the special nature and purposes of employee benefit
plans intended to be effectuated by [ERISA]."89 To date,
courts and commentators have indicated that the rule
establishes a standard of skill of an expert in making pension
investments. 90

In 1979, the Department of Labor issued regulations
under Section 404 that explicitly set out criteria for
fiduciary conduct that are consistent with the modern portfolio
approach to investing.91 Under the regulations, no
investment decision on behalf of a plan is per se prudent or
imprudent, but is to be judged in the context of overall
portfolio design with reference to the objectives of the plan.
To carry out a prudent investment policy, a trustee should take
into consideration the following factors in making an
investment decision: (1) the composition of the portfolio with
regard to diversification; (2) the liquidity and current return

of the portfolio relative to the anticipated cash flow

88 ERISA & 404(a).

89 s. Rep. No. 127, 93rd Cong., 2d Sess. 28-29, reprinted in
1974 U.S. Code Cong. & Ad. News 4838, 4865.

90 Marshall v. Glass/Metal Ass'n & Glaziers & Glassworkers
Pension Plan, 507 F. Supp. 378 (D. Hawaii 1980); Campbell
& Josephson, supra note 15, at 103.

91 29 C.F.R. &2550.404a-1(b)(1)(1987).
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requirements of the plan; and (3) the projected return of the
portfolio relative to the funding objectives of the plan.92

Interpretations of the ERISA prudence rule by federal
courts provide additional guidance in scrutinizing trustee
investment conduct. In general, the courts have examined
whether trustees have employed the appropriate method to
investigate the merits of an investment.93 Court analysis
has been focused, for example, on a review of the trustee"s
independent investigation of the merits of a particular
investment transaction.9 Courts have held that a trustee's
lack of knowledge of investment is no excuse; trustees are to
be judged "according to the standard of others “acting in a
like capacity and familiar with such matters.'"95

Cases construing ERISA"s rule of prudence may be
expected to be of major significance in interpreting the
prudent institutional 1investor rule reflected in the Bill.
Although ERISA 1is not explicitly applicable to any of the funds
established by the State, the Attorney General has in recent

years embraced an ERISA-type standard in interpreting the

92 4.

93  Donovan v. Mazzola, 716 F.2d 1226,1232 (9th Cir. 1983),
certmdenied, 464 U.S. 1040 (1984).

94 Donovan v. Cunningham, 716 F.2d 1455,1467 (5th Cir.
1983), cert, denied 467 U.S. 1251 (1984).

95 Katsaros v. Cody, 744 F.2d 270, 279 (2d Cir.), cert.
denied, 469 U.S. 1072 (1984)(quoting Marshall wv.
Glass/Metal Ass"n & Glaziers & Glassworkers Pension Plan,
507 F. Supp. 378, 384 (D. Hawaii 1980)



prudent investor rule.9 In an opinion discussing the
investment powers of the Department of Revenue, the Attorney
General set out the general policy of that office:

We 1interpret the prudent investor rule...to require

that all investment decisions be consistent with an

investment strategy which gives consideration to the

risks and benefits to each portfolio as a whole.

Each of the funds which you invest (teachers”

retirement fund, public employees®™ retirement fund,

general fund, and Alaska permanent fund) represents a

separate portfolio for this purpose.
Indeed, in a 1984 opinion dealing with the prudence of a
proposed investment of the Alaska Permanent Fund Corporation
(the "Permanent Fund"), the Attorney General specifically
referred to the Department of Labor®s ERISA regulations for
guidance in rendering its decision.98

Even in the absence of these opinions, it seems clear
that a standard that refers to an "institutional investor of
ordinary professional prudence,”™ by its very language,
professes to adopt the standard of conduct that governs other
institutional investors. The standard would appear to require
that the Commissioner, as fiduciary, exercise the care and
skill of a sophisticated professional investor whose knowledge
and ability is substantially greater than that expected of an
ordinarily prudent layman. A court, in analyzing the proposed
96 see, e.g- Op. (Inf.) Att"y Gen. (Nov. 3, 1986); Op.

(Inf.) Att"y Gen. (Oct. 17, 1984); 0d . (Inf.) Att"y Gen.
(June 17, 1982).

97 op. (Inf.) Att'y Gen. (June 17, 1982).

98 op. (Inf.) Att"y Gen. (Oct. 17, 1984).



formulation, therefore, would in all probability look to the
body of law that governs the conduct of private, professional
institutional investors in rendering a decision. The ERISA

standards, and the case law interpreting these standards are,

therefore, instructive.

The significance of the State®s adopting an ERISA-type

approach to prudence especially in conjunction with repeal of
the legal list statutes, 1is that it permits a much larger

universe of investments to be considered in investing the

monies of the Funds. The Department of Labor, in interpreting

ERISA"s prudence rule, has stated that investment 1in securities

issued by a small or new company, which could be riskier than
those of a "blue chip”™ company, may be entirely proper under
the rule.™ The Department of Labor has also recognized that
investments not producing current income might play a
legitimate role in a portfolio. This rationale would suggest
that in appropriate circumstances, these and other
"nontraditional™ investments, such as certain types of venture
capital or futures investment, might be permissible as well
under the statutory formulation contained in the Bill.100

This "modern-portfolio theory” approach to the

prudence rule could be criticized as establishing too

99 44 Fed. Reg. 37,221, 37,222 (June 26, 1979)

100  1d. at 37,225.
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permissive a standard for evaluation of trustee behavior. 101

A claim could be made that such a broad standard would enable a
fiduciary to invest in any vehicle striking its fancy, and be
insulated from liability for its investment decisions. 102

Under the formulation set forth in the Bill, however, the
Commissioner, as a fiduciary of the Funds, cannot ignore his
obligation to evaluate a particular investment to ensure its
being consistent with Fund characteristics and objectives. The
Commissioner has the duty, under the prudent professional
institutional investor standard of care, to investigate
investments made for a Fund with the prudence of a professional
to assure an appropriate risk level is maintained in light of
the needs of the Fund. The extensive body of law interpreting
ERISA provides general guidelines for the proper scrutiny of
that investment conduct. Thus, the prudence rule reflected in
the Bill, 1in conjunction with repeal of the existing legal
lists, should provide the Commissioner with the broadest scope
of investment options. At the same time, the requirement that
the Commissioner meet the standard of care exercised by an
institutional investor of professional prudence should provide

significant protection to Fund beneficiaries and participants.

101  Gordon, supra note 29, at 94; see also Hutchinson & Cole,
Legal Standards for Governing Investment of Pension
Assets for Social and Political Goals, 128 U. Pa. L. Rev.
1340, 1357 (1980).

102 Hutchinson & Cole, supra note 101, at 1357.



have fulfilled his duty to act prudently. Applying these
principles, the court in Marshall v. Glass/Metal Ass®n &
Glaziers & Glassworkers Pension Plan held, for example, that
plan trustees who lacked prior lending experience violated
their fiduciary duty under ERISA by failing to follow the type
of procedure that a prudent and skillful Ilender would utilize
in making a real estate investment. 106

The cases construing ERISA"s prudent man rule noted
above suggest that the Commissioner, 1in seeking to meet the
prudent institutional investor rule specified in the Bill, has
an affirmative duty to obtain competent professional assistance
by hiring qualified employees or by entering into contracts
with qualified outside professionals. The Bill"s proposal
regarding delegation serves to emphasize this general duty and
to provide a framework for the discharge of this duty.
Moreover, by, 1in effect, raising the standard of prudence to
which the Commissioner will be subject, the Bill would seem to
increase the extent of the Commissioner®s duty to delegate.

E. Establishment of Reporting and Statutory Auditing
Requirements

The Commissioner has presented as part of the Bill a
proposal that would require the Commissioner to cause periodic
reports on the condition and investment performance of certain of
the Funds to be prepared and furnished to the board overseeing the

operation of those Funds. Supplementing these periodic report

106 507 F. Supp. 378 (D. Hawaii 1980).
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provisions under the Bill is a provision requiring that an
independent firm of certified public accountants be hired (1)

to audit the accounts of the Public Employees™ Retirement and
Teachers "Retirement Systems annually; (2) to audit the annual
report of the financial condition and financial activity of each
of the Public Employees "Retirement and Teachers®™ Retirement
Systems; and (3) to the annually audit the Retirement and
Endowment Funds ”financial condition and investment transactions.

In large part, the Commissioner®s reporting and
auditing proposals reflect current practice. At present,
annual financial audits of both the Public Employees®
Retirement and Teachers®™ Retirement Funds, including a review
of internal controls and securities custody and safekeeping
procedures, are conducted by independent certified public
accountants. In addition, the Treasury Division of the
Department of Revenue has contracted with independent
organizations to receive comparative investment performance
reviews of the two Funds.

The Commissioner®s proposals regarding reporting and
auditing are a necessary corollary to the proposals designating
the Public Employees®™ Retirement and Teachers®™ Retirement Funds
as trusts and designating the Commissioner as the fiduciary of
the Funds. As the Task Force Report noted:

The establishment and maintenance of professional

accounting, auditing, and actuarial practices Iis

part of the general fiduciary responsibility

which plan officials owe to the plan
participants. Obviously an accurate accounting



of the plan"s assets and liabilities, estimation

of funding status and experiences, and auditing

of plan procedures are essential to the honest

and responsible operation of the pension

system. 107

Recognition of the importance of reporting and
auditing standards to the fiduciary obligations of plan
managers 1is reflected in ERISA, which requires private employee
benefit plans subject to ERISA to file detailed annual reports
with the Department of Labor and to be audited by independent
public accountants.l08 Many states now require analagous
reports covering their public plans.109 The Commissioner’s
reporting and auditing proposal 1is comparable to these state
and federal provisions and should facilitate the Commissioner®s

fulfilling his fiduciary obligations toward the Public

Employees®™ Retirement and Teacher®s Retirement Funds.

Section I1l: Related Issues
A. Federal Income Taxation Implications
At the present time, the federal government regulates

the conduct of public pension plans through the application of

107 Task Force Report at 185-86 (emphasis added).

108 ERISA &103(a). The legislative history of ERISA makes
clear that Congress believed that annual audit and
reporting requirements provide important safeguards to
plan beneficiaries by making plan fiduciaries aware that
their handling of plan assets will be open to inspection.
S. Rep. No. 127, 93d Cong., 1st Sess. 27 (1973),
reprinted in 1974 U.S. Code Cong. & Ad. News 4838, 4863;
H.R. Rep. No. 533, 93d Cong., 1stSess. 11 (1973),
reprinted in 1974 U.S. Code Cong. & Ad. News 4639, 4649.

109 see, for example, Cal. Gov't Code &8 20206.5, 20233

(Deering Supp. 1987); Cal. Ed. Code &8 22218, 22220
(Deering Supp. 1987).
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the Internal Revenue Code of 1986 (the "Code™). Under the
Code, three principal forms of tax benefits are available with
respect to a public pension plan: (1) the public entity
sponsoring the plan 1is entitled to deduct amounts contributed
to the plan up to certain limits 110 (2) the earnings of the
plan are not taxed currently;1ll and (3) the contributions
made by the public entity to the plan on behalf of an employee
are not currently imputed to the employee, even if vested.1l2
To be entitled to these benefits, a funded,
government-sponsored plan must, among other things, meet
certain of the requirements specified in Section 401(a) of the
Code for private retirement plans seeking tax-exempt

status. 113 Section 401(a) conditions tax-exempt status on,

110 1.R.C. B404(a)(1986).
111 1d. §501(a).

112 1d* 8§402(a). The provisions of Section 402(a) are, in
effect, an exception to the general rule stated in
Section 83 of the Code. Under Section 83, if an employer
sets aside contributions to fund deferred compensation or
retirement benefits for an employee, the contributions
will be included in the employee®s 1income, so long as the
employee is not subject to a substantial risk of
forfeiture of the benefits. Thus, under Section 83, an
employee having a vested interest in a benefit will be
currently taxed on the benefit.

113 Rev. Rul. 72-14, 1972-1 C.B. 106. The passage of ERISA
in 1974 resulted in many changes 1in the provisions of the

Code applicable to private plans seeking to qualify for

tax-exempt status. Public plans are expressly exempted
(Footnote Continued)



among other things, the plan®s (l) being organized "for the

exclusive benefit” of employees, (2) providing definitely

determinable benefits, (3) satisfying anti-discrimination rules
and (4) providing full vesting on discontinuance or termination
of the plan.ll4 Section 401(a) also implicitly requires the
assets of a plan seeking to meet the Section®s conditions be
maintained in trust.ll5

To date, enforcement by the Internal Revenue Service

(the "IRS") of the requirements of Section 401(a) against

public pension plans has been, for the most part,

non-existent.116 Recognizing that enforcement of the

requirements would serve only to harm innocent plan

participants, the IRS announced 1in 1977 that, until a study of

the application of Section 401(a) to public plans could be

completed, disputes over compliance with the Section would be
(Footnote Continued)

113 from ERISA and, thus, are not subject to most of the
qualification requirements added by ERISA. Public plans
are, however, subject to the qualification requirements
applicable prior to ERISA. See, for example, Sections

410(c)(2) and 411(e)(2) of the Code.
114 1.rR.C. §401(a).

115 section 401(a) states that "[a] trust. . .forming part of
a stock bonus, pension or profit-sharing plan of an
employer. . .shall constitute a qualified trust. . ."if

.the various requirements listed in the Section are met.
See also 26 C.F.R. &1.401-(a)(3) (1987); Rev. Rul.
69-231, 1969-1 C.B. 118; Internal Revenue Service
Publication 778(2-72), Parts 2(b) and 2(f).

116 Task Force Report at 129; Public Pension Funds, supra
note 12, at 191 n. 17; Campbell & Josephson, supra note

15, at 62.



settled in favor of the taxpayer or governmental unit.ll7
The announcement continues 1in effect at present.

An IRS decision to change its current policy on
enforcement of the requirements of Section 401(a) would not
necessarily affect public plans significantly. Historically,
the Section®s key substantive requirement- the exclusive
benefit rule— has not been a stringent constraint.118 The
IRS has interpreted the rule, which has been called a
codification of the common law duty of loyalty imposed on a
trustee, 119 to permit parties other than the employees
covered by the plan to benefit from the plan®s investments. 120
Courts considering the issue have agreed that an incidental
benefit to a third party is not sufficient to disqualify the

plan from tax-exempt status.l12]

117 1.R.S. Info. Rel. IR-1869 (August 10, 1977).
118 Hutchinson & Cole, supra note 101, at 1348.
119  campbell & Josephson, supra note 15, at 62.

120 1n 1969, the IRS indicated that collateral benefits to
other parties are acceptable if four requirements are met
with respect to an investment: (l) the cost of the
investment may not exceed fair market value at the time
the investment is purchased; (2) a fair return
commensurate with the prevailing rate must be provided by
the investment; (3) sufficient liquidity must be
maintained to permit distributions in accordance with the
terms of the plan; and (4) the safeguards and diversity
that a prudent investor would adhere to must be present.
Rev. Rul. 69-494, 1969-2 C.B.

121 Hutchinson & Cole, supra note 101, at 1348; See Shelby
U.S. Distribs., Inc. v. Commissioner, 71 T.C. 874, 885
(1979); Feroleto Steel Co. v. Commissioner, 69 T.C. 97,
113 (1977).



Notwithstanding the IRS" position with respect to
enforcement of the Code"s provisions against public plans, and
the manner in which the IRS and courts have interpreted those
provisions, at least two commentators have suggested that a
trustee or a public plan would breach a fiduciary duty if it
caused the plan to jeopardize the tax benefits available under
the Code.l122 Underlying this suggestion is the assertion
that the tax benefits offered by the Code- particularly the
ability of an employee of a public plan to defer taxes- are
quite significant.123

We are aware of no judicial decision supporting the
view that a breach of a fiduciary obligation would be deemed to
result if a public plan failed to meet the requirements of the
Code. Indeed, the Task Force Report noted in 1978 that well
over three-quarters of all public plans have failed to seek an
IRS determination letter of tax-exempt status and that about 57

percent of the representatives of public plans surveyed by the

122 Campbell & Josephson, supra note 15, at 59.

123 1d. Commentators have noted that of the three benefits
generally available to public plans under the Code, only
the ability of employees to defer tax is of real
significance. The other benefits are available to state
or local governments even in the event of non-compliance
with the provisions of Section 401(a), because state and
local governments are generally exempt from federal
taxes. See Public Pension Funds, supra note 12, at 192
n.19; Task Force Report at 33.
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task force"s staff indicated an unfamiliarity with the
application of the Code to their plans.124

We understand that the Commissioner currently seeks to
operate the Public Employees "Retirement Fund and the Teachers”
Retirement Fund in accordance with the provisions of the
Code.l2b We believe that this policy with respect to
compliance with the Code 1is appropriate. We do note, however,
that versions of a proposed federal law governing the operation
of public plans, entitled the "Public Employee Pension Plan
Reporting and Accountability Act™ ("PEPPRA"™), would relieve
those plans of the obligation to comply with the requirements
of the Code to preserve favorable tax treatment for plan
participants.

The Commissioner™s proposal to designate the Public
Employees®™ Retirement Fund and the Teachers®™ Retirement Funds
as trusts will serve to ensure compliance with the implicit

requirement of Section 401 of the Code that plan assets be held

124 Task Force Report at 77.

125 An examination of whether these Funds are in fact in
compliance with all applicable rules of the Code 1is
beyond the scope of this Memorandum. Note, for example,
that Section 503(b) of the Code effectively prohibits
certain transactions between these Funds and the State.
Among the transactions prohibited are (1) loans made
without adequate security and a reasonable rate of
interest and (2) any transaction that results in a
substantial diversion of income or corpus to the State.
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in trust.120 In addition, the Commissioner"s proposal that
the assets of the Public Employees®™ Retirement Fund and the
Teachers®™ Retirement Fund be used only in regard to the
financial interests of their beneficiaries should act to ensure
compliance with the exclusive benefit rule contained 1in Section
401(a) of the Code.
B. Liability, Indemnification and Insurance

The Commissioner®s proposals discussed in Section | of
this Memorandum, 1if adopted, would have the general effect of
increasing the fiduciary obligations of the Commissioner and
his staff in investing on behalf of the Funds. The increase in
the extent of those obligations raises the issues of (1) the
potential liability in the event of a breach of those
obligations, (2) the extent to which the Commissioner”s
employees may be indemnified in connection with investment
activity undertaken on behalf of the Funds and (3) the extent
to which insurance may be obtained covering employees
responsible for the Funds®™ 1investments. Each of these issues

is discussed below.

(1) Liability

[A] Liability of the State, the Commissioner
and State Employees

Currently, none of the provisions governing

126 Note that versions of PEPPRA introduced to date have
included a requirement that assets of public plans be
held in trust.



investments that may be made on behalf of the Funds specifies
the parties that may be found liable for a breach of any
obligation imposed by those provisions. In light of the
Commissioner™s general investment authority with respect to the
Funds under Alaska Stat. &44.25.010 and Alaska Stat.
844.25.020(2), however, an Alaska court could reasonably
conclude that the Commissioner and those he employs are each
potentially liable for breach of any of the investment
provisions relating to the Funds. The likelihood of a court®s
finding potential liability on the part of the Commissioner and
those he employs would increase significantly to the extent the
assets of a Fund were required by statute to be held in trust
and the Commissioner were deemed a fiduciary of the Fund. As
noted above in Section 1.A of this Memorandum, at common law, a
trustee who commits a breach of trust is chargeable for any
loss or depreciation in value of the trust estate resulting
from the breach or any profit made by the trustee through the
breach.127 Drawing on this common law principle, Section
409(a) of ERISA states that a fiduciary of an employee benefit
plan that breaches an obligation toward the plan will be:

personally liable to make good to such plan any

losses to the plan resulting from [the] breach,

and to restore to such plan any profits of such

fiduciary which have been made through use of

assets of the plan by the fiduciary, and shall be
subject to such other equitable or remedial

127 Restatement §205. See note 18 supra.



relief as the court may deem appropriate,
including removal of such fiduciary.]

Assessing the potential liability of the Commissioner
and those he employs for breaches of fiduciary obligations
towards the Funds requires consideration of the doctrines of
sovereign immunity and official immunity as interpreted by
Alaska courts. The doctrine of sovereign immunity Iis
incorporated in Alaska Stat. &9.50.250, under which the State
may be sued for contract and quasi-contract claims only after
they have been reviewed administratively. No tort claim may be
brought against the State under Alaska Stat. &9.50.250 that is
based upon the act or omission of a State employee exercising
due care 1in the execution of a statute or regulation, and no
tort claim may be brought against the State that 1is based upon
the exercise or failure to exercise or perform a discretionary
function or duty, whether or not discretion 1is abused.

In interpreting the term "discretionary function or
duty”™ under Alaska Stat. 89.50.250, the Alaska Supreme Court
has applied a "planning-operational™ test to distinguish
between protected and unprotected levels of government
decision-making.129 Under this standard, "only decisions
that rise to the level of basic planning or policy formulation
will be considered discretionary; decisions that implement

policy decisions and are ministerial or operational 1in nature

128 ERISA &409(a).

129 piv. of Corrections v. Neakok, 721 P.2d 1121, 1133
(Alaska 1986) .
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will not be immune."130 The Alaska Supreme Court has

narrowly construed this standard, refusing to immunize "even
acts that involve substantial exercise of discretion, but that
do not rise to the level of policy decisions."131 The
doctrine of sovereign immunity thus has been interpreted to
attach only under those limited circumstances in which basic
policy-making is involved.

Whether the role of State employees with respect to
the Funds would be deemed to be policy-making in nature under
the planning-operational test, as articulated by the Alaska
Supreme Court, 1is questionable. The investment operations of
the Funds, by their nature, clearly involve the use of some
amount of discretion on the part of employees of the Department
of Revenue and/or professionals hired by the State. These
discretionary acts, however, could be viewed as merely
involving the implementation of the policies of the State
reflected in the statutes governing the investment operations
of the Funds. A court"s accepting this characterization of the
role of those persons having investment responsibility for the
Funds would result in the State"s not being immune from suit
under Alaska Stat. 89.50.250 for breaches of fiduciary duty on

the part of those State employees.



Alaska Stat. 89.50.250, by its terms, applies only to
State immunity, but does not insulate employees of the State
from suit.132 Under the doctrine of official immunity
formulated by Alaska courts, however, State employees may be
immunized from personal liability for discretionary acts they
undertake within the scope of their official authority.l33
The Alaska courts have held that the standards for determining
what constitutes a discretionary act for purposes of official
immunity 1is broader than the sovereign immunity
planning-operational standard.134 Discretionary acts, for
the purposes of the doctrine of official immunity, have been
defined by the courts as "those requiring personal
deliberation, decision and judgment,” as distinguished from
ministerial acts, which are those acts amounting "only to
obedience of orders, or the performance of a duty in which the
officer is left with no choice of his own."135

Under the broader interpretation of discretionary
functions used by the courts in applying the doctrine of
official 1immunity, the decisions undertaken by those persons
employed by the Commissioner 1in connection with the Funds”®
investment operations would appear to be of a discretionary
132 Asoen Exploration Corp. v. Sheffield, 739 P.2d 150, 162

n.29 (Alaska 1987).

133 Bridges v. ASHA, 375 P.2d 696, 702 (Alaska 1962).

134 Aspen, 739 P.2d at 155.



nature, 1involving the personal deliberation, decision and
judgment of the employees.l36 Thus, under current law, those
employed by the Commissioner may be immune from suit for

nonmalicious breach of their fiduciary obligations toward the

Funds. 137

That an employee of the Commissioner may be immune to
suit for breach of a fiduciary obligation to a Fund may be
viewed as inconsistent with the public policy considerations

underlying many of the Commissioner®s proposals; an employee

136 The conclusion that employees of the Commissioner may be
immune from suit is supported bya 1982 informal opinion
of the Alaska Attorney General regarding the Alaska
Permanent Fund Corporation. In that opinion, the
Attorney General concluded that "[t]he immunity for
discretionary acts [as defined by Alaska courts] probably
covers most decisions and actions of the trustees [of the
Permanent Fund]. Relationship of Alaska Permanent Fund
Corporation to State, Op. (Inf.) Att"y Gen. (Dec. 1982).

137 Note that once an official act is deemed to be of a
discretionary nature, the Alaska Supreme Court has
utilized a balancing test to determine whether an
official 1is entitled to "absolute immunity,”™ applicable
even 1f improper motives were involved in the official’s
acts, or "qualified immunity,” which is applicable only
when the acts under scrutiny were done in good faith,
free of malice or corruption. The Court has stated that
in making such a determination, a balance must be struck
between the public®s interest in vigorous, unfettered
administration of policy by state officials and the
interests of maliciously injured parties. The following
factors should be considered in deciding whether motives
are to be considered in granting employee immunity: D)
the nature and importance of the function that the
officer performed to the administration of government;
(2) the likelihood that the officer will be subjected to
frequent accusations of wrongful motives and how easily
the officer can defend against these allegations; and (3)
the availability to the injured party of other forms of
relief. Asoen Exploration Corp. v. Sheffield, 739 P.2d
at 159-60.
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who has no concern regarding potential suits may be less
diligent in meeting his fiduciary obligations.138 Thus, the
Commissioner may wish to consider amending current law to
provide explicitly that an employee of the Commissioner will
generally not be immune from a suit asserting a breach of a
fiduciary obligation, but will not be liable for a breach so
long as in seeking to fulfill his obligation he acted in good
faith, acted within the scope of his employment and acted
prudently under the circumstances. This standard for
limitation of liability of a fiduciary 1is generally consistent
with one deemed acceptable by the staff of the Securities and
Exchange Commission (the "SEC"™) for investment advisers
registered under the Investment Advisers Act of 1940, as

amended. 139

138 ERIFA reflects the view that immunity from suit is
inconsistent with fiduciary obligations. Section 410 of
ERISA specifies that, subject to certain limited
exceptions, ™"any provision in an agreement or instrument
which purports to relieve a fiduciary from responsibility
or liability for any responsibility, obligation, or duty
under [ERISA] shall be void as against public policy.

139  see, e.g., Auchincloss & Lawrence, SEC No-Action Letter
(February 8, 1974); Funds Advisory Co., SEC No-Action
Letter (December 12, 1974); Westamerica Securities, Inc.,
SEC No-Action Letter (March 14, 1974). In these letters
the SEC staff suggests that indemnification of an adviser
guilty of negligence is inappropriate. The United States
Supreme Court has stated that a registered investment
adviser is a fiduciary who owes his clients an
affirmative duty of utmost good faith and full and fair
disclosure of all material facts. SEC v. Capital Gains
Research Bureau, 375 U.S. 180 (1963).
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[B] Liability of Service Providers

As suggested in Section I.D of this Memorandum, the
Bill, 1if adopted, would serve not only to authorize the
Commissioner to delegate certain responsibilities with respect
to the Funds to independent third parties, but also to require
delegation to third parties under certain circumstances.
Neither the Bill nor the statutes governing the operation of
the Funds currently in effect, however, address the potential
liability of third parties for breaches of fiduciary
obligations toward the Funds. Moreover, neither the Bill nor
current law deals with the potential liability of the
Commissioner for the actions or non-actions of third parties
providing services to the Fund.

In the absence of an express provision dealing with
the issue of third party liability to the Funds, an Alaska
court might well look to the provisions of ERISA for guidance.
Under ERISA, a third party service provider is liable under
Section 409(a) of ERISA,140 if the party meets the definition
of "fiduciary.” ERISA defines the term quite broadly to
include any person who (l) has discretionary authority or
control regarding management or administration of a plan, (2)
gives 1investment advice to the plan or (3) exercises control or

authority with respect to management or disposition of a plan®

140 The terms of Section 409 are set out in full in the text
in the immediately preceding sub-section of this
Memorandum.
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assets. 14l Most third party service providers to which the
Commissioner would typically delegate responsibilities for the
Funds are likely to fall within the ERISA definition of
fiduciary and, thus, under an ERISA analysis, would be
potentially liable for breaches of their obligations toward the
Funds. 142

ERISA provides guidance with respect to not only the
potential liability of independent third parties rendering
services to the Funds, but also the potential liability of the
Commissioner for misconduct of those parties. ERISA expressly
authorizes a fiduciary of a plan to delegate investment
responsibility for the plan to any entity meeting the
definition of an "investment manager. 143 If the delegation

is undertaken in accordance with procedures specified in

141  ERISA §3(21).

142 In general, third party service providers who do not come
within ERISA S definition of fiduciary are chose that
perform administrative functions within a framework of
policies and interpretations made by other persons. See
0"Toole v. Arlington Trust Co., 681 F.2d 94 (1st Cir.
1982) (non-trustee custodial bank having only pl.vsical
contrcl of plan assets and limited responsibilities for
certain ministerial functions held not a fiduciary under
ERISA); see also Donovan v. Williams, 4 Employee Benefits
Cas. (BNA) 1237 (N.D. Ohio 1983).

143 ERISA 8405 (d)(1). Under Section 3(38) of ERISA, an
investment manager is limited to an investment adviser
registered under the Investment Advisers Act of 1940, as
amended, a bank, as defined in that Act, or an insurance
company qualified under the laws of more than one state
to manage, acquire or dispose of any assets of a plan.



ERI1SA, 144 then the fiduciary is generally relieved of any
direct liability incurred by the investment manager.l45 The
Department of Labor has taken the position that the delegating
fiduciary retains the duty to monitor the activities of his
managersl46 and is not relieved of responsibility merely
because he has followed the advice of his investment
managers. 147

Like its rules regarding delegation, ERISA"s
provisions dealing with co-fiduciary liability are instructive
in analyzing the Commissioner®™s potential liabilities for
breaches of fiduciary obligations towards the Funds by
independent third parties. Section 405(a) of ERISA provides
that a plan fiduciary is liable for a breach of fiduciary
responsibility of another fiduciary to the same plan if (1) the
plan fiduciary participates knowingly in, or knowingly
undertakes to conceal, an act or omission of the co-fiduciary
that the plan fiduciary knows constitutes a breach; (2) by his

failure to comply with the prudence, diversification, exclusive

144 see ERISA & 402(c).

145 ERISA 8§405(d)(1). Section 405(d)(1) may be viewed as
generally similar to the common law rule of delegation by
a trustee. Under common law, a trustee may delegate its
responsibilities so long as delegation |s authorized by
the terms of the trust. Restatement & 171 comment j;
Bogert, Trusts & Trustees 8555 (2d ed. 1980).

146 Department of Labor letter to J.J. O Donnell and Frank
Borman (June 2, 1980).

147 H.R. Rep. 1280, 93d Cong., 2d Sess. 302 (1974).



purpose and plan document requirements of Section 404(a)(l) of
ERISA in the administration of his own fiduciary duties, the
plan fiduciary enables another fiduciary to commit a breach; or
(3) the plan fiduciary has knowledge of a breach of the other
fiduciary and does not make reasonable effortsunder the
circumstances to remedy the breach.

The Department of Labor has stated its views regarding
remedial actions that should be taken to prevent co-fiduciary
breaches under ERISA.148 The Department has suggested
co-fiduciaries must take all reasonable and legal steps to
prevent the breach. Those steps might include obtaining a
court injunction of the breach, 149 notifying the Department
of the breach, notifying the plan sponsor or publicizing the
action. In addition, according to the Department, all meetings
with respect to management and control ofplan assets should be
documented and an objection on grounds ofpotential violations
of fiduciary responsibility provisions should be made part of
the record. The Department has also suggested that, if a
fiduciary believes a co-fiduciary has already committed a

breach, resignation as a protest against the brei“jh will not

148 Fiduciary Responsibility Question and Answer 10 appearing
in ERISA I.B. 75-5, 29 C.F.R. 82509.75-5 (1987).

149  see ERISA §502(a)(3) .



generally be considered sufficient to discharge the duty to
make reasonable efforts to remedy the breach. 150

Cases decided to date under Section 405(a) of ERISA
indicate instances 1in which co-fiduciary liability may be
present. In Freund v. Marshall & Ilsley Bank, 151 for
example, the court found that certain trustees®™ lack of
involvement in a company sale transaction did not relieve them
of their fiduciary duties, because their failure to monitor the
conduct of the seller trustees enabled and facilitated the
seller trustees"™ breach. In Donovan v. Williams,152 the
court found a fiduciary to have violated Section 405 when he
failed to make reasonable efforts to correct a wide range of
breaches committed by a co-fiduciary and others. The court
held that given his unique responsibilities for, and knowledge
of, the financial books of the plans involved, and his failure
to provide trustees access to those books, the fiduciary
enabled the plan administrator to violate ERISA®"s reporting and
disclosure provisions. The court also found that the
fiduciary®"s detailed knowledge of the finances and operations
of the collection account, plan book accounts and unions
covered by the plans was sufficient to establish the type of
knowledge required for a violation of Section 405, when the
150 Fiduciary Responsibility Question and Answer 10 appearing

in ERISA 1.B. 75-5, 29 C.F.R. &2509.75-5 (1987).~

151 485 F. Supp. 629 (W.D. Wis. 1979).
152 4 Employee Benefit Cas. (BNA) 1237 (N.D. Ohio 1983).
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fiduciary failed to make reasonable efforts to remedy the
trustees®™ failure to collect amounts owed to the plan. In Free
v. Briody, 153 the court concluded that a trustee's

nonfeasance enabled a co-fiduciary to entrust plan assets with
an embezzler. Although the majority of the losses occurred
only four days after he assumed trustee status, the court found
the trustee liable, noting that no grace period exists between
the date one becomes a trustee and the date one is expected to
assume the duties of the office.

ERISA®"s provisions with respect to delegation and
co-fiduciary liability and court and administrative
interpretations of those provisions suggest that the
Commissioner may limit its potential liability for misconduct
of third party service providers by diligently selecting those
entities and monitoring their services. Perhaps more
importantly, the various interpretations of ERISA 3 delegation
and co-fiduciary provisions suggest that the issue of third
party conduct is a significant one with which the Commissioner
may wish to deal by express statute rather than by application
of analogous provisions of law.

(2) Indemnification

Related to the issue of potential Iliability of the
Commissioner for breaches of fiduciary obligations owed the

Funds 1is the question of indemnification by the State of

153 732 F.2d 1331 (7th Cir. 1984).



employees of the Commissioner in connection with alleged
breaches.154 A 1982 informal opinion of the Attorney General
noted that "[t]Jo the extent that the state is exposed to
liability due to the acts or omissions of an officer or
employee, it is state policy to defend and indemnify the
officer or employee against any personal liability, but there
is no statute expressing this policy."155 The same opinion
continued by saying that Alaska "law regarding
indemnification of public officers is somewhat confusing, and
the adoption of a statute stating the scope of indemnity would
undoubtedly ease the concerns of state employees or officers
who have considered the issue."150

The Bill in its current form contains no specific
provision for indemnification of the Commissioner®s employees
for alleged breaches of fiduciary duty. In view of the
increased amount of fiduciary duties that would be imposed on

those employees under the Bill, 1if adopted, the Commissioner

154 we assume that the State would not as a matter of policy
wish to indemnify independent third parties 1in connection
with alleged breaches. We understand that many state
pension plans and other state authorities have adopted
such a policy on the basis of notions of sovereign
immunity. To our knowledge, the State has not adopted
such a policy to date.

155 Relationship of Alaska Permanent Fund Corporation to
State, Op. (Inf.) Att'y Gen. (Dec. 2, 1982).

156 1d. As of the date of this opinion, the Alaska
Commercial Fishing and Agriculture Bank was the only
Alaskan public corporation specifically providing by
statute for indemnification of its officers and employees.
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might consider adding a provision to the Bill concerning
indemnification, even if the Bill 1is not amended to provide
specifically that those employed by the Commissioner are not
immune from suit for a breach of fiduciary responsibility
toward the Funds. We suggest that, at the very least, such a
provision condition indemnification on an employee®s acting
prudently and in good faith within the scope of his employment.

(3) Insurance

The Commissioner, 1in addition to providing
indemnification for his employees in connection with alleged
breaches of fiduciary duties, may wish to consider obtaining
insurance covering those breaches. That the purchase of
insurance 1is consistent with a policy of promoting a high level
of fiduciary conduct 1is suggested by Section 410(b) of ERISA,
which specifically authorizes the obtaining of insurance
covering ERISA fiduciaries.157 We note our general
understanding, however, that a meaningful amount of insurance
is currently quite difficult to obtain at acceptable prices.
Due to the proliferation of fiduciary suits under ERISA, many
insurance companies have significantly increased premiums for
fiduciary insurance, while cutting back the coverage offered.
In other cases, insurance companies have ceased completely to

offer fiduciary insurance.

157 ERISA &410(b).



Section 1ll: Establishment of Independent Trust Company

The Commissioner has presented, in a legislative
package separate from the Bill, a proposal to create an
independent trust company (the “Trust Company™) that would be
responsible for the management of the investments and the
custody of the assets of the Public Employees®™ Retirement Fund,
the Teachers®™ Retirement Fund, the Judicial Retirement Fund,
the Alaska National Guard and Alaska Naval Militia Retirement
Fund, the Public School Fund and the University of Alaska Fund.
The Trust Company would operate under the general supervision
of a board of directors (the "Board") composed of a Chairman,
proposed to be either the Commissioner or Deputy Commissioner
of Revenue, three outside directors, each of whom would be a
professional executive trust officer from outside the State and
unconnected 1in any way with the State, and two in-state
directors, one an elected member of the administrative board of
the Public Employees®™ Retirement System, and the other a member
of the board of the Teachers®™ Retirement System selected by
that board. Compensation of the Chairman of the Board and the
in-state directors would be limited to travel expenses, a per
diem and out-of-pocket expenditures, whereas outside directors
would receive a flat annual fee equal to a percentage of the
market value of the assets administered by the Trust Company az
the start of each year.

Under the Commissioner®s proposal, the Trust Company®s
budget would not be controlled by the Executive or Legislative

branches of the State, the Trust Company®s operations would r.cr
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be subject to review, approval or control by the State 3
Department of Administration, and the Trust Company 3 employees
and management would not be State employees. The Trust
Company®s management, which would include a chief executive
officer, a chief investment officer, an internal auditor, a
vice president of operations, a vice president of research and
a senior portfolio manager, would have authority to hire and
fire employees, managers, custodians, advisers, consultants,
legal counsel and service vendors, procure equipment facilities
and supplies, and enforce contracts and agreements. Management
would also be responsible for preparing various reports,
analyses and records that woula be provided to the Board.
Financial records of the Trust Company would be audited
annually by an independent certified public accounting firm.

The 1investment policies to be undertaken by the Trust
Company would be determined, under the Commissioner®s proposal,
by a committee that would be chaired by the Trust Company®"s
chief investment officer and that would include the Trust
Company®s chief executive officer, vice president of research,
senior portfolio manager and three out-of-state and unrelated
investment management professionals recommended by the chief
investment officer and appointed by the chief executive
officer, who are well-regarded and have established records as
managers of comparable private funds. Investment policies of
the Trust Company would be executed free of any statutory

restrictions other than a prudent expert rule. Thus, in the



establishment of its policies and its general operations, the
Trust Company would operate in a manner similar to investment
management and trust operations 1in the private sector, except
that all personnel at decision levels would be required to be
professionally accredited.

The proposal to create the Trust Company reflects an
attempt to deal with perhaps the most significant problem
involved in the investment management of public plans; those
officials responsible for that management face a conflict of
interest because they "are generally appointed by, and answer
to, the political process rather than plan participants."158
As the Commissioner has himself noted, formation of the Trust
Company would, among other things, "substitute a professional
corporation for the state as trustee, thus reducing the chance
of political or administrative factors interfering with
investment policy. . s

In seeking to deal with the conflicts of interest
involved in the investment management of the Funds, the
Commissioner 1is proposing a fundamental change in the structure
of the Funds®" operations. Two basic structures for the control

of public enterprises have been identified by commentators: the

158 Public Pension Funds, supra note 12, ac 213.
159  Memorandum from Hugh Malone, Commissioner of Revenue, to

Robert A. Evans, Legislative Liaison, Office of the
Governor (August 14, 1987).

-64-



government department form and the public corporation form. 160
Investment management of the Funds currently takes the
government department form, which 1is generally characterized by
direct responsibility on all matters devolv[ing]
on the director of the department and ultimately
on the chief executive of the government. Direct
government control of operations is exercised by
executive order and legislative review.
Personnel are usually subject to civil service
regulation. The enterprise is financed by annual
appropriations and is subject to the budget,
accounting, and audit controls applicable to
other government activities. The enterprise
frequently possesses the sovereign immunity of
the state. 16l
The public corporation form, which form the Trust Company would
take, 1is generally characterized by its own board of directors,
financing, budget accounting and auditing procedures, as well
as the ability to sue and be sued in its own name. 162
Each of the government department and the public
corporation forms suffers from operational problems. Due to
pressures to conform to standard government regulations and
procedures, the government department form is characterized by
a lack of information, an inability to respond quickly and a
high degree of operating difficulty.163 Although the public
160 N. Hamilton & P. Hamilton, Governance of Public
Enterprise 78 (1981); United Nations Technical Assistance
Administration, Some Problems 1in the Organization and
Administration of Public Enterprises in the Industrial
Field, U.N. Doc. ST/TAA/M/T7 (1954).

161 N. Hamilton and P. Hamilton, supra note 160, at 72.



corporation form deals with these problems by being autonomous,
it is often characterized by a lack of a consistent pattern or
coherent theory addressing the issues of policy formation and
efficient operation.164 The Trust Company % proposed
investment committee would appear to represent a reasonable
solution to this problem of the public corporation form.

In general, public plans in the United States take the
government department form.165 Some precedent does exist,
however, for the format offered by the Commissioner 1in
proposing the Trust Company. Under the laws of the State of
Minnesota, for example, public retirement systems are operated
by retirement boards, but investment responsibility for the
systems is delegated to the State Board of Investment, which
includes five constitutional officers.166 An executive
director, who must be an experienced investment professional,
is appointed by the State Board of Investments and 1is
responsible for planning, directing, coordinating and executing

administrative and investment functions in accordance with the

164 1d. at 78.
165 See Task Force Report at 65.

166 Minn. Stat. Ann. S8 11A.03-.04 (West 1988). The five
officers include the governor, state auditor, state
treasurer, secretary of state and attorney general. The
Minnesota retirement system is described and analyzed at
some length in Murphy, Regulating Public Employee
Retirement Systems for Portfolio Efficiency, 67 Minn. L.
Rev. 211 (1982)



policies and directives of the State Board.l67 Both the
executive director and the State Board of Investments are in
turn advised by a statutorily created Investment Advisory
Council composed of seventeen members, ten of whom must be
individuals experienced in general investment matters.168
The operational framework reflected in the Minnesota statutes,
like the Commissioner®s Trust Company proposal, reflects an
attempt at reducing the local political pressures inherent in
many public employee plans.169

A second precedent for the proposed structure of the
Trust Company 1is one well-known to the Commissioner, the
Permanent Fund. The Permanent Fund, which has a legal
existence independent of, and separate from, the State, is
operated under the direction of a six-person board of trustees
appointed by the Governor that includes the Commissioner, two
other State commissioners and three public members.170 The
public members, who must be confirmed by the Legislature, may
not hold any other State or federal office or employment and
must have recognized competence and wide experience in finance,

investments or other business management-related fields.17]

167 Minn. Stat. Ann. S 11A.07 (West 1988)
168 Minn. Stat. Ann. & 11A.08 (West 1988)
169 wurphy, supra note 166, at 212 n.3.
170 Alaska Stat. £37.13 .050 (1983).

171 Alaska Stat. §37.13 .050 (1983).
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Conf irmat*~on of the public members of the Permanent Fund®s
board reflects a legislative intent somewhat different from
that implicit in the Trust Company proposal; as noted in the
legislative history of the Permanent Fund, the aim of the
Legislature was "to establish a management system for the
Alaska Permanent Fund which would be protected from political
influence but, at the same time, responsive to changes in state
policy and accountable to the people through their elected
officials. In short, the aim was insulation without
isolation."172

Additional precedential support for the Commissioner®s
Trust Company proposal may be found 1in actions taken by the
State of Connecticut in the early 1970s to reform its public
pension systems.l73 In 1972, the assets of five state trust
funds, which were centrally managed under the authority of the
state treasurer, were organized for investment purposes into a
fixed-income, a common stock and a mortgage fund. The
treasurer also appointed an investment advisory council,
composed principally of insurance company executives and others
with 1investment experience, that assisted the treasurer to
select an in-house staff and outside investment advisers. As a

further measure, the treasurer established Connecticut Nutmeg

172 Alaska State Legislature, Free Conference Committee
Report, FCCS For SB 161 (April 2, 1980) (emphasis added).

173  The reforms are described in detail in Kohlmeier, supra
note 19, at 878.



Securities, Inc., which remains operational at present, and
which was the first brokerage firm owned and operated by a
governmental unit to execute stock transactions. The elements
of Connecticut™s reforms— separation and centralization of
functions and the use of experts- are generally similar to
those underlying the Trust Company proposal.

The notion of separation of functions as a means of
resolving conflicts of interest is one that is used not only by
public pension plans, but by other financial institutions.
Banks, for example, have for some time made use of a procedure,
typically referred to as a "Chinese Wall,” that 1is designed to
limit, or in some instances completely block, the flow of
information between trust and commercial departments. Although
the use of Chinese Walls by banks was promoted in the 1960s as
a means of preventing the inappropriate use of ™"inside
information” that could potentially expose banks to liability
under the federal securities laws,174 the segregation of
174 The concept of the Chinese Wall as a device designed to

deal with potential Iliability under the federal
securities laws was first endorsed in a late 1960s
settlement of a case involving the selective "leaking"™ by
Merrill, Lynch, Pierce, Fenner & Smith Incorporated
("Merrill™) of negative news its underwriting divi ;ion
had learned about Douglas Aircraft Co., Inc. In settling
the case with the SEC, Merrill®s underwriting division
agreed not to disclose material, non-public (that 1is,
"inside") information to Merrill"s other divisions.
Exchange Act Release No. 8,459 [1967-1969 Dec.] Fed. Sec.
L. Rep. (CCH) 1 77,629 (Nov. 25, 1968). The use of a
Chinese Wall to ensure the compliance with federal
securities laws has since been supported by the SEC, in

adopting Rule 14e-3, 17 C.F.R. 8 240.14e-3 (1987), and by
(Footnote Continued)



functions between a bank trust and commercial departments has
proven to be useful in preventing the use of trust assets to
further policies or goals of the commercial departments and
their corporate clients.175

Among the conflicts of interest that banks have had to
resolve in operating both commercial and trust departments are:
(1) the exertion of pressure by the commercial side upon the
trust department to service the needs of commercial customers
that maintain large commercial deposits through the use of
trust assets, possibly to the detriment of trust beneficiaries;
(2) the allocation of brokerage commissions from trust account
trades to brokers that maintain large demand deposits with, or
provide research services to, the commercial side; and (3) the
placement of uninvested trust cash in low-interest or
non-interest bearing time deposit accounts on the commercial
side of the bank, thereby limiting the productivity of trust

assets. 176

(Footnote Continued)
174 the Comptroller of Currency, in regulatingthe conduct of
national banks, 12 C.F.R. 89.7(d) (1987).

175 See Mendez-Penate, The Bank "Chinese Wall":Resolving and
Contending with Conflicts of Duties, 93 Bank. L.J. 674,
689 (1976). See also Lybecker, Regulation of Bank Trust
Department Investment Activities, 82 Yale L.J. 977 (1973).

176 See Mendez-Penate, supra note 175, at 689;  Herman,
Conflicts of Interest: Commercial Bank Trust Departments,
45-56, 108-114 (1975); Lybecker, supra note 175, at
981-992. Note that, although the commercial side of a
bank may have the ability to influence investment
decisions by the trust department, the commingling of

(Footnote Continued)



Although some of the conflicts faced by banks have
been addressed by specific state and federal banking
regulations limiting certain practices, 17/ many commentators
have endorsed the use of a self-imposed separation of the
commercial and trust departments to help assure that the
interests of trust beneficiaries 1in maximizing investment
performance 1is not subordinated to the bank®s interest in
maximizing profits from its commercial operations.178 Most
commentators have suggested the use of an "impermeable™ or a
"semi-impermeable™ Chinese Wall between the trust and
commercial sides of the bank to block the flow of certain types
of information between the departments. Other commentators,
however, have suggested the separate incorporation of the trust
department outside the bank complex- that 1is, the complete

divorce of the trust business from the commercial bank- in

(Footnote Continued)

176  trust assets with other accounts in the bank is expressly
prohibited by most state and federal banking law
statutes. See 12 C.F.R. 89.13 (1987) (expressly
mandating the separation of trust assets from bank
assets).

177 sSee 12 C.F.R. 889.7, 9.10, 9.12 (1987) (Comptroller of
Currency National Bank regulations concerning the
administration of fiduciary duties, the allocation of
uninvested trust cash, and bank self-dealing).

178 see, Mendez-Penate, supra note 175, at 689-710; Lybecker,
supra note 175, at 981-984.



order to alleviate completely the many conflicts of interest
that exist between the two sides.179

The Chinese Wall approach suggested by the banking
industry is instructive in analyzing the Trust Company
proposal; the Commissioner, 1in managing the investment of the
Funds, 1is faced with conflicts of interest somewhat analogous
to those faced by banks. State officials, for example, may
wish to exert pressure on Fund administrators to invest Fund

assets in the securities of Alaska issuers to promote regional

economic vitality, or other social policies. State officials may

also desire that the Funds use local service providers in
managing Fund assets, even though better, lower-cost services
may be available out of state.180 The Chinese Wwall procedure
established by Banks suggests that the separation of the
State"s political policy-making function from the Funds®
investment operations might help assure that political pressure

will not influence the administration and investment of Fund

179 see Lybecker, Regulation of Bank Trust Department
Investment Activities: Seven Gaps, Sight Remedies: Part
11, 2 Sec. Reg. L. J. 225, 262-265 (1974); Lybecker,
supra note 175, at 1001; Mendez-Penate, supra note 175,
at 705-709. The proposals to divorce the trust business
from commercial banking completely have been severely
criticized as economically unfeasible and impractical
because of the economic interdependencies of the two
departments. The general consensus among commentators
has been that independent trust companies would be unable
to survive on their own resources; this concern would not
necessarily be a problem for the proposed Trust Company.

Id.

180 see, generally, L. Konlmeier, supra note 19.
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monies, and that investments on behalf of the Funds will be
made in a manner consistent with the interests of Fund
beneficiaries.

Of the various precedents described above supporting
the establishment of the Trust Company, the one most closely
resembling the Trust Company is the State of Minnesota public
retirement systems. Those systems were the subject of a
detailed scholarly study in 1982.181 The shortcomings of the
Minnesota systems noted in that study provide a means of
evaluating the Trust Company proposal.

The most significant deficiency observed in the
operation of the Minnesota retirement systems was a lack of
knowledge or expertise in investment, banking and finance on
the part of the members of the State Board of Investment. 182
Exacerbating this fundamental problem were the time and
political demands placed on State Board members, many of whom
were elected government officials whose election to office was
often unrelated to State Board policies.183 Those demands,
when combined with the State Board"s lack of knowledge and
expertise, resulted in a number of inefficiencies 1in the
internal operation of the Minnesota retirement systems,

including: (l) difficulty in formulating investment policies;

181  Murphy, supra note 166.
182 1d. at 230.

183 1d. at 231-32. See supra note 166 and accompanying text.



(2) difficulty in delineating powers and duties among the State
Board of Investment, the executive director of the systems and
the Investment Advisory Council; (3) difficulty in establishing
adequate communication and reporting among the various
participants in the investment process; and (4) difficulty in
the establishment of appropriate investment performance
measurements and staff evaluation procedures.184 Compounding
these internal inefficiencies were legal list requirements
limiting investment by the Minnesota retirement systems to
specified categories. 185

The Trust Company, if operated as proposed, should be
able to avoid the problems faced by the Minnesota retirement
systems. The Trust Company will not be operated under the
direction of unknowledgeable and inexperienced personnel;
the three outside Board members, the three out-of-state members
of the investment policy committee and the members of the Trust
Company®s staff are all proposed to be seasoned professionals
with money management experience. Those individuals
responsible for the operation of the Trust Company should not
face the time and political pressures experienced by their
Minnesota counterparts, because only a minority of the Board
will be political appointees and elected office holders. The

investment policy committee, and the auditing, accounting and

184 1d. at 232-35, 237.

185 1d. at 235. Authorized investments are set out in Minn.
Stat. Ann. & 11A.24 (West 1988).



reporting procedures to be applicable to the Trust Company,
should serve to enable the Trust Company to avoid most, if not
all, of the operational inefficiencies that has characterized
the Minnesota retirement systems. Finally, 1in operating the
Trust Company, management will be subject only to a prudent
expert rule and will not face the limitations of any legal
lists.

Although we believe that the Trust Company proposal
represents a significant improvement over the Minnesota
structure, we wish to emphasize that we are expressing no view
of the merits of the proposal from a policy perspective; both
the Commissioner and the Legislature are in a far better
position than we to assess the problems currently presented in
the investment operations of the Funds, and the benefits that
would be provided to the Funds and their beneficiaries 1if the
proposal were adopted. In addition, we express no view as to
matters of Alaska law bearing on the Trust Company proposal
such as the ability of the Legislature to establish an
independent corporation and the legal status of such a
corporation under Alaska law.

Acknowledging the improvements over the Minnesota
statutory framework reflected in the Trust Company proposal, we
nonetheless believe that the Commissioner may wish to consider
adding two kinds of provisions to the proposal, each of which
is designed to strengthen accountability of those individuals

responsible for managing the assets of the Funds. The first of
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the provisions would specify clearly the parties who are
potentially liable for breaches of their statutory obligations
to the participants and beneficiaries of the Funds having
assets administered by the Trust Company. Each potentially
liable party could be designated as a fiduciary of the assets
held by the Trust Company. The term "fiduciary”™ could in turn
be defined functionally as it is under ERISA. Under such a
definition, the Commissioner would not be potentially liable
for actual 1investments made by Trust Company personnel on
behalf of the Funds; the Trust Company proposal contemplates
that responsibility for investment policies undertaken for the
Funds rests with the Trust Company®"s investment committee and
management and not with the Commissioner. The Commissioner and
the other members of the Board would be potentially liable, on
a co-fiduciary theory, 1if they did not undertake their
oversight responsibility prudently.l86

A second kind of provision that the Commissioner might
consider adding to the Trust Company proposal 1is one
specifically authorizing the participants and beneficiaries of
the Funds having assets administered by the Trust Company to

institute appropriate legal actions against the Company.187

186 See the discussion of co-fiduciary liability included in
Section I11.B(1)[B] of this Memorandum.

187 An example of this sort of provision is Section 502 of
ERISA, which designates the parties who may sue and the
action that may be brought to enforce the provisions of
ERISA.
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The attorney general might also be given standing to commence
an action against the Trust Company on behalf of Fund
participants and beneficiaries.188 Expressly authorizing the
parties that may bring actions 1in connection with the
investment operations of the Funds could only serve to help to
ensure effective management of the Funds and compliance with

fiduciary standards imposed under Alaska law.

Conclusion

The Bill, if adopted, should serve to remedy the
practical problems currently faced by the Commissioner in
investing on behalf of the Funds. In general, the Bill"s
proposals would increase the amount of the Commissioner®"s
investment flexibility. At the same time, however, the Bill"s
proposals would increase the Commissioner®s responsibility and
accountability with respect to the Fund®s investments.

The Trust Company proposal reflects a more dramatic
form, than does the Bill, of changing current Alaska law
regarding the Funds®™ 1investment operations. Although it
contemplates a fundamental change in the structure of those
operations, the Trust Company proposal 1is not without some
precedent. Moreover, the proposal appears to reflect a
significant improvement over similar structures now in place

outside Alaska.

WILLKIE FARR & GALLAGHER

188 uUnder Section 502 of ERISA, the Department of Labor 1is
authorized to bring certain suits.
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Introduced: 3/23/88 5-2059A
Referred: Finance

IN THE HOUSE BY THE FINANCE COMMITTEE
HOUSE BILL NO. 547
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the investment and management of
certain state funds; and providing for an effective
date."
BEIT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1.AS 14.25.035(c) is repealed and reenacted to read:

(c) The board shall confer with the commissioner of adminis-
tration regarding the administration of the system and may make rec-
ommendations that it considers necessary.

* Sec. 2. AS14.25.035(d) 1is repealed and reenacted to read:

(d) The commissioner of administration shall report to the board
concerning the condition and administration of the system. The re-
ports shall be distributed to the members of the system. The commis-
sioner of revenue shall provide reports to the board on the condition
and investment performance of the teachers®™ retirement trust fund.

* Sec. 3. AS14.25.170 1is amended to read:

Sec. 14.25.170. ADMINISTRATION. The commissioner of adminis-
tration is responsible for the administration of the retirement system
and for making the provisions of this chapter effective. The [AND
THE] powers and duties of the commissioner for this purpose include
[BUT ARE NOT LIMITED TO]

(1) maintaining the accounts of the system;
(2" making payments for the various purposes specified;
(3) submitting required [SUCH] periodic reports or state-

ments of aciount [AS MAY BE REQUIRED];
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(4) establishing [PRESCRIBING] by regulation the rate of
interest that shall be credited to the individual contribution ac-
counts of teachers each year; the rate of interest shall be adopted on
the basis of the probable effective rate of interest on a long-term
basis, and the rate may be changed from time to time by subsequent
regulation”

(5) establishing a teachers®™ retirement trust fund in which
the assets of the system shall be deposited and held; and

(6) engaging an independent certified public accountant to
conduct an annual audit of the system®"s accounts and the annual report
of the system®"s financial condition and financial activity.

Sec. 4. AS 14.25.180 is repealed and reenacted to read:

Sec. 14.25.180. INVESTMENT AND TREASURY. (@ The commissioner
of revenue is the treasurer of the system and the fiduciary of the
fund. In managing the fund, the commissioner of revenue shall

(1) consider the status of the fund"s investments and the
system™s liabilities on both a current and a probable future basis;

(2) determine the appropriate investment objectives for the
fund;

(3) establish investment policies aimed at achieving the
objectives; and

(4) act only in regard to the best financial interests of
the system®"s beneficiaries.

(b) The commissioner of revenue may invest the fund on the basis
of probable total rate of return without regard to the distinction
between principal and income or to the generation of income.

(c) In carrying out investment duties under this chapter, the
commissioner of revenue has the same powers and duties in regard to

the teachers®™ retirement trust fund as are provided in AS 37.10.071,

HB 547 -2- HBO547A
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except that the standard of prudence that the commissioner must obey
under AS 37.10.071(c) shall be in regard to the management of large
trust investments rather than large investments.

Sec. 5. AS 14.40.255 is amended to read:

Sec. 14.40.255. INVESTMENT OF SURPLUS MONEY. If the Board of
Regents determines that there is a surplus of money, received in the
form of state and federal appropriations, above the amount sufficient
to meet current and projected cash expenditure needs of the univers—
ity, the surplus must be invested as [IN THE SAME INSTRUMENTS] set out
in AS 37.10.071. Income [AS 37.10.070 APPROVED FOR [INVESTMENT OF
STATE TREASURY SURPLUS. INTEREST INCOME] earned on 1investments made
under this section may be retained by the university and expended in
accordance with the Executive Budget Act (AS 37.07).

Sec. 6. AS 14.40.400(a) is amended to read:

(@) The Department of Revenue shall establish a separate endow—
ment trust fund in which all money derived from the sale or lease of
the land granted under the Act of Congress approved January 21, 1929,
and in which all monetary gifts, bequests or endowments made to the
University of Alaska for the purpose of the fund, shall be held in
trust.

Sec. 7. AS 14.40.400(b) is repealed and reenacted to read:

(b) The commissioner of revenue is the fiduciary of the trust
fund and shall account for and invest the fund as set out in AS 37.-
14.110(c), 37.14.160, and 37.14.170, -except that the commissioner
shall report the condition and investment performance of the fund to
the Board of Regents.

Sec. 8. AS 14.40.400(c) is amended to read:
(c) The net income from the trust fund shall be used exclusively

for the Agricultural College and School of Mines.

HBO547A -3- HB 547



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

* Sec. 9. AS 14.40.400(e) is amended to read:

(e) The Department of Administration shall disburse the net
income from the trust fund upon vouchers approved by the president and
treasurer of the University of Alaska specifyingthe purpose for which
the money is to be used and showing it is to be wused 1in conformity
with this section.

Sec. 10. AS 14.42.200(8) is amended to read:

(8) invest or reinvest, subject to its contracts with
noteholders and bondholders, money held by the corporation as set out
in AS 37.10.071 [OBLIGATIONS OR OTHER SECURITIES AUTHORIZED FOR IN-
VESTMENTS OF THE COMMISSIONER OF REVENUE UNDER AS 37.10.070(a)];

Sec. 11. AS 14.42.210(b) is amended to read:

(b) Money and other assets of the student loan fund may be used
to secure bonds of the corporation, invested in student Jloans and
investments under AS 37.10.071 [DESCRIBED IN AS 37.10.070(a)] and used
to purchase loans approved under AS 14.43.090 - 14.43.325, 14.43.600 -
14_.43.700, or 14.43.710 - 14.43.790.

Sec. 12. AS 18.26.170 is amended to read:

Sec. 18.26.170. INVESTMENTS BY AUTHORITY. Except as otherwise
provided by this chapter, the authority may invest any funds, not
needed to meet current cash expenditure needs, as set out in AS 37.-
10.071 [SECURITIES, OBLIGATIONS OR CERTIFICATES OF DEPOSIT APPROVED
FOR INVESTMENT OF THE STATE TREASURY SURPLUS UNDER AS 37.10.-
070(a)(1) - (4). THESE INVESTMENTS SHALL BE PURCHASED AT NO HIGHER
PRICE THAN THE OFFERING OR MARKET PRICE OF THEM AT THE TIME OF THE
PURCHASE].

* Sec. 13. AS 18.56.095(b) is amended to read:
(b) In addition to any other fees and charges that the corpo-

ration may charge on mortgage loans, it may collect or cause to be
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collected on all mortgage loans made or purchased with the proceeds of
the sale of mortgage insurance bonds, either or both a special mort-
gage loan insurance commitment fee or a mortgage loan insurance premi-
um. The special mortgage loan insurance commitment fees and special
mortgage loan insurance premiums when received shall be deposited in
the mortgage insurance fund by the corporation, or by any mortgage
loan servicer, trustee, or agent designated by the corporation to
receive them, and shall be held, invested and, together with all
investment income derived from them, reinvested by the commissioner of
revenue as set out in AS 37.10.071 [INVESTMENTS AUTHORIZED UNDER
AS 37.10.070(a)], subject to any agreement with the corporation under
(a) of this section.
* Sec. 14. \S22.25.048(a) isamended to read:

(@) The commissioner ofadministration shall establish a judi-
cial retirement trust fund for the judicial retirement system in which
the assets of the system are deposited and held. The commissioner
[AND] shall maintain accounts and records for the [JUDICIAL RETIRE-
MENT] system.

*Sec. 15. AS22.25.048(c) isrepealed and reenacted to read:

(c) The commissioner ofrevenue is the treasurer of the systenm
and the fiduciary of the fund and has the same powers and duties under
this section in regard to the judicial retirement trust fund as are
provided in AS 14.25.180.

*Sec. 16. AS26.05.228(a) isamended to read:

(@) The commissioner ofadministration shall establish a mili-
tary retirement trust fund for the system in which the assets of the
system are deposited and held. The commissioner shall [AND] maintain
accounts and records for the system.

*Sec. 17. AS26.05.228(c) isrepealed and reenacted to read:
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©) The commissioner of revenue is the treasurer of the systenm
and the fiduciary of the fund and has the same powers and duties under
this section in regard to the fund as are provided under AS 14.25.180.

* Sec. 18. AS 36.30.850(b) is amended to read:

(b This chapter applies to every expenditure of state funds,
irrespective of their sources, including federal assistance except as
otherwise specified in AS 36.30.890, by the state, acting through an
agency, under a contract, except that this chapter does not apply to

(1) grants;

(2) contracts for professional witnesses to provide for
professional services or testimony relating to existing or probable
lawsuits in which the state is or may become a party;

(3) contracts of the University of Alaska where the work 1is
to be performed substantially by students enrolled in the university;

(4) contracts for medical doctors and dentists;

(5) acquisitions or disposals of real property or interest
in real property, except as provided in AS 36.30.080;

(6) disposals under AS 38.05;

(7) contracts for the preparation of ballots under AS 15.-
15.030;

(8 acquisitions or disposals of property and other con—
tracts relating to airports under AS 02.15.070, 02.15.090, and 02.15.-
091;

(9) disposals of obsolete property under AS 19.05.060;

(10) disposals of obsolete material or equipment under
AS 35.20.060;

(11) agreements with providers of services under AS 47.07;
AS 47.08; AS 47.10; AS 47.17; AS 47.24; AS 47.25.195, and 47.25.310;

(12) contracts of the Department of Fish and Game for
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flights that involve specialised flying and piloting skills and are
not point-to-point;

(13) purchases of income-producing assets for the state
treasury or a public corporation of the state; or

(14) a contract that is a delegation, in whole or in part,
of investment powers held by the commissioner of revenue under AS 14.-
25.180. AS 14.40.400. AS 14.42.200. 14.42.210. AS ~"8.56.095, AS 22.-
25.048, AS 26.05.228. AS 37.10.070. 37.10.071, AS 37.14. or AS 39.-
35.080.
Sec. 19. AS 37.10.070 is repealed and reenacted to read:

Sec. 37.10.070. INVESTMENT OF RESIDUAL MONEY. (a) The commis-
sioner shall invest, as set out iInAS 37.10.071, the money 1in the
state treasury abovean amount sufficient to meet immediate expendi-
ture needs. In managing the invested assets, the commissioner shall

(1) consider the status of the assets and liabilities on
both a current and aprobable future basis;

(2) determine the appropriate investment objectives;

(3) establish investment policies to achieve the objec-
tives; and

(4) act only in regard to the best financial interests of
the state.

(b) The commissioner may invest on the basis of probable total
rate of return without regard to the distinction between principal and
income and without regard to the generation of income.

(c) In this section, "commissioner" means the commissioner of

revenue.

* Sec. 20. AS 37.10 is amended by adding a new section to read:

Sec. 37.10.071. INVESTMENT POWERS AND DUTIES. (€)) In making

investments under this section, the commissioner of revenue shall
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(1) act as official custodian of cash and investments by
securing adequate and safe custodial facilities for them;

(2) receive all items of cash and investments;

(3) collect and deposit the principal of and income from
owned or acquired investments;

(4) invest and reinvest the assets in accordance with this
section;

(5) receive and spend appropriations to cover the cost of
the exercise of duties under this section;

(6) exercise the powers of an owner with respect to the
assets;

(7) perform all acts, not prohibited by this section,
whether or not expressly authorized, that the commissioner considers
necessary or proper in administering the assets;

(8) maintain accounting records in accordance with invest—
ment accounting principles;

(9) engage an independent certified public accountant to
conduct an annual audit of the financial condition and investment
transactions;

(10) enter into and enforce contracts or agreements con—
sidered necessary, convenient, or desirable for the investment pur—
poses of this section; and

(11) when choosing to acquire or dispose of investments,
secure competitive national or international market rates or prices,
or the equivalence of those rates or prices in the judgment of the
commissioner.

(b) Under this section, the commissioner or the commissioner"s
designee may

(1) delegate investment, custodial, or depository authority

547 -8- HBO547A



«

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

on a discretionary or nondiscretionary basis to officers or employees
of the state or to independent firms, banks, or trust companies, by
designation through appointments, contracts, or letters of authority;

(2) acquire or dispose of investments either directly,
indirectly, or through investment pools or trusts, by competitive or
negotiated agreements, contracts, or auctions, in public or private
markets;

(3) concentrate or diversify investments as the commis-
sioner considers appropriate to increase the probable total rate of
return or to decrease the overall -exposure to potentially adverse
market value risks;

(4) protect the market value or the rate of return of the
investments by entering into forward agreements to buy or sell assets
at a future date as a hedge against existing held assets or as a
precommitment of future cash flows;

(5) lend assets, under an agreement and for a fee, against
deposited collateral of equivalent market value;

(6) borrow assets on a short-term basis, under an agreement
and for a fee, against the deposit of collateral consisting of other
assets in order to accommodate temporary cash or investment needs;

(7) hold investments in bearer or registered form in the
name of the state, a fund, or nominees authorized by the commissioner;

(8) utilize consultants, advisors, custodians, investment
services, and legal counsel for assistance in investment matters on
either a continuing or a limited-term basis and with or without com-
pensation;

(9) declare records to be confidential and exempt from
AS 09.25.110 and 09.25.120 if the records contain information that

discloses the particulars of the business or the affairs of a private
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enterprise, investor, borrower, advisor, consultant, counsel, or
manager .

(c) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner shall exercise the judg-—
ment and care under the circumstances then prevailing that an institu—
tional investor of ordinary professional prudence, discretion, and
intelligence exercises in managing large investments with
consideration for the purpose of the fund, the investment objectives,
the continuing disposition of the fund"s investments, and the probable
safety of the capital as well as the probable investment returns.

(d) In exercising investment, custodial, or depository powers or
duties under this section, the commissioner or a designee of the
commissioner is liable for a breach of a duty that 1is assigned or
delegated under this section, or under AS 14.25.180, AS 14.40.400(b),
AS 37.10.070, AS 37.14.110(c), 37.14.160, 37.14.170, or AS 39.35.080.
However, the commissioner or the commissioner®s designee is not liable
for a breach of a duty that has been delegated toanothr person if the
delegation is prudent under the applicable standard of prudence set
out instatute or if the duty is assignedby law toanother person,
except to the extent that the commissioner or designee

(1) knowingly participates in,or knowingly undertakes to
conceal, an act or omission of another person, knowing that the act or
omission is a breach of that person®s duties under this chapter;

(@) by failure to comply with this section in the
administration of specific responsibilities, enables another person to
commit a breach of duty; or

(3) has knowledge of a breach of duty by another person,
unless the commissioner or designee makes reasonable efforts under the

circumstances to remedy the breach.
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(e) The state shall defend and indemnify the commissioner or an
officer or employee of the state against liability under (d) of this
section to the extent that the alleged act or omission was performed
in good faith and was prudent under the applicable standard of
prudence.

() In this section, "commissioner™ means the commissioner of
revenue.

Sec. 21. AS 37.10.079(b) is amended to read:

(b) The commissioner of vrevenue may purchase bonds sold by
political subdivisions of the state if [:

(€D THEY HAVE BEEN SOLD IN ACCORDANCE WITH THE TERMS OF THE
NOTICE OF THEIR SALE SUBJECT ONLY TO DELIVERY OF THE BONDS WITH AN
APPROVING OPINION OF BOND COUNSEL TO THE EFFECT THAT THE BONDS ARE
VALID AND LEGALLY BINDING GENERAL OBLIGATIONS OF THE POLITICAL SUBDI-
VISION AND A STATEMENT TO THE EFFECT THAT NO LITIGATION IS THREATENED
OR PENDING WHICH AFFECTS THE VALIDITY OF THE BONDS; OR

Q)] the bond counsel nominated by the issuing political
subdivision in connection with the original offer for sale of the
bonds certifies that

(1) [(A) THAT] a lawsuit has been filedor is threatened
that [WHICH] challenges the corporate existence of the issuer or its
power to issue the bonds or to levy taxes to pay the bonds or other-
VvV se prevents a [THE] statement to the effect that no [litigation is
threatened or pending that affects the validity of the bonds;

£2}.[AS TO LITIGATION REFERRED TO IN (1) OF THIS SuUB-
SECTION, (B) THAT] as a consequence of the filing of the suit, the
bonds cannot be sold or can only be sold at interest rates substan-
tially in excess of the interest rates the municipality would

otherwise reasonably expect to pay” [,] and
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(3 [(C) THAT,] in the opinion of counsel [,] the
municipality is or will be pursuing all available means to establish
the validity of the bonds so that the lawsuit will be ultimately
determined so as to permit the delivery of the bonds with the
statement as to litigation referred to in (1) of this subsection.

* Sec. 22. AS 37.14.110(a) 1is amended to read:

(a) There is established as a separate endowment trust fund the
public school trust fund.

* Sec. 23. AS 37.14.110(c) is repealed and reenacted to read:

©) The commissioner of revenue shall determine the net income
of the fund in accordance with investment accounting principles and in
a manner that preserves the distinction between principal and income
and that excludes capital gains or losses realized on principal. The
principal of the fund and the capital gains or Jlosses realized on
principal shall be perpetually retained in the fund for investment
purposes.

* Sec. 24. AS 37.14.140 is repealed and reenacted to read:

Sec. 37.14.140. UTILIZATION OF INCOME. The net income of the
fund may not be appropriated for a purpose other than the support of
the state public school program. The commissioner of revenue shall
invest realized net income that has not been appropriated or that has
been appropriated but not expended until the income is appropriated
and expended.

* Sec. 25. AS 37.14.160 is repealed and reenacted to read:

Sec. 37.14.160. DUTIES OF THE COMMISSIONER OF REVENUE. The
commissioner of revenue is the treasurer of the trust fund created in
AS 37.14.110 and shall

(€Y) exercise the powers and duties established in

AS 14.25.180(c);

547 -12- HB0547A



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

(2) deposit the principal and income from investments in
separate principal and income accounts for the fund;

(3) invest and maintain accounting records that distinguish
between the principal and income of the fund;

()] provide reports to the board established under
AS 37.14.120 on the condition and investment performance of the fund.
*Sec. 26. AS 37.14.170 isrepealed and reenacted to read:

Sec. 37.14.170. INVESTMENTS. (a) The commissioner of revenue
is the fiduciary of the trust fund and shall invest the fund to pro-
vide increasing net income over long-term periods to the fund"s income
beneficiaries. The commissioner may invest the money in the fund on
the basis of probable total rate of return to promote the 1long-term
generation of income. In managing the trust fund, the commissioner
shall

(1) consider the status of the fund"s capital and the
income generated on both a current and a probable future basis;
(2) determine the appropriate investment objectives;
(3) establish investment policies to achieve the objec-
tives; and
(4) act only in regard to the long-term financial interests
of the fund"s beneficiaries.
*Sec. 27. AS 39.25.110 isamended by adding a new paragraph to read:
(25) investment officers in the Department of Revenue.
*Sec. 28. AS 39.30.095(a) is amended to read:

(@) The commissioner of administration shall establish the group
health and life benefits fund as a special account in the general fund
to provide for group life and health insurance under AS 39.30.090 and
39.30.160. The commissioner shall maintain accounts and records for

the fund. The fund consists of employer contributions, employee
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contributions, appropriations from the legislature, andincome [INTER—
EST] earned on investment of the fund as provided 1in (d) of this
section.

* Sec. 29. AS 39.30.095(d) is amended to read:

(D) If the commissioner of administration determines that there
is more money in the fund than the amount needed to pay premiums or
benefits for the current fiscal year, the surplus, or so much of it as
the commissioner of administration considers advisable, may be in—
vested by the commissioner of revenue in the same manner as retirement
funds are invested under AS 14.25.180 [AS 39.35.110].

* Sec. 30. AS 39.35.020 is amended to read:

Sec. 39.35.020. ADMINISTRATION. The commissioner of adminis—
tration is responsible for the administration of the system and for
carrying out this chapter. In addition the commissioner shall [HAS
THE FOLLOWING POWERS AND DUTIES:]

(1) maintain the accounts of the system;
(2) make payments for the various purposes specified;
(3) submit periodic reports or statements of account that
are needed;
(4) issue a statement of account to an employee requesting
it showing the amount of the employee®s contributions to the system;
(5) as soon as possible after the close of each fiscal
year, and not later than six months after the <close of -each fiscal
year, send to the governor, the legislature, and the board an annual
statement on the operations of the system containing
(A) a balance sheet;
(B) a statement of income and expenditures for the
year;

(C) a report on an actuarial valuation of its assets
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and liabilities;

()  [REPEALED

(E)] a summary [LIST] of assets held in the pension
fund listed by the categories of investment, as provided by the
commissioner of revenue [INVESTMENTS OWNED];

(B) [(F)] other statistical financial data that are
necessary for a proper understanding of the financial condition
of the system and the result of its operations;

(6) establish a public employees retirement trust fund in

which the assets of the system shall be deposited and held;

(7) engage an independent certified public accountant to

conduct an annual audit of the system®"s accounts and the annual report

of the system®s financial condition and activity. [REPEALED]

31. AS 39.35.080 is repealed and reenacted to read:

Sec. 39.35.080. DUTIES OF THE COMMISSIONER OF REVENUE. The

commissioner of revenue is the treasurer of the system and the fidu-
ciary of the fund. The commissioner has the same povors and duties
established under this chapter in regard to the fund as are provided

in AS 14.25.180.

32. AS 44.83.386 is amended to read:
Sec. 44.83.386. INVESTMENT OF FUND. The Department of Revenue

invest the money in the fund in accordance with AS 37.10.070"

37.10.071. and 37.10.075. The Department of Revenue shall provide

in the fund to the authority only after costs have been incurred

or amounts in the fund have been otherwise ligated under contracts
for the acquisition and construction of a project. Ar.".nunts that have
been obligated, but for which costs have not yet been incurred, may be
segregated by the Department of Revenue or transferred to the

authority only with the prior approval or agreement of the

-15- HB 547



commissioner of revenue. Income [INTEREST] received on money that is
segregated or transferred under this section must be deposited in the
general fund.

* Sec. 33. AS 44.88.155(c) is amended to read:

(c) Honey and other assets of the enterprise development account
may be used to secure bonds of the authority issued to finance the
purchase of loans for projects and shall be held and 1invested by the
authority in accordance with AS 37.10.071 [THE TYPES OF [INVESTMENTS
DESCRIBED IN AS 37.10.070(a) AND AS 39.35.110(a)(9) AND (14)] or shall
be used to purchase loans for projects.

* Sec. 34. AS 18.55.375; AS 21.88.210(d); AS 26.15.060; AS 37.10.080;
AS 37.14.130(3); AS 39.25.120(c)(13); AS 39.35.110; AS 45.95.030, 45.95.-
040(b); and AS 45.98.050(b) are repealed.

* Sec. 35. This Act takes effect immediately under AS 01.10.070(c).
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