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Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 99802-5500
(907) 465-2047

MEMORANDUM
DATE: April 30, 1997

TO: Representative Joe Green
Chairman, House Judiciary Committee

FROM: Efynron 1. M al1ottR Ah
Executive Director

SUBJECT: Permanent Fund Legal Issues

| am herewith forwarding to you, for information purposes only, copies of
two legal opinions we received this week from our legal counsel, Ron
Lorensen of Simpson, Tillinghast, Sorensen and Lorensen. Although the
issues raised in these two memoranda relate directly to SB 161, they are
issues which also bear, in a broad context, on the subject discussed earlier
this week in your committee regarding HJR 25.

| understand that House Judiciary voted to table HJR 25. On behalf of
myselfand the APFC staffwho appeared before your committee, we
appreciated the frank discussion and would be pleased to discuss any
Permanent Fund issues with you or your committee anytime at your
convenience in the future.

Attachments



ATTORNEYS AT LAV

Simpson, Tilunghast, Sorensen 8 Lorensen
A PROFESSIONAL CORPORATION

LESLIE LONCENBAUCH ONB SBAIASKA PLAZA, SUITE 300 DANE. K INOUYE
RONALD V. LOMNSEN JUNEAU, ALASKA 89501 KATHRYN L, KURTZ
E, BUDD SIMPSON PHONE (907) 588-1400 L M2RRQJ. LOWDBN

STEPHEN F. SORENSEN
JON K TTLLINGHAST FAX (907) 080-3066

MEMORANDUM
To:  Byron|. Mallott, Executive Dii*jr*"APFC

From: Ron Lorensen, STS&L
Date:  April 29, 1997

Re: LiabiIiXissues associated with SB 161, Relating to management of certain municipal assets
by the Alaska Permanent Fund Corporation
Our File No,: 846,1

The provisions of proposed AS 37.13.310 (set out in SB 161) call for the Alaska Peimanent

Fund Corporation (“APFC") to manage certain assets of Alaskan municipalities ontheir behalf. You

have asked whether and under what circumstances a municipality whose assets were managed by

Eho APFC might be able to assert a claim againsttho corporation based on its investment policies or
ecisions.

As very general rules of thumb, liability would not arise where a loss is the result of external
market forces over whichthe APFC had no control, The circumstances under which liability might
arise are those in which the decision or action ofthe APFC (or its own investment managers) vary
from those that a "prudent investment manager" would exercise under similar circumstances.
Unfortunately, because of the myriad factual situations that could develop in the course of the
APFC’s investment activities, it is difficult to give a more specific or definitive answer to the
question without developing a very comprehensive and lengthy opinion addressing tho issues.

To the extent that it may seem advisable to the APFC and the Legislature to protect the
corporation against these kinds of claims by municipalities, it may make sense for the Legislature
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Simpson. Tiujnghast. Sorensen 8 Lorensen, P.C

Byron 1. Mallott
April 29,1997
Page 2

amend SB 161 by adding aprovisionto AS 37.13.310 that expres_sI?/ limits the APFC’s liability to
munlltupalltles whose assets it manages. The following is possible language to accomplish that
result:

1 Re-designate present subsection (d) as (g).
2. Inserta new subsection (d) to read:

(d) Amunicipality that directs the corporation to manage its assets under this
section accepts the investment policies and decisions ofthe corporation and has no
right or authority to instruct the corporation with respect to the investment of all or
any part of those assets. The corporation's liability to a municipality for which it
manages the municipality's assets under this section is limited to claims of gross
negligence or of conduct that is willful, wanton, or reckless in the handling or
investment of those assets,

cc:  Jim Baldwin, Assistant Attorney General
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MEMORANDUM
To:  Byron I. Mallott, Executive Dfrefctor, APFC
From: Ron Lorensen, STS&L/I | \b '

Date:  April 29,1997 \
Re:  SB 161, Relating to management of certain municipal assets by the Alaska Permanent Fund
Corporatlon

Our File No.: 84-6.1

Atyourrec%uest | have looked into the question of whether enactment of SB 161 to provide
for management of certain municipal assets by the Alaska Permanent Fund Corporation ("APFCJ)
might cause the APFC to be treated as an “investment advisor" under the federal Investment
Advisors Act of 1940 (as amended). The answer is that it would not.

The Act is found at 15 U.S.C. 880b-I et seq. Under 15 U.S.C. §800»2(b), States and “any
agency, authority, or instrumentality of [a State]" and “any officer, agent, or employee of the
foregoing acting as such in the course ofhis official duty" are excluded from coverage ofthe Act
unless a specific provision ofthe Act expressly applies. | have reviewed the entire Act and there are
no provisions that attempt to regulate the investment activities of States or their officers, etc.1

cc.  JimBaldwin, Assistant Attorney General

1 | also looked at the related question ofwhether the APFC mi tht be subject to federal
regulation under the separate Investment ComFany Act of 1940 (15 U.S.C. 880a-l et seq.). The
answer is the same: that Act also expressly.excludes States and thelr agencies and officers, etc.



Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 99802-5500

(907) 465-2047

MEMORANDUM
DATE: April 28, 1997

TO: Representative Joe Green
Chairman, House Judiciary Committee

FROM: JimKellyJ?
Director of Communications

SUBJECT: Permanent Fund Information

Peryourrequest, attached please find two sets ofanalysis performed for
the Alaska Permanent Fund Corporation (APFC) by our investment
consultant, Michael O'Leary, executive vice-president of Callan Associates,

Inc.

The first attachment, “APFC Asset Allocation Stress Test,” examines the
impact on Permanent Fund total return and net income —assuming a
variety ofdifferent asset allocations- during a period ofan extended bear

market.

The second attachment, “APFC Board Workshop”provides a primer on
endowment management which outlines the investment policy questions
faced by investment boards like the APFC Board of Trustees; and
compares the impact of different distribution policies on Fund growth and

spending.

Ifyou would like to discuss any ofthe findings contained in this material
or need additional information, please let me know. | hope this is

responsive.
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November 27,1995

Alaska Permanent Fund Corporation
Board Workshop

Prepared by

Callan Associates Inc.
550 East 8th Avenue
Denver, CO 80203

(303) 861-1900

Michael J. O’Leary, Jr., CFA
Executive Vice President
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Endowment Management
A Primer

Our objective in this segment of the report is to outline the investment policy questions
confronting overseers of endowment assets. We will briefly describe key management issues,
basic investment concepts and modern endowment management practices and trends.

Purpose

Endowments typically represent the permanent funds of an educational or other institution. They
are designed to provide revenues that will support the institution forever. Conceptually, most
would argue that the level of support should be neutral from an intergenerational perspective. In
other words, the support provided current operations should be maintained in perpetuity.

Goals

The goals implicit in an endowment's basic purpose are to preserve principal and to provide a
meaningful and stable flow of revenue to help fund operations. These two basic goals inherently
conflict. It also is obvious that both presume attainment in inflation adjusted terms. Preservation
of principal is actually preservation of purchasing power. Maintaining a meaningful and stable
contribution to operations dictates a revenue stream that giows with inflation.

The table below illustrates the effect of inflation on purchasing power.

Inflation Time to Half
Rate Purchasing Power
2% 36 Years
3% 24 Years
4% 18 Years
5% 14 Years
6% 12 Years

Mr. David Swensen, Chief Investment Officer of Yale University, illustrates the conflict between
the dual endowment goals by contrasting two extreme distribution (spending) policies: “On one
hand, if the institution could spend only the real returns generated by the portfolio, asset
purchasing power could be maintained perfectly. Assume investment returns are 10% in one year
and inflation is 4%. Ifthe 6% real return on endowment value is distributed to the operating units
and the 4% attributable to inflation is reinvested in the endowment fund to maintain purchasing
power, all constituents are satisfied. In the following year, assume that investment returns are
only 2% and inflation is 7%. Now the institution faces a serious problem. Compensation for
inflation requires a 7% reinvestment in the endowment, but the fund only generated a return of

Callan Associates Inc. Page 1



2%. The endowment manager cannot go to the operating units and ask for 5% rebates to
maintain the purchasing power of assets. Thus, a policy that seeks to maintain asset purchasing

power without exception is not feasible.

The other pob'cy extreme, pursuing the goal of providing a completely stable flow of resources to
the operating budget could be accomplished by spending a fixed amount that is increased each
year by the amount of inflation. In the short-term, the flow of resources from the endowment to
the operating budget will be perfectly stable and quite predictable. Under normal market
conditions, such a policy might not be harmful. In a period of sustained declines in endowment
market value, however, spending at a level independent of the value of assets could cause a loss
of capital thatwould permanent’ iamage the endowment fund.

A spending policy must be devised that addresses the conflicting objectives of preserving
purchasing power and providing a stable flow of resources to the operating budget. Most
institutions achieve the balance by determining a sensible long-term target rate of spending and
applying thatrate to a moving average of endowment market values.”1

Historical Perspective

Managing an endowment portfolio provides a fiduciary challenge similar to that of managing a
trust in which there are distinct income beneficiaries and remaindermen. Taking actions to
enhance the income beneficiary’s return works to the disadvantage of the remaindermen and the
converse, emphasizing growth penalizes the income beneficiaries. Prior to 1970, many, if not
most, endowments had spending policies that were linked to income. Managers attempted to
balance conflicting interests by investing a portion of the fund’s assets for growth and a portion
forincome generation. The Ford Foundation, in 1972, published a study that strongly advocated
the use of a “total return™ investment approach and a market linked spending policy. While the
timing of the study was unfortunate and many of its conclusions criticized, the basic principles
have achieved wide spread acceptance among major endowments and foundations.

A 1992 Survey of Educational Endowments conducted by NACUBO found the following
spending policies:

Spending Rule Percentage
Spend all CurrentIncome 17.4%
Spend a PercentofaMoving Average Market Value 48.4%
Spend a Percent of Prior Year Spending 5.7%
Determine Spending Rate Each Year 13.8%
Other Spending Rule 14.7%
Total 100.0%

1References throughout to Mr. Swenson are to: David F. Swensen. AIMR Seminar Proceedings Investment Policy:
Endowment Management. Association for Investment Management and Research, 1994, Pgs. 30-40.

Callan Associates Inc. Page 2
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The extensive reliance on a spending policy that is independent of income is consistent with the
heavy reliance that private educational endowments and foundations have placed on equity

oriented investments and a "total return2 investment philosophy.

It, however, should be noted that public sector funds, of which there are comparatively few, tend
to employ spending policies that are linked to income (or realized return). There have been
attempts to shift toward market linked approaches but they have not achieved notable success.
Some opine that a primary factor slowing acceptance in the public arena is the heavy historic
emphasis placed on fixed income assets. Movement away from an income based distribution
approach mightresultin lower current distributions, a frequently unacceptable consequence.

Callan assisted the New Mexico State Investment Board evaluate the implications of a proposed
constitutional change that was unsuccessful, but which may provide useful insight. Realized
return from the State’s Tax Severance Fund is added to the State's General Fund. Realized return
from the State's Permanent Fund is used to support education. The proposed constitutional
change would have changed spending from a realized return basis to a percent of moving average
market value approach. Since current distributions exceeded the proposed moving average
percentage, the proposed change also included a transitional element that stipulated that each
year’s spendbg had to, at a minimum, be 102% of the prior year level. The consequence of this
feature was that perceived benefits of the change (in terms of inflation protection) were not likely
to be realized for more than a decade. The proposed change also included provisions that would
have liberalized the current legal list investment approach. Some opponents felt that limitation on
spending was unnecessarily inflexible, that it would tie the hands of future state legislatures and
administrations. Others were concerned that the 102% of prior year spending rule would result in
an invasion of principal.  Still others were concerned with the broadening of permissible
investments. Supporters of the change felt that the current “realized return” distribution policy
resulted in too heavy an emphasis on fixed income securities. They also argued that pressure to
increase current earnings increased in periods of low interest rates. Some supporters of the
change felt that achievement of a strategic asset allocation policy that would be consistent with
maintenance of purchasing power could not be accomplished with the current spending approach.
They noted that in the 1960°s and 1970, the funds failed to keep pace with inflation and, in fact,
were distributing corpus. They viewed the 1980's and early 1990’s as an extraordinary

investment environment.

In the final analysis, proponents argued that something like a 50/50 asset mix policy was essential
for attainment of long-term goals and that such a policy could best be implemented and
maintained if distribution levels were determined independently from short-term earnings (i.e., a
percentage of market value related approach). Opponents, while agreeing with the heavier than
historic equity targets, argued that there was notneed to change the constitution to implement the

strategic asset mix target.

Essential Conclusion

Regardless of the approach utilized to determine distributions, it is obvious that inflation is the
primary obstacle to achievement of long-term objectives. It is, therefore, apparent that some

Callan Associates Inc. Page 3
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portion of average current earnings must be retained to preserve purchasing power. For example,
presume an all bond portfolio, steady inflation of 4% and a coupon return of 7%. |If all earnings
were distributed, the fund would, in effect, be distributing 4% of principal each year. If 5% of
year-end market value were distributed, there would bhe a 2% average erosion of purchasing

poOWer corpus.

To achieve the dual long-term goals, the distribution policy must be reasonable and consistent
with the fund’s investment policy. For example, either an income based distribution policy or a
market value linked spending policy combined with a risk averse short-term fixed income
investment policy, will fail to preserve purchasing power. An income based spending approach
combined with an 80% equity related investment policy probably would result in a comparatively

low and volatile distribution stream.

As the survey of spending policies noted earlier demonstrates, comparatively few endowments
and foundations rely on an income hased spending approach.

Endowment Investment Practices

Major endowments and foundations tend to be comparatively aggressive investors. The 1995
Money Market Directory found that less than 35% of endowment and foundation assets were
allocated to fixed investments. Public pension funds typically had 40-45% allocation to
comparable investments. It also should be noted that the endowment and foundation universe is
comparatively small and can be dominated by the investment practices of the larger entities. The

Money Market Directory included the following:

Number Assets
Corporate Plans 45,554 S1,698 billion
Union 1,520 240 billion
Government 1,1678 1,239 billion
Endowment 816 116 billion
Total 49,057 3,293 billion

Mr. Swenscn, of Yale, explains the comparatively high equity orientation by opining: "The
tension between the goals of an endowment can be relaxed by investing for high rates of return.
Hence, investment with an equity bias is the first tenet of endowment investment philosophy.”

He, however, also emphasized the importance of diversification. Forexample, he notes the dismal
performance of equities in the early 1930's and expresses a view that a heavy equity policy
probably would not have survived. He rationalizes Yale's very heavy equity orientation by stating
that: “Diversification without the opportunity costs of investing in fixed income can be achieved
by identifying high-return asset classes that are not highly correlated with domestic marketable

securities."

Callan Associates Inc. Page 4
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According to Mr. Swensen, Yale’s Asset Allocation and Expected A.fter Inflation Return Targets
were:

Expected
After-Inflation

Asset Class Target Weight Return
U.S. Bonds 15.0% 2.0%
U.S. Stocks 22.5% 6.0%
Non-U.S. Stocks 12.5% 6.0%
Private Equity 20.0% 14.0%
Absolute Return 20.0% 7.0%
Real Estate 10,0% 6.0%
Total 100.0% 7.2%

Yale's spending rate was recently raised from 4.5% to 4.75%.

Yale’s investment policy, based on Callan’s experience, is significandy more aggressive than most.
However, other major educational endowments such as Harvard and Stanford also employ

comparatively aggressive strategies.

Major endowments have been particularly receptive to the use of “private equity” (including
leveraged buyout, management buyout, and venture capital funds). Many have been receptive to
non-traditional investment strategics such as "merger” arbitrage, investment in distressed
securities, and "market neutral" investment approaches.

Obviously APFC cannot currently pursue investment approaches utilized by these educational
endowments. Current law limits overall equity exposure and precludes the types of arrangements
that are the norm for investing in private equity. Statute also precludes the use of many of the
instruments and techniques that are employed in the absolute return category (e.g., short selling,

futures, options, and derivatives).

Callan Associates Inc. Page 5
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Comparison ofthe Impact of Distribution Policies
on Growth and Spending

The long-term returns achieved from equity and high quality fixed investments are well known
and documented. In sum, equity investments have far outpaced fixed investments, albeit with

greater volatility.

What is less well documented but critically important is the impact of alternative distribution
policies on long run growth.

To examine this question, in conjunction with staff, we developed two alternative distribution
rules. They were:

L 1/2 of average five year total return is distributed.
2. 4% of average five year market value is distributed.

Using Ibbotson Associates return data, we then modeled three alternative investment policies.
The policies were:

L 50% equity (S&P 500) and 50% bonds (Salomon Brothers High Grade Long-Term

Corporate)
2. An aggressive policy (70% equity), and
3. A conservative policy (30% equity).

For each of the three investment policies, we calculated market values and annual distributions
(spending). For each, we used data from 1926, for the past 40, 30, 20, and 10 year periods. We
considered the multiple timeframes to minimize the risk of drawing conclusion that had a

particular time period bias.

The distribution rule based on 1/2 of five year average earnings is similar to, but different from,
APFC’s actual distribution pattern. Your distributions are based on "realized" return not total
return. Thus, the distributions associated with our model are more volatile than those that you
have actually observed. However, in a true economic sense, the total return approach utilized is

very meaningful.

Data limitations precluded the use of international equities, real estate and broader measures of
the bond market. Inclusion of these additional asset categories should dampen overall observed
volatility but not distort the conclusions of the analysis.

Graphs portraying the results of the analysis for the 50/50 policy follow this text. Results for the
aggressive and conservative policies are presented in the Appendix.

Callan Associates Inc. Page t
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Review of the output demonstrates the following conclusions:

1 The policy of distributing halfof average return erodes the growth in assets relative to the
market value based distribution policy when returns arc high. As should be expected, the
greater spending in these periods does not allow as much reinvestment to take advantage

of subsequent market returns.

2. The second conclusion is that the return based distribution policy leads to more volatile
cash flows than the market value policy.

3. Whichever policy produces lower initial spending produces greater subsequent market
values (growth). On balance, the 4% spending policy produced lower spending than the
halfreturn policy, and, therefore, fund growth was greater with the market value spending

approach.

Several other points pertaining to the historic analysis are noteworthy. Regardless of spending
policy, the asset growth and long-term spending are greater with higher equity commitments. At
the 50/50 investment policy, there were extended periods where the half return policy produced
higher market values. However, for the entire period and for the 40, 30, 20, and 10 year periods,
the market value distribution approach resulted in higher ending market values. Market value
differences were greater with the more aggressive policy and mixed with the more conservative

investment policy.

Technical Note: In order to develop spending comparisons in the initial five years for each
comparison, wc used averages of increasing duration. Spending in the initial year was based on
the first year market value, in the second year on the average of the first and second year market
values, and so forth. In order to make the comparison apples-to-apples. wc followed the same
procedure for calculating the average returns-. These assumptions have the greatest impact on
shorter timeframes by introducing additional time period bias.

Other Conclusions

While not apparent from the analysis, wc believe the following additional observations are
important;

1 Long run returns have been positive, thus, lengthening the period used for averaging
(e.g., from 5 to 7) tends to reduce the effective distribution. Lower distributions result in
more rapid asset growth. Conversely, shortening the averaging period would result in
larger distributions, thereby retarding asset growth.

2. The magnitude of the impact on asset growth would vary significantly with the investment
policy and the time period considered.

Callan Associates Inc. Page 2
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ALASKA PERMANENT FUND CORPORA HON
ASSET ALLOCATION “STRESS TEST”

Introduction and Overview

In recent years, APFC’s equity allocation has been increased. The increase has contributed
mportantly to the Fund’s growth because stocks have significantly outperformed fixed
income investments. At present, the Fund’s equity allocation is essentially at current
statutory limits. As an important part of the Board’s regular asset allocation policy review,
Callan has been asked to examine how the current policy and two alternative policies, with
even greater equity exposure, would have fared in a weak market environment.

We believe that this is a particularly useful exercise since investors, over the past 10-15
years, a period that corresponds to APFC’s entire experience in equity investing, have

enjoyed exceptional returns.

To complete the assignment, we examined two five-year periods. The first, 1973-1977, was
a five-year period which includes a severe bear market (1973 and 1974) and a strong

subsequent recovery.

The second five-year span is the most recent five-year period ended 12/31/96. It illustrates
the potential rewards associated with the current policy and two alternatives with heavier

equity commitments.

Simulation Process

In order to evaluate the alternatives, we had to make certain important simplifying
assumptions. First, owing to limited market index history, we had to exclude international
bonds from the analysis. Second, we had to approximate the income and appreciation
components of real estate index returns.

The three policies considered for both time periods are presented in Table | below. The
S&P 500 Stock Index was used as the proxy for domestic equities, the Lehman
Government/Corporate Bond Index rs the proxy for the bond market, the Morgan Stanley
Capital Index - Europe, Australia and Far East Index (EAFE) as the proxy for international

stocks, and the Callan Real Estate Index for real estate.

Callan Associates Inc. March /.?. 1997 Page /



TABLE 1
ASSET MIX ALTERNATIVES EVALUATED

Asset Mix Alternatives Evaluated
Asset Class Current Mix  Mix A Mix 13

Domestic Equity 36% 38% 41%
International E(?uity 12% 14% 16%
Domestic Fixed-Income 42% 37% 30%
Real Estate 10% 11% 13%

100% 100% 100%

Decision Rules

A hypothetical portfolio was constructed at the beginning of each period. Each asset
category was presumed to achieve market returns. At the end of each calendar quarter, the
total equity allocation (sum of domestic and international) was examined. |If it exceeded a
limit, rebalancing to the policy was conducted at no cost. At the end of each calendar year,
the portfolio was rebalanced to the policy target. The maximum equity commitment for the
current policy was set at 50%; 55% for Mix A and 60% for Mix B.

51-1. 5

1973-1977 Results

Graph | below depicts the total return for each of the three alternative policies. As one
would expect, the current policy, owing to its lower equity commitment, had the best returns
in the two bear market years (1973 and 1974). Over this two year span, the current policy
had a negative cumulative return of 17.2%. A dollar of value at the beginning of 1973 had
declined to 82.8 cents by the end of 1974. Policy B, total equity exposure of 57%, declined

20.55% over the same span.

Callan Associates Inc. March /.2. 1997 Page 2



GRAPH 1

Calendar Year Total Returns
(1973 - (Y m

1971 1974 1975 1971 1977
Cnleminr Venr

Graph 2 depicts the cumulative return for each policy over the full five-year period. The most
conservative policy achieved the highest cumulative return. Over this span, $1,000 invested in
the current policy would have grown to $1,218, an annualized compound return of 4.02%. The
most aggressive policy (Mix C) would have produced an ending value of $1,184 foi a compound

annual return of 3.44%.
GRAPH 2

Cumulative Portfolio Growth
(1973 - 1977)
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Income Return

The current mix total return was positively affected by its greater income component. Graph 3
depicts the income return by calendar year for each policy.

GRAPH 3

Calendar Year Income Returns
(1973 - 1977)

1973 1975
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Portfolio Composition

Details of portfolio composition and return for each policy by calendar quarter are presented in
the Appendix. The graphs below illustrate the composition of the three hypothetical portfolios
throughout the five-year period. It is clear that each policy’s broad diversification and the
rebalancing rules resulted in only minor shifts in portfolio composition throughout the period.

GRAPH 4

Asset Class Weights =Current M ix
(1973 - 1977)
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GRAPH 5

Asset Class Weights - Mix A
(1973 -1977)
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1992-1996

As one should expect, the results for the 1992-196 period were the mirror image of the 1973-
1977 analysis. The most aggressive policy produced the highest return. Graphs 7 and 8 depict
the cumulative and calendar period performance for the three policies. Policy B produced a
compound annualized return of 10.4% while the current policy returned 9.98%.

GRAPH 7

Cumulative Portfolio Growth
(1992 -1996)

GRAPH 8

Calendar Year Total Returns
(1992 - 1996)

Cnlcminr Year
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The income return pattern was as expected; the most conservative policy had the highest income.
It is, however, important to note that for all three policies, the income oniponent of overall
return was less than half of the total return. In contrast, during the 1973-1977 span, the income
component of return was actually greater than the total return (i.e., losses detracted from the
income return).

GRAPH 9

Calendar Year Income Returns
(1992 - 1996)
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Graphs 10-12 illustrate the asset mix composition throughout the five-year period. Owing to the
strong equity market, the maximum equity limitation forced more frequent rebalancings.

GRAPH 10

Asset Class Weights - Current Mix
(1992 - 1996)

Qtmrler

Callan Associate'! Inc. March /.?2. 1997 Page 7

%
IW 3y



GRAPH 11
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Summary

The stress test helps illustrate the worst reasonable case that one might expect for each of the
three policies. One might think that the differences are comparatively small. They are.
However, the range of policies was narrow. The most aggressive policy only had 9% more in
total equity than the most conservative (57% versus 48%). Nonetheless, during a weak market
environment, the differences in return were meaningful. It also is important to recognize that
despite the fact that a positive total return was achieved in the 1973-1977 period, the real return
was negative. This is depicted in Graph 13.

GRAPH 13

1973 - 1977 Real Return Comparison

O Current Policy BMixA El Mix B

Michael J. O’Leary, Jr., CFA
Executive Vice President
Callan Associates Inc.
March 13, 1997
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Total Return (1973 - 1977)

Domestic Fixed

Dale  Domestic Etjulty  Internntlonnl Equity Income Renl Fsinlc Inflnlton
3/1973 +4.86% 10.63% -0.44% -0.36% 1.96%
6/1973 *5.79 -1.16 0.30 1.21 2.00
9/1973 4.78 -7.03 2.50 2.74 2.34

12/1973 -9.25 -16.32 -0.05 -1 2.21
1973 -14.77 -14.93 2.30 2.56 8.78
311974 -2.81 113 -1.79 161 3.32
6/1974 -1.54 -6.03 -3.47 -2.12 21
9/1974 -25.05 -21.24 0.06 -1.03 3.25
121974 941 2.62 5.60 0.95 2.55
1974 -26.31 -23.19 0.17 -0.63 12.36
3/1975 22.90 31.67 3 3.62 153
6/1975 15.31 -0.37 2.83 147 1.70
9/1975 -10.92 +8.89 -1.08 +0.17 1.86
12/1975 8.64 13.37 6.44 261 1.64
1975 37.15 35.50 12.29 7.70 6.90
311976 14.96 2.39 3.90 2.33 0.72
6/1976 2.46 -1.77 1.12 120 1.60
9/1976 189 -3.09 433 2.57 140
12/1976 3.18 5.20 5.45 3.77 1.04
1976 23.83 2.54 15.59 10.22 4.84
31977 -1.44 1.62 -0.80 133 222
6/1977 3.28 451 3.02 261 2.0
9/1977 -2.80 5.65 0.82 2.21 131
12/1977 0.13 5.16 -0.04 4.19 1.13
1977 -7.20 17.99 2.99 10.79 6.83
Cunulative 0.20 1.38 6.50 6.03 7.92
Iljed Return

Callan Associates Inc. March /.2, 1997 Paf>c 1)



Domestic Fixed

milonnl F/pilly Income Real Fsintc
3/1973 0.07% 0.50% 1.04% 1.05% 190%
<5/1973 0.77 0.49 1.07 1-58 2.00
9/1973 0.78 0.57 17 1.70 2.34
12/1973 0.90 0.52 1.72 1.78 221
1973 3.16 2.16 6.91 6.88 8.78
3/1974 0.8C 0.711 1.70 1.04 3-32
C974 0.99 (0]0))] 1.83 1.52 2.71
9/1974 117 0.70 1.97 1a 3.25
12/1974 1-35 0.90 2.04 1.49 2.55
1974 4.4 3.0 A% 6.41 12.36
3/1975 1.19 1.13 1.98 1.52 1.53
Cn975 1.07 0.78 1.90 1.01 1.70
9/1975 1.03 0.70 1.95 1.33 180
'.2/1975 1.05 0.90 2.03 1-18 1.04
1975 4.4 3.5 8.16 538 6.0
3/197C 0.91 0.04 1.94 1.52 0.72
C/97C 100 0.09 1.92 1.00 100
9/197C 0.98 0.09 191 1.24 1.40
12/1976 100 0.87 1.89 1.09 1.04
1976 3% 291 7.0 557 4.8
3/1977 1.03 0.70 1.80 144 2.22
Cla77 1.19 0.75 1.80 1.42 2.01
9/1977 1.14 0.78 1.81 1.04 13
1211977 1.39 0.78 1.85 1.98 1.13
1977 4.3 3.®B 7 6.4 6.83
_Cumu lative 416 o 767 6.3 7.
Annualized Return
March /.?. 1997 Page I
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Current Mix - Returns, Weights Sc Dates of Rebalancing (73-77)

Dale

31973
6/1973
91973
1211973
1973
31974
6/1974
9/1974
1211974
1974
31975
6/1975
911975
121975
1975
3/1976
6/1976
9/1976
1211976
1976
319
6/1977
91977
121917
1977

Return (%)

+0.69
+190
200
.28
*5.89
147
*5.09
1114
6.15
*11.99
13.%
6.80
547
768

107
190

4.02

Return(%)

5.69

Portfolio Total Portfolio Income ~ Domestic

Equity
36.0%
34-6%
33.1%
34.0%

. 36.0%

36.0%
35.6%
34.6%
36.0%
37.1%
36.0%
36.0%
36.0%
36.0%
36.3%
36.0%
38-6%
38.9%
38.7%
38-3%
36.0%
34.2%
34.3%
33.2%
3221%

International

Equity
12.0%
134%
13-6%
12.3%
12.0%
12.0%
12.3%
12.2%
12.0%
11.6%
12.0%
12.0%
120%
12.0%
12.6%
12.0%
114%
11.1%
10.6%
10.6%
12.0%
12.6%
12.7%
134%
13.9%

Income
42.0%
42.1%
431%
43.3%
42.0%
42.0%
41.9%
42.6%
42.0%
421%
42.0%
42.0%
42.0%
42.0%
41.6%
42.0%
40.6%
40.6%
41.3%
41.7%
42.0%
4221%
42.7%
42.9%
424%

Cumri: tlive Atmmllzed Helton

Asset Class Weights nl End of luieli I'erintl
Domestic Fixed International

Fixed Ineome
0.0%
00%
0.0%
00%
0.0%
0.0%
0.0%
0.0%
c®)
0.0%
00%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
00%
00%
0.0%
00%
00%
00%
00%

Real Estate
10.0%
10.0%
104%
104%
10.0%
10.0%
10.3%
10.6%
10.0%
9.6%
10.0%
100%
10.0%
100%
9.6%
10.0%
9-6%
9.6%
9.5%
9.6%
10.0%
104%
10.3%
10.6%
10.9%

Portfolio autonrtieally rclxilnxtcd if total ccfiily exceeds .SOT-, 'lie portfolio is rehninircd titnually regardless of Inin! ctftily
Araiiri rclitnn arc shown inlhc rows Inhelcd wilhjusl lie years.

Callan Associates Inc.

March /.?2. 1997

Total Equity

Allocation
4R.0%
47.9%
46.6%
46.3%
48.0%

4721%
4621%
48.0%
4R7%

48.0%
48.0%
48.0%
49.0%

49.9%
50.0%
49.2%
4821%

4621%
46.9%
46-6%
46.7%

['age 12



Current Mix - Dollar Returns, Capital Gains!Losses (73-77)

Market  Totnl Change In Change Due lo  Chnngc Dug In Total Income Capital
Dntc Vnluc Market Value Income Capital Galn/l-oss  Return () Return (%)  Gain/liOKs (7¢)

121972 1,000.00

3/1973 993.05 (6.95) 1161 (18-56) (0.69) 116 (1.86)
6/1973 974.14 (18.91) 1186 (30.77) (1.90) 119 (3.10)
9/1973 993.59 19.45 1215 7.30 200 125 0.75
1211973 941.14 (52.44) 1201 (65.35) (5.28) 130 (6.58)
1973 (58.86) 46.99 (105.85) (5.89) 4.9 (10.49)
3/1974 927.34 (13.80) 12.22 (26.03) (1.47) 130 (2.77)
6/1974 880.13 (47.21) 1257 (59.78) (5.00) 136 (6.45)
9/1974 780.32 (99.80) 13.19 (113.00) (11.34) 150 (12.84)
1211974 828.30 47.98 12.50 35.48 6.15 160 455
1974 (112.84) 48.70 (161.54) (11.99) 5.83 17.1D)
3/1975 94397 115.67 1281 102.86 13.96 15 12.42
6/1975  1,008.19 64.22 1382 50.39 6.80 146 534
9/1975 953.06 (55.13) 1418 (6932) (5.47) 14 (6.88)
1201975 1026.26 73.20 14.08 59.12 768 148 6.20
1975 197.95 61.85 136.10 23.90 6.03 17.12
31976 120367 7741 14,09 63.33 754 137 6.17
61976 1118.16 14.49 1539 (0.90) 131 139 (0.08)
01976  1,14490 26.74 15.17 1156 239 136 103
1201976  1,195.10 '50.20 1561 34.60 4.38 136 3.02
1976 168.84 66.94 101.91 16.45 5.60 10.42
31977 1,162.99 (32.11) 16.20 (4831) (2.69) 136 (4.04)
61977 120082 37.83 16.82 21.01 3.5 145 181
01977 120494 4.12 1732 (13.20) 034 144 (MO)
121977 121784 1290 18.90 (6.00) 107 157 (0.50)
1977 22.74 72.34 (49.60) 1.9 5.4 (3.86)

Callan Associates Inc. March 13, 1997 Page 13



Mix A - Returns, Weights & Dates of Rebalancing (73-77)

Date

11971
6/197.1
9/197.1
121197.1
1973
111974
6/1974
9/1974
121974
1974
111975
6/1975
9/1975
12/1975
1975
1/1976
6/1976
9/1976
12/1976

1976
111977
6/1977
9/1977

1211977

1977

Portfolio Total

Return (%)

+0.56
*2.04
181
*5410
-6.57
+1-19
621
+12.27
6.12

-12.99
1491
6.97
*6.0.1
7.75
24.45
.12
129
2.19
411
16.30
275
129
0-19
121
2.0S

3,73

Callon Associates Inc.

Portfolio Income

Return (91)

1.12
115
1.20
1.26
482
1.26
1-11
145
1.56
5.70
l.si
142
1-15
1.44
5.83
1-12
1-15
1.1
1-12
540
[-il
141
1.40
1.54
5.78

5.51

Domestic

Equity
38.0%
.16.4%
15.0%
16.0%
.18.0%
38.0%
37.5%
36.5%
38.0%
19.2%
38.0%
38.0%
41.0%
3841%
19.2%
38.0%
40.6%
4141%
40.9%
40.5%
38.0%
16.2%
16.2%
35.0%
34-5%

International

Equity
14.0%
15.6%
15.7%
14-1%
14.0%
14.0%
14.4%
14.2%
14.0%
1.15%
14.0%
14.0%
13.0%
12.6%
13-1%
14.0%
[+ \r%

12
12>%
14.0%
14.6%
14.8%
15.6%
16.2%

Income
37.0%
17.0%
37.9%
38.2%
37.0%
37.0%
36.9%
37-5%
37.0%
3641%
37.0%
37.0%
35.6%
37.4%
17.0%
37.0%
35.7%
35.6%
36.4%
.1641%
37.0%
17.7%
37.6%
1741%
17-1%

Cimitlnlive AinitBilizctl Rclum

March 13. 1997

Asset Clnss Weights ul Entl of Knelt Period
Domestic Fixed

International
Fixed Income
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

Real Estate
11.0%
11.0%
11.4%
11-5%
11.0%
11.0%
111%
11.7%
11.0%
10_S%
11.0%
11.0%
10.4%
11.1%
10.6%
11.0%
10.4%
10.4%
10-5%
10.4%
11.0%
11-5%
11.4%
11.6%
11.9%

Portfolio ntimnwic.dly reMmred if mini equity exceeds 55%. Hr pirlfolio is relxilnvcdmatMIy reennllcss or mini equity
Amin rctimrs nre sttown in Hr rows Infrled willijusl Hr years.

Tntnl Equity

Allnenltnn
52.0%
51.9%
50.7%
50-1%
52.0%

51.8%
5041%-
52.0%
52.791-

52,095
54.095-
51.595-
52.595-

53.9%
5.1.9%
511%-
52.895-

5041%
S1.0%
50.695-
50.7%

Page 14



Mix A - Dollar Returns, Capital Gains/Losses (73-77)

Market  Total Change In Change Dueto ~ Change Due to Tolnl Income Capital
Dale Value Market Value Income  Capital Galn/l.oss ~ Return (%) Return (%)  Cnln/Ix).™ (%)
12/1972 1,000.00
V1973 994..19 (5.61) 11.20 (16.81) (0.56) 112 (1.68)
6/1973 974.09 (20.30) 11.45 (31.74) (2.04) 1.15 (3.19)
9/197.1 991.89 17.80 1173 6.06 1.81 1.20 0.62
12/197.1 9.14.31 (57.58) 12.49 (70.07) (5.80) 1.26 (7.06)
1973 (65.69) 45.03 (110.72) (6.57) 4.82 (10.99)
1/1974 921.28 (13.03) 11.76 (24.79) (1.39) 1.26 (2.65)
6/1974 873.29 (47.99) 12.09 (60.07) (5.21) 1l (6.52)
9/1974 766.11 (107.18) 12.69 (119.87) (12.27) 145 (13.7.1)
12/1974 812.99 46.88 11.95 34.93 6.12 156 4.56
1974 (121.32) 46.35 (167.67) (12.99) 5.70 (17.91)
1/1975 934.18 121.19 1227 108.92 1491 151 1340
6/1975 999.33 65.16 13.26 51.90 6.97 142 5.56
9/1975 939.04 (60.30) 1345 (73.75) (6.03) 155 (758)
12/1975 1,011.77 72.74 13.48 59.26 1.75 144 6.31
1975 198.78 59.02 139.76 24.45 5.83 17.86
111976 1,089.87 78.10 1338 64.72 7.72 152 6.40
6/1976 1,10.1.90 14.03 14.70 (0.67) 1.29 155 (0.06)
9/1976 1,128.05 24.15 14.44 9.71 2.19 151 0.88
12/1976 1,176.72 48.67 14.87 33.80 431 152 3.00
1976 164.95 63.58 101.37 16.30 5.40 10.48
111977 1,144.36 (32.36) 15.46 (47.83) (2.75) 131 (4.06)
6/1977 1,181.95 37.59 16.09 2151 3.29 141 1.88
9/1977 1,186.57 4.62 16.61 (11.99) 0.39 1.40 (1.01)
1211977 1,201.16 1459 18.24 (3.66) 1.23 154 (051)
1977 24.44 69.47 (45.03) 2.08 5.78 (3.55)
March 13, 1997 Page 15
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Mix B - Returns, Weights & Dates ofRebalancing (73-77)

Dnlc

V1973
6/1972
9/1972
1211972
1973
211974
6/1974
9/1974
1211974
1974
2/1975
6/1975
9/1975
12/1975
1975
211976
6/1976
9/1976
12/1976
1976
2/11977
6/1977
9/1977
12/1977

1977

Callan Associates Inc.

Porifolio Tninl
Return (%)

*0.47
-2.22
168
-6.44
-7.42
-1-70
-5-25
-12.46
6.08
-14.24
16.04
7.26
-6.47
7.86
25.57
7.99
1.28
1.94
421
16.18
-2.86
2-22
0.42
143
2.23

t44

Portfolio mmmniicnlly rch.il.meed if lolnl equity exceeds 60%. Hie portfolio is reKil.meed mnimlly rcenrdlcss of lol.il equily

Porlfnllo Income

Return (9)

1.07
110
115
121
461
121
1.26
140
121
5.48
1.46
1-26
128
1-27
5.59
1.26
129
124
1.26
5.14
126
1-25
1.26
1-20
5.59

5.28

Annual rclurns are shown in Ihc rows libeled ivilhjust lire years.

Domestic Internnllonnl

Eqnlty Equity Income
41.0% 16.0% 30.0%
39.2% 17.8% 30.0%
37.8% 18.0% 30.8%
38.9% 16.4% 71.0%
41.0% 16.0% 30.0%
41.0% 16.0% 30.0%
40.4% 16.4% 29.9%
39.4% 16.3% 30.4%
41.0% 16.0% 30.0%
42.3% 15.5% 29.9%
41.0% 16.0% 30.0%
41.0% 16.0% 30.0%
44.1% 14.9% 28.8%
42.0% 14.5% 30.4%
42-1% 15.2% 30.0%
41.0% 16.0% 30.0%
43.6% 15.2% 28.9%
44.2% 14.7% 28.8%
44.1% 14.0% 29.5%
4.7.7% 14.1% 29.8%
41.0% 16.0% 30.0%
39.1% 16.7% 30.6%
39.1% 16.9% 30.5%
37.8% 17.8% 30.7%
37.2% 18.5% 30.2%

Cniiiiiliillve Annualized Reluni

March /.?. 1997

Asset Class Weights tit ICtttl of ICtich I'criml
Domestic Fixed

Inlcrnntinnnl
Fixed Inenme
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

Renl Estntc
13.0%
13.0%
13.5%
13.6%
13.0%
13.0%
13.4%
13.8%
13.0%
12.4%
13.0%
13.0%
12.3%
13.1%
12.5%
13.0%
12.3%
12.3%
12.4%
12-2%
13.0%
13.6%
13.5%
13.7%
14.1%

Tninl Equity

Allucnlinn
57.0%
57.0%
55.7%
55.4%
57.0%

56.8%
55.7%
57.0%
57.8%

57.0%
58.9%
56.5%
57.5%

58.8%
58.9%
58.1%
57.8%

55.8%
56.0%
55.6%
55.7%
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Mix 1 - Dollar Returns, Capital Gains/Losses (73-77)

Market  Tolnl Change In Change Due lo  Change Due to Total Income Capital
Dale Vnltic Mnrkel Vnluc Income Capital GnIn/l.oss  Return ((v) Return (7r)  Clnlu/l.ow(9i>)
12/1972 1,00(.00
1/1973 995.29 (4.71) 10.70 (15.40) (0.47) 1.07 (1.54)
6/1973 973.12 (22.18) 10.93 (33.10) (2.23) 110 (3-13)
9/1973 989.47 16.35 11.22 5.13 168 115 0.53
121197.1 925.79 (63.68) 11.98 (75.66) (6.44) 1.21 (7.65)
1973 (74.21) 42.67 (116.88) (7.42) 4,61 (11.63)
3/1974 913.76 (12.03) 11.18 (21.21) (1.30) 1.21 (2.51)
6/1974 864.86 (48.91) 11.49 (60.39) (5.35) 1.26 (6.61)
9/1974 748.44 (116.42) 12.08 (128.50) (13.46) 140 (14.86)
12/1974 793.95 4551 i .27 14.24 6.08 151 458
1974 (131.84) 43.48 (175.31) (14.24) 5.48 (18.93)
1/1975 921.30 127.35 11.59 115.76 16.04 146 1458
6/1975 988.17 66.87 12.55 54.31 1.26 1.36 5.90
9/1975 924.27 (63.90) 12,67 (76.57) (6.47) 128 (7.75)
12/1975 996.96 72.69 12.67 60.02 7.86 1.37 6.49
1975 203.01 55.71 147.29 25.57 5.59 19.20
1/1976 1,076.60 79.65 1253 67.12 7.99 1.26 6.73
6/1976 1,090.34 1374 1391 (0.17) 128 129 (0.02)
9/1976 1,111-54 21.20 13.55 7.65 1.94 1.24 0.70
12/1976 1,158.28 46.74 13.96 32.78 4.21 1.26 2.95
1976 161.33 59.58 101.75 16.18 5.14 10.63
3/1977 1,125.18 (33.11) 14.62 (47.72) (2.86) 1.26 (4.12)
6/1977 1,162.48 37-10 15.23 22.07 3.32 135 19
9/1977 1,167-15 4.87 15.80 (10.92) 0.42 136 (0.94)
1211977 1,184.08 16.72 17.55 (0.83) 143 1.50 (0,07)
1977 25.79 66.21 (40.41) 2.23 5.59 (3.23)
March 13. 1997 Page 17
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Date

V1992
6/1992
9/1992
12/1992
192
198
6/199.1
9/199.1
12/1993
193
3/1994
6/1994
9/1994
12/1994
194
.1/1995
6/1995
9/1995
12/1995
195
3/1996
6/1996
9/1996
12/1996
19%6
Amilnlinc
Arunllizad Retum

Callan Associates Inc.

Total Return (1992 . 1996)

Domestic F/pilty

256%
198
311
5.10
7.0
4.26
053
2-57
224
94l
3.84
040
491
aa
127
971
95.1
799
5.95
3751
5.47
451
109
8-15
23.14

B2

Domestic Fixed

International Ktjnity Income
-11.87% -1.50%
2.12 4,05
1-40 4.89
-3.86 0.08
-12.18 70
11.99 4.65
10.06 3.00
6.63 3.31
0.87 +0.29
257 1n.®
3.49 -3.13
5.11 +1.24
010 0.49
-1.02 0.37
7.8 3481
1.86 4,98
0.73 6.49
4.17 191
4.05 4,66
n2 102
2.89 -2.34
158 0.47
0 1.76
1-59 1.06
6.6 290
8.16 7.18

March 13. 1997

Real Fstntc

0.26%
-0.84
-1.03
-3.13
4.0

1®
0.62
0.37
-0.27
173
119
129
1.46
211
6.3
17
158
129
105
5.6
2.24
185
2-11
2.46
9.16

3.5

IntInlion

0.81%
0.80
0.72
0-40
2.8
091
0.64
0.42
0.49
2.9
0.77
0.69

1M
0.20
2.72
1.02
081
0.47
0.20
222
131
0.78
0.65
0.52

3.2
2.8
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Income Return (1992 . 1996)

Domestic Mxed

Date  Domestic Fjpilly  International Frpilly rncon>c Renl fistntc InDallon
3/1992 0.68% 0.41% 1.90% 1.44% 0.81%
(5/1992 0.85 0.51 1.95 142 0.80
9/1992 0.71 0.52 1.89 155 0.72
12/1992 0.79 0.46 181 148 0.50

1992 3.07 1.92 7.77 6.02 2.86
3/1993 0.61 0.50 1.80 1.69 0.93
6/1993 0.78 0.44 173 1.69 0.64
9/1993 0.69 0.39 1.69 1.48 0.42
12/1993 0.66 0.37 1.64 1.92 0.49

1993 2.77 171 7.04 6.96 2.50
3/1994 0.63 0.35 164 171 0.77
6/1994 0.75 0.37 172 175 0.69
9/1994 0.75 0.36 178 175 1.03
12/1994 071 0.37 181 1.89 0.20

1994 2.88 1.47 7.13 7.28 2.y2
3/1995 0.67 041 1.84 1.7 1.02
6/1995 0.66 0.42 1.80 1.82 0.81
9/1995 0.64 0.42 172 1.88 0.47
12/1995 0.55 0.42 1 191 0.20

1995 2.54 1.68 7.26 7.59 2.52
3/1996 0.61 0.40 1.64 1.92 133
6/1996 0.61 0.38 1.69 2.08 0.78
9/1996 0.57 041 172 2.09 0.65
12/1996 0.57 0.40 172 1.89 0.52

1996 2.38 1.60 6.94 8.23 3.32

Cunulative 2.73 1.67 7.23 7.21 2.78
li7jad Return
March 13, 1997 Page 19
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Current Mix - Returns, Weights & Dates of Rebalancing (92-96)

Asset Class Weights til Ktxl of Knelt Period

Portfolio Total Portfolio Incooic Domestic International Domestic Fixed International Tninl Equity
Dale Return (7c) Return(7¢) Equity Eqully Inennte Fixed Income Real F.sinle Alloenlinn
36.0% 12.0% 42.0% 0.0% 10.0% 48.0%
.1/1992 -2.95 121 36.19V 10.97¢ 42.67c 0.07c 10-19v 47.09V
6/1992 2.59 114 35.99V 10.87¢ 4129V 0.07¢ 10.07c 46.87c
9/1992 3.29 1.28 35.99V 10.77¢ 4.1.97¢c 0.07¢ 9.69V 46_STc
12/1992 1.15 1.27 37.19V 10.17¢ 4.1.47¢c 0.07¢ 9.29v 47.47c
1992 4.02 5.23 36.0% 12.0% 42.0% 0.0% 10.0%
.1/1993 5.03 1.20 35.79V 12.89V 41.89V 0.07c 9.67¢ 48-57c
6/1993 2.79 1.22 ,15.09V 1.1.77¢ 41.97¢ 0.07c 9.47¢ 48.79V
9/1993 1.23 1.14 34.79V 14.27¢ 42.07¢ 0.07c 9.27¢ 48.97¢
12/1993 0.75 115 35.20V 1420V 4150V 0.07¢ 9.17c 49.40
1993 12.28 4.80 36.0% 12.0% 42.0% 0.0% 10.0%
\Vlgg4 -2.16 1.13 35.49V 12.77¢ 41.67c 0.07¢ 10-17c 48.17¢
6/1994 0.41 121 35.49V 1.117c 40.97c 0.07c 10.47¢c 48.77¢c
9/1994 2.10 121 30.47c 1.1.07¢c 40.37¢ 0.07c 10.47¢ 49.49V
12/1994 0.25 123 16-19v 12.97¢ 40..17r 0.07c 10.67¢ 49.1 fr
1994 0.56 4.88 36.0% 12.0% 42.0% 0.0% 10.0%
3/1995 5.99 1.24 17-17¢ 11,S7¢ 41.67¢c 0.07c 9.67¢c 48.895*
6/1995 6.49 1.22 38-17c 10.97¢ 4 169V 0.09V 9.2rr 49.27¢
9/1995 4.43 1.18 36.09V 12.09v 42,09V 0.09v 10.09V 48.09V
12/1995 4.69 1.16 36.49V 1199V 42.07¢c 0.07c 9.77c 48.49V
1995 23.39 4.88 36.0% 12.0% 42.0% 0.0% 10.0%
3/1996 1.56 1.15 17.49V 12.27¢ 40.47c 0.07c 101V 49,59V
6/1996 2.26 117 36.09V 12.09vV 42.09V 0.09v 10.09V 48.09V
9/1996 2.07 1.18 36.47¢ 11.77¢ 41.97¢ 0.09v 10.07¢ 48.19V
12/1996 4.75 1.16 17,69V 1149V 41.27c 0.07¢ 9.8V 49.09V
1996 11.04 4.75
9.98 491 CuiMiliillve Atimitili/ctl lleltint

Poo folio automatically relnlaneed if total equity ctrccth .SOT* II*- pmIfnlin is rcManccd annnally rcpardlirss of total equity
Animal rclttms are simwn in die rows laM cd uilltjust tie years.

Callan Associates Inc. March 13. 1997 Pane 20



Current Mix - Dollar Returns, Capital Gains/Losses (92-96)

Inlc
12/1991
3/1992
6/1992
9/1992
12/1992
1992
3/1993
6/1993
9/1993
12/1993

1993
3/1994
6/1994
9/1994

12/1994

1994
3/1995
6/1995
9/1995

12/1995

1995
3/1996
6/1996
9/1996

12/1996

1996

Mnrkel

Vnluc
i.nno.no
970410
995.60
1,028.37
1,040.23

1,092.51
1,123.01
1,159.28
1,168.02

1,142.80
1147.47
1,171.60
1,174.55

1,244.90
1,325.66
1,384.40
1,449.33

1,471.90
14105.19
14136.32
1,609.31

Callan Associates Inc.

Tninl Clinnge In Chnngc One to

Mnrkel Vnltie

(29.50)
25.10
32.77
11.86

40.23
52.28
30.50
36.27

8.75

127.79
(25.22)
4.66
24.13
295
6.53
70.35
80.76
58.74
64.93
274.78
2257
33.29
3113
72.99

159.97

income

12.34
1301
12.79
13.07
54.41
1253
13.32
12.82
1331
56.03
1318
1381
14.06
14.44

57.34
1458
1514
1561
16.03

70.72
16.66
17.16
17.83
17.89

76.39

Chnngc Due In
Cnplinl GnIn/Tx)s.s

(41.84)
12.09
19.98
(1.21)

(14.17)

39.75
17.18
23.45
(4.56)

71.76

(38.40)
(9.15)
1007

(11.49)

(50.81)

55.77
65.62
43.13
4891

204.06
591
16.13
13.30
55.09

83.58

March 13. 1997

Tninl
Return (7r)

(2.95)
2.59
3.9
115

4,02
5.03
2.79
3.3
0.75

1228

(2.16)
041
2.10
025

0.56
5,99
6.49
4.43
469

23.39
156
2.26
207
475

11.04

Income
Return (7c)

123
134
128
127
5.23
1.20
122
114
115
4.80
113
1.21
123
123
4.88
124
122
118
116
4.88
115
117
118
116
4.75

Cnplinl
Gnln/l.nss (7¢)

(4.18)
125
2.01

(0.12)

(1.16)
382
157
2.09

(0.39)
7.23
(3.29)
(0.80)
0.88
(0.98)

(4.17)
475
5.27
3.25
353

17.88
041
LIfl
0.88
3.59

6.08

Page 21



Mix A - Returns, Weights & Dates of Rebalancing (92-96)

Dnte

1/1992
6/1992
9/1992
12/1992
1992
1/1993
6/199.1
9/1993
12/1993
199.1
3/1994
6/1994
9/1994
12/1994
1994
.1/1995
6/1995
9/1995
12/1995
1995
3/1996
6/1996
9/1996
12/1996
1996

Callan Associates Inc.

-3.16
2.46
3.13
116
351
513
2.87
3.26
0.83

'2.60

-2.00
0.60
2.19
021
0.98
5.99
6-19
4.60
4.17

23.58
1.86
2-18
2.09
4.94

11.72

10.20

PnrtfolloTotnl Portfnlin Income

Return (%) Return (%)

118
129
123
122
5.00
115
117
1.09
1.10
4.60
1.08
116
118
118
4.68
119
117
113
1.08
4.65
11
112
111
1.09

451

4.69

Domestic

Equity
38.0%
18.2%
38.1%
38.1%
39.5%
38.0%
37.7%
36.8%
.16.6%
37.1%
38.0%
37-1%
37.2%
38.2%
38.1%
38.0%
39.1%
40.5%
4131%
42-1%
38.0%
39.1%
40.2%
40.6%
38.0%

International

Equity
14.0%
12.7%
12.7%
12-5%
11.9%
14.0%
14.9%
16.0%
16-5%
16.5%
14.0%
14.8%
15.4%
15.1%
14.9%
14.0%
1.1-5%
12.7%
12.7%
12.6%
14.0%
14.1%
14.0%
117%
14.0%

luenme

37.0%
37.6%
38.2%
38.9%
38.5%
37.0%
36.8%
36.9%
36.9%
36.5%
37.0%
.16.6%
.15.9%
15-1%
15.4%
37.0%
.16.6%
16.7%
35.7%
15.7%
37.0%
35.5%
34.8%
34.7%
37.0%

Cttmnlitllve Atimnili/.cd U lltni

March /.?. 1997

Asset Class Welrlils til Kikl<if Much I’crind
Domestic Fixed

Inlernnlinnnl
Fixed Inenme
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

Renl Estnle
11.0%
11.4%
11.0%
10.6%
10.1%
11.0%
10.6%
10.3%
10.0%
9.9%
11.0%
11.4%
11.4%
11.4%
11.6%
11.0%
10.6%
10.1%
9.8%
9.4%
11.0%
11.0%
11.0%
11.0%
11.0%

Portfnlin automatically rebalanced if total equity exceeds 55%. 'lI>c ixirtrolin is rehalniKetl annually regardless of total equity
Annual returns arc shown in tIK rows labeled withjust Ik years.

Tninl Equity

Allocution

52.6%
52.8%
B )
5.1.6%

52.1%
52.7%
5.1-1%
5.1.1%

52.8%
5.1.2%
54-5%
54.9%

5.1.5%
54.2%
54-1%
52.0%

Page 22



Mix A - Dollar Returns, Capital Gains/Losses (92-96)

Mnrkel  Tninl Chnnge In ChnriRC Due lo Chnnge Due lo Tninl Income Cnplinl
Dnlc Vninc Mnrkel Vninc Income  Cnplinl Gnin/l.oss ~ Return (*7) Return (7r) ~ Gnin/T.0ss (7r)
12/1991 1,000.00
3/1992 968.39 (31.61) 11.76 (43.37) (3.15) 1.18 (4.34)
6/1992 992.17 23.78 12.44 11.34 2.46 1.29 117
9/1992 1,023.22 31.05 1221 18.84 3.13 1.23 1.90
1271992 1,035.07 11.85 12.49 (0.64) 1.16 122 (0.06)
1992 35.07 51.79 (16.72) 3.51 5.00 (1.44)
3/1993 1,088.15 53.08 11.94 4114 5.13 1.15 3.97
6/1993 1,119.39 31.24 12.77 18.47 2.87 117 1.70
9/1993 1.155.91 36.53 12.22 24.31 3.26 1.09 2.17
12/1993 1,165.49 9.58 12.75 (3.17) 0.83 .11 (0.27)
1993 130.42 53.59 76.83 12.60 4.60 7.74
3/1994 1.142.21 (23.28) 12.63 (35.91) (2.00) 1.08 (3.08)
6/1994 1,149.03 6.83 13.27 (6.44) 0.60 116 (0.56)
9/1994 1,174.15 25.11 1351 11.60 2.19 1.18 101
12/1994 1,176.90 2.76 13.89 (11.13) 0.23 1.18 (0.95)
1994 11.41 55.12 (43.71) 0.98 4.68 (3.58)
3/1995 1,247.39 70.49 14.00 56.50 5.99 1.19 4.80
6/1995 1327.14 79.74 14.55 65.20 6.39 117 5.23
9/1995 1,388.16 61.02 15.02 46.01 4.60 1.13 347
12/1995 1,454.37 66.21 15.01 51.21 477 1.08 369
1995 277.47 67.58 209.89 23.58 4.65 18.31
3/1996 1,481.48 27.10 16.10 11.01 1.86 111 0.76
6/1996 l,,516.69 3521 16.63 18.58 2.38 112 1.25
9/1996 1348.40 31-71 16.89 14.82 2.09 [.tl 0.98
12/1996 1,624.86 76.46 16.91 59.56 4.94 1.09 3.85
1996 170.49 73.27 97.22 11.72 451 6.98
March 13. 1997 Pa,ge 23
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Mix P - Returns, Weights Sc Dates of Rebalancing (92-96)

Rale

2/1992
6/1992
9/1992
1211992

V1992
6/1993
9/1992
1211992

211994
(i/1994
9/1994

12/1/94

2/1995
6/1995
9/1995
12/1995

2/1996
6/1996
9/1996
12/1996

1996

Relurn{%)

-2-17
2.25
2.89
LIR

5.19
2.90
2.26
0.9.1
28l
+1.80
08.1
2-12
021
1.55
6.00
6.28
4.82
4.74
23.69
2.29
2-94
2.10
5.05
12.52

1041)

Callan Associates Inc.

PorlfolloTnInl Portfnlin Income

Return (94)

1.10
121
1.16
1.16
471
1.09
112
1.02
1.05
436
o
I.11
112
112
4.45
112
110
1.08
1.02
4.40
1.06
1.07
1.06
1.04
4.30

4.44

Domestic

Foully
41.0%
41-1%
41.2%
41-1%
42.9%
41.0%
40.6%
29.7%
29.4%
29.9%
41.0%
40.1%
40.0%
41.0%
40.9%
41.0%
42.4%
42.71%
45.1%
45.6%
41.0%
42-1%
42.1%
42-5%
44.9%

International

Fqully
16.0%
14.6%
14.6%
14.4%
1.17%
16.0%
17.0%
18.2%
18.8%
18.8%
16.0%
16.9%
17.6%
17.2%
17.0%
16.0%
15.4%
14.6%
14.5%
14.4%
16.0%
16.1%
15.9%
15.6%
15.1%

Income
30.0%
20.6%
31.1%
21.7%
11.4%
30.0%
29.8%
29.9%
29.9%
29.5%
30.0%
29.6%
29.0%
28-9%
28.5%
30.0%
29.7%
29.8%
28.9%
28.9%
3) 0%
28.6%
28.1%
28.0%
27.4%

CniiniliiHvc oimicillz.cd Itd urn

Portfolio automatically rcinlanccd if total ccpiily exceeds 60%.
Annual returns are slioun in the roos labeled ssilli just the scars.

March /.?. 1997

Asset C-ltiss helklils ul cikl of cticli [x?Hid
Domestic Fixed

International
Fixed Inrnme
0.0%
0.0%
001
U/
no%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

Renl F.xInle
13.0%
12-9%
12.1%
12.6%
12.0%
13.0%
12-9%
12.2%
11.9%
11.7%
13.0%
12.4%
12-9%
12-1%
12.6%
13.0%
12-9%
11.9%
11-9%
11.1%
13.0%
12.0%
12.9%
129%
12.6%

Ilie portfolio is rebalanced annually regardless of total cgsiily

Tninl Fqully

Alincnlinn
57.0%
55.9%
55.8%
55.7%
56.6 %

57.7%
57.9%
58.2%
58.7%

57.0%
57.6%
58.2%
57.9%

57.8%
58-1%
50.5%
60.0%

58.4%
59.0%
59.1%
60.0%
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Mix B - Dollar Returns, Capital Gains/Losses (92-96)

Mnrkct  Totnl Change In Chnngc Due lo  Change Due lo Tolnl Income Cnplinl
Dntc Vnluc Mnrkel Vnluc Income  Cnplinl GnIn/Loss  Return (%) Return (%)  Gain/Loss (7r)

12/1991 1,000.00

3/1992 966.35 (33.65) nw (44.65) (3.37) 110 (4.46)
6/1992 988.12 2177 11.72 10.05 2.25 1.21 104
9/1992 1,016.66 28,53 117 17.06 2.89 116 173
12/1992 1,028.69 12.04 11.75 0.29 118 116 0.03
1992 28.69 48.46 (19.76) 2.87 471 (1.78)
3/1993 1,082.08 53.39 .21 42.18 5.19 1.09 4.10
6/1993 1,113.48 31.40 12.09 19.31 2.90 112 178
9/1993 1,149.81 36.32 11.46 24.87 3.26 1.03 2.23
12/1993 1,160.48 10.67 12.08 (1.41) 0.93 1.05 (0.12)
1993 131.79 50.55 81.24 12.81 4.36 8.19
3/1994 1,139.59 (20.89) 11.94 (32.83) (1.80) 103 (2.83)
6/1994 1,149.03 9.44 1261 (3.17) 0.83 111 10.28)
9/1994 1,175.67 26.65 12.83 1381 2,32 112 120
12/1994 1,178.42 2.75 1321 (10.46) 0.23 112 (0.89)
1994 17.94 52.42 (34.47) 1.55 4.45 (2.81)
3/1995 1,249.18 70.76 13.25 57,51 6.00 112 4.88
6/1995 1,327.66 78.48 13.80 64.68 6.28 1.10 5.18
9/1995 1,391.72 64.06 14.28 49.78 4.82 1.08 3.75
12/1995 1,457.64 65.93 14.25 51.68 474 1.02 371
1995 279.22 64.12 215.10 23.69 4.40 18.70
3/1996 1,491.09 33.44 1541 18.03 2.29 1.06 124
6/1996 1,529.02 37.93 16.00 21.94 2.54 1.07 147
9/1996 1,561.20 32.18 16.24 15.94 2.10 1.06 1.04
12/1996 1,640.11 78.91 16.18 62.73 5.05 1.04 4.02
1996 182.47 70.46 112.00 12.52 4.30 797
March 13. 1997 Page 25
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REPRESENTAT'VE ALAN AUSTERMAN Alaska .Stale legislature

kji.Lv  P.O. Bos 2JM, Kodiak. Alaska <Mif «071 48K.5930 « Session: State C'apilot. Juneau. Alaska 99801 4A3-2487

April 22, 1997

Representative Joe Green f
Chairman, Judiciary Committee

Reference: I-1JR25 - Changes to Permanent Fund

Chairman Green,

You had asked a question at the committee hearing yesterday on
HJIR25 ifthe 25% of all royalties that is addressed in Section 2 ofthis
resolution v/ould have any effect on the 50% royalty that is covered in AS
37.13.010.

As | tried to explain to the committee, under Section 15 ofthe Alaska
Constitution, the language is quite clear, “ At least twenty-five per cent of all
mineral lease " The “At least” language gives the legislature the
authority to put a larger amount into the Permanent Fund. The legislature,
under AS37.13.010, have increased the amount to 50% after certain dates.
HJR 25 does not address AS 37.13.010, so has no effect upon the percentage
ofroyalty.

The language in HIR25 dealing with percentages of royalties is what
is currently in the Alaska Constitution and we are not trying to change the
percentage language.

| spoke to Tam Cook this morning and she agrees with my above
statements. Ifthere are still questions in your mind about this, please let me
know and | will get a written opinion from Tam Cook.

Alan Austerman

Akhiok ° Karluk « Kodiak ¢ Larsen Day ¢ Old Harbor ¢ Ouzinkic  Port Lions



ATTORNEYS AT LAW

Simpson, Thunchast, Sorensen S Lorensen
A PROFESSIONAL corporation

LESLIE LONCENBAUCH ONE JEAIASXA MA2A, SHTE 300 DANIEL R INOUTE
RONALD V. LORENSEN JUNEAU. ALASKA 99601 KATHRYN L XEJU2
STEPHEN . SORENSEN PHONE (907) 560°1400 L VCERRU, LOTDEN
JON X. TOJUNCHAST FAX (007) 589-3095
MEMORANDUM

To: Byron 1. Mallott, Execute ctor, APFC

From Ronald W. Lorensen, STS&L "

Dates March 10, 1997

Re: HIR 25 & SJR 18, Proposing amendments to the Alaska

constitution relating to the permanent fund
Our File No.; 846.1

The purpose of this memo iIs to express a cautionary note
regarding possible 1issues relating to the tax status of the
permanent fund that may arise if the amendments to Article IX, sec.
15 of the Alaska Constitution proposed by HIJR 25 and SJR 18 are
ultimately adopted. Based on the analysis set out in certain
studies with which I am familiar, it appears that adoption of the
proposed amendments might weaken the State"s long-standing position
that the i1ncome of the fund is not subject to federal taxation.
Unfortunately, because of the sensitive nature of the fund"s tax
status, |1 am not able to address specific concerns iIn a public
record such as this memorandum. However, with the permission of
the APFC, |1 could provide information about those studies on a
confidential basis to appropriate legislative committees or staff.

KJft »
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March 10, 1997 MICHAEL J. O'LEARY. JR, CF\
EXECUTIVE VICE PRESIDENT

Mr. Tun Kelly

Alaska Permanent Fund Corporation
801 W. 10th Street, Suite 302

P.0. Box 25500

Juneau, AK 998C2-5500

RE: Proposed Constitutional Amendment

Dear Jim:

As requested, 1 want to share several initial thoughts regarding the proposed constitutional
amendment that you forwarded to me (Senate Joint Resolution 18). Obviously, the intent of
the proposal is to limit distributions from the Permanent Fund to dividends (a percent of
average realized income) unless the electorate specifically approved other distributions.
Naturally, any decision regarding the use of Permanent Fund earnings is entirely a decision for
the people of Alaska and their representatives.

Current statute and the proposed amendment both have significant investment related
implications that may influence policy makers in their deliberations. | have attempted to
succinctly outline several significant issues that warrant careful consideration as the legislature
proceeds with its analysis.

1. Stocks will make the earnings stream both higher and more volatile. Investing
a meaningful proportion of the Fund’s assets in stocks is critical for attainment of its
long-term gods. However, the panem of stock returns is much more volatile than
the partem of bond returns. The current statutory language and the proposed
constitutional amendment, combined with the growing proportion of equities in the
APFC, result in greater volatility of earnings (and hence, dividends) than may have
been originally perceived.

2. APFC has not yet experienced the downside of equity investment Fortunately,
the Fund has experienced “good" volatility, not both “good” and “bad” volatility.
However, there inevitably will be meaningful periods of “bad" (i.e., poor markets)
volatility. For example, in 265 rolling five year periods from 1926 to 1996, a 50/50

stock/bond combination had zero ornegative real returns 21% of the time (55 periods
0f 0% or negative real returns).

550 EAST tFTUAVENUE, DESVEIL COLORADO 80203 TELEPHONE 303.861.1900 FACSIMILE 303.532.8230
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3. Other “endowments” have moved away from distribution policies tied to earnings.
The majority of endowments and foundations link distributions to a percent of market value,
not to a proportion of earnings. They do this to ensure a more consistent and reliable
distribution pattern.

4. New Mexico moves from Income to market value approach. The citizens of New
Mexico passed a constitutional amendment that charged the distribution pattern for that
Slate's Permanentand Tax Severance funds to a percent of market value approach. In part,
the rationale for the change was a recognition that tying distributions to “realized" earnings
resulted in sub-optimal investment policy. In effect, a dollar of income return was more
valuable than a dollar of unrealized return. This tended to push policy toward higher current
income ax the expense of future growth.

5. At AFPC’s direction, Callan b “stress” testing APFC’s current and alternative asset
allocation polities to help the Board and staff understand how earnings may be
affected by a poor market environment. In this analysis, we will examine the 1973-1977
market environment and illustrate how APFC’s current asset allocation policy would have
performed. By looking at this poor market period, policy makers may better understand the
implications of the current statutory and proposed constitutional amendments implications for
dividend payments and inflation proofing.

[ hope that this letter helps you address the questions confronting you.

Siceely

Michael J. O Leary, Jr., CFA
Executive Vice President
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423 Alaska Permanent Fund on Copjoratiov

Article 1. Alaska Permanent Fund.

Section Section
10. Alaska permanent fund 110. Comicis of interest
20. Findings 120. Investment responsibilities if the board
30. Purpose 140. Income _
40. Alaska Permanent Fund Corporation 145. Disposition of income
50. Composition ind qualificationsof board of trust- 150 Carpers non budge:

ee3 160. Audits
60. Term of office 170. Reports and publications
70. Removal and vacancies ISO. Tal exemption
30. Quorum and voting 190. Political ictivities .
90. Compensation of board meracers 200. Pusiic access :0 information
100. Corporation staff 205. Regulations

Sec. 37.13.010. Alaska permanent fund, (aj Under art. IX, 5 15 of the state
constitution, there is established as a separate fund the Alaska permanent fund. The
Alaska permanent fund consists of

(1) 25 percent of all mineral lease rentals, royalties, royalty sale proceeds, net profit
shares under AS 38.05.180(f) and gg), and federal mineral revenue sharing payments
received by the state from mineral leases issued on or before December 1, 1979, and 25
percent of all bonuses received by the state from mineral leases issued on or before
February 15. 1980;

(2) 50 percent of all mineral lease rentals, royalties, royalty sale proceeds, net pront
shares under AS 38.05.180(f) and (g), and federal mineral revenue shanng payments
received by the state from mineral leases issued after December 1 1979, and 50 percent
of all bonuses received by the state from mineral leases issued after February 15, 1980;

(3) any other money appropriated to or otherwise allocated by law to the Alaska
permanent fund.

'n) Payments due the .Alaska permanent fund under (a) of this section shad be made
to the fund within three banking days after the day the amount due to the fund reaches
at least $3,000,000 and at least once each month.

(c) The Alaska permanent fund shad be managed by the Alaska Permanent Fund
Corporation established in this chapter. (§ 5ch 18 SLA 1980; am § 2 ch 134 SLA 1992)

~ Effect of amendments. — The 1992 amendment, Legislative history reports. — For the Free Con-
ielective July 1. 1992 -inserted ‘within three banking ference Committee Report oc th. .3. SLA 1969
days after the day the amount due to the nind reaches  fFCCSSB 161). see 1980 House Journal. Joint Supple-
a: ".east 33,000,0C0 and at leaselin suosection ih). ment No. 7, April 2, 1960.

NOTES TO DECISIONS

Stated in State, Dep't of Revenue v. Coaio. 358 R2d
621 'Alaska 1993).

Sec. 37.13.020. Findings. The people of the state, by constitutional amendment,
have required the placement of at least 25 percent ofad mineral lease rentals, royalties,
royalty sale proceeds, and federal, mineral revenue sharing payments and bonuses
{ﬁc?ived by the state into a permanent fund. The legislature finds with respect to the fund

a

(1) the fund should provide a means ofconserving a portion of the state's revenue from
mineral resources to benefit ad generations of Alaskans;

(2) the fund’s goal should be to maintain safety of principal whde maximizing total
return;

(3) the fund should be used as a savings device managed to adow the m axim um USe of
dl?osable income from the fund for purposes designated by law. (8 5ch 18 SLA 1980; am
§ 3 ch 134 SLA 1992)
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429 Alaska Permanent Fvnd .ot Corporation § 37.13.150

AS 37.13.145. (8 5¢ch L3 SLA 1980: am 4 3ch 31 SLA 1982; am } 1ch 28 SLA 1986; am
j 18ch 134 SLA 1992)

Effect of amendments. — The 1992 amenameot. ~ escaoiisne-a ir.cer As 3 15 145 "< income jf ir-'
effective July 1 1992. inserted near :he beginning and iuosr.tutea fund" for *:orroracson’ in" :hr»e
"fund includes income of the earnings reserve account — places.

Sec. 37.13.145. Disposition of income, 'a; The earnings reserve account is estab-
lished as a separate account in the fund. Income from me fund sr.ail be deposited by me
corporation into the account as soon as it is received. Money in the account shall re
invested in investments authorized under AS 37.13.120.

th) At the end of each fiscal year, the corporation shall transfer from the earnings
reserve account to the dividend fund established under AS 43.23.345. 50 percent of me
income available for distribution under .AS 37.13.140. _

(c) After the transfer under (b) of this section, the corporation shall transfer from the
earnings reserve account to the principal ot the fund an amount sufficient to offset the
effect of inflation on principal of the fund durin? that fiscal year. The corporation shail
calculate the amounc to transfer to the principal under this subsection by

(1) computing the average of the monthly United States Consumer Pnce Index :or ill

urban consumers for each of the two previous calendar years;
(2) computing the percentage change between the first and second calendar year

average; and . .
(3) applying that rate to the value of the principal or the rund on the iast day of me

fiscal year just ended. _ o _

id) otwﬂhstandmc}; (b) of this section, income earned on money awarded in or
received as a result of State v. Amerada Hess, et ai., 1JU-77-S47 Civ. (Superior Cour..
First Judicial District), including settlement, summary judgment, or adjustment to a
royalty-in-kind contract that is tied to the outcome of this case, or interest earned on the
money, or on the earnings of the money shall be treated m the same manner as otner
income ofthe Alaska permanent fund, except that it is not availaoie for distribution to me
dividend fund, and shall be annually defosned into the pnnufal of the Alaska
permanent fund. (§ 9 ch 31 SLA 1982; am § 2ch 28 SLA 1986; am § 19 ch 134 SLA 1992

~ Conditional repeal of subsection (d). — Coder ~ solely because the judge Qr_é'urorl may qualify to
j 23, ch. 134. SLA 1992, subsection id) “is repealed on ~ receive a permanent fund dividend.
- he day that the rensor of statutes certifies to the

| Cross references. — "or transfer of retain n-
legislature "hat the .Alaska Supreme Court has made ~ come earned by the Alaska permanent fund pro.- ic
a anal aeurmanauon that, In the absence of AS

Juiv J. 1952, to the tinotstr.butei income account. =e¢

43.23.045ft). repealed by sec. 29 of this Ac:, or AS | 15.ch. 31. SLA 1982.
37.13.145(a), added by séc. 19 of tnis Act, no judge or _Effect of amendments. — The 1992 amendment,
juror is disqualified from serving as a judge or juror  effective Juiy 1, 1992, rewrote this section.

NOTES TO DECISIONS

Stated in State, Dep't of Revenue v. Cosio, 358 P.2d
621 %Alaska 1993); Exxon Corp. 7. Heinze, Nos. 92-
35266, 92-35323, 32 F.3d 1399 .9th Cir. 1994).

Sec. 37.13.150. Corporation budget. The revenue generated by the fund invest-
ments must be identified as the source of the operating budget of the corporation in tie
state's operating budget under AS 37.07 (Executive Budget Act). The unexpended balance
of the corBoratlon‘s annual operating budget does not lapse at the end of the fiscal year
but shall be treated as income under AS 37.13.140. (§ 5ch 18 SLA 1980; am § 10 ch 3L

SLA 1982; am § 20 ch 134 SLA 1992)
Effect of amendmenta. — The 1992 amendment,

effective July 1. 1992, substituted "fund's invest-
ments" for 'corponinon's investments.’



Deposits Into the Permanent Fund
by the Alaska Legislature

Oil Royalties 1978 -1996 $5,711 Billion
Inflation Proofing 1983 -1996 $4,624 Billion

Additional Legislative Appropriations:

1981 $900 Million

1982 $800 Million

1983 $400 Million

1984 $300 Million

1985 $300 Million

1987 $1,264 Billion

1995/6 $1,842 Billion
Additional Legislative Appropriations Total $5.807 Billion
Total Deposits 1978 -1996 $16,142 Billion*

*Does not represent the total amount in the Fund at this time; does
notinclude some earnings.

Source; Jim Kelly, Alaska Permanent Fund Corporation
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WHAT HAPPENS TO PERMANENT

FUND INCOME?

Present Use of Fund Income

Income earned during tho fiscal year
is credited during the year to the
earnings reserve account in the
Permanent Fund. On June 30 of each
year, appropriations are made from
that account first for dividends, then
for inflation-proofing.

the earnings reserve account to the
Dividend Fund in the General Fund
by legislative appropriation.

The amount transferred for inflation-
proofing is calculated by multiplying
the percentage change in the prior
calendar year average of the U.S.
consumer price index for all urban

On June 30 ofeach year, appropriations are madefrom the
earnings reserve accountfirstfor dividends, thenfor inflation-
proofing... if there is insufficient net income tofully pay
dividends or inflation-proofing, any previously-accumulated
undistributed income in the earnings reserve account would be

drawn down for those purposes.

The dividend formula is calculated
to produce a stable flow of divi-
dends over time: (1) add together the
Fund's net income for the last five
years; (2) multiply that number bv
21%; and (3) divide that number in
half. That amount is transferred from

6*1

Ejrnmgs meserve Account

consumers by the Fund's principal
balance at the end of the fiscal year.
That amount is automatically trans-
ferred from the earnings reserve
account to the Permanent Fund's
principal on June 30 of each year by
legislative appropriation.

MY%

Syl Appepraiion

If any income remains after the
transfers, it remains in the earnings
reserve account as undistributed
income. In future years, if there is
insufficient net income to fully pay
dividends or inflation-proofing, the
trustees would request that any pre-
viously-accumulated undistributed
income in the earnings reserve
account be drawn down for those
purposes. This happened in fiscal
10 and 1 1 The legislature rrav
appropriate funds from the earrings
reserve account at any time for a:w
lawful purpose.

The Dividend Program

The dividend program isa finely -
crafted piece of public policv which
was specifically intended to create a
broad and powerful constituency to
protect the Fund, encourage its
growth, and distribute a significant
portion of Fund income for tlie bene-
fit of the current generation of
Alaskans. And it has worked.

Since every man, woman and child
who is an Alaska resident is entitled
to a portion of each year's earnings,
there is strong interest in the Fund's
operating and investment activities.
Further, earnings of the Fund under-
go special public scrutiny since any
expenditure of such earnings must
be subject to the legislative appropri-
ation process.

No other state in the U.S. has any-
thing like Alaska's dividend pro-
gram. Each Alaska resident who
makes application and qualifies, no
matter how young or old, rich or
poor, gets a personal share of the
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1991 9030.478.283 10
1992 1045812.U359
1993 1205021,811.47
1994 1094,284,277 87
1995 1007,804493.80

J5383A01.38003

21 XoftotofperAS37.13.140 X2
1,130514,280.81

_ Qfhdf traschmod o XX
chvoEolfurdper AS37.13.14S 5545757, 144.90
leurdpioyerddicios 199422682
leuhddhames asie «  21,887,100.00

leu DvicadDvanach 4,418,100.00

Ni odigdonrodticedfind  $37,007,7180)
HinatsdeflgUs gadliean 542.269
Rragiochicerddocl $90.30

revenue the State earns from the
production of State-owned oil. And
each Alaskan can decide for himself
or herself whether to spend it or
save it.

In its first 13 years of operation, the
dividend program has paid out nearly
55 billion to all the citizens of the
State through the annual distribution
of per capita dividend checks. It is
interesting to note that there are now

82 83 8« 65 86 87

The dividend program is afinely-crafted piece of public policy
which was specifically intended to create a broad and powerful
constituency to protect the Fund, encourage its growth, and
distribute a significant portion of Fund incomefor the benefit
of the current generation of Alaskans.

nearly five times as many Alaskans
receiving dividends as there were
who originally voted for the
Permanent Fund in 197ft.

Dollar for dollar, the dividend pro-
gram has been shown to produce a
more positive macroeconomic

impact than any other type of gov-
ernment expenditure. Dividends
help create thousands of in-state jobs
each year with great efficiency and
unparalleled equal treatment for all
Alaska residents, and dividends add
significantly to the annual disposable
incomes of Alaska's families.

The dividend program isadminis-
tered by the Dividend Division of
the Department of Revenue. The
Alaska Permanent Fund earns the
money to be used in the dividend
program, and the money is then
appropriated annually to the
Department of Revenue. Alaskans

fi

89 90 93 95

must submit an application to the
Department of Revenue each year in
order to get a dividend, and the
checks are distributed by the State
government. In 1993, a direct deposit
option was initiated.

Investing Your
Permanént Fund
Dividends for the
Future

A child bom in 1982 would have been
eligible to receive the first Permanent
Fund dividend. Imagine if that child's
parents had decided then to start a col-
lege savings account. If that dividend,
and all the dividends paid since then,
had been saved and invested, it would
now amount to quite a bit of money. In
fact, assuming a 7% compounded
annual rate of return, that child's
savings account would now total more
than $15,000.

1 irrnr»istr if pnrrnh-

By the

in 1982

h

(058

mn

of inflation, 3t will still be worth
about $2ft,0( min 1993 dollars - cno"gh
fora health  own payment on a good
college education!

Note: The University of Alaska offers
an individual investment program for
Alaskans interested in using their
Permanent Fund dividends to buy col-
lege tuition credits at today's cost for
u°e in the future. Pormore information
about this Advance College Tuition
Program, / all fKl 478-0003.
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inn. A Fund during th.it year. The amount
Inflation-Proofing: may come from current year Past Use of Fund Income

An Important Use of earnings or, if earnings are insuffi- y " et
cient, from the earnings reserve According to the instructions from

Fund Income account. the 1976 constitutional amendment,
nflati tection for th il Fund income was to be deposited
ntiation protection for the Depending on the inflation rate and in the General Fund until such time
Permanent Fund is provided by : : : -
Alaska Statute 37.13 145. Popular] the earnings rate of the Fund during as the legislature authorized another
! aska ola uflet' o f Opl:h?.” y any given year, the percentage of use for it.

nown as inffation-prooting, this income required for inflation*

provision of law was first passed by
: N : . CALCULATION FOR 1995
Depending on the inflation rate and the earnings rate ofthe |
Fund during any given year, the percentage of income required J

for inflation-proofing could be relatively high or low. » 1994 Calendar Yeor Average CPI U 4440
1993 Calendar Yeor Average CP1U <337
Annual Change in the CPI-0 113
the legislature in 1982 to assist the ; i i 11.3 *432.7 = 2.61%
: : > proofing could be relatively high or Anial R o Infiatior
trustees in their efforts to maintain low. For example, in fiscal 1987, nnual Rate o Inflation
the real value of the Fund over the 14% of net income was required to Fitcal Year-End Principal $13.3 Billion
long term. ; . TR X Rale oi Inflation x  2.61%
inflation-proof the principal; in fiscal Fixol 1995 Inflation-Proofing = 5348 Million

1991, 54% of income was required.

Inflation-proofing protects the Fund
P 90 In fiscal 1995, inflation-proofing took

by requiring the automatic reinvest- ; . . .
ment of income each year in an 34% of net income. Cumulatively, - For the first four years, the legisla-
amount sufficient to offset the effect inflation-proofing has added $4.2 bil- ture did not authorize anv other use.
of inflation on the principal of the lion to Fund principal. and the income went directly and
solely to the General Fund. To date,

a total of $266 million of Fund

income has been transferred to vie

General Fund. This represents! of
7%t S the $12.3 billion of net income the

Uerj to Calculate irrl.It Pii F-i' M 1%t K% @ Fund has produced since inception.
%, AL irs

IMUTION ‘PROOFINS
JfeP* EFFECTS

The Fund In 2010

Without
Inflation-Proofing

Assets
$17 Billion
ncpire A.iJtd 10 Prrcwal mz~ rAJ dfd to F~r-,r.ii Annual Income
Bl |*aaZO"|-p‘CQ<‘(>q Tj x~rrerfsfq fCurrnjjt vc* $d:|_4(,j B||||On
Dividends
$700 Million

With
Inflation-Proofing
Assets
$34 Billion
Annual Income
$3.1 Billion
Dividends
¢ $1.4 Billion



In 1930, lawmakers authorized the
first new use of Fund income: the
payment of Permanent Fund divi-
dends. However, because this first
version of the dividend program tied
the amount of the dividend to the
length of residency, it was ruled
unconstitutional by the U.S.
Supreme Court and was never
implemented. Nonetheless, since
that year, one-half of Fund income
available for distribution has been
set aside for payment as dividends.

In 1982, the legislature enacted a
plan for the use of all Fund income
which, with minor charges, is still in
place today.

First, a new version of the dividend
program was passed and initiated

with a special $1000 per capita
payment. Second, inflation-proofing
was adopted so that a portion of
Fund income would be added
automatically to principal at the end
of each fiscal year in "an amount
sufficient to offset the effect of
inflation."

Lastly, the 1982 legislature directed
that any income remaining after the
payment of dividends and inflation-
proofing be transferred to an
undistributed income account in the
Permanent Fund. The trustees
subsequently designated this
account a reserve for future inflation
impact and dividend payments.

This undistributed income account
grew during each of the next four

On Inflation-Proofing

The lollowing comments are excerpts Irom the special Permanent Fund
Tenth Anniversary meeting held in [unv.m on February 9-10. 11|87 and
a‘tended bv both past and present members ol the Board of Trustees.

First chairman of the Board of Trustees EImer Rasnuison: "Inflation /s like
i thiefin the night. It slents from unit silenlhi ,ind nobody knows wliol i<boni\;
done. He ircrc urged In/ everyone we confuted In be sine Unit we put hick

en,'itgh money for inflation-proofing......
?troog position on inflation-proofing."

4s . result of that, the tirst baud took n

Former chairman of the Board ot Trustees Byron I. Mallott: "The case tins
[ren strougin mode YT iii*hilion-p‘ooting ns ,i sigmfi, m> policy, and in Unit
regard. | have not seen mu wavering on the part ol toe trustees.... There's a
strong consensu- among the tnr-tees that it"inflrdioit-pinoting) is a key lo meet-
ing the board's fidwiaiu nnl investment responsibilities.”

Former trustee Tom Williams: "One of the things that may he overlooked a
little bit in terms of "lloHon-proofing i<its relationship with the Tund's long-
term goal ofn we >ile of return. M1 die different '—iimplions one might
make about inflation will not hide the fact that it the Fund's long-term goal is
achieved, the Fund will Ir producing a ,V\. real income that will be available for
distribution.... You must also realize, despite the F1.26 billion special legislative
appropriation made in 1956 - it inflation were to go In 10% nnd we didn't infla-
tion proof. with a Permanent Fund ofover FS billion, most of that deposit would
evaporate. It doesn’t show up on any ledgers </ anything like that, hut it's gone
just as surely as if it had been spent.”

years as the Fund experienced a

sustained period of relatively hie'
earnings with relatively low infla-
tion. By the end of fiscal 1986, th:s
account amounted to $1,264 billk

In a showing of fiscal prudence,
rather than use this money to trv *o
sustain an unrealistic level of
spending, the 1986 legislature
appropriated the entire balance of
the undistributed income account to
the principal of the Fund, effective
July 1, 1986. They also renamed tr:s
account the earnings reserve
account.

As of June 30, 1995, undistributed
income in the earnings reserve
account totaled $1,203 billion.

Glossary

Consumer Price Index. The period::
tabulation of selected consumer
goods and services indicating pr::e
trends and the rate of inflation.

Fiduciary. One who holds somethtrg
or acts in trust for another.

Macroeconomic. A broad view of t~e
economy. Concerned with genera:
behavior and the economy as a
whole, in contrast to "micro-
economic” which is concerned v.:th
details and the economic behav::r
of individuals and small groups f
individuals.

Prudent. Wise, exercising good
judgment with common sense,
careful.
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Permanent Fund celebrates 20 years of vision and success

February 28, 1997 marked the
20th anniversary of the first
deposit— S734.000—in the
Permanent Fund Today the
fund's value is over S20 billion

The Fund was created when

voters amended Alaska's Constitu-

tion in 1976 to save some of
Alaska's oil profits While many
Alaskans think the Fund and the
dividend program are synony-
mous, the dividend program
wasn't created for another four
years
PF First Proposed in 1970

The idea to save some of
Alaska's revenues was first
proposed in 1970 when the state
got $900 million from the Prud-
hoe Bay lease sale Governor
Keith Miller introduced a hill to
establish the “Alaska Resources
Permanent Fund” and proposed to
deposit $500 million The hill,
however, did not pass—the House
Special Monetary Committee
decided the full $900 million was
needed to meet more immediate
needs

Pipeline construction brought
another boom in the mid-1970s

State leaders wanted to find a way
to make the State's wealth more
"permanent.” The 1976 constitu-
tional amendment was a way to do
that. Advocates said
* The Fund would create an invest-
ment base from which to generate
future income. When oil revenues
declined, it would be a way to pay for
state serv ices;
* Deposit of 25% of all oil royalties
would prevent the Legislature from
spending it; and
* The Fund was a way to transform
some non-rcncwablc resource
revenues into a renewable source of
wealth fox future generations.

The amendment was approved
bv a 32% margin—75.588 to
38,518.

Fund's Management

From 1976 to 1980/Alaskans
debated how the Fund should be
managed. In 1980 the .Alaska
Legislature decided it should be
managed as a public trust with the
primary purpose of protecting its
principal. This meant it would
follow the “Prudent Investor
Rule” by wliich investments
would be of trust-grade quality
and made at market rates.

The legislation also made the

Fund's earnings available to be
spent by the Legislature. The
legislature then made an extra
deposit of $900 million into the
Permanent Fund
Dividend Program

In 1980 the dividend program
was created but later ruled uncon-
stitutional because it used resi-
dency’ to determine each dividend
amount In 1982 a legally-accept-
able dividend program was finally
created A mechanism to "infla-
tion-proof the Fund by re-
depositing extra interest earnings
back into it was also established.
Earnings Exceed Oil Revenues

In FA" 1996 the Permanent
Fund earned a record $1.8 hillion,
exceeding oil revenues to the

state's treasury. Ofthis amount:
+ 5613 million went for dividends
«$53 million was spent on state

programs
+£106 million for inflation-proofing
+ 5765 million was "leftover."

These "leftover*' earnings
accumulate in an Earnings Re-
serve Account. The Legislature
has appropriated these extra
garnings--a total of $5.8 billion-
back into the Fund.

FiscalSotes'goalistoeducateAlaska businessesab/jutthe state's budgetprocess—notonly bvinomtorwg its budget-relatedactions, hut
mom importantly, reportingwhatthey mean. Thisunderstmubng miienable Chambermemberstomore effectivelyhelp the state achiew
the Chamber'sdesired balance between aresponsible le\el ofslate spending and appropriate level o fstate services
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Looking forward: arole for the Fund in closing the fiscal gap?

While many dunk President Bush lost re-election
because ofthe Y word (hint: *'taxes™), the Alaskan
political equivalent is "PE" Talk about using Permanent
Fund (PF) earnings for anything other than dividends is
close to pohncal suicide.

"Vote of the people"

The Long Range Financial Planning Commission's
recommendation that the Fund’s earnings be used to
replace declining oil dollars sparked a round of calls from
politicians that they won't support any change inthe PF
without “avote of the people™ The fact is no one can
touch the Fund's $20 billion principal without voter
approval. Some now want to extend this slogan to its
earnings which the legislature now spends by a majority
vote. This is how dividends are paid and the fund infla-
tion-proofed. This is also how another $33 mi. lion in
earnings is spent for "'PF' connected programs.

There are now calls to put dividends and the Fund's
inflation protection into the Constitution. Two such
proposals also go one step further—voters would have to
approve spending the earnings on anything else.

Lack of self-restraint

While such efforts sound good, they blur responsibility
for the state's long term fiscal security It appears some
legiskuors don't think they or their colleagues can continue
the same self-restraint in how earnings are spent. They
also dont believe legislators can continue to be trusted to
make the best decisions on if and when Fund earnings
should be used for other purposes in the future. Instead,
such decisions should be bumped to the voters.

In evaluating such proposals, it is important to not only
look at how it works but also at what it means in the
context of the state’ long-term fiscal security. While
"protecting the PF" is a popular political cry, what it

means is a dramatic lunit on the choices legislatures will
have as they try to balance future budgets.
Makes income tax more likely

Even if this Legislature's Majority succeeds m cutting
state spending by $250 million over five years, the state
will still have a fiscal gap, and other revenues will be
needed to fill it. Two major sources for other revenues arc
a personal income tax and/or PF earnings  In the absence
of acrisis, it is a pretty safe guess voters will reject the use
of PF earnings to pay for “‘government.” (For some
proponents, let the people vote" is more about sorting the
stageforfurther curs m government because they don't
thinkfiiturc legislators will pass an income rax. |fthey
take PF earnings offthe table, it makes increases in
current taxes or further cuts more likely Infact, should
Alaska get that close to an income tax. no doubt there will
be another call to "let the people decide")

The proving ground will be if the Legislature succeeds
m cuffing the budget as they have proposed. While their
first year target to cut $70 million was hit, decisions to ait
another S180 million arc going to be more difficult and
politically-unpopular (perhaps this may be another
opportunity toplay political "dodge ball"— "letthepeople
vote"on budgetairs’)
First secure Alaska's fiscal future

In politics there are few rewards for being concerned
about what today's decisions will mean in 20 years
Instead, the preoccupation if widi what they will mean
come the next re-election. Before the Legislature and
Governor limit whar fiscal tools are available to close the
gap, it is important Alaska first has a long range strategy
securely in place that not only closes the state's fiscal gap
but also results in the kind of Alaska we waul to leave
future generations.

Asset allocation: key to Fundfs long-term earning potential

While .Alaskans can be proud the Fund has grown to
S20 hillion, according to the PF Corporation, its historic
performance is just average or slightly below'-average.

A reason is limits on its asset allocation. How to
achieve a larger, consistent, long-term revenue stream by
changing the allocation is being discussed Currently no

more than 50% can be invested in stocks  This has
mennt that as the stock market has sky rocketed the
Fund has had to sell stocks because their high earnings
bumped the portfolio against the 50% ceiling. While
changing the limit could increase flexibility, it also
carries increased risk and management cost.

"Fiscal Soles" is aproject ofthe Alaska State Chamber of Commerce. Information is compiled and written by Cheryl
Frasca. It isdistributed to organizations whofax it to members. |fyou getmorethan one copy orno longer want to receive
"Fiseal S'otes,” contact organizations ofwhich you are a member. For other comments orsu?gestions, contact the Chamber s

Anchorage office at 278-2722: fax 278-6643. Please copy and distribute "Fiscal Notes"

to others interested.
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MEMORANDUM
TO: Representative Bill Hudson
/
FROM: Deb DavidsonAAy™'™'A
Legislative .Analyst
RE: Appropriations of Permanent Fund Income

Research Request 9-. 192

You asked us to identify and group all Permanent Fund income appropriations since 1977
into the following categories: Permanent Fund Corporation operating budget, inflation-
proofing, Permanent Fund Dividend payments, Permanent Fund Divide.nc Division
administrative costs, payments to the departments of Corrections. Health and Social Services.
Law. and Public Safety, and anv other appropriations of Permanent Fund income. You also
asked us to identify the program, amount and purpose of the appropriations to the individual

departments.

3eicw is brief explanation of the ways the Permanent Fund income has been allocated since
the fund’s creation and the various programs which receive partial or full funding by
Permanent Funa income. Attached to this memorandum is a cabie showing, by fiscai year,
the allocation of the fund’s income. This information was obtained from the annuai reports
of the Permanent Fund Corporation and from discussions whth corporation staff.

When the Permanent Fund was created in FY 77. all income from the fund was to be
deposited into the general fund "unless otherwise provided by law." This is what occurred
until FY SI. when the Permanent Fund Corporation was established and took over the
administration of the fund from the Alaska Department of Revenue, and the Dividend Fund
was created within the general fund to receive a portion of the income from the Permanent
Fund in accordance with legislative appropriations. Money was initially deposited into this
fund for payment of the Permanent Fund Dividends, the first of which were distributed in

1982.
Two changes were made in FY S3 which affected the way the administrative costs of the

Permanent Fund were paid for and how the income from the fund would be used. Operating
costs for the Permanent Fund Corporation would henceforth be taken from the income of the
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Permanent Fund (they are net. however, deducted from the 'net income'). Prior to FY S3,
these costs had been paid out of the genera: fund. Seconcly. the statutory provisions
reauirmg the "inflation-proofing” of the principal of the Permanent Fund from the net
income of the fund went into effect.

In FY 34, the Permanent Fund Dividend Division was created within the Department of
Revenue to administer the Permanent Fund Dividend Program. The costs of this division
are paid for by the net income of the Permanent Fund which is deposited into the Dividend

Fund.

The "hoia harmless" provisions enacted effective in FY S3 insure that individuals denied
federal benefits as a resuit of receiving Permanent Fund Dividends receive the same level
of assistance that would have been received had they maintained their eligibility for federal
benefits. These costs were paid for out of the generai fund from FY 33 through FY So.
Beginning in FY S6. the costs of these "hoid harmless' provisions were paid for out of the
net income deposited into the Dividend Fund.

Statutes that went into effect in FY 39 required that the amount of dividend funds that would
have gone to individuals convicted of a felony or incarcerated during a part of a fiscal year
would be appropriated to the Violent Crimes Compensation 3card within the Department
of Public Safety rather than being distributed to the individuals. The Governor’s Office of
Management and Budget and the Department of Corrections determined that the Vioient
Crimes Compensation Board wouid not need all the funds withheld for this purpose and
recommended that the balance be used to fund two programs within the Department of

Corrections.

As a result of ending the payment of dividends to mcarceracec felons, the courts ruied that
funding must be provided to the Department of Corrections for “gate money .money paid
to prisoners at the time they are released to help with their transition back into society).
These funds were provided through a portion of the above balance. The res: was used to

fund the Sex Offender Treatment Program.

In addition to appropriations made from the Dividend Fund for the foregoing programs, since
FY 89 the legislature has appropriated funds from Permanent Fund income to the generai
fund for use by the Department of Law to cover the costs of certain oii and gas litigation.

We hope this information is useful. If you have any questions or would like additional
information, please call.

Attachments
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Art. 1X, § 14

subject of a lease-purchaae agreement between the
Department of Natural Resources and Alaska Court
System did not constitute unrestricted "program re-
ceipts” for deposit in the state treasury and did not
violate this provision. Carr-Gottstein Properties v.
State, 899 P.2d 136 (Alaska 1995).

Quoted in Zerbetz v. Alaska Energy Ctr. 708 P.2d
1270 (Alaska 1985).

Constitution of Alaska

424

Cited in Ault v. Alaska State Mtg. Aas'n, 387 P.2d
698 (.Alaska 1963%; Vest v. Schafer, 757 P.2d 588
(Alaska 1988); Public Employees' Local 71 v. State.
175 P.2d 1062 (Alaska 1989); fiickel v. Cowper, 874
P.2d 922 (Alaska 1994).

Section 14. Legislative Post-Audit. The legislature shall appoint an auditor to
serve at its pleasure. He shall be a certified public accountant. The auditor shall conduct
post-audits as prescribed by law and shall report to the legislature and to the governor.

Section 15. Alaska Permanent Fund. At least twenty-five per cent of all mineral
lease rentals, royalties, royalty sale proceeds, federal mineral revenue sharing payments
and bonuses received by the State shall be placed in a permanent fund, the principal of
which shall be used only for those income-producing investments specifically designated
by law as eligible for permanent fund investments. All income from the permanent fund
shall be deposited in the general fund unless othervrise provided by law.

Cross references. — For provisions governing the
management of the Alaska permanent fund, see AS
37.13; for provisions concerning permanent fund div-
idends. see AS 43.23. _

Effective dates. — This section took effect Febru-
ary 21, 1977 §9th Legislature's SCS CSS5HJP. 39
(Res; am S (1976);.

Legislative history reports. — For repor. on
House Joint Resolution No. 39 fCS SSHJR 39..
SSHJR 39), see 1976 House Journal, p. 683.
~Opinions of attorney general, — Since this sec-
tion specifically authorizes dedications to the Perma-
nent Fund of "at least" 25 percent of certain revenues,
any additional dedication to the fund by statute or by
appropriation is also permissible. November 30. 1982
Op. Aty Gen. o

If the legislature enacts any other distribution
program which is consistent with the intent of the

permanent fund dividend law (AS 43.23%, any appro-
Prlatlon to implement that program will be exempt
rom the appropriation limit of § 16. art. IX. of the
state constitution. 1983 Op. Att'y Gen. No. 01.
The appropriation limit of section 16 of this article
must be interpreted consistently with the permanent
fund amendment contained in this section. Each leg-
islature may reexamine eX|st|n(};_Iaw and enact differ-
ent laws providing for the use ofincome earned by the
Alaska permanent fund. If Bection 16 were inter-
preted so that the exception for permanent fund
dividends apé)lled only to aggropnano_ns to finance
cash dividends under AS 43.23. the legislature would
essentially be denied the flexibility to adjust to chang-
ing philosophies concerning the propriety of making
cash payments directly to residents, which this sec-
bin expresslv reserves to it. 1983 Op. Att'y Gen. No.

NOTES TO DECISIONS

Exp ctauc?/ is not a financial interest. — Ar.
Alaska federal district judge's receipt of a permanent
fund dividend does not give rise to a cause for recusal
hecause it is on!}/ a_possible future receipt of Alaska
Permanent Fund dividends; where the judge’s order
denying recusal neither disclosed nor betrayed even
the ‘slightest hint of personal bias or prejudice and
where the plaintiff's’ arguments substantially over-
simplified the extremely complex matter of how the
profits of the Alaska Fénnauent Fund, out of which
dividends derive, are generated, recusal was not re-
&uwed. Exxon Corp. v. Heinze. 792 F. Supp. 77 (D
laska 1992;. o _
In a suit in federal court seeking injunctive relief
barring state trial judges andIJurors from deciding a
dispute over ro%altles allegedly due from a plaintiff
corporation to_the state for oil drilled on state land,
where the plaintiff contended that its counterclaims

in the_royalty litigation might conceivably affect the
quantity ‘of money in Alaska's Permanent Fund, and
where the United States Dlstrllc.tCourtJudgesforthl_s
District of Alaska received dividends, as do all resi-
dent Alaska judges, recusal of the judge was not
warranted because the expectancy a citizen has in
receiving Permanent F’'md dividends is not a financial
interest but is subject to Ieglslatlve whim. Exxon
Corp. v. Heinze. 792°F. Supp ZSD Alaska 1992).

Quoted in Williams v. Zobel, 619 P.2d 422 gAIaska
1980?(: Alaska Oil Co. v. Alaska, 45 Bankr. 358 (D.
-Alaska 1985); State v. Anthony, 810 P.2d 155 (Alaska
1991;: State, Dep't of Revenue v. Cosio, 858 P.2d 621
(Alaska 1993). o

Stated in Zobel v. Williams, 457 U.S. 55. 102 S. Ct.
2309, 72 L. Ed, 2d 672 (1982{2. .

Cited in United States v. Pleier. 849 F. Supp. 1321
(D. Alaska 1994).

Section 16. Appropriation Limit. Except for appropriations for Alaska permanent
fund dividends, aé)propriations of revenue bond proceeds, appropriations required to pay

the principal an

interest on general obligation bonds, and appropriations of money

received from a non-State source in trust for a specific purpose, including revenues of a
public enterprise or public corporation of the State that issues revenue bonds, appropri-
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ations from the treasury
than the cumulative ch
population and inflation

reserved for capital proj*
limit in bills for appropn
ations for capital projects
by the governor, or passe
legislature over a veto

approved by the voters

projects in excess of the

the voters shall, as pr
maintenance of the capit
made except to meet a st.
governor shall cause any
yield competitive marke

Effective dates. —This ri-
ber 24. 1982 (12:h Legisla:
(1981).;.
~ Opinions of attorney p
imposes an_appropriation fir-
mg limit. The legislature m.
which exceed available rever.
not be paid under those apcr.
enough surplus money avail:.
Op. Att'y Gen. No 01

There is history which sut
tation of the term ‘capita,
section. 1983 Op. Attv Ger.

If the legislature enacts
program which is consister.
permanent fund dividend la-

riatdon to implement that «

rom the appropriation lirn::

AttTy Gen. No. 01. )
If the legislature provide;
may not be expended until

Section 17. Budget
the State treasury th.
permanent fund under
July 1, 1990, as a re;,
administrative proceed:
lease bonuses, rentals. :
payments or bonuses,
property, shall be depos
shall be invested so as
shall be retained in th-
the fund under this s
authorized under (*or

(b) If the amount av
appropriated for the pr
reserve fund. However
may not exceed the
appropriation, to provi
made in the previous c

(c) An appropriation
upon affirmative vote



Alaska Permanent Fund Corporation
P.0. Box 25500 Juneau, Alaska 99802-5500
(907) 465-2047

MEMORANDUM
DATE: January 22, 1996

TO: Byron I. Mallott
Executive Director

FROM: Peter A. Bushre
Chief Financial Officer
and
Jim Kelly
Director of Communications

SUBJECT: Accounting Treatment of
Permanent Fund Income

STEP1

Sec. 37.13.145. Disposition of income, (a) The earnings
reserve account is established as a separate account in the
fund. Income from the fund shall be deposited by the
corporation into the account as soon as it is received. Money in
the account shall be invested in investments authorized under
AS 37.13.120.

STEP 2

Sec. 37.13.140. Income. Net income of the fund includes
income of the earnings reserve account established under AS
37.13.145. Net income of the fund shall be computed annually
as of the last day of the fiscal year in accordance with generally
accepted accounting principles, excluding any unrealized gains
or losses.
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STEPS

Sec. 37.13.145. Disposition of income. ...(continued)...

(d)  Notwithstanding (b) of this section, income earned on
money awarded in or received as a result of State v. Amerada
Hess, et al., 1JTI-77-847 Civ. (Superior Court, First Judicial
District), including settlement, summary judgment, or
adjustment to a royalty-in-kind contract that is tied to the
outcome of this case, or interest earned on the money, or on the
earnings of the money shall be treated in the same manner as
other income of the Alaska permanent fund, except that it is
not available for distribution to the dividend fund, and shall be
annually deposited into the principal of the Alaska permanent

fund.

STEP 4

Sec. 37.13.140. Income. ..(continued)..Income available
for distribution equals 21 percent of the net income of the fund
for the last five fiscal years, including the fiscal year just
ended, but may not exceed net income of the fund for the fiscal
year just ended plus the balance in the earnings reserve
account described in AS 37.13.145.

STEP 5

Sec. 37.13.145. Disposition of income.... (continued)...

(b) At the end of each fiscal year, the corporation shall
transfer to the dividend fund established under AS 43.23.045
50 percent of the income available for distribution under AS

37.13.140.

STEP 6

Sec. 37.13.145. Disposition of income. ...(continued)...

(c) After the transfer under (b) of this section, the
corporation shall transfer from the earnings reserve account to
the principal of the fund an amount sufficient to offset the
effect of inflation on principal of the fund during that fiscal
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year. The corporation shall calculate the amount to transfer to
the principal under this subsection by

(1) computing the average of the monthly United States
Consumer Price Index for all urban consumers for each of the
two previous calendar years;

(2) computing the percentage change between the first and
second calendar year average; and

(3) applying that rate to the value of the principal of the
fund on the last day of the fiscal year just ended.



In 1980, lawmakers authorized the
first new use of Fund income: the
payment of Permanent Fund divi-
dends. However, because this first
version of the dividend program tied
the amount of the dividend to the
length of residency, it was ruled
unconstitutional by the U.S.
Supreme Court and was never
implemented. Nonetheless, since
that year, one-half of Fund income
available for distribution has been
set aside for payment as dividends.

In 1982, the legislature enacted a
plan for the use of all Fund income
which, with minor changes, is still in
place today.

First, a new version of the dividend
program was passed and initiated

with a special $1000 per capita
payment. Second, inflation-proofing
was adopted so that a portion of
Fund income would be added
automatically to principal at the end
of each fiscal year in "an amount
sufficient to offset the effect of
inflation."

Lastly, the 1982 legislature directed
that any income remaining after the
payment of dividends and inflation-
proofing be transferred to an
undistributed income account in the
Permanent Fund. The trustees
subsequently designated this
account a reserve for future inflation
impact and dividend payments.

This undistributed income account
grew during each of the next four

On Inflation-Proofing

The following comments are excerpts Irom the special Permanent Fund
Tenth Anniversarv meeting held in Jum-.ui on February 9-10, 11,87 and
attended by both pa=t and present members ol the Board of Trustees.

First chairman of the Board of Trustees Ulmer Kasnuison: "Inflation is like
i thiefin the night. It steals from iton silenllu and urhodu knmos what i<being
done. IW iocrc urged hi/ even/one nr contacted /a he sure that wc pul hack

enough mono/ for inflation-proofing

strong position on inflation-pivoting."

4s a result of that, the first hoard took a

Former chairman of the Board of Trustees Byron I. Mallott: "The case ha*
keen *trough./ made ter inflation proofing as a iigwH, an‘ polity, and in that
regivd. | hair not «eon anu wavering on the part of the trustees.... There's a
strong concensus among the tin dees that it liiillotioit-piooting) is a keu to meet-
ing the hoard's Udiuiani nut investment responsibilities. "

Former trustee Tom Williams: "One of the things that nun/ he overlooked a
tittle hit in term*ohi'"1otion-pivoling <it* relal'imship with the Tumi’s long-
term goal ofa T'.i "cn'lile of return. All the dift'eic/l as*nmplions one might
make about inflation will not hide the fact that it the Fund's long-term goal is
achieved, the Fund will he producing a 3"» real income that will he available for
distribution.... You must also icaiizc, despite the S 1.26 lullion special legislative
appropriation made in IPSb - if inflation were logo lo IlY'aand nr didn't infla-
tion proof, with a Permanent Fund ofover S3 billion, most of that deposit would
evaporate. It doesn't <how up on am/ ledgers or anything like Hint, hut it's gone
just as surely as if it had been spent.”

years as the Fund experienced a

sustained period of relatively high
earnings with relatively low infla-
tion. By the end of fiscal 1986, this
account amounted to $1,264 billion.

In a showing of fiscal prudence,
rather than use this money to try to
sustain an unrealistic level of
spending, the 1y86 legislature
appropriated the entire balance of
the undistributed income account to
the principal of the Fund, effective
July 1 1986. They also renamed this
account the earnings reserve
account.

As of June 30, 1995, undistributed
income in the earnings reserve
account totaled S1.203 billion.

Glossary

Consumer Price Index. The periodic
tabulation of selected consumer
goods and services indicating price
trends and the rate of inflation.

Fiduciari/. One who holds something
or acts in trust for another

Macroeconomic A broad view of the
economy. Concerned with general
behavior and the economy as a
whole, in contrast to "micro-
economic” which is concerned with
defails and the economic behavior
of individuals and small groups of
individuals,

Prudent. Wise, exercising good
judgment with common sense,
careful.



ATTORNEYS AT LAW

Simpson, Tillinchast, Sorensen S Lorensen
A PROFESSIONAL OORPORATION

LHUE LONCENBACA CNE FAAKA ALAZA 3TE 300 Daniel r inoute
%XN@ME\I JNEA ALASKA 90RO kathrtn 1 nuorz
STRHEM F SORNEN PHOE (607) 8140 L MERLL
JON K TILINCHAST FAX (007) '586*3085
MEMORANDUM

To: Byron 1. Mallott, Executi ctor, APFC

From Ronald W. Lorensen, STS&L

Date: March 10, 1997

Re: HIJR 25 & SJR 18, Proposing amendments to the Alaska

constitution relating to the permanent fund
Our File No.: 846.1

The purpose of this memo is to express a cautionary note
regarding possible issues relating to the tax status of the
permanent fund that may arise if the amendments to Article IX, sec.
15 of the Alaska Constitution proposed by HJR 25 and SJR 18 are
ultimately adopted. Based on the analysis set out 1in certain
studies with which I am familiar, it appears that adoption of the
proposed amendments might weaken the State®"s long-standing position
that the 1income of the fund is not subject to federal taxation.
Unfortunately, because of the sensitive nature of the fund"s tax

status, | am not able to address specific concerns in a public
record such as this memorandum. However, with the permission of
the APFC, 1 could provide information about those studies on a

confidential basis to appropriate legislative committees or staff.

of* 3.



CALLANASSOCIATES-

March 10,1997 michaelj.O'Leary,jr. cfa

executive vice president

Mr. Jim Kelly
Alaska Permanent Fund Corporation
801 W. 10th Street, Suite 302

SAM FRANCISCO P.O. Box 25500

Juneau, AK 998C2-5500

NEVYORX
CtUCACO RE: Proposed Constitutional Amendment
ATUNTA .
Dear Tim:
DENVER

As requested, | want to share several initial thoughts regarding the proposed constitutional
amendment that you forwarded to me (Senate Joint Resolution 18). Obviously, the intent of
the proposal is to limit distributions from the Permanent Fund to dividends (a percent of
average realized income) unless the electorate specifically approved other distributions.
Naturally, any decision regarding the use of Permanent Fund earnings is entirely a decision for
the people of Alaska and their representatives.

Current statute and the proposed amendment both have significant investment related
implications that may influence policy makers in their deliberations. | have attempted to
succinctly outline several significant issues that warrant careful consideration as the legislature
proceeds with its analysis.

1. Stocks will make the earnings stream both higher and more volatile. Investing
a meaningful proportion of the Fund's assets in stocks is critical for attainment of Its
long-term goals. However, the pattern of stock returns is much more volatile than
the pattern of bond returns. The current statutory language and the proposed
constitutional amendment, combined with the growing proportion of equities in the
APFC, result in greater volatility of earnings (and hence, dividends) than may have
been originally perceived.

2. APFC has not yet experienced the downside of equity investment. Fortunately,
the Fund has experienced “good” volatility, not both “good" and “bad™ volatility.
However, there inevitably will be meaningful periods of “bad” (i.e., poor markets)
volatility. For example, in 265 rolling five year periods from 1926 to 1996, a 50/50
stock/bond combination had zero or negative real returns 21 % of the lime (55 periods
of 0% or negative real returns).
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3. Other “endowments” have moved away from distribution policies tied to earnings.
The majority of endowments and foundations link distributions to a percent of market vaiue,
not to a proportion of earnings. They do this to ensure a more consistent and reliable

distribution pattern.

4. New Mexico moves from Income to market value approach. The citizens of New
Mexico passed a constitutional amendment that changed the distribution pattern for that
State's Permanent and Tax Severance funds to a percent of market value approach. In part,
the rationale for the change was a recognition that tying distributions to “realized" earnings
resulted in sub-optimal investment policy. In effect, a dollar of income return was more
valuable than a dollar of unrealized return. This tended to push policy toward higher current
income at the expense of future growth.

5. At AFPC’s direction, Callan is “stress” testing APFC’s current and alternative asset
allocation policies to help the Board and staff understand how earnings may be
affected by a poor market environment In this analysis, we will examine the 1973-1977
market environment and illustrate how APFC's current asset allocation policy would have
performed By looking at this poor market period, policy makers may better understand the
implications of the current statutory and proposed constitutional amendments implications frr
dividend payments and inflation proofing.

I hope that this letter helps you address the questions confronting you.

Sincerely,

Michael J, O’Leary, Jr., CFA
Executive Vice President

MJO:dsh
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STATE OF ALASKA FISCAL NOTE Bill Version: cshjr 25"STA'

1997 LEGISLATIVE SESSION .
(H) Publish Date: 3/17/97

Revision Date: Depf. Affected: Revenue

Title: HJR 25. Proposing amendments to the Constitution to BRU: Alaska Permanent Fund Corporation
guarantee permanent fund dividends, etc. Component:  Alaska Permanent Fund Corporation

Sponsor: Reo. Austerman

Requestor: House State Affairs Committee COMPONENT SERIAL NO. 113

Bxperditures/Revenues: (Thousands of Dollars)

OPERATING EXPENDITURES FY98 FY 99 FYOO FYOI FY 02 FY 03
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPUES

EQUIPMENT

LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEQOUS

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES | )

1002 Federal Receipts

1003 GF Match

1004 GF 0.0 0.0 0.0 0.0 0.0 00
1005 GF/Program Receipts

1037 GF/Mental Health

Other

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY97) cost $ 0.0

FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS:  (Attach a separate page if necessary)

Asnoted above, this fiscal note indicates zero fiscal impact. However, ﬁlease see the two attachments which
raise issues which could Potentially lead to significant fiscal impact on the Permanent Fund and the State of
Alaska. Asnoted in the letter from the Fund's investment consultant, Michael O'Leary of Callan Associates,
"current statute and the proposed amendment both have si%nificant investment-related implications that may
influence policy makers In their deliberations.” The APFC would request the opportunity to conduct the analysis
described in the Callan letter and would be pleased to present the analysis to the legislature at the appropriate
time.

A\ «a\
Prepared hy: Byron | Mallott. Executive Dlrectoil ~ ® Phone: <165-2059
Division: Aloska Permanent Fund £ot*oraftonV 7L Date: March 10. 1997
Approved by Commissioner: ~ Wilson L. Condon B Date: March 10, 1997

Agency: Revenue
PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE

COMMITTELtW Pf

LEG DOCNAME.XLS

;ribution information call the Governor's Legislative Office
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U REPRESENTATIVE ALAN AUSTERMAN Alaska Stale U'uisluiure

N P.O. Dm 2J6S. Kouiak. Alaska 9% 15 (')()") 4Sfi-5*J30 ¢ Scsmoii: Slate Capitol, Juneau. Alaska *J9S0l 4r>5-24s’

SP.ONS.QR STATEMENT-A-CS HJR-25

Within the Constitution of the State of Alaska (Article IX, Section 15), all
income from the Alaska Permanent Fund is deposited into the general fund
and available for appropriation. The Legislature by statute, has created an
earnings reserve account (AS 37.13.145), from which dividends and
inflation-proofing are paid. Funds then remaining in the earnings reserve
account are called undistributed income or (left-over earnings).

Historically, this undistributed income has been deposited back into the
principal of the Permanent Fund by the Legislature. Last year the
Legislature deposited $1.8 billion of undistributed interest earnings back
into the corpus of the Permanent Fund, leaving a balance of about $100
million in the earnings reserve account.

Under current law, the permanent fund dividend and inflation-proofing
could be eliminated by a simple majority vote of the Legislature and
subsequent approval by the Governor.

A constitutional amendment is the only way to guarantee the permanent
fund dividend program continues and provide for inflation-proofing of the
Alaska Permanent Fund itself,

With both the permanent fund dividend and inflation-proofing
permanently protected by the constitution, Alaskans might feel more
comfortable about the Legislature considering other uses for undistributed
income in the earnings reserve account.
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