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A la sk a  P e rm a n e n t  F u n d  C o rp o ra tio n
P.O. Box 25500 Juneau, Alaska 99802-5500 

(907) 465-2047

M E M O R A N D U M

D ATE:

TO:

FRO M :

A pril 30, 1997

R e p re se n ta tiv e  Jo e  G reen  
C h a irm an , H ou se  Ju d ic ia ry  C om m ittee

„  S h MEfynron I. M a l l o t t ^ ^ ^
E xecu tive  D irec to r

S U B JE C T : P e rm a n e n t F u n d  L egal Issues

I  am  h e re w ith  fo rw ard ing  to  you, fo r in fo rm atio n  pu rp oses only, copies of 
tw o le g a l opinions we rece ived  th is  w eek from  our legal counsel, Ron 
L o re n se n  o f S im pson, T illin g h as t, S o ren sen  an d  L orensen . A lthou gh  th e  
is su e s  ra ise d  in th e se  tw o m em o ran d a  re la te  d irec tly  to SB  161, th e y  a re  
is su e s  w h ich  also b ear, in  a  b ro ad  con tex t, on th e  su b jec t d iscussed  e a r lie r  
th is  w eek  in  your com m ittee  re g a rd in g  H JR  25.

I u n d e rs ta n d  th a t  H ouse Ju d ic ia ry  voted to  ta b le  H JR  25. On b e h a lf  of 
m y se lf  an d  th e  A PFC s ta f f  w ho a p p e a re d  before y o u r com m ittee, w e 
a p p re c ia te d  th e  fran k  d iscussio n  a n d  w ould be p leased  to d iscuss an y  
P e rm a n e n t F un d  issu es  w ith  you o r y o u r com m ittee  an y tim e  a t  y o u r 
conv en ien ce in th e  fu tu re .

A tta c h m e n ts



LESLIE LONCENBAUCH 
RONALD V. LOMNSEN 
E, BUDD SIMPSON 
STEPHEN F. SORENSEN 
JON K TTLLINGHAST

ATTORNEYS AT LAV
Simpson, T ilunghast, Sorensen 8 Lorensen

A PROFESSIONAL CORPORATION 
ONB SBAIASKA PLAZA, SUITE 300 

JUNEAU, ALASKA 89501

PHONE (907 ) 588-1400 
FAX (907 ) 080-3066

DANE. K  INOUYE 
KATHRYN L, KURTZ 
L. M2RRQJ. LOWDBN

MEMORANDUM

To: Byron I. Mallott, Executive Dii^jr^APFC

From: Ron Lorensen, STS&L 

Date: April 29, 1997

Re: Liability issues 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 on their behalf. You 
have asked whether and under what circumstances a municipality whose assets were managed by 
tho APFC might be able to assert a claim against tho corporation based on its investment policies or 
decisions.

As very general rules of thumb, liability would not arise where a loss is the result of external 
market forces over which the APFC had no control, The circumstances under which liability might 
arise are those in which the decision or action of the 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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amend SB 161 by adding a provision to AS 37.13.310 that expressly limits the APFC’s liability to 
municipalities whose assets it manages. The following is possible language to accomplish that 
result:

1. Re-designate present subsection (d) as (e).

2. Insert a new subsection (d) to read:

(d) A municipality that directs the corporation to manage its assets under this 
section accepts the investment policies and decisions of the 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 I \b  ' 

Date: April 29,1997 \

Re: SB 161, Relating to management of certain municipal assets by the Alaska Permanent Fund
Corporation

Our File No.: 84-6.1

At your request, I 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 (‘'APFC1') 
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. §80b-l et seq. Under 15 U.S.C. §80b»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 of his official duty" are excluded from coverage of the Act 
unless a specific provision of the Act expressly applies. I 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: Jim Baldwin, Assistant Attorney General

1 I also looked at the related question of whether the APFC might be subject to federal
regulation under the separate Investment Company Act of 1940 (15 U.S.C. §80a-l et seq.). The 
answer is the same: that Act also expressly.excludes States and their agencies and officers, etc.



Alaska P erm an en t F u n d  C orporation
P.O. Box 25500 Juneau, Alaska 99802-5500 

(907) 465-2047

M E M O R A N D U M

DATE: A pril 28, 1997

TO: R ep re sen ta tiv e  Jo e  G reen
C h a irm an , H ouse Ju d ic ia ry  C om m ittee

FROM : J im  K e l l y J ^
D irec to r o f  C om m unications

SU B JE C T : P e rm a n e n t F u n d  In fo rm a tio n

P e r  y o u r req u es t, a tta c h e d  p lease  find  tw o se ts  of an a ly s is  perfo rm ed  for 
th e  A lask a  P e rm a n e n t F u n d  C orpora tion  (APFC) by  o u r in v es tm en t 
c o n su ltan t, M ichael O 'L eary , executive v ice -p resid en t o f C a llan  A ssociates, 
Inc.

T he f irs t a tta c h m e n t, “A PFC  A sse t A llocation S tre s s  T est,” ex am in es th e  
im p ac t on P e rm a n e n t F u n d  to ta l r e tu rn  an d  n e t  incom e — assu m in g  a  
v a r ie ty  o f d iffe ren t a s se t a lloca tio ns -  d u r in g  a  period  o f a n  ex ten ded  b e a r  
m ark e t.

T he second a tta c h m e n t, “A PFC  B oard  W ork sh o p ” p rov ides a  p r im e r on 
end o w m en t m an ag em en t w hich  o u tlin es  th e  in v e s tm e n t policy q u estion s 
faced by  in v es tm en t b o ard s  lik e  th e  A PFC  B oard  o f T ru s tees ; an d  
com pares th e  im p act of d iffe ren t d is tr ib u tio n  policies on F u n d  g ro w th  an d  
spend ing .

I f  you w ould like to  d iscuss a n y  o f th e  fin d in g s  con ta in ed  in  th is  m a te r ia l 
o r need  ad d itio n a l in fo rm ation , p lease  le t  m e know . I  hope th is  is 
responsive.
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M ichael J .  O ’L ea ry , J r . ,  C FA  
Executive Vice President
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E n dow m ent M anag em en t 
A P r im e r

O ur o b jec tive  in  this seg m en t o f  th e  rep o rt is to  ou tline  the investm en t p o licy  questio ns 
con fron ting  o v ersee rs  o f  en d o w m en t asse ts. W e w ill briefly  d escrib e  key  m a n ag e m e n t issues, 
basic  in v es tm en t con cep ts  and  m odern  endow m ent m an ag em en t p rac tice s  an d  trend s.

P u rp o s e

E n d o w m en ts typically  rep re sen t th e  perm an en t funds o f  an ed u ca tio n a l o r o th e r  in s titu tio n . T hey 
are d es ig n ed  to  p ro v id e  rev en u es th a t w ill su p p o rt th e  in s titu tion  fo rev e r. C on cep tua lly , m ost 
w o u ld  a rg u e  th a t  th e  level o f su p p o rt should  be  neu tra l from  a n  in te rgen era tiona l p e rsp ec tiv e . In 
o ther w ords, the  su p p o rt p ro v id ed  cu rren t operations sh o u ld  b e  m a in ta in ed  in  p e rp e tu ity .

Goals

T he g oals im plic it in  an e n d o w m en t's  basic pu rpose  a re  to  p re se rv e  principal and  to  p ro v id e  a  
m eaningful and  stab le  flo w  o f  rev en u e  to  help  fund o p era tio n s . T h ese  tw o  basic  goa ls  inherently  
conflic t. I t  a lso  is ob v ious tha t b o th  p resum e a tta in m en t in infla tion  ad ju sted  te rm s. P rese rv a tio n  
o f  p rincipal is actually  p re se rv a tio n  o f  pu rchasing  p o w e r. M ain ta in ing  a  m ean ingfu l and  stable 
con tribu tion  to  o p era tio n s  d ic ta tes a  rev en u e  stream  tha t g io w s  w ith  in fla tio n .

T he tab le  b elow  illu stra tes the  e ffec t o f  in fla tion  on  p u rch asing  pow er.

In f la tio n T im e  to  H a lf
R a te P u rc h a s in g  P o w e r

2 % 36 Y ears
3 % 24  Y ears
4% 18 Y ears
5%  • 14 Y ears
6% 12 Y ears

M r. D av id  S w en sen , C hief In vestm en t O fficer o f Y ale  U n iversity , illu stra tes th e  co n flic t betw een  
the d u a l e n d o w m en t goals by con trasting  tw o  ex trem e d is tribu tion  (sp ending ) po licies: “ O n one 
hand, if  the  ins titu tion  cou ld  spend  on ly  the real re tu rn s  g en e ra ted  by  th e  p o rtfo lio , asset 
purchasing  p o w e r  cou ld  be  m aintained  perfectly . A ssu m e investm en t re tu rn s  a re  10%  in o n e  year 
and inflation  is 4% . I f  th e  6%  real retu rn  on  endow m ent v a lue  is d istribu ted  to  the  o p era tin g  units 
and the  4%  a ttrib u tab le  to  inflation  is reinvested  in th e  e nd o w m en t fu n d  to  m ain ta in  purchasing  
po w er, all constituen ts  a re  satisfied . In  th e  follow ing year, assum e th a t  inv estm en t re tu rn s  are 
only 2%  and  inflation is 7 % . N o w  the  institu tion  faces a  se rious p ro b lem . C o m p en sa tio n  for 
inflation requ ires a  7%  re inv estm en t in th e  endow m ent, bu t th e  fund on ly  g en e ra ted  a re tu rn  o f

Callan Associates Inc. Page 1



2% . T h e  e n d o w m en t m a n ag e r  c a n n o t g o  to  the  o pera ting  un its and  a sk  fo r  5 %  reb a te s  to  
m ain ta in  th e  p u rch a s in g  p o w e r  o f  a sse ts . T hus, a policy tha t seek s to  m ain ta in  a sse t purchasing  
p o w er w ith o u t e xcep tio n  is n o t feasib le .

T h e  o th e r  pob 'cy  ex trem e, p u rsu in g  the  goal o f  p rov id ing  a com plete ly  stab le  flow  o f  reso u rces  to 
the  o p e ra tin g  b u d g e t co u ld  be  accom p lish ed  by  spending  a fixed a m o u n t th a t  is in c reased  each 
y ea r b y  the a m o u n t o f  infla tion . In  the  sh o rt-te rm , the flo w  o f  re so u rc es  fro m  the  e n d o w m en t to 
th e  o p era tin g  b u d g e t w ill be  p e rfe c tly  stab le  and  q u ite  p red ic tab le . U n d e r  n o rm a l m arket 
cond ition s, su c h  a  po licy  m ig h t n o t be harm ful. In a perio d  o f  su sta ined  dec lines in  endow m ent 
m a rk e t value , h o w e v e r, spend ing  a t  a  level independent o f  the  value o f  a sse ts  co u ld  cau se  a loss 
o f  cap ita l tha t w o u ld  p e rm an e n t’ ia m a g e  the  endow m ent fund.

A  sp end ing  p o licy  m u s t b e  d ev ised  th a t  addresses th e  conflic ting  o b jec tiv es o f  preserv ing  
pu rch asin g  p o w e r  a n d  p ro v id in g  a s tab le  flow  o f  reso u rces  to  the  o p e ra tin g  budget. M ost 
ins titu tions ach ieve  th e  ba lance  by  determ in ing  a  sensible long-term  ta rg e t ra te  o f  spend in g  and 
app ly in g  tha t ra te  to  a  m o v in g  av e rag e  o f  endow m en t m a rk e t va lu es .” 1

Historical Perspective

M anag ing  an  e n d o w m en t p o r tfo lio  p ro v id es  a fiduciary challenge sim ilar to  th a t  o f  m anaging  a 
tru s t in  w h ich  the re  a re  d is tin c t inco m e beneficiaries an d  rem ainderm en . T ak in g  ac tio ns to 
enhance  the  inco m e b en efic ia ry ’s re tu rn  w orks to  the  d isadvan tage  o f  th e  rem ainderm en  a n d  the 
co n v erse , em p hasiz in g  g ro w th  pen a lizes th e  incom e beneficiaries. P r io r  to  1970, m any, i f  not 
m ost, en d o w m en ts  h a d  sp end ing  p o lic ies tha t w ere  linked  to  incom e. M an ag ers  a ttem p ted  to 
balance conflic ting  in te re sts  b y  investing  a p o rtio n  o f  the  fu n d ’s asse ts  fo r  g ro w th  a n d  a po rtion  
fo r  inco m e g en e ra tio n . T he  F o rd  F o u n d a tio n , in  1972, pub lished  a  s tu d y  th a t s tro n g ly  adv ocated  
th e  use  o f  a “ to ta l re tu rn "  inv estm en t app ro ach  and  a m ark e t linked sp en d in g  p o licy . W hile  the 
tim ing o f  the  s tu d y  w a s  u n fo rtu n a te  an d  m any o f  its conclusions c ritic ized , th e  basic  principles 
hav e  ach iev ed  w id e  sp read  a cc ep ta n ce  am o n g  m a jo r endo w m en ts and fo u n d a tio n s.

A 1992 S u rvey  o f  E d u catio n a l E n d o w m en ts con d u c ted  by N A C U B O  fo u n d  th e  follow ing 
spend ing  po licies:

Spending R ule Percentage

S p en d  all C u rren t In co m e  17 .4%
S p en d  a P e rc e n t o f  a M o v in g  A v e ra g e  M arke t V alue  4 8 .4 %
S pen d  a  P e rc e n t o f  P rio r  Y e a r S p e n d in g  5 .7 %
D ete rm in e  S p en d ing  R a te  E ach  Y ear 13 .8%
O th er S pend ing  R u le  1 4 .7%

T o ta l 100 .0%

1 References 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.
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T h e  ex ten siv e  re liance  on  a  spend ing  p o licy  th a t is indep enden t o f  in c o m e  is co n s is ten t w ith  the 
heavy  re liance  tha t p riv a te  educationa l endow m ents and  fo u n d a tio n s h av e  p laced  on  equity  
o rien ted  investm en ts and  a  " to ta l re tu rn 1' inv estm en t ph ilosophy .

It, how ever, shou ld  be  n o te d  tha t pub lic  se c to r  funds, o f  w hich  the re  a re  co m p ara tiv e ly  few , tend 
to  em p loy  spending p o lic ie s  th a t a re  linked  to  incom e (o r  rea lized  re tu rn ) . T h e re  have been 
a ttem p ts  to  sh ift to w ard  m a rk e t linked  app ro ach es but they h av e  n o t  a ch ie v ed  no tab le  success. 
S o m e op ine  th a t a p rim ary  fa c to r  s low ing  accep tance  in  th e  pub lic  a re n a  is  th e  h eavy  h isto ric  
em phasis p laced  on  fixed  inco m e asse ts . M ovem ent aw ay  fro m  a n  in c o m e  b ased  d istribution  
a pp ro ach  m ig h t resu lt in  lo w e r  cu rren t d is trib u tio ns, a  freq u en tly  u n ac ce p ta b le  co n seq u ence .

C allan assisted  the  N ew  M ex ico  S ta te  In v es tm en t B oard  eva lu a te  th e  im p lica tions o f  a  p ro p o sed  
constitu tiona l change th a t w as unsuccessfu l, b u t w hich  m ay p ro v id e  u se fu l in s igh t. R ealized 
re tu rn  fro m  th e  S ta te ’s T ax  S ev e ra n ce  F u n d  is added  to the  S ta te 's  G en era l F u n d . R ea lize d  return  
from  th e  S ta te 's  P e rm a n en t F un d  is u sed  to  su p p o rt edu ca tio n . T h e  p ro p o se d  constitu tiona l 
change  w ou ld  have ch an g ed  spend in g  from  a  rea lized  re tu rn  basis to  a  p e rc e n t o f  m ov ing  average 
m ark e t value  ap p ro ach . S in ce  c u rre n t d istribu tions exceed ed  the  p ro p o se d  m ov ing  average 
p erc en tag e , th e  p ro p o sed  ch an g e  a lso  included a transitional e lem en t th a t  s tip u la ted  tha t each 
y e a r ’s sp e n d b g  had  to , a t a m in im um , be  102%  o f  th e  p r io r  y e a r  level. T h e  c o n seq u e n c e  o f  this 
fea tu re  w as th a t  p erceived  benefits o f  th e  change  (in  term s o f  inflation  p ro te c tio n )  w e re  n o t  likely 
to  be rea lized  fo r  m o re  than  a  d ecad e . T h e  p ro p o sed  chan g e  a lso  inc luded  p ro v is io n s  th a t w ould 
have libera lized  the  c u rren t leg a l lis t investm en t a p p ro ach . S om e o p p o n en ts  fe lt th a t  lim itation  on 
spend ing  w as unnecessarily  inflex ib le, th a t i t  w o u ld  tie  th e  hands o f  fu tu re  s ta te  leg isla tu res and 
adm in istra tio ns . O thers w e re  con cerned  tha t the  102%  o f  p rio r y ea r sp en d in g  ru le  w o u ld  re su lt in 
an invasion o f  p rincipal. S till o th e rs  w ere  c o n cern ed  w ith  th e  b ro ad en in g  o f  perm issible 
investm ents. S u p p o rte rs  o f  th e  change  fe lt th a t the  c u rre n t “realized  re tu rn ’’ d is trib u tio n  policy 
re su lted  in to o  heavy an  em phasis o n  fixed incom e securities. T hey  a lso  a rg u e d  th a t  p re ssu re  to 
increase  c u rren t earn ings inc reased  in  p erio d s o f  low  in te rest ra te s . S o m e  su p p o rte rs  o f  the 
change fe lt th a t ach ievem en t o f  a  s tra teg ic  a sse t a lloca tio n  po licy  th a t  w o u ld  b e  co n s is ten t w ith 
m ain tenance o f  pu rch asing  p o w e r  co u ld  n o t be  accom plished  w ith  th e  c u rre n t sp end ing  approach . 
T hey no ted  th a t in the  19 6 0 ’s  a n d  1 9 7 0 ’s, th e  funds failed  to  k ee p  p a c e  w ith  infla tion  and , in  fact, 
w ere  d istribu ting  co rpu s. T h ey  v iew ed  the 19 8 0 's  and  early  1 9 9 0 ’s a s  an  ex trao rd inary  
investm en t env ironm ent.

In  the final analysis, p ro p o n e n ts  a rg u ed  th a t som eth ing  like  a  5 0 /5 0  a sse t m ix p o licy  w as essential 
fo r a tta inm en t o f  lo n g -te rm  goals and  th a t  such  a po licy  co u ld  b es t be  im plem en ted  and 
m aintained  i f  d is trib u tio n  levels w ere  determ ined  independently  fro m  sh o r t- te rm  earn in gs (i.e ., a  
p e rcen tag e  o f m ark e t v a lu e  re la ted  app ro ach ). O pp onen ts , w hile ag ree in g  w ith  th e  h eav ie r than 
h is to ric  equ ity  targets, a rg u e d  tha t the re  w as n o t n eed  to  chang e  th e  c o n s titu tio n  to  im plem en t the 
strateg ic  asset m ix  target.

E sse n tia l  C o n c lu s io n

R egard less o f  th e  app ro ach  u tilized  to  determ ine d istribu tions, it is o b v io u s  th a t inflation  is the 
prim ary ob stac le  to a ch iev em en t o f  lon g -term  ob jectives. I t  is, th e re fo re , a p p a re n t th a t som e

Callan Associates Inc. Page 3



• iik i  u i u u u i u i i t  I sjkti/  v v i h i i I • w s /

p o rtio n  o f  a v e rag e  c u rre n t earn in g s m u st be re ta in ed  to  p reserv e  pu rchasing  p o w er. F o r  exam ple, 
p re su m e  an  all bond  p o rtfo lio , stead y  inflation o f  4%  and  a c o u p o n  re tu rn  o f  7 % . I f  all earn ings 
w ere  d is tr ib u te d , the fu n d  w ou ld , in effec t, be d is tribu ting  4%  o f  p rincipal each  year. I f  5%  o f 
y ea r-en d  m a rk e t value  w ere d is tribu ted , there  w ould  b e  a  2%  averag e  e ro s io n  o f  pu rchasing  
p o w e r  c o rp u s .

T o  ach iev e  th e  dual lo n g -te rm  goals, the  d istribu tion  p o licy  m ust b e  reaso n ab le  and  consis ten t 
w ith  th e  fu n d ’s  inv estm en t po licy . F o r  exam ple, e ith er an incom e based  d istribu tion  p o licy  o r  a 
m a rk e t v a lu e  linked  spen d ing  p o licy  com bined  w ith  a  risk  averse  sh o rt-te rm  fixed  incom e 
in v estm en t po licy , w ill fail to  p rese rv e  purchasing  p o w e r. A n incom e based  spen d in g  approach  
com b in ed  w ith  an 80%  equ ity  re la ted  investm en t po licy  p robab ly  w ou ld  re su lt in  a com para tively  
low  and  v o la tile  d istribu tion  stream .

A s the  su rv ey  o f  spending  po lic ies n o ted  earlie r d em o n stra tes , com para tively  few  endo w m en ts 
and  fo u n d a tio n s rely  o n  an in c o m e  based  spend in g  approach .

Endow m ent Investm ent Practices

M a jo r en d o w m en ts  and  foun datio ns ten d  to  be com para tively  agg ressiv e  investo rs . T h e  1995 
M oney  M a rk e t D irec to ry  fo u n d  th a t less than  35%  o f  e n d o w m en t an d  fou ndation  a sse ts  w ere  
a lloca ted  to  fixed  investm en ts. Pub lic  pen sio n  funds typically  h ad  40 -45 %  a lloca tion  to 
co m p arab le  inv estm en ts . I t  a lso  should  be  n o te d  th a t the  endo w m en t and  fo u n d atio n  un iv erse  is 
com para tive ly  sm all and  can b e  dom inated  by  th e  inv estm en t p rac tices o f  th e  la rg e r  en tities . T he 
M oney  M ark e t D irec to ry  inc luded  the  fo llow ing:

N u m b e r A ssets

C o rp o ra te  P lans 4 5 ,55 4 S I ,698 billion
U nion 1,520 240  billion
G o v ern m en t 1,1678 1,239 billion
E n d o w m en t 816 116 billion

T o ta l 49 ,057 3 ,293 b illion

M r. S w en scn , o f  Y ale , explains the  com paratively  high equ ity  o rien ta tio n  by  opining: "T he
tension  b e tw een  the  g o a ls  o f  an  endow m en t can  be re laxed  by investing  fo r  h igh  ra tes  o f  re tu rn . 
H ence, in v e s tm e n t w ith  an e q u ity  bias is the  firs t tenet o f  en d o w m en t in v estm en t p h ilo so p h y .”

H e, how ever, a lso  em phasized  th e  im portance  o f  d iv ersifica tio n . F o r  e xam p le , h e  no tes th e  dism al 
p e rfo rm an ce  o f  equ ities in th e  early 1930 's and  exp resses a v iew  th a t  a  heavy  equ ity  policy  
p robab ly  w o u ld  n o t h av e  surv ived . H e ra tiona lizes Y a le 's  v ery  heavy  equ ity  o rien ta tio n  by stating  
that: “D iversification  w ith o u t th e  oppo rtu n ity  costs o f  investing  in fixed incom e can be achieved 
by identify ing  h ig h -re tu rn  a sse t c lasses that a re  n o t h ighly  co rre la ted  w ith  d o m estic  m arketab le  
securities ."
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A ccord ing  to  M r. S w en sen , Y a le ’s A sse t A llocation  and  E x p ec ted  A.fter In fla tion  R e tu rn  T arg e ts  
w ere:

A sse t C lass T a r g e t  W e ig h t

E x p e c te d
A f te r - In f la t io n

R e tu r n

U .S . B o n d s 15.0% 2 .0 %
U .S . S to ck s 2 2 .5 % 6 .0 %
N o n -U .S . S to ck s 12.5% 6 .0 %
P riv a te  E q u ity 2 0 .0 % 14.0%
A b so lu te  R etu rn 2 0 .0 % 7 .0 %
R eal E s ta te 10,0% 6 .0 %

T o ta l 100 .0% 7 .2 %

Y a le 's  sp en d in g  ra te  w as rec en tly  ra ised  fro m  4.5%  to 4 .75% .

Y a le ’s investm en t p o licy , b ased  on  C a lla n ’s experience , is s ig n ificandy  m o re  ag g re ss iv e  th a n  m ost. 
H o w ev er, o th e r  m a jo r  edu ca tio n a l e nd o w m en ts  su ch  as H arvard  and  S tan fo rd  also  em ploy 
com para tive ly  agg ressiv e  stra teg ies .

M ajo r e nd o w m en ts  h av e  been p articu la rly  recep tiv e  to  the  use o f  “p riv a te  e q u ity ” (including 
leveraged  bu y o u t, m anagem en t buy o u t, a n d  v en tu re  cap ita l funds). M any  h av e  been  recep tiv e  to 
no n -trad itiona l in v estm en t s tra teg ics  su ch  as "m erg er” a rb itrage , inv estm en t in d is tressed  
securities, a n d  "m a rk e t n eu tra l"  inv estm en t approaches.

O bviously  A P F C  c an n o t curren tly  p u rsu e  investm ent app roach es u tilized  by  th ese  educationa l 
endow m en ts. C u rren t law  lim its overa ll equ ity  ex p o su re  and  p rec ludes the  ty p es  o f  a rrangem ents 
tha t a re  th e  n o rm  fo r  investing  in  p riv a te  equ ity . S ta tu te  a lso  p recludes th e  use  o f  m any  o f  the 
instrum ents and  techn iques tha t a re  em ployed  in the  ab so lu te  re tu rn  ca teg o ry  (e .g ., sh o rt selling, 
fu tu res, o p tio n s, and  derivativ es).
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C o m p ariso n  o f th e  Im p ac t o f  D is trib u tio n  Policies 
on G ro w th  and  Spending

T he lo n g -te rm  re tu rn s ach ieved  fro m  equity  and  h igh  quality  fixed investm en ts a re  w ell know n  
and d o cu m en ted . In  sum , e q u ity  investm ents have fa r  o u tp aced  fixed investm en ts , a lb e it w ith 
g rea te r v o la tility .

W h a t is less w ell d o cu m en ted  b u t critically  im p o rtan t is th e  im p act o f  a lte rn a tive  d istribu tion  
p o lic ies o n  lo n g  ru n  g row th .

T o  exam ine  th is q uestion , in  con ju n c tio n  w ith  staff, w e dev e loped  tw o  a lte rn a tive  d istribu tion  
ru les. T h ey  w ere:

1. 1/2 o f  averag e  fiv e  y e a r  to ta l re tu rn  is d is trib u ted .
2. 4%  o f  averag e  five  y e a r  m a rk e t v a lue  is d istribu ted .

U sing  Ib b o tso n  A sso c ia tes re tu rn  d a ta , w e then  m odeled  th ree  a ltern ative  inv estm en t policies. 
The p o lic ie s  w ere:

1. 5 0 %  equ ity  (S & P  5 0 0 ) a n d  5 0%  bonds (S alom on B ro th ers  H igh  G rad e  L o n g -T erm  
C o rp o ra te )

2 . A n  agg ressiv e  p o licy  (70%  equ ity ), and
3. A  co n serv a tiv e  p o licy  (30%  equ ity ).

F o r each  o f  the  th ree  inv estm en t po lic ies, w e calcu lated  m a rk e t values and  annual d istribu tions 
(spending). F o r  each , w e  u sed  d a ta  from  1926, fo r the  p as t 40 , 30, 20, and  10 y e a r  p e rio d s . W e 
con sidered  th e  m ultip le  tim efram es to  m inim ize th e  risk  o f  d raw ing  con c lu s io n  th a t had a 
p a rticu la r  tim e  p eriod  bias.

T he d is trib u tio n  ru le  based  o n  1/2 o f  five y ea r average  earn ings is sim ilar to , bu t d iffe ren t from , 
A P F C ’s ac tua l d is tribu tion  p a tte rn . Y o u r d istribu tions a re  based  on  "rea lized "  re tu rn  n o t  total 
re tu rn . T h u s , the  d is tribu tions a sso c ia ted  w ith  o u r  m od e l a re  m ore  v o la tile  than  th o se  th a t you 
have actually  o bserved . H o w e v er, in  a true  econom ic  sense , the  to ta l re tu rn  a pp ro ach  u tilized  is 
very m ean ingfu l.

D ata  lim itations p rec lu d ed  th e  u se  o f  in te rna tional equ ities, real e s ta te  and  b ro a d e r  m easu res o f 
the bon d  m ark e t. Inclusion  o f  th e se  add itional asset ca teg o ries should  d am p en  overall observed  
vo la tility  b u t n o t d isto rt the  con c lu s io n s o f  the ana lysis .

G raphs p o rtray in g  the  resu lts  o f  the  analysis fo r the  5 0 /5 0  po licy  fo llow  this tex t. R esu lts  fo r the 
agg ressive  and  conservative  p o lic ie s  are p resen ted  in the  A ppend ix .
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R ev iew  o f  the o u tp u t d em o n stra tes  th e  fo llo w in g  conc lusions:

1. T h e  policy o f  d is trib u ting  h a lf  o f  average  re tu rn  e ro d es  the  g ro w th  in  a sse ts  re la tive  to the 
m a rk e t value  based  d is trib u tio n  po licy  w hen  re tu rn s  a rc  high . A s sh o u ld  b e  exp ec ted , the 
g rea te r  spending  in  th e se  p e rio d s  d o es n o t a llow  as m u ch  re in v es tm en t to  tak e  advan tage 
o f  su b seq u en t m ark e t re tu rn s .

2 . T h e  seco n d  conclusion  is th a t  the  re tu rn  b ased  d is tribu tion  po licy  leads to  m o re  volatile 
cash  flow s than  th e  m a rk e t v a lu e  po licy .

3 . W hichever po licy  p ro d u c e s  lo w er initial spending  p ro d u c e s  g rea te r  su b se q u en t m arket 
values (g ro w th ). O n  b alance , th e  4%  spending  p o licy  p ro d u ced  lo w e r  sp en d ing  than  the 
h a lf  re tu rn  po licy , and , th e re fo re , fund  g ro w th  w a s  g re a te r  w ith  the  m a rk e t value  spending  
app roach .

S evera l o th e r  po in ts perta in ing  to  th e  h isto ric  analysis a re  n o tew o rth y . R eg a rd le ss  o f  spending 
p o licy , the a sse t g ro w th  an d  lo n g -te rm  spend in g  are  g re a te r  w ith  h ig h e r equ ity  co m m itm en ts . A t 
the 5 0 /5 0  investm en t po licy , th e re  w e re  ex tended  p e rio d s w h ere  th e  h a lf  re tu rn  po licy  p ro d u ced  
h ig her m a rk e t values. H o w ev er, fo r  th e  en tire  p e rio d  a n d  fo r the  40 , 3 0 , 2 0 , a n d  10 y ea r periods, 
the m a rk e t value d is trib u tio n  a p p ro a c h  re su lted  in h ig h e r end ing  m a rk e t v a lu es . M ark e t value 
d ifferences w ere g re a te r  w ith  the  m o re  agg ressive  p o licy  and m ixed w ith th e  m o re  conservative  
investm en t po licy .

Technical N ote: In  o rd er to  d ev e lo p  spend ing  co m p ariso n s in th e  initial five  years fo r  each 
com pariso n , w c  used  averag es o f  increasing  du ra tio n . S pen d in g  in th e  initial y e a r  w as based  on 
th e  firs t y ea r m ark e t value, in  th e  se c o n d  y ear o n  the  av e rag e  o f  the  firs t and  seco n d  y ea r m arket 
values, and  so  forth . In o rd e r  to  m a k e  the com parison  app les-to -ap p les . w c  fo llow ed  th e  same 
p ro ce d u re  fo r  calculating  th e  a v e rag e  returns-. T h ese  assu m ptions hav e  th e  g re a te s t  im p act on 
sh o rte r tim efram es by  in troducing  add itio n a l tim e perio d  b ias.

O th e r  C o n c lu s io n s

W hile  n o t app a ren t from  th e  analysis, w c believe th e  fo llow ing  ad d itio n a l o b se rva tio n s  are 
im portan t:

1. L o ng  ru n  re tu rn s have  been  p o sitiv e , th u s , leng then ing  the p e rio d  u se d  fo r  averaging 
(e .g ., from  5  to  7) tends to  red u c e  the  effective  d is tribu tio n . L o w er d is trib u tio n s  resu lt in 
m o re  rap id  asse t g ro w th . C o nverse ly , sho rten in g  th e  averag ing  p e rio d  w o u ld  resu lt in 
la rg e r d istribu tions, the reb y  re ta rd in g  asse t g row th .

2 . T h e  m agnitude o f  the  im p ac t on  asse t g ro w th  w o u ld  vary  significantly  w ith  th e  investm ent 
po licy  and the tim e p e rio d  co n sid ered .
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A L A S K A  P E R M A N E N T  FU N D  C O R P O R A  H O N  

A S S E T  A L L O C A T IO N  “ S T R E S S  T E S T ”

I n t r o d u c t i o n  a n d  O v e rv ie w

In re c e n t  y e a rs , A P F C ’s e q u i ty  a l lo c a tio n  h as  b ee n  in c re a se d . T h e  in c re a s e  h as  c o n tr ib u te d  
m p o r ta n t ly  to  th e  F u n d ’s g ro w th  b e c a u s e  s to c k s  h a v e  s ig n if ic a n tly  o u tp e r fo rm e d  f ix e d  

in c o m e  in v e s tm e n ts . A t p re s e n t ,  th e  F u n d ’s e q u ity  a llo c a tio n  is e s s e n tia l ly  a t c u r re n t  
s ta tu to ry  l im its .  A s  an  im p o r ta n t  p a r t  o f  th e  B o a rd ’s re g u la r  a sse t a l lo c a tio n  p o lic y  re v ie w , 
C a lla n  h a s  b e e n  a s k e d  to  e x a m in e  h o w  th e  c u r re n t  p o lic y  and  tw o  a l te rn a t iv e  p o lic ie s ,  w ith  
e v e n  g r e a te r  e q u i ty  e x p o s u re , w o u ld  h a v e  fa re d  in a  w e a k  m a rk e t  e n v iro n m e n t.

W e  b e lie v e  th a t th is  is a p a r t ic u la r ly  u se fu l e x e rc is e  s in c e  in v e s to rs , o v e r  th e  p a s t 10-15  
y e a rs , a p e r io d  th a t  c o r re s p o n d s  to  A P F C ’s e n tire  e x p e r ie n c e  in e q u i ty  in v e s t in g , h a v e  
e n jo y e d  e x c e p t io n a l  re tu rn s .

T o  c o m p le te  th e  a s s ig n m e n t , w e  e x a m in e d  tw o  f iv e -y e a r  p e r io d s . T h e  f ir s t, 1 9 7 3 -1 9 7 7 , w a s  
a f iv e -y e a r  p e r io d  w h ic h  in c lu d e s  a  s e v e re  b e a r  m a rk e t  (1 9 7 3  a n d  1974) a n d  a s tro n g  
s u b s e q u e n t  re c o v e ry .

T h e  se c o n d  f iv e -y e a r  sp a n  is th e  m o s t re c e n t f iv e -y e a r  p e r io d  e n d e d  1 2 /3 1 /9 6 . It i l lu s tra te s  
th e  p o te n tia l  r e w a rd s  a s s o c ia te d  w ith  the  c u rre n t  p o lic y  a n d  tw o  a l te rn a t iv e s  w ith  h e a v ie r  
e q u ity  c o m m itm e n ts .

S im u la t io n  P r o c e s s

In o rd e r  to  e v a lu a te  th e  a l te r n a t iv e s ,  w e  h ad  to  m a k e  c e r ta in  im p o r ta n t  s im p lify in g  
a s s u m p tio n s . F ir s t ,  o w in g  to  l im ite d  m a rk e t  in d ex  h is to ry , w e h ad  to  e x c lu d e  in te rn a tio n a l  
b o n d s  fro m  th e  a n a ly s is . S e c o n d , w e  had  to  a p p ro x im a te  th e  in c o m e  a n d  a p p re c ia t io n  
c o m p o n e n ts  o f  re a l e s ta te  in d e x  re tu rn s .

T h e  th re e  p o lic ie s  c o n s id e re d  fo r b o th  tim e  p e r io d s  a re  p re s e n te d  in T a b le  I b e lo w . T h e  
S & P  5 0 0  S to c k  In d ex  w a s  u se d  a s  th e  p ro x y  fo r  d o m e s t ic  e q u i t ie s ,  th e  L e h m a n  
G o v e rn m e n t /C o rp o ra te  B o n d  In d ex  r s  the  p ro x y  fo r th e  b o n d  m a rk e t, th e  M o rg a n  S ta n le y  
C a p ita l  In d ex  - E u ro p e , A u s tra l ia  a n d  F a r E a s t In dex  (E A F E )  as the  p ro x y  fo r  in te rn a tio n a l  
s to c k s , a n d  th e  C a lla n  R ea l E s ta te  In d ex  fo r rea l e s ta te .
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T A B L E  1

A S S E T  M IX  A L T E R N A T IV E S  E V A L U A T E D

Asset M ix Alternatives Evaluated

Asset Class Current Mix Mix A Mix 13

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

100% 100% 100%

D e c is io n  R u le s

A h y p o th e tic a l  p o r tfo l io  w a s  c o n s tru c te d  at the  b e g in n in g  o f  e a c h  p e r io d . E a ch  a sse t 
c a te g o ry  w a s  p re s u m e d  to  a c h ie v e  m a rk e t  re tu rn s . A t th e  e n d  o f  e a c h  c a le n d a r  q u a r te r ,  the  
to ta l  e q u i ty  a l lo c a t io n  (su m  o f  d o m e s t ic  and  in te rn a tio n a l)  w a s  e x a m in e d . If  it e x c e e d e d  a 
l im it , r e b a la n c in g  to  th e  p o lic y  w a s  c o n d u c te d  a t no  c o s t. A t the  e n d  o f  e a c h  c a le n d a r  y ea r , 
th e  p o r tfo l io  w a s  re b a la n c e d  to  th e  p o lic y  ta rg e t. T h e  m a x im u m  e q u ity  c o m m itm e n t  fo r  the  
c u r re n t  p o l ic y  w a s  s e t  a t 5 0 % ; 5 5 %  fo r  M ix  A a n d  6 0 %  fo r M ix  B.

5 1 - 1 .  5

1 9 7 3 -1 9 7 7  R e s u l t s

G ra p h  I b e lo w  d e p ic ts  th e  to ta l  re tu rn  fo r  e ac h  o f  th e  th re e  a l te rn a t iv e  p o lic ie s . A s  o n e  
w o u ld  e x p e c t ,  th e  c u r re n t  p o lic y , o w in g  to  its  lo w e r  e q u i ty  c o m m itm e n t , h ad  th e  b es t re tu rn s  
in th e  tw o  b e a r  m a rk e t  y e a rs  (1 9 7 3  a n d  1974). O v e r  th is  tw o  y e a r  s p a n , th e  c u r re n t  p o lic y  
h ad  a n e g a tiv e  c u m u la tiv e  re tu rn  o f  1 7 .2% . A d o l la r  o f  v a lu e  at th e  b e g in n in g  o f  1973 had  
d e c lin e d  to  8 2 .8  c e n ts  by  th e  e n d  o f  1974. P o lic y  B, to ta l e q u ity  e x p o s u re  o f  5 7 % , d e c lin e d  
2 0 .5 5 %  o v e r  th e  s a m e  sp a n .

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



Calendar Year Total Returns
(1 97 3  - ( Y m

GRAPH 1

. 2 0   --
1971 1974 1975 197(1 1977

C nlcm lnr Vcnr

G raph  2 d e p ic ts  th e  c u m u la tiv e  re tu rn  fo r each  po licy  o v e r  the  full f iv e -y ea r p e rio d . T h e  m ost 
c o n se rv a tiv e  p o licy  a ch ie v ed  the  h ig h e s t c u m u la tiv e  re tu rn . O v e r th is sp a n , $ 1 ,0 0 0  inv ested  in 
the c u rre n t p o licy  w o u ld  h av e  g ro w n  to  $ 1 ,2 1 8 , an a n n u a liz e d  c o m p o u n d  re tu rn  o f  4 .0 2 % . T he 
m o st a g g re ss iv e  p o licy  (M ix  C ) w o u ld  h av e  p ro d u ced  an  e n d in g  va lu e  o f  $ 1 ,1 8 4  foi a co m p o u n d  
annual re tu rn  o f  3 .4 4 % .

G R A P H  2

Cumulative Portfolio Growth 
(1 9 7 3  - 1 97 7 )
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In c o m e  R e t u r n

T h e  c u rre n t m ix  to ta l re tu rn  w as p o s itiv e ly  a ffec ted  by  its g re a te r  in co m e c o m p o n en t. G ra p h  3 
d ep ic ts  the  in c o m e  re tu rn  by  c a le n d a r  y e a r  for each  po licy .

G R A P H  3

Calendar Year Incom e Returns 
(1973 - 1977)

1973 1975 
C n lcm ln r Y f n r

P o r t fo l io  C o m p o s i t io n

D e ta ils  o f  p o r tfo lio  c o m p o s itio n  and  re tu rn  fo r each  p o licy  by c a le n d a r  q u a r te r  a re  p re sen ted  in 
the  A p p e n d ix . T h e  g ra p h s  b e lo w  illu s tra te  the c o m p o s itio n  o f  the  th ree  h y p o th e tica l p o rtfo lio s  
th ro u g h o u t th e  f iv e -y e a r  p e rio d . It is c le a r  tha t each  p o lic y ’s b road  d iv e rs if ic a tio n  and  the 
re b a la n c in g  ru le s  re su lted  in o n ly  m in o r  sh if ts  in p o rtfo lio  c o m p o s itio n  th ro u g h o u t the  p erio d .

G R A P H  4

Asset C lass Weights - Current M ix  
(1973 - 1977)

□ Rcil Ph.-hc
□ rtir.l
■ llillMN.HiiMl.ll P.|.Ml*

□ DxmrMlc Pi|uiijr

Q u a r te r
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□ Rent I-.M.HC
□ D o n ird ir Fiicd
I I  lnlrrnniinii.il fiqniiv
□ DonifMic Hqiiicy

G R A P H  5

Asset Class Weights - Mix A
(1973 -1977)

Q im r lc r

G R A P H  6

Asset Class Weights - M ix B 
(1973 - 1977)

□ Real l:.<inif
□ IV tiif'iU 'Fitril
■ liurm.iiiivi.il I*qnii\ 

Q |>vucilicP .q iiiiy
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1992-1996

A s one sh o u ld  e x p e c t, the  re su lts  fo r  the  1992-196  period  w ere  the m irro r  im ag e  o f  the  1973- 
1977 a n a ly s is . T h e  m o s t a g g re ss iv e  p o licy  p ro d u ced  the  h ig h est re tu rn . G ra p h s  7 and  8 d ep ic t 
th e  c u m u la tiv e  a n d  c a le n d a r  p e rio d  p e rfo rm a n ce  fo r the  th ree  p o lic ie s . P o licy  B p ro d u c e d  a 
c o m p o u n d  a n n u a liz e d  re tu rn  o f  10.4%  w h ile  the  c u rre n t p o licy  re tu rn ed  9 .9 8 % .

G R A P H  7

Cumulative Portfolio Growth 
(1992 -1996)

G R A P H  8

Calendar Year Total Returns 
(1992 - 1996)

Cnlcm lnr Year
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T h e  inco m e re tu rn  p a tte rn  w as as e x p e c te d ; the  m o s t c o n se rv a tiv e  p o licy  had the  h ig h e s t inco m e. 
It is, h o w e v e r, im p o rta n t to  n o te  th a t fo r all th re e  p o lic ie s , the  in co m e  o n ip o n e n t  o f  ov era ll 
re tu rn  w as less  than  h a lf  o f  th e  to ta l re tu rn . In c o n tra s t, d u rin g  the  19 73 -1977  sp an , the  incom e 
c o m p o n e n t o f  re tu rn  w as a c tu a lly  g re a te r  than  the  to ta l re tu rn  (i.e ., losses d e trac te d  fro m  the 
inco m e re tu rn ).

G R A P H  9

C a len d a r Year In com e Returns  
(1992 - 1996)

ft
5
E 5
ze*
S 4>•

73U

CJ C urrent M lt 
V  M lt A
■ m u  n

1992 IW 1994
Cnlcnrfnr Ycnr

1995 1996

' f -  '"'4

^  % j

^  / W  3^)

4  v ^ i r J ^  / ( c

s h x y tx s  ; -v(<

\M rd S* . A-C.

G ra p h s  10-12 illu s tra te  the  a sse t m ix  c o m p o s itio n  th ro u g h o u t the  fiv e -y ea r p e rio d . O w in g  to  the 
s tro n g  e q u ity  m a rk e t, the  m a x im u m  e q u ity  lim ita tio n  fo rced  m o re  freq u en t reb a la n c in g s .

G R A P H  10

Asset Class Weights - Current Mix
(1 99 2  - 1996)

*<n

0" g g g g g s s i i i i i i i i i i i i i i f i fS a S S - » S 5 §  s  a S g 5 a s  g * a * g
Qtmrlcr
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S u m m a r y

T h e  s tre s s  te s t h e lp s  illu s tra te  the  w o rs t rea so n a b le  case  tha t on e  m ig h t e x p e c t fo r each  o f  the 
th ree  p o lic ie s . O n e  m ig h t th in k  th a t the d iffe ren c es  are  c o m p a ra tiv e ly  sm a ll. T h e y  are . 
H o w e v er, the  ra n g e  o f  p o lic ie s  w as n arro w . T h e  m o st a g g re ss iv e  p o licy  o n ly  had  9%  m o re  in 
total e q u ity  than  th e  m o s t c o n se rv a tiv e  (5 7 %  v ersu s  4 8 % ). N o n e th e le ss , d u rin g  a  w eak  m ark e t 
e n v iro n m e n t, the  d if fe re n c e s  in re tu rn  w ere  m ean in g fu l. It a lso  is im p o rta n t to  rec o g n iz e  tha t 
d esp ite  th e  fa c t th a t a  p o s itiv e  to ta l re tu rn  w as ach iev ed  in the  197 3 -1977  p e rio d , the  rea l re tu rn  
w as n eg a tiv e . T h is  is  d ep ic ted  in G ra p h  13.

G R A P H  13 

1973 - 1977 Real Return Comparison

6 
5 

4 

3 

2
c  1 oO 0

•2 
-3 

•4 

•5 

•6

□  Current Policy BM ixA El Mix B

M ich ael J. O ’L e ary , J r ., C F A  
E x e cu tiv e  V ice  P re s id e n t 
C allan  A sso c ia te s  Inc.
M arch  13, 1997
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Total Return (1973  - 1977)

Dale Domestic Etjulty Internntlonnl Equity
Domestic Fixed 

Income Rcnl Fslnlc Inflnlton

3/1973 •4.86% 10.63% -0.44% -0.36% 1.96%
6/1973 •5.79 -1.16 0.30 1.2 1 2.00
9/1973 4.78 -7.03 2.50 2.74 2.34

12/1973 -9.25 -16.32 -0.05 •1.01 2.21

1973 -14.77 -14.93 2.30 2.56 8.78

3/1974 -2.81 1.13 -1.79 1.61 3.32
6/1974 -7.54 -6.03 -3.47 -2 .12 2.71
9/1974 -25.05 -21.24 0.06 -1.03 3.25

12/1974 9.41 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 3.71 3.62 1.53
6/1975 15.31 -0.37 2.83 1.47 1.70
9/1975 -10.92 •8.89 -1.08 •0.17 1.86

12/1975 8.64 13.37 6.44 2.61 1.64
1975 37.15 35.50 12.29 7.70 6.90

3/1976 14.96 2.39 3.90 2.33 0.72
6/1976 2.46 -1.77 1 . 12 1.20 1.60
9/1976 1.89 -3.09 4.33 2.57 1.40

12/1976 3.18 5.20 5.45 3.77 1.04
1976 23.83 2.54 15.59 10.22 4.84

3/1977 -7.44 1.62 -0.80 1.33 2.22

6/1977 3.28 4.51 3.02 2.61 2.01

9/1977 -2.80 5.65 0.82 2.27 1.31
12/1977 -0.13 5.16 -0.04 4.19 1.13
1977 -7.20 17.99 2.99 10.79 6.83

Cumulative
-0.20 1.38 6.50 6.03 7.92

llrjed Return

Callan Associates Inc. March /.?, 1997 Paf>c II)



3/1973
<5/1973
9/1973

12/1973
1973 

3/1974 
C/1974 
9/1974 

12/1974
1974 

3/1975 
C/1975 
9/1975 

'.2/1975
1975 

3/197C 
C/I97C 
9/197C 

12/1976
1976 

3/1977 
C/1977 
9/1977 

12/1977
1977 

Cumulative

Annualized Return

0.07%
0.77
0.78
0.90
3.16
0.8C
0.99
1.17 
1-35 
4.44
1.19 
1.07
1.03 
1.05 
4.41 
0.91 
1.00 
0.98 
1.00 
3.95
1.03
1.19 
1.14 
1.39 
4.84

4.16

mllonnl F/pilly
Domestic Fixed 

Income Real Fslntc

0.50% 1.04 % 1.05 %
0.49 1.07 1-58
0.57 1.71 1.70
0.52 1.72 1.78
2.16 6.91 6.88
0.71 1.70 1.04
0.00 1.83 1.52
0.70 1.97 1.01
0.90 2.04 1.49
3.00 7.82 6.41
1.13 1.98 1.52
0.78 1.90 1 .0.1
0.70 1.95 1.33
0.90 2.03 1-18
3.56 8.16 5.98
0.04 1.94 1.52
0.09 1.92 1.00
0.09 1.9.1 1.24
0.87 1.89 1.09
2.91 7.90 5.57
0.70 1.80 1.44
0.75 1.80 1.42
0.78 1 .8.1 1.04
0.78 1.85 1.98
3.05 7.54 6.64

2.94 7.67 6.30

1.90 % 
2.00 
2.34 
2.21 
8.78 
3-32 
2.71 
3.25 
2.55
12.36 

1.53 
1.70 
1.80
1.04
6.90
0.72 
1.00 
1.40
1.04 
4.84 
2.22 
2.01 
1.31 
1.13 
6.83

7.92

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



Current M ix - Returns, Weights Sc Dates of Rebalancing (73-77)

Asset Class Weights nl End of luieli I'erintl
Portfolio Total Portfolio Income Domestic International Domestic Fixed International Total Equity

Dale Return (%) Return(%) Equity Equity Income Fixed Ineome Real Estate Allocation
36.0% 12 .0% 42.0% 0.0% 10 .0% 4R.0%

3/1973 •0.69 1.16 34-6% 134% 42.1% 0.0% 10.0% 47.9%
6/1973 • 1.90 1.19 33.19c. 13-6% 43.1 % 0.0% 104% 46.6%
9/1973 2.00 1.25 34.0% 12.3% 43.3% 0.0% 104% 46.3%

12/1973 •5.2B 1.30 . 36.0% 12.0% 42.0% 0.0% 10.0% 48.0%
1973 •5.89 4.99 36.0% 12 .0% 42.0% 0.0% 10 .0%

3/1974 -1.47 1.30 35.6% 12.3% 41.9% 0.0% 10.3% 4721%
6/1974 •5.09 1.36 34.6% 12.2% 42.6% 0.0% 10.6% 4621%
9/1974 • 11 -14 1-60 36.0% 12.0% 42.0% ©© 10.0% 48.0%

12/1974 6.15 1.60 37.1% 1 1 .6% 4121% 0.0% 9.6% 4R.7%
1974 •11.99 5.88 36.0% 12 .0% 42.0% 0 0% 10.0%

3/1975 13.96 1.65 36.0% 12.0% 42.0% 0.0% 10.0% 48.0%
6/1975 6.80 1.46 36.0% 12.0% 42.0% 0.0% 10.0% 48.0%
9/1975 •5.47 1.41 36.0% 12.0% 42.0% 0.0% 10.0% 48.0%

12/1975 7.68 1.48 36.3% 12.6% 41.6% 0.0% 9.6% 49.0%
1975 23.90 6.03 36.0% 12 .0% 42.0% 0.0% 10 .0%

3/1976 7.54 1.37 38-6% 114% 40.6% 0.0% 9-6% 49.9%
6/1976 1.31 1.39 38.9% 1 1 .1 % 40.6% 0.0% 9.6% 50.0%
9/1976 2.39 1.36 38.7% 10.6% 41.3% 0.0% 9.5% 49.2%

12/1976 4.38 1.36 38-3% 10.6% 41.7% 0.0% 9.6% 4821%
1976 16.45 5.60 36.0% 12 .0% 42.0% 0.0% 10 .0%

3/1977 -2.69 1.36 34.2% 12.6% 4221% 0.0% 104% 462!%
6/1977 3.25 1.45 34.3% 12.7% 42.7% 0.0% 10.3% 46.9%
9/1977 0.34 1.44 3.3.2% 134% 42.9% 0.0% 10.6% 46-6%

12/1977 1.07 1.67 .3221% 13.9% 424% 0.0% 10.9% 46.7%
1977 1.90 5.94

4.02 5.69 Cumri: tllve Atmmllzcd Helton

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

Callan Associates Inc. March /.?. 1997 / ’age 12



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

Market Totnl Change In Change Due lo Chnngc Due In Total Income Capital
Dntc Vnluc Market Value Income Capital Galn/I-oss Return (7r) Return (%) Gain/IiOKs (7c)

12/1972 1 ,000.00
3/1973 993.05 (6.95) 11.61 ( 18-56) (0.69) 1.16 ( 1 .86)
6/1973 974.14 (18.91) 11.86 (30.77) (1.90) 1.19 (3.10)
9/1973 993.59 19.45 12.15 7.30 2.00 1.25 0.75

12/1973 941.14 (52.44) 12.91 (65.35) (5.28) 1.30 (6.58)

1973 (58.86) 46.99 (105.85) (5.89) 4.99 (10.49)

3/1974 927.34 (13.80) 12.22 (26.03) (1.47) 1.30 (2.77)
6/1974 880.13 (47.21) 12.57 (59.78) (5.09) 1.36 (6.45)
9/1974 780.32 (99.80) 13.19 (113.00) (11.34) 1.50 (12.84)

12/1974 828.30 47.98 12.50 35.48 6.15 1.60 4.55

1974 (112.84) 48.70 (161.54) (11.99) 5.88 (17.11)

3/1975 943.97 115.67 12.81 102.86 13.96 1.55 12.42
6/1975 1,008.19 64.22 13.82 50.39 6.80 1.46 5.34
9/1975 953.06 (55.13) 14.18 (6932) (5.47) 1.41 (6.88)

12/1975 1,026.26 73.20 14.08 59.12 7.68 1.48 6.20

1975 197.95 61.85 136.10 23.90 6.03 17.12

3/1976 1,103.67 77.41 14.09 63.33 7.54 1.37 6.17
6/1976 1,118.16 14.49 15.39 (0.90) 131 1.39 (0.08)
9/1976 1,144.90 26.74 15.17 11.56 2.39 1.36 1.03

12/1976 1,195.10 ' 50.20 15.61 34.60 4.38 1.36 3.02

1976 168.84 66.94 101.91 16.45 5.60 10.42

3/1977 1,162.99 (32.11) 16.20 (4831) (2.69) 1.36 (4.04)

6/1977 1,200.82 37.83 16.82 2 1.0 1 3.25 1.45 1.81
9/1977 1,204.94 4.12 17.32 (13.20) 0.34 1.44 (MO)

12/1977 1,217.84 1290 18.90 (6.00) 1.07 1.57 (0.50)

1977 22.74 72.34 (49.60) 1.90 5.94 (3.86)

Callan Associates Inc. March 13, 1997 Page 13



M ix A - R eturns, W eights & D ates o f  R ebalancing  (73-77)

Asset Clnss Weights ul Entl of Knelt Period
Portfo lio  Total Portfo lio  Income Domestic International Domestic Fixed International

Date R eturn  (% ) Return  (91) Equity Equity Income Fixed Income Real Estate
38.0% 14.0% 37.0% 0.0% 1 1 .0%

.1/197.1 •0.56 1.12 .16.4% 15.6% .17.0% 0.0% 11.0%
6/197.1 •2.04 1.15 .15.0% 15.7% 37.9% 0.0% 11.4%
9/197.1 1.8.1 1.20 .16.0% 14-1% 38.2% 0.0% 11-5%

12/197.1 •5410 1.26 .18.0% 14.0% 37.0% 0.0% 11.0%

1973 -6.57 4.82 38.0% 14.0% 37.0% 0.0% 1 1 .0%
.1/1974 • 1-19 1.26 37.5% 14.4% 36.9% 0.0% 1 1 -1 %
6/1974 •5.21 1-11 36.5% 14.2% 37-5% 0.0% 11.7%
9/1974 • 12.27 1.45 38.0% 14.0% 37.0% 0.0% 11.0%

12/1974 6.12 1.56 .19.2% 1.1.5% 3641% 0.0% I0_S%

1974 -12.99 5.70 38.0% 14.0% 37.0% 0.0% 1 1 .0%
.1/1975 14.91 l.si 38.0% 14.0% 37.0% 0.0% 11.0%
6/1975 6.97 1.42 41.0% 13.0% 35.6% 0.0% 10.4%

9/1975 •6.0.1 1-15 3841% 12.6% 37.4% 0.0% 11.1%
12/1975 7.75 1.44 .19.2% 13-1% .17.0% 0.0% 10.6%

1975 24.45 5.83 38.0% 14.0% 37.0% 0.0% 1 1 .0%
.1/1976 7.72 1-12 40.6% | • \r% 35.7% 0.0% 10.4%

6/1976 1.29 1-15 4141% 35.6% 0.0% 10.4%
9/1976 2.19 1 .1 1 40.9% 12 36.4% 0.0% 10-5%

12/1976 4.11 1-12 40.5% l2->% .1641% 0.0% 10.4%

1976 16.30 5.40 38.0% 14.0% 37.0% 0.0% 1 1 .0%
.1/1977 •2.75 l-il .16.2% 14.6% .17.7% 0.0% 11-5%
6/1977 .1.29 1.41 .16.2% 14.8% 37.6% 0.0% 11.4%

9/1977 0-19 1.40 35.0% 15.6% .1741% 0.0% 11.6%

12/1977 1.2.1 1.54 34-5% 16.2% .17-1% 0.0% 11.9%

1977 2.0S 5.78

3,73 5.51 Cimitlnlivc AinitBilizctl Rclum

Portfolio ntimnwic.dly re Mm red if mini equity exceeds 55%. H r pirl folio is rclxilnvcdmatMly rcennllcss or mini equity 
Ami ml rctimrs nre sltown 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%
5.1.195-
52.895-

50 4195- 
SI. 095- 
50.695- 
50.7%
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M ix A - Dollar Returns, Capital Gains/Losses (73-77)

Market Total Change In Change Due to Change Due to Tolnl Income Capital
Dale Value Market Value Income Capital Galn/I.oss Return (%) Return (%) Cnln/Ix).™ (% )

12/1972 1 ,000.00
.VI973 994..19 (5.61) 11 .2 0 (16.81) (0.56) 1 . 1 2 ( 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 11.73 6.06 1 .8.1 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) 1 ..1 I (6.52)
9/1974 766.11 (107.18) 12.69 (119.87) (12.27) 1.45 (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 12.27 108.92 14.91 1.51 13.40

6/1975 999.33 65.16 13.26 51.90 6.97 1.42 5.56

9/1975 939.04 (60.30) 13.45 (73.75) (6.03) 155 (758)
12/1975 1,011.77 72.74 13.48 59.26 7.75 1.44 6.31

1975 198.78 59 .02 139.76 24.45 5.83 17.86

.1/1976 1,089.87 78.10 13.38 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 4.31 152 3.00

1976 164.95 63 .58 101.37 16.30 5.40 10.48
.1/1977 1,144.36 (32.36) 15.46 (47.83) (2.75) 1.31 (4.06)
6/1977 1,181.95 37.59 16.09 21.51 3.29 1.41 1.88

9/1977 1,186.57 4.62 16.61 (11.99) 0.39 1.40 ( 1 .0 1 )
12/1977 1,201.16 14.59 18.24 (3.66) 1.23 1.54 (051)

1977 24.44 69.47 (45.03) 2.08 5.78 (3.55)
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M ix  B - Returns, Weights &  Dates o f  Rebalancing (73-77)

Asset C lass Weights tit ICtttl o f ICtich I'crim l

P ori folio Tnlnl P orlfn llo  Income D om estic Internnllonnl D om estic Fixed Inlcrnntlnnnl Tnlnl Equity

Dnlc R etu rn  (% ) R eturn  ( 9 ) Eqnl ty Equity Income Fixed Inenme Rcnl Estntc A llucnllnn

41 .0% 16.0% 30.0% 0.0% 13.0% 57.0%

.VI973 •0.47 1.07 39.2 % 17.8% 30.0% 0.0% 13.0% 57.0%

6/1972 -2.22 1.10 37.8% 18.0% 30.8% 0.0% 13.5% 55.7%

9/1972 1.6.8 1.15 38.9% 16.4% .71.0% 0.0% 13.6% 55.4%

12/1972 -6.44 1.21 41.0% 16.0% 30.0% 0.0% 13.0% 57.0%

1973 -7.42 4.61 41 .0% 16.0% 30.0% 0.0% 13.0%
2/1974 -1-70 1.21 40.4% 16.4% 29.9% 0.0% 13.4% 56.8%

6/1974 -5-25 1.26 39.4% 16.3% 30.4% 0.0% 13.8% 55.7%

9/1974 -12.46 1.40 41.0% 16.0% 30.0% 0.0% 13.0% 57.0%

12/1974 6.08 1-21 42.3% 15.5% 29.9% 0.0% 12.4% 57.8%

1974 -14.24 5.48 41 .0% 16.0% 30.0% 0.0% 13.0%
2/1975 16.04 1.46 41.0% 16.0% 30.0% 0.0% 13.0% 57.0%

6/1975 7.26 1-26 44.1% 14.9% 28.8% 0.0% 12.3% 58.9%

9/1975 -6.47 1.28 42.0% 14.5% 30.4% 0.0% 13.1% 56.5%

12/1975 7.86 1-27 42-1% 15.2% 30.0% 0.0% 12.5% 57.5%

1975 25.57 5.59 41.0% 16.0% 30.0% 0.0% 13.0%
2/1976 7.99 1.26 43.6% 15.2% 28.9% 0.0% 12.3% 58.8%

6/1976 1.28 1.29 44.2% 14.7% 28.8% 0.0% 12.3% 58.9%

9/1976 1.94 1.24 44.1% 14.0% 29.5% 0.0% 12.4% 58.1%

12/1976 4.21 1.26 4.7.7% 14.1% 29.8% 0.0% 12-2% 57.8%

1976 16.18 5.14 41 .0% 16.0% 30.0% 0.0% 13.0%

2/1977 -2.86 1.26 39.1% 16.7% 30.6% 0.0% 13.6% 55.8%

6/1977 2-22 1-25 39.1% 16.9% 30.5% 0.0% 13.5% 56.0%

9/1977 0.42 1.26 37.8% 17.8% 30.7% 0.0% 13.7% 55.6%

12/1977 1.43 1-20 37.2% 18.5% 30.2% 0.0% 14.1% 55.7%

1977 2.23 5.59

t.44 5.28 Cniiiiiliillvc Annualized R e lun i

Portfolio m mmniicnlly rch.il.mccd if lolnl equity exceeds 60%. Hie portfolio is reKiI.meed mnimlly rcenrdlcss of lol.il equily 
Annual rclurns are shown in Ihc rows libeled ivilh just lire years.
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M ix 1J - 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 Gnln/I.oss Return ((V) Return (7r) C!nlu/I.o;w(9i>)

12/1972 1 ,00(1.00
.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) 1 .10 (3-13)
9/1973 989.47 16.35 11 .2 2 5.13 1.68 1.15 0.53

12/197.1 925.79 (63.68) 11.98 (75.66) (6.44) 1.2 1 (7.65)

1973 (74.21) 42.67 (116.88) (7.42) 4.61 (11.63)

3/1974 913.76 (12.03) 11.18 (2.1 .2 1 ) (1.30) 1.2 1 (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) 1.40 (14.86)

12/1974 793.95 45.51 i 1.27 .14.24 6.08 1.51 4.58

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 1.46 14.58
6/1975 988.17 66.87 12.55 54.31 7.26 1.36 5.90
9/1975 924.27 (63.90) 12.67 (76.57) (6.47) 1.28 (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 12.53 67.12 7.99 1.26 6.73
6/1976 1,090.34 13.74 13.91 (0.17) 1.28 1.29 (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 1.35 1.96
9/1977 1,167-15 4.87 15.80 (10.92) 0.42 1.36 (0.94)

12/1977 1,184.08 16.72 17.55 (0.83) 1.43 1.50 (0,07)

1977 25.79 66.21 (40.41) 2.23 5.59 (3.23)
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Total Return (1992  - 1996)

Date Domestic F/pilty International Ktjnity
Domestic Fixed 

Income Real Fstntc Intlnlion

.V I992 -2.56 % -11.87% -1.50% 0.26% 0.81%
6/1992 1.98 2 .12 4.05 -0.84 0.80
9/1992 3.11 1-40 4.89 -1.03 0.72

12/1992 5.10 -3.86 0.08 -3.13 0-40
1992 7.69 -12.18 7.59 -4.69 2.86
3/1993 4.26 11.99 4.65 1.00 0.9.1
6/199.1 0.53 10.06 3.00 0.62 0.64
9/199.1 2-57 6.63 3.31 0.37 0.42

12/1993 2.24 0.87 •0.29 -0.27 0.49
1993 9.91 32.57 11.03 1.73 2.50

3/1994 -3.84 3.49 -3.13 1.19 0.77
6/1994 0.40 5.11 •1.24 1.29 0.69
9/1994 4.91 0.10 0.49 1.46 1.0.1

12/1994 -0.01 - 1.02 0.37 2 ..1 I 0.20
1994 1.27 7.78 -3.51 6.39 2.72

.1/1995 9.7.1 1.86 4.98 1.72 1.02
6/1995 9.5.1 0.73 6.49 1-58 0.81
9/1995 7.99 4.17 1.91 1.29 0.47

12/1995 5.95 4.05 4.66 1.05 0.20

1995 37.51 11.21 19.24 5.76 2.52
3/1996 5.47 2.89 -2.34 2.24 1.3.1
6/1996 4.5.1 1.58 0.47 1.85 0.78
9/1996 .1.09 -0.12 1.76 2-11 0.65

12/1996 8-15 1-59 .1.06 2.46 0.52
1996 23.14 6.05 2.90 9.16 3.32

Cunnilnlivc 15.21 8.16 7.18 3.56 2.78Annunlizcd Return
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Income Return (1992  -  1996)

Date Domestic Fjpilly International Frpilly
Domestic Mxed 

rncon>c Rcnl fistntc InDallon

3/1992 0.68% 0.41% 1.90% 1.44% 0.81%
(5/1992 0.85 0.51 1.95 1.42 0.80
9/1992 0.71 0.52 1.89 1.55 0.72

12/1992 0.79 0.46 1.81 1.48 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 1.73 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 1.71 7.04 6.96 2.50

3/1994 0.63 0.35 1.64 1.71 0.77
6/1994 0.75 0.37 1.72 1.75 0.69
9/1994 0.75 0.36 1.78 1.75 1.03

12/1994 0.71 0.37 1.81 1.89 0.20

1994 2.88 1.47 7.13 7.28 2 .y2

3/1995 0.67 0.41 1.84 1.77 1.02

6/1995 0.66 0.42 1.80 1.82 0.81
9/1995 0.64 0.42 1.72 1.88 0.47

12/1995 0.55 0.42 1.71 1.91 0.20

1995 2.54 1 .68 7.26 7.59 2.52

3/1996 0.61 0.40 1.64 1.92 1.33
6/1996 0.61 0.38 1.69 2.08 0.78
9/1996 0.57 0.41 1.72 2.09 0.65

12/1996 0.57 0.40 1.72 1.89 0.52

1996 2.38 1.60 6.94 8.23 3.32

Cumulative
2.73 1.67 7.23 7.21 2.78

Ii7jcd Return
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Current M ix  - Returns, Weights & Dates o f Rebalancing (92-96)

P o r t fo l io  T o ta l  P o r t fo l io  In co o ic  D o m e s tic
D ale R e tu rn  (7 c) R e tu r n ( 7 c ) E q u ity

36.0%
.1/1992 -2 .9 5 1.2.1 36.19V

6 /1 9 9 2 2 .5 9 1-14 35.99V

9 /1 9 9 2 3 .2 9 1.28 35.99V

12/1992 1.15 1.27 37..19V

1992 4.02 5.23 36.0%
.1/1993 5 .0 3 1.20 35.79V

6 /1 9 9 3 2.79 1.22 ,15.09V

9 /1 9 9 3 .1.23 1.14 34.79V

12/1993 0 .7 5 1.15 35.29V

1993 12.28 4.80 36.0%
.VI994 -2 .1 6 1.13 35.49V

6/199 4 0.41 1.21 35.49V

9/1 9 9 4 2 .1 0 1.2.1 3 0 .4  7c

12/1994 0 .2 5 1.23 .16-19V

1994 0.56 4.88 36.0%
3 /1 9 9 5 5 .9 9 1.24 .17-17c

6 /1 9 9 5 6 .4 9 1.22 3 8 -1 7c

9 /199 5 4 .4 3 1.18 36.09V

12/1995 4 .6 9 1.16 36.49V

1995 23.39 4.88 36.0%
3 /199 6 1.56 1.15 .17.49V

6 /1 9 9 6 2.26 1.17 36.09V
9 /1 9 9 6 2.07 1.18 3 6 .4 7 c

12/1996 4 .7 5 1.16 ,17.69V

1996 11.04 4 .7 5

Asset Class Weights til Ktxl of Knelt Period
In te rn a tio n a l  D o m e s tic  F ix e d  In te rn a tio n a l

Equl ty In en n te F ix ed  Incom e R ea l F.slnle

12 .0% 42.0% 0.0% 10 .0%
10.97c 4 2 .6 7 c 0 .07c 10-19V
10.87c 4.1.29V 0 .07c 10.07c
10.77c 4.1.97c 0 .07c 9.69V
1 0.17c 4.1.47c 0 .07c 9.29V

12 .0% 42.0% 0.0% 10.0%
12.89V 41.89V 0.07c 9.67c
1.1.77c 4 1 .9 7 c 0 .07c 9.47c
14.27c 42 .07c 0 .07c 9 .27c
14.29V 4 1.59V 0 .07c 9.17c

12 .0% 42.0% 0.0 % 10 .0%
12.77c 4 1 .6  7c 0 .07c 10-17c
1.1.17c 4 0 .9 7 c 0 .07c 10.47c
1.1.07c 4 0 .3 7 c 0 .07c 10.47c
12.97c 40 ..17r 0 .07c 10.67c

12 .0% 42.0% 0.0% 10.0%
ll„S 7 c 4 1 .6 7 c 0 .07c 9 .67c
10.97c 4 1.69V 0.09V 9 .2 r r
12.09V 42.09V 0.09V 10.09V
1 1.99V 4 2 .0 7 c 0 .07c 9 .77c

12 .0% 42.0% 0.0% 10 .0%
12.27c 4 0 .4 7 c 0 .07c 10.1 9V

12.09V 42.09V 0.09V 10.09V
11.77c 4 1 .9 7 c 0.09V 10.07c
1 1.49V 4 1 .2 7 c 0.07c 9 .8  >V

9.98 4.91 CuiMiliillve Atimitili/ctl lleltint

P o o  fo lio  au tom atically  re ln laneed  if  total equity c t r c c th  .SOT*. II*- p m lfn lin  is rcM a n c cd  annnally rcpard lrss o f  to tal equity 
Animal rc lttm s are slm wn in die row s la M c d  u illt ju st t i e  years.

T n ln l E q u ity  
A llo e n lln n

48.0% 
47.09V 
4 6 .8  7c 
46_S7c 
4 7 .4 7 c

48-5  7c 
48.79V 
4 8 .9 7 c  
49.4^

4 8 .1 7 c  
4 8 .7 7 c  
49.49V 
49.1 f r

48.895*
4 9 .2 7 c
48.09V
48.49V

49.59V
48.09V
48.19V
49.09V
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Current M ix  - Dollar Returns, Capital Gains/Losses (92-96)

Mnrkel Tnlnl Clinnge In Chnngc One to Chnngc Due In Tnlnl Income Cnpllnl
l)nlc Vnluc Mnrkel Vnltie income Cnpllnl Gnln/Tx)s.s Return (7r) Return (7c) Gnln/I.nss (7c)

12/1991 i. nno.no
3/1992 970410 (29.50) 12.34 (41.84) (2.95) 1.23 (4.18)
6/1992 995.60 25.10 13.01 12.09 2.59 1.34 1.25
9/1992 1,028.37 32.77 12.79 19.98 3.29 1.28 2.01

12/1992 1,040.23 11.86 13.07 ( 1 .2 1 ) 1.15 1.27 (0. 12 )

1992 40.23 54.41 (14.17) 4.02 5.23 (1.16)
3/1993 1,092.51 52.28 12.53 39.75 5.03 1.20 3.82
6/1993 1,123.01 30.50 13.32 17.18 2.79 1.22 1.57
9/1993 1,159.28 36.27 12.82 23.45 3.23 1.14 2.09

12/1993 1,168.02 8.75 13.31 (4.56) 0.75 1.15 (0.39)

1993 127.79 56.03 71.76 12.28 4.80 7.23
3/1994 1,142.80 (25.22) 13.18 (38.40) (2.16) 1.13 (3.29)
6/1994 1,147.47 4.66 13.81 (9.15) 0.41 1.2 1 (0.80)

9/1994 1,171.60 24.13 14.06 10.07 2.10 1.23 0.88

12/1994 1,174.55 2.95 14.44 (11.49) 0.25 1.23 (0.98)

1994 6.53 57.34 (50.81) 0.56 4.88 (4.17)
3/1995 1,244.90 70.35 14.58 55.77 5.99 1.24 4.75
6/1995 1,325.66 80.76 15.14 65.62 6.49 1.22 5.27
9/1995 1,384.40 58.74 15.61 43.13 4.43 1.18 3.25

12/1995 1,449.33 64.93 16.03 48.91 4.69 1.16 3.53

1995 274.78 70.72 204.06 23.39 4.88 17.88
3/1996 1,471.90 22.57 16.66 5.91 1.56 1.15 0.41
6/1996 14105.19 33.29 17.16 16.13 2.26 1.17 l.lfl
9/1996 14136.32 31.13 17.83 13.30 2.07 1.18 0.88

12/1996 1,609.31 72.99 17.89 55.09 4.75 1.16 3.59

1996 159.97 76.39 83.58 11.04 4.75 6.08
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M ix  A - Returns, Weights & Dates o f  Rebalancing (92-96)

Asset Class W'cIrIiIs til KikI <if Much I’crlnd
Pnrtfo lloT otn l Portfn lin  Income Domestic International Domestic Fixed Inlernnllnnnl

Dnte Return  (%) R eturn (%) Equity Equity luenme Fixed Inenme Renl Estnle
38.0% 14.0% 37.0% 0.0% 11.0%

.1/1992 -3.16 1.18 .18.2% 12.7% 37.6% 0.0% 11.4%
6/1992 2.46 1.29 38.1% 12.7% 38.2% 0.0% 11.0%
9/1992 3.13 1.23 38.1% 12-5% 38.9% 0.0% 10.6%

12/1992 1.16 1.22 39.5% 11.9% 38.5% 0.0% 10.1%

1992 3.51 5.00 38.0% 14.0% 37.0% 0.0% 11.0%
.1/1993 5.13 1.15 37.7% 14.9% 36.8% 0.0% 10.6%
6/199.1 2.87 1.17 36.8% 16.0% 36.9% 0.0% 10.3%
9/1993 3.26 1.09 .16.6% 16-5% 36.9% 0.0% 10.0%

12/1993 0.83 1.10 37.1% 16.5% 36.5% 0.0% 9.9%

199.1 '2 .60 4.60 38.0% 14.0% 37.0% 0.0% 11.0%
3/1994 -2.00 1.08 37-1% 14.8% .16.6% 0.0% 11.4%
6/1994 0.60 1.16 37.2% 15.4% .15.9% 0.0% 11.4%
9/1994 2.19 1.18 38.2% 15.1% .15-1% 0.0% 11.4%

12/1994 0.2.1 1.18 38.1% 14.9% .15.4% 0.0% 11.6%

1994 0.98 4.68 38.0% 14.0% 37.0% 0.0% 11.0%
.1/1995 5.99 1.19 39.1% 1.1-5% .16.6% 0.0% 10.6%

6/1995 6-19 1.17 40.5% 12.7% .16.7% 0.0% 10.1%

9/1995 4.60 1.13 4131% 12.7% 35.7% 0.0% 9.8%

12/1995 4.77 1.08 42-1% 12.6% .15.7% 0.0% 9.4%

1995 23.58 4.65 38.0% 14.0% 37.0% 0.0% 11.0%
3/1996 1.86 1.11 39.1% 14.1% 35.5% 0.0% 11.0%

6/1996 2-18 1.12 40.2% 14.0% 34.8% 0.0% 11.0%

9/1996 2.09 l . l l 40.6% 1.1.7% 34.7% 0.0% 11.0%
12/1996 4.94 1.09 38.0% 14.0% 37.0% 0.0% 11.0%

1996 11.72 4.51

10.20 4.69 C ttm n litllv c  A tim n ili/.cd lU 'l l tn i

Portfnlin automatically rebalanced if total equity exceeds 55%. 'Il>c ixirtrolin is rehalniKetl annually regardless of total equity 
Annual returns arc shown in tlK rows labeled with just I Ik years.

Tnlnl Equity 
Allocution 

52.0%
51.0 Vo 
50.8* 
50.5% 
;i.4%

52.6%
52.8%
.'.1.1%
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%
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M ix A  - Dollar Returns, Capital Gains/Losses (92-96)

Mnrkel Tnlnl Chnnge In ChnriRC Due lo Chnnge Due lo Tnlnl Income Cnpllnl
Dnlc Vninc Mnrkel Vnlnc Income Cnpllnl Gnin/I.oss Return (*7r) Return (7r) Gnln/T.oss ( 7 r )

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 1.17

9/1992 1,023.22 31.05 12.21 18.84 3.13 1.23 1.90

12/1992 1,035.07 11.85 12.49 (0.64) 1.16 1.22 (0.06)

1992 35.07 51.79 (16.72) 3.51 5.00 (1.44)
3/1993 1,088.15 53.08 11.94 41.14 5.13 1.15 3.97

6/1993 1,119.39 31.24 12.77 18.47 2.87 1.17 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 l.lll (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 1.16 (0.56)

9/1994 1,174.15 25.11 13.51 11.60 2.19 1.18 1.01

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 1.17 5.23

9/1995 1,388.16 61.02 15.02 46.01 4.60 1.13 3 47

12/1995 1,454.37 66.21 15.01 51.21 4.77 1.08 3 69

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 1.11 0.76

6/1996 l„5 16.69 35.21 16.63 18.58 2.38 1.12 1.25

9/1996 1348.40 31-71 16.89 14.82 2.09 l . t l 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 4.51 6.98

Callan Associates Inc. March 13. 1997 Pa,qe 23



M ix P - Returns, Weights Sc Dates o f Rebalancing (92-96)

Asset C-ltiss hcIkIiIs ul cikI of cticli |x?H«id
Porlfo lloT nlnl Portfn lin  Income Domestic International Domestic Fixed International Tnlnl Fqully

Rale R elurn{% ) Return (94) Foully Fqul ly Income Fixed Inrnme Renl F.xlnle Allncnllnn

41.0% 16.0% 30.0 % 0.0% 13.0% 57.0%
2/1992 -2-17 1.10 41-1% 14.6% 20.6% 0.0% 12-9% 55.9%
6/1992 2.25 1.21 41.2% 14.6% 31.1% 0.0% 12.1% 55.8%
9/1992 2.89 1.16 41-1% 14.4% 21.7% 0.0% 12.6% 55.7%

12/1992 1.IR 1.16 42.9% 1.1.7% .11.4% n.o% 12.0% 56.6 %

1992 2.87 4.71 41.0% 16.0% 30.0% 0.0% 13.0%
.VI992 5.19 1.09 40.6% 17.0% 29.8% 0.0% 12-9% 57.7%

6/1993 2.90 1.12 29.7% 18.2% 29.9% 0.0% 12.2% 57.9 %

9/1992 2.26 1.02 29.4% 18.8% 29.9% 0.0% 11.9% 58.2%

12/1992 0.9.1 1.05 29.9% 18.8% 29.5% 0.0% 11.7% 58.7%

1993 12.81 4.36 41.0% 16.0% 30.0% 0.0% 13.0%
2/1994 • 1.80 1.0.1 40.1% 16.9% 29.6% 0.0% 12.4% 57.0%

(i/1994 0.8.1 l . l l 40.0% 17.6% 29.0% 0.0% 12-9% 57.6%

9/1994 2-12 1.12 41.0% 17.2% 28-9% 0.0% 12-1% 58.2%

12/1/94 0.2.1 1.12 40.9% 17.0% 28.5% 0.0% 12.6% 57.9 %

1994 1.55 4.45 41.0% 16.0% 30.0% 0.0% 13.0%
2/1995 6.00 1.12 42.4% 15.4% 29.7% 0.0% 12-9% 57.8%

6/1995 6.28 1.10 42.7% 14.6% 29.8% 0.0% 11.9% 58-1%

9/1995 4.82 1.08 45.1% 14.5% 28.9% 0.0% 11-9% 50.5%

12/1995 4.74 1.02 45.6% 14.4% 28.9% 0.0% 11.1% 60.0%

1995 23.69 4.40 41.0% 16.0% 3t).0% 0.0% 13.0%
2/1996 2.29 1.06 42-1% 16.1% 28.6% 0.0% 12.0% 58.4%

6/1996 2-94 1.07 42.1% 15.9% 28.1% 0.0% 12.9% 59.0%

9/1996 2.10 1.06 42-5% 15.6% 28.0% 0.0% 12 9% 59.1%

12/1996 5.05 1.04 44.9% 15.1% 27.4% 0.0% 12.6% 60.0%

1996 12.52 4.30

10.41) 4.44 CniiniliiHvc oimicillz.cd l t d  urn

Portfolio automatically rclnlanccd if total ccpiily exceeds 60%. Ilie portfolio is rebalanced annually regardless o f  total cqsiily 
Annual returns are slioun in the roos labeled ssilli just the scars.

Callan Associates Inc. March /.?. 1997 Page 21



M ix B - Dollar Returns, Capital Gains/Losses (92-96)

Mnrkct
Dntc Vnluc

12/1991 1 ,000.00
3/1992 966.35
6/1992 988.12
9/1992 1,016.66

12/1992 1,028.69
1992

3/1993 1,082.08
6/1993 1,113.48
9/1993 1,149.81

12/1993 1,160.48
1993

3/1994 1,139.59
6/1994 1,149.03
9/1994 1,175.67

12/1994 1,178.42
1994

3/1995 1,249.18
6/1995 1,327.66
9/1995 1,391.72

12/1995 1,457.64
1995

3/1996 1,491.09
6/1996 1,529.02
9/1996 1,561.20

12/1996 1,640.11
1996

Callan Associates Inc.

Totnl Change In Chnngc Due lo Change Due lo
Mnrkel Vnluc Income Cnpllnl Gnln/Loss

(33.65) 11.00 (44.65)
21.77 11.72 10.05
28.53 1 1.s7 17.06
12.04 11.75 0.29

28.69 48.46 (19.76)
53.39 1 1 .2 1 42.18
31.40 12.09 19.31
36.32 11.46 24.87
10.67 12.08 (1.41)

131.79 50.55 81.24
(20.89) 11.94 (32.83)

9.44 12.61 (3.17)
26.65 12.83 13.81

2.75 13.21 (10.46)
17.94 52.42 (34.47)
70.76 13.25 57.51
78.48 13.80 64.68
64.06 14.28 49.78
65.93 14.25 51.68

279.22 64.12 215.10
33.44 15.41 18.03
37.93 16.00 21.94
32.18 16.24 15.94
78.91 16.18 62.73

182.47 70.46 112.00

March 13. 1997

Tolnl Income Cnpllnl
Return (%) Return (%) Gain/Loss (7 r)

(3.37) 1 .10 (4.46)
2.25 1.2 1 1.04
2.89 1.16 1.73
1.18 1.16 0.03

2.87 4.71 (1.78)
5.19 1.09 4.10
2.90 1 .12 1.78
3.26 1.03 2.23
0.93 1.05 (0. 12 )

12.81 4.36 8.19
(1.80) 1.03 (2.83)
0.83 1 . 1 1 10.28)
2,32 1 .12 1.20
0.23 1 .12 (0.89)
1.55 4.45 (2.81)
6.00 1.12 4.88
6.28 1 .10 5.18
4.82 1.08 3.75
4.74 1.02 3.71

23.69 4.40 18.70
2.29 1.06 1.24
2.54 1.07 1.47
2.10 1.06 1.04
5.05 1.04 4.02

12.52 4.30 7.97

Page 25
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REPRESENTATIVE ALAN AUSTERMAN A laska  .Stale le g is la tu re

A pril 22 , 1997

R epresen ta tive  Joe G reen f
C hairm an , Jud iciary  C om m ittee

R eference: I-IJR25 -  C hanges to  Perm anent Fund 

C hairm an  G reen,

Y ou  had  asked a question  at the com m ittee hearing  yesterday  on 
H JR 25 i f  the 25%  o f  all royalties that is addressed  in Section 2 o f  th is 
reso lu tio n  v/ould have any effect on the 50%  royalty  th a t is covered  in A S 
37 .13 .010 .

A s I tried  to explain  to the  com m ittee, under Section 15 o f  the  A laska 
C onstitu tion , the language is quite clear, “ At least tw enty-five per cent o f  all
m ineral le ase  ” T he “A t least” language gives the legislature the
au tho rity  to p u t a la rger am ount into the Perm anent Fund. T he legislature, 
u nder A S 3 7 .13.010, have increased the am ount to  50%  after certain  dates. 
H JR  25 does not address AS 37.13.010, so has no effect upon the percen tage 
o f  royalty .

T h e  language in HJR25 dealing w ith  percen tages o f  royalties is w hat 
is cu rren tly  in the A laska C onstitu tion and w e are not try ing  to  change th e  
percen tage  language.

I spoke to T am  C ook this m orning and  she agrees w ith m y above 
s ta tem ents. I f  there are still questions in your m ind abou t th is, p lease let m e 
kn ow  and  I w ill get a  w ritten  opinion from  Tam  Cook.

A lan  A usterm an

A khiok ° Karluk • Kodiak • Larsen Day •  Old H arbor • Ouzinkic • Port Lions



ATTORNEYS AT LAW

LESLIE LONCENBAUCH 
RONALD V . LORENSEN 
E. SUDD m o*JON

Simpson , T h un ch a st , Sorensen S Lorensen
A PROFESSIONAL c o r po r a t io n

ONE JEA1A5XA MA2A, SHTE 300 DANIEL R  INOUTE 
KATHRYN L. XEJU2 
L VCERRU, LOTDEN

STEPHEN F. SORENSEN 
JON X. TOJUNCHAST

JUNEAU. ALASKA 99601

PHONE (9 0 7 ) 589*1400  
FAX (0 0 7 ) 5 8 9 -3 0 9 5

MEMORANDUM

Dates March 10, 1997

To:

From

Byron I. Mallott, Execute ctor, APFC

Ronald W. Lorensen, STS&L "

Re: HJR 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 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 income of the fund is not subject to federal taxation. 
Unfortunately, because of the sensitive nature of the fund's tax 
status, I am not able to address specific concerns in a public 
record such as this memorandum. However, with the permission of 
the APFC, I could provide information about those studies on a 
confidential basis to appropriate legislative committees or staff.

K J f t  ^  

5.



March 10, 1997

CALLANASSOCIAXES«

MICHAEL J. O'LEARY. JR , CF\ 
EXECUTIVE VICE PRESIDENT

s a n  r u a  CISCO 

nivyoRx 

CHICACO 

A tlA N TA  

DENVER

M r. Tun K elly
A laska  Perm anent F und  Corporation 
801 W . 10th S treet, Suite 302 
P .O . Box 25500 
Juneau, AK 998C2-5500

R E : P ro p o se d  C o n s titu tio n a l A m en d m en t

Dear Jim:

A s requested, I w an t to share several initial thoughts regarding the proposed constitutional 
am endm ent that you forwarded to m e (Senate Joint Resolution 18). Obviously, the intent of 
the proposal is to  lim it distributions from the Perm anent Fund to dividends (a percent o f 
average realized incom e) unless the electorate specifically approved other distributions. 
Naturally, any decision regarding the use o f Perm anent Fund earnings is entirely a decision for 
the people o f  A laska and their representatives.

C urren t statute and the proposed am endm ent both have significant investment related 
im plications that m ay  influence policy m akers in their deliberations. I  have attem pted to 
succinctly outline several significant issues tha t w arrant careful consideration as the legislature 
proceeds with its analysis.

1. S tocks w ill m a k e  th e  ea rn in g s s tre a m  b o th  h igh er a n d  m o re  vo la tile . Investing 
a  m eaningful proportion of the Fund’s  assets in stocks is critical fo r attainment o f its 
long-term  g o d s . However, the panem  o f stock returns is m uch m ore volatile than 
the partem  o f  bond returns. The current statutory language and the proposed 
constitutional am endm ent, com bined w ith  the growing proportion o f  equities in the 
APFC, resu lt in  greater volatility of earnings (and hence, dividends) than may have 
been originally perceived.

2. A P F C  h a s  n o t  y e t experienced  the d o w n sid e  o f equ ity  in v e s tm e n t Fortunately, 
the Fund has experienced “good" volatility, not both “good” and “ bad” volatility. 
H ow ever, there inevitably will be meaningful periods o f “bad" (i.e., poor m arkets) 
volatility. F o r exam ple, in 265 rolling five year periods from 1926 to 1996, a 50/50 
stock/bond com bination had zero  or negative real returns 21% o f the tim e (55 periods 
o f  0% o r negative  real returns).

550 EAST tfTU AVENUE, DESVEIL COLORADO 80203 TELEPHONE 303.861.1900 FACSIMILE 3O3.S32.8230
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M r. J im  K elly 
P age T w o  
M arch  10. 1997

3. Other “ endow m ents”  have moved aw ay  from d is tr ib u tio n  policies tied to e a r n ing s. 
T h e  majority o f endowm ents and foundations link distributions to a  percent o f  m arket value, 
no t to a  proportion o f  earnings. T hey do this to ensure a more consistent and  reliable 
distribution pattern.

4. N ew  M exico m oves f ro m  Incom e to  m a rk e t  v a lu e  app ro ach . The citizens o f  N ew  
M exico  passed a constitutional am endm ent that charged  the distribution pattern for that 
S la te 's  Perm anent and T ax  Severance funds to  a percent o f market value approach. In part, 
the  rationale for the change w as a  recognition that tying distributions to “realized" earnings 
resu lted  in sub-optimal investm ent policy. In effect, a dollar of income return w as m ore 
valuable than a dollar o f  unrealized return. This tended to push policy tow ard higher current 
incom e ax the expense o f  future growth.

5. A t  A F P C ’s d irec tio n , C a lla n  b  “s tre s s”  te s tin g  A P F C ’s c u rre n t a n d  a lte rn a tiv e  a sse t 
a llo ca tio n  po lities to  help  th e  B o a rd  an d  s ta f f  u n d ers ta n d  how earn in g s  m a y  be  
a ffe c te d  by  a poor m a rk e t  en v iro n m en t. In this analysis, we will exam ine the 1973-1977 
m arket environment and illustrate how  A P FC ’s current asset allocation policy w ould have 
perform ed. By looking a t this poor m arket period, policy makers may better understand the 
im plications o f  the current statutory and proposed constitutional amendments implications for 
d iv idend payments and inflation proofing.

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

Sincerely,

M ichael J. O ’Leary, Jr., CFA 
E xecutive  V ice President
M ichael J.

M JO :dsb

H J R  9 - s ' ** TOTAL PfiGE.ei **



422 423 A l a sk a  P e r m a n e n t  F u n d  o n  C o p jo r a t io v 4 -37.13.020

The transfer shail be

irnd" or ‘unreserved, 
restricted by law to a 
reptea principles of 
z  system established

:he S tate of Alaska, 
f each house of the 
n affirmative vote of 
. ch 5 SLA 1994)

-.i of th e  uncoosctu tionally  
-an o n  sources identified in 
eif reiies prim arily  on the 
.-nph  '3X1): it can no t be 

• ish s  in d  therefore is aJso 
Cowper. 374 ?.2d 922

.J s  to consider ail am ounts 
iaproDnacon’ w ithin  the 

the sta te  constitu tion in 
caym en t joliganon. it is 

Cowper. 374 ?.2d 922

:! The Department of 
rorrion of the budget 
aska) to the Alaska

after consulting with 
jut the balance in the 
Alaska) on January  1 
all state the nominal, 
ne nominal, real, and 
:he previous calendar

Fundi

oration.

C o r p o r a t i o n .

A rtic le  1. A la sk a  P e rm a n e n t F u n d .
S ection  Section

10. Alaska permanent fund 110.
20. Findings 120.
30. Purpose 140.
40. Alaska Permanent Fund Corporation 145.
50. Composition in d  qualifications of board of trust- 150.

ee 3  160.
60. Term of office 170.
70. Removal and vacancies ISO.
30. Quorum and voting 190.
90. Compensation of board meracers 200.

100. Corporation staff 205. Regulations

Comicis of interest
Investment responsibilities if the board 
Income
Disposition of income 
Carpers non budge:
Audits
Reports and publications 
Tai exemption 
Political ictivities 
Pusiic access :o information

Sec. 37.13.010. A laska perm anen t 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 (g), 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.

'b) 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. (§ 5 ch 18 SLA 1980; am § 2 ch 134 SLA 1992)

E ffect o f am en d m en ts . — The 1992 am endment, 
ielective Ju ly  1. 1992,-inserted ‘within three banking 
days after the day the am ount due to the nind reaches 
a: '.east 33,000,0C0 and a t lease1 in suosection ib).

Legislative h is to ry  re p o rts . — For the Free Con­
ference Committee Report oc th. .3. SLA 1969 
fFCCSSB 161). see 1980 House Journal. Joint Supple­
ment No. 7, April 2, I960.

NOTES TO DECISIONS

S ta te d  in State, Dep't of Revenue v. Coaio. 358 R2d 
621 'A laska 1993).

Sec. 37.13.020. F in d in gs. The people of the state, by constitutional amendment, 
have required the placement of at least 25 percent of ad mineral lease rentals, royalties, 
royalty sale proceeds, and federal, mineral revenue sharing payments and bonuses 
received by the state into a permanent fund. The legislature finds with respect to the fund 
that

(1) the fund should provide a means of conserving 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 a x i m u m  use of 
disposable income from the fund for purposes designated by law. (§ 5 ch 18 SLA 1980; am 
§ 3 ch 134 SLA 1992)



428 429 A l a s k a  P e r m a n e n t  Fvnd . o t  C o r p o r a t i o n § 37.13.150

investments to the extent

■nate investment opoortu-

: of this section.
at are not of a quality that
fair vaiue must be secured

■ 4), or (8) — (10) of this

that are rated at ieast JA" 
jndas'/ market; 
unistration loans; 
eed by the federal Depart-

imercial or residential real 
.ncial institution retains at

r m) of this section must 
' deposit being secured. The 
re continued satisfaction of

nearis a Standard & Poor's 
•.ice, Inc., rating of Baa or 
ther variations that occur 

utionally recognized rating 
■52; am § 1 ch 83 SLA 1986; 
am § I ch 56 SLA 1994; sun

n se rte d  '“Che local value held by 
r. investm ent does not exceed 
J  the a t a i  vaiue held by the fund 
exceeds 5150.000.000.' and made 
m ange in  :he .ntroductory lan- 
“33 percent" for "50 percent’ in 
ia a  1 3). ana substitu ted ’S7 per­

i l '  in item (3 (i).
am ent, effective Ju ne 26, 1996, 

tm ent g rade ' for 'A  or be tter’ in 
in d  'gX19), rewrote paragraph 

ig rap h  liXo), and added subsection

to ry  re p o r ta .  — For Senate letter 
to the  1989 am endm ents to this 
LA 1989 (CSHB 69<SA)), see 1989

:LA  1982.]

des income of the earnings 
come of the fund shall be 
a accordance with generally 
ains or losses. Income avail- 
ae fund for the last five fiscal 
ed net income of the fund for 
reserve account described in

AS 37.13.145. (§ 5 ch L8 SLA 1980: am 4 3 ch 31 SLA 1982; am } 1 ch 28 SLA 1986; am 
j 18 ch 134 SLA 1992)

E ffect of a m e n d m e n ts . — The 1992 am enam eot. 
effective July 1. 1992. inserted near :he beginning 
"fund includes income of the earnings reserve account

escaoiisne-a ir.cer Acs 3 
and iuosr.tutea ’fund" 
places.

15 145 ’•"et income j f  i r - '  
for *:orroracson’ in :hr»e

Sec. 37.13.145. D isposition 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.

t.b) 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 during 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.

id) Notwithstanding (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 of the Alaska permanent fund, except that it is not availaoie for distribution to me 
dividend fund, and shall be annually deposited into the pnncipai of the Alaska 
permanent fund. (§ 9 ch 31 SLA 1982; am § 2 ch 28 SLA 1986; am § 19 ch 134 SLA 1992'

C o n d itio n a l re p e a l o f  su b sec tio n  (d). — Coder 
j 23, ch. 134. SLA 1992, subsection id) “is repealed on 
-_he day that the ren so r of statutes certifies to the 
legislature "hat the .Alaska Supreme Court has made 
a anal aeurm anauon tha t, in the absence of .AS 
43.23.045ft). repealed by sec. 29 of this Ac:, or .AS 
37.13.145(a), added by sec. 19 of tnis Act, no judge or 
juror is disqualified from serving as a judge or juror

solely because the judge or juror may qualify to 
receive a permanent fund dividend.'

Cross re fe ren ces . — "or transfer of r e ta in  n- 
come earned by the Alaska perm anent fund pro.- ic 
Juiv J. 1952, to the tin o tstr .bu te i income account. =ee 
j 15. ch. 31. SLA 1982.

Effect o f am en d m en ts . — The 1992 amendment, 
effective Ju iy  1, 1992, rewrote this section.

NOTES TO DECISIONS

S ta te d  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. C orporation  budget. The revenue generated by the fund’s 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 corporation's a n n u a l  operating budget does not lapse at the end of the fiscal year 
but shall be treated as income under AS 37.13.140. (§ 5 ch 18 SLA 1980; am § 10 ch 31 
SLA 1982; am § 20 ch 134 SLA 1992)

E ffect o f a m e n d m en ta . — The 1992 amendment, 
effective July I. 1992, substituted "fund's invest­
ments" for 'corponinon's investm ents.’



Deposits Into the Permanent Fund 
by the Alaska Legislature

O il R oyalties 1978 -1996 $5,711 Billion

In fla tion  Proofing 1983 -1996 $4,624 Billion

A dditional Legislative A ppropria tions:

1981 $900 M illion
1982 $800 M illion
1983 $400 M illion
1984 $300 M illion
1985 $300 M illion
1987 $1,264 Billion
1995/6 $1,842 Billion

A dditional Legislative A ppropria tions Total $5.807 Billion

Total Deposits 1978 -1996 $16,142 Billion*

* D oes no t represent the total am ount in the Fund at this time; does 
n o t include some earnings.

S o u rc e ; J im  K e l ly ,  A la s k a  P e rm an en t F u n d  C o rp o ra t io n

M M /p ck p



PRINCIPAL OF EARNINGS

THE PERMANENT NET INCOME TO RESERVE

FUND GENERAL FUND FOR 
APPROPRIATION OU1UI jii.inuj&ftti

ACCOUNT
(Undistributed

AK CONSTITUTION
easssass&a&p

AK CCNSTTTUTICN
Income)

AS 37.13.145

Art. IX. Sec. 15 Art. IX. Sec 15 (Chanae to Const. 

Basis)

INFLATION 
PRCCFNG DEPOSITS 

AS 37.13.145

(Change lo Const.

NET INCOME FROM 
EAPNINGS RESERVE 

ACCOUNT 
AS 37.13.140

(Chang«PtoCqWEt.
Qastfif

DIV1DB4DS 
AS 37.13.140 
AS 37.13.145 

(Change lo Constitution:
Basis)

INFLATION -PROOFING 
AS 37.13.145

(Change (o ConstiQilcna
Basis)

Senator Green s 
Amendment would 

require voter aocrcvul . 
belore the und istrru ieo1 
income could t-e sr-er:!.
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WHAT HAPPENS TO PERMANENT 
FUND INCOME?
Present Use of Fund Income
Incom e ea rn e d  d u r in g  tho fiscal year 
is c red i ted  d u r in g  the year  to the 
e a rn in g s  reserve  accoun t in the 
P e rm a n e n t  Fund . O n  June 30 o f  each 
year, a p p ro p r ia t io n s  a re  m ade  from 
th a t  accoun t first for d iv id en d s ,  then 
for inf la t ion-proofing .

th e  e a rn in g s  reserve  accoun t to the  
D iv id e n d  Fund  in the G enera l F u n d  
by  leg is la t ive  ap p ro p r ia t io n .

T he  a m o u n t  transferred  for inflation- 
p ro o f in g  is calculated  by m u lt ip ly in g  
the  p e rce n tag e  change  in the  p r io r  
c a le n d a r  y e a r  average  of the  U.S. 
c o n s u m e r  price index  for all u rb an

O n  June 30 o f each year, appropriations are made from the 
earnings reserve account first fo r dividends, then for inflation- 
proofing... i f  there is insufficient net income to fu lly  pay 
dividends or inflation-proofing, any previously-accumulated 
undistributed income in the earnings reserve account would be 
drawn down for those purposes.

T he  d iv id e n d  fo rm u la  is calculated 
to p ro d u c e  a s tab le  flow of d iv i ­
d e n d s  o v e r  time: (1) a d d  together the 
F u n d 's  net incom e for the last five 
years ; (2) m u lt ip ly  that n u m b e r  bv 
21%; a n d  (3) d iv id e  tha t n u m b e r  in 
half. T h a t  a m o u n t  is t ransferred  from

c o n s u m e rs  by the F u n d 's  p rinc ipa l  
b a lan ce  at the end  of the fiscal year. 
T ha t a m o u n t  is au tom atica lly  t r a n s ­
fer red  from  the earn ings  reserve 
a c c o u n t  to the P e rm anen t F u n d 's  
p r inc ipa l  o n  June 30 of each  year  by  
leg is la tive  app ro p ria t ion .

6 * 1  M%
Sp^cjl App'cpr'aiicn

Ejrnmgs ■!eserve Account

If any  incom e rem a in s  after  the 
transfers, it rem ains  in the  earn ings 
reserve accoun t as u n d is tr ib u ted  
income. In fu tu re  years , if the re  is 
insufficient net incom e to fully pay 
d iv id e n d s  o r  inf la t ion-proofing , the 
trustees w o u ld  req u es t  tha t any  pre­
v iously -accum ula ted  und is tr ibu ted  
incom e in the  ea rn in g s  reserve  
accoun t be d r a w n  d o w n  for those 
pu rposes .  T h is  h a p p e n e d  in fiscal 
1QC)0 a n d  1 1. The leg is la tu re  rrav
a p p ro p r ia te  funds  from  the ea r r in g s  
reserve accoun t at a n y  tim e for a:w 
lawful pu rpo se .

The Dividend Program
The d iv id en d  p ro g ra m  is a finely - 
crafted piece of public  policv which 
w as specifically in tended  to create a 
b ro ad  a n d  pow erfu l constituency  to 
pro tec t the Fund, en co u rag e  its 
g row th ,  and  d is tr ibu te  a significant 
po rt ion  of F und  incom e for tlie bene­
fit of the cu rren t  genera tion  of 
A laskans. A n d  it has w orked .

Since every  m an, w o m a n  and  child 
w h o  is an A laska re s iden t is entitled 
to a port ion  of each y e a r 's  earnings, 
there  is s t rong  interest in the Fund 's  
o pera ting  a n d  inves tm en t activities. 
Further, e a rn ings  of th e  Fund  un d er­
g o  special public  sc ru tiny  since any 
ex p e n d i tu re  o f  such ea rn in g s  must 
be subject to the legislative ap p ro p r i­
ation  process.

N o  o th e r  s ta te  in the U.S. has  any ­
th ing  like A laska 's  d iv id en d  p ro ­
g ram . Each Alaska res iden t w ho  
m akes  applica tion  a n d  qualifies, no 
m a tte r  ho w  y o u n g  o r  old, rich or 
poor, gets  a personal sh a re  of the



*  .1 9 9 5  DIVIDEND 
;  CALCULATION. '̂- --- -2s, . r. . .u/.

DislribvkybU Fuird n*i income
for the toil fiv* fircol yeort:

1991 SI 030.478.283 10
1992 1,045.812.U 3 59
1993 1 205,021,811.47
1994 1.094,284,277 87
1995 1,007,804,493.80

J5 383 A01.38003
21XoftotofperAS37.l3.140 X .21

1,130,514,289.81
On* hof  trarederrod to ... _.,.x .X

dividend fund per AS 37.I3.I4S 554S,257,144.90
leu net prior-yeor obligations 1,994.226 82

leu hold-hoimles, ooste • 21,887,100.00
leu Dividend Division aosh 4,418,100.00

Nei ovoitabfo in rfio dhridend fund $537,007,718.0)
Estimated efgiUe cppliecnri 542.269
Per aeprio dividend chodu $990.30

The dividend program is a finely-crafted piece o f 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 o f Fund income fo r the benefit 
o f the current generation o f Alaskans.

re v e n u e  the S ta te  ea rn s  from the 
p ro d u c t io n  o f  S ta te -o w n ed  oil. A nd  
each  A laskan  can  d ec ide  for himself 
o r  herse lf  w h e th e r  to sp en d  it or 
sav e  it.

In its first 13 y e a r s  of operation, the 
d iv id en d  p ro g ram  has  paid out nearly 
55 billion to all th e  citizens of the 
S ta te  th ro u g h  the  an n u a l  d is tr ibu tion  
o f  p e r  cap ita  d iv id e n d  checks. It is 
in te res t ing  to n o te  tha t there  are n o w

nearly  five tim es as m any  A laskans 
receiving d iv id e n d s  as there  were 
w h o  o r ig ina l ly  voted  for the 
P e rm an en t  Fund  in 197ft.

Dollar for dollar, the  d iv id e n d  p ro ­
g ra m  has  been  sh o w n  to p ro d u ce  a 
m o re  posi t ive  macroeconomic 
im p ac t  than  an y  o th e r  type  of gov­
e rn m en t  ex p en d i tu re .  D iv idends  
help  create  th o u sa n d s  of in-sta te jobs 
each y ea r  w ith  great efficiency and 
un p ara l le led  equal trea tm en t for all 
Alaska residents, a n d  d iv id e n d s  add  
s ignificantly  to the annua l  d isposab le  
incom es of A laska 's  families.

The  d iv id e n d  p ro g ram  is a d m in is ­
tered by the D iv idend  Division of 
the D e p a r tm e n t  of Revenue. The 
A laska P e rm an en t  Fund  ea rn s  the 
m o n ey  to be  used  in the d iv id en d  
p ro g ram , a n d  the m o ney  is then 
a p p ro p r ia te d  ann u a l ly  to the 
D e p a r tm e n t  of Revenue. A laskans
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m ust su b m it  an  app lica tion  to the 
D epar tm en t of R evenue  each year in 
o rd e r  to get a d iv id e n d ,  and  the 
checks a re  d is t r ib u ted  by the State 
governm en t .  In 1993, a direct deposit 
op tion  w a s  initiated.

Investing Your 
Permanent 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 i r r n r » i » t r  i f  p n r r n h -

It

By the 
in 1982 
h
dê
mn
of inflation, 
abou t $2ft,0( 
for a health  
college ed ucatio n!

Note: T he U n ivers ity  of A laska offers 
an  in d iv id u a l inv estm en t program  for 
A laskans in te rested  in u s in g  their 
Perm an en t F und  d iv id en d s  to buy col­
lege tu itio n  c red its  a t to d ay 's  cost for 
u°e  in the  fu tu re . P<>r m o re  inform ation 
about th is A dvance C ollege Tuition 
P rogram , / all fVKI 478-0003.

IWBflWWM M  .

3lt w ill still be w orth 
■jin 1993 d o lla rs  -  cno"gh 

ow n  p aym en t on a good



Inflation-Proofing: 
An Important Use of 
Fund Income

Inflation p ro te c t io n  for the 
P e rm an en t  F u n d  is p rov ided  by 
A laska S ta tu te  37.13.145. Popularly 
k n o w n  as  in f la t ion -p roofing , this 
p rov is ion  o f  l a w  w a s  first passed by

F u n d  d u r in g  th.it year. T he  am o u n t  
m a y  com e from cu rren t  yea r  
e a rn in g s  or, if e a rn ings  a re  insuffi­
cient, from the ea rn in g s  reserve  
account.

D e p e n d in g  on the inf la t ion  rate a n d  
the  e a rn in g s  rate of the F und  d u r in g  
a n y  g iven  year, the  pe rce n tag e  of 
incom e required  for inflation*

Depending on the inflation rate and the earnings rate o f  the j 
Fund during  any given year, the percentage o f income required j 
fo r inflation-proofing could be relatively high or low. ;

the  leg is la tu re  in 1982 to assist the 
trustees  in th e ir  efforts  to maintain 
the real v a lu e  o f  the  Fund over the 
long term.

In fla t ion -p roo fing  protects  the Fund 
by requ ir ing  th e  au to m at ic  reinvest­
m e n t  o f  in c o m e  each  year  in an 
a m o u n t  suffic ien t to offset the effect 
of inflation on  the  principal of the

p roof ing  could be rela tively  h igh  o r  
low. For exam ple, in fiscal 1987,
14% of net incom e w as req u ired  to 
in f la t ion-p roof the principal; in fiscal 
1991, 54% of incom e w a s  requ ired .
In fiscal 1995, in f la t ion-p roofing  took 
34% of net income. C u m ula tive ly ,  
in f la t ion-p roofing  has  a d d e d  $4.2 bil­
lion to Fund  principal.

7 >* t Sr 
U e r j  t o  C a l c u l a t e  i r r l . l t  i’ ii F - . ' i ' f  

. I .* t'. .*11 iir*

'n co ire  A.iJtd 10 Prrcwal 
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Past Use of Fund Income

A ccording to the  in s tru c t io n s  from 
the 1976 const i tu t iona l  am en d m en t ,  
.ill Fund incom e w as  to be deposited  
in the Genera l F und  until such time 
as the leg isla ture  a u th o r iz e d  another 
use for it.

CALCULATION FOR 1995

1994 Calendar Yeor Average CPI U 444.0
1993 Calendar Yeor Average CP1U <33.7

Annual Change in the CPI-0 11.3

11.3 *43 2 .7  = 2.61%
Annual Rate oF Inflation

Fitcal Year-End Principal S13.3 Billion
 x Rale oI  Inflation x  2.61%
Fixol 1995 Inflation-Proofing = S348 Million

For the first four years, the  legisla­
ture  d id  not au th o r iz e  anv  other use. 
and  the incom e w e n t  d irec tly  and 
solely to the G enera l Fund . To date, 
a total of $266 m illion of F und  
income has  been t ransfe rred  to vie 
General Fund. This r e p r e s e n t s !  of 
the $12.3 billion of net incom e the 
Fund has p ro d u c e d  since inception.

lM U T IO N ‘P R O O flN $  
J f e P *  EFFECTS

The Fund In 2010
Without
Inflation-Proofing

Assets
$17 Billion 

Annual Income 
$ 1.4 Billion 

Dividends 
$700 Million

With
Inflation-Proofing

Assets
$34 Billion 

Annual Income 
$3.1 Billion 

Dividends 
$ 1.4 Billion



In 1930, la w m a k e rs  au tho rized  the 
first new  u se  of F und  income: the 
p a y m e n t  of P e rm a n e n t  Fund d iv i­
den d s .  H o w e v e r ,  because  this first 
vers ion  of the  d iv id e n d  p rogram  tied 
the a m o u n t  of the  d iv id en d  to the 
len g th  o f  re s idency , it w as  ruled 
u n co n s t i tu t io n a l  by  the U.S.
S u p re m e  C o u r t  a n d  w as  never 
im p le m e n te d .  N onetheless , since 
tha t  year, o n e -h a lf  of Fund income 
ava i lab le  for d is tr ib u t io n  has been 
set a s ide  for p a y m e n t  as d iv idends.

In 1982, the  leg is la tu re  enacted a 
p la n  for the  u se  of all Fund  income 
w hich , w i th  m in o r  ch a rg es ,  is still in 
p lace  today.

First, a n e w  ve rs io n  of the d iv idend  
p ro g ra m  w as  p assed  a n d  initiated

w ith  a sp ec ia l  $1000 p e r  capita  
p a y m e n t .  Second , in f la t ion -p roofing  
w a s  a d o p t e d  so tha t  a p o r t io n  of 
F u n d  in c o m e  w o u ld  be a d d e d  
a u to m a t ic a l ly  to princ ipa l  at the  end  
o f  each  fiscal year  in "an  a m o u n t  
su ffic ien t to  offset the effect of 
in f la t ion ."

Lastly , th e  1982 leg is la tu re  d irec ted  
th a t  a n y  in c o m e  re m a in in g  after the 
p a y m e n t  o f  d iv id e n d s  a n d  inflation- 
p ro o f in g  be  transfe rred  to an  
u n d i s t r ib u t e d  incom e acco u n t  in the 
P e rm a n e n t  Fund. T he  trustees  
s u b s e q u e n t ly  de s ig n a ted  this 
a cco u n t  a reserve  for fu tu re  inflation 
im p ac t  a n d  d iv id e n d  p aym en ts .

T h is  u n d is t r ib u te d  incom e account 
g re w  d u r i n g  each of the next four

years as the Fund  exper ienced  a 
sus ta ined  per iod  of re la tively  h i e '  
earn ings  w ith  relatively low infla­
tion. By the e n d  of fiscal 1986, th:s 
account a m o u n te d  to $1,264 billk

In a sho w in g  of fiscal prudence, 
ra ther than u se  this m o ney  to trv *o 
sustain  an unrea lis tic  level of 
spend ing , the 1986 leg isla ture  
ap p ro p r ia ted  the en t ire  ba lance  of 
the und is tr ib u ted  incom e account to 
the principal of the Fund , effective 
July 1, 1986. They  also ren am ed  tr:s 
account the ea rn in g s  reserve 
account.

As of June 30, 1995, und is tr ibu ted  
income in the ea rn in g s  reserve 
account totaled $1,203 billion.

Glossary

Consumer Price Index. The p e r iod ::  
tabulation o f  selected consu m er  
goods  and services ind ica ting  pr::e 
trends and the  rate of inflation.

Fiduciary. O ne  w h o  ho lds  so m e th trg  
or acts in trust for another.

Macroeconomic. A b ro ad  view o f  t~e 
econom y. C o n cern ed  w ith  genera: 
behav io r  an d  the econom y  as a 
whole, in contrast  to "m icro- 
econom ic" w hich  is concerned  v.:th 
details and  the  econom ic  b e h a v : : r  
of ind iv idua ls  and  small g ro u p s  f 
individuals.

Prudent. Wise, exercising good  
judgm ent w ith  com m on  sense, 
careful.

On Inflation-Proofing
The lo l lo w in g  com m en ts  are excerp ts  Irom  the specia l P e rm an en t  Fund  
Tenth A n n iv e r sa ry  m eeting  held in |unv .m  on  F eb ru a ry  9-10. l l |87 and  
a ‘ten d ed  bv  bo th  past and  present m e m b e rs  ol th e  Board of Trustees.

First c h a i rm a n  of the Board of T rus tees  E lm er R asnuison: "Inflation  /s like 
i th ief in the night. It slents from unit silenlhi ,ind nobody knows wliol i< boni\; 

done. H e  ircrc urged In/ everyone we co n fu ted  In be sine  Unit wc put hick
en,'itgb m oney for inflation-proofing...... 4s .; result o f that, the tirst b a u d  took n
?troog position on inflation-proofing."

F orm er c h a i rm a n  of the Board o t  T rus tees  Byron I. Mallott: "The case tins 
Iren strougin mode y r  iii'hilion-p'ooting ns ,i sigm fi, m> policy, and in Unit 
regard. I have not seen mu wavering on the part ol toe trustees.... There's a 
strong consensu- among the tnr-tees that i t ' inflrdioit-pi noting) is a key lo m eet­
ing the bo a rd ' s  fidw ia iu  nnl investment responsibilities."

F o rm er  tru s te e  Tom  Williams: "One o f the things that may he overlooked a 
little bit in terms of '"lloHon-proofing i< its relationship with the Tund's long­
term goal o f n »*••>•/ > ile o f return. M l 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 l r  producing a ,V\. real income that will be available for 
distribution.... You m ust also realize, despite the FI.26 billion special legislative 
appropriation made in 19S6 -  it inflation were to go In 10% nnd we d idn 't infla­
tion proof. w ith  a Permanent Fund o f over FS billion, most o f that deposit would 
evaporate. It doesn’t show up on any ledgers <>/ anyth ing  like that, hut it's gone 
ju s t as surely as i f  it had been spent."
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Permanent Fund celebrates 20 years of vision and success
February 28, 1997 marked the 

20th anniversary o f 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 bill to 
establish the ‘‘Alaska Resources 
Permanent Fund” and proposed to 
deposit $500 million The bill, 
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 o f 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 o f protecting its 
principal. This meant it would 
follow the “Prudent Investor 
Rule” by wliich investments 
would be o f 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 o f $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 billion, 
exceeding oil revenues to the 
state's treasury. Of this amount:

• S613 million went for dividends
• $53 million was spent on state
programs
• £106 million for inflation-proofing
• S765 million was "leftover."
These "leftover" earnings

accumulate in an Earnings Re­
serve Account. The Legislature 
has appropriated these extra 
earnings--a total o f $5.8 billion- 
back into the Fund.

Fiscal Sotes' goal is to educate Alaska businesses ab/jut the state's budget process—not only bv inomtorwg its budget-related actions, hut 
mom importantly, reporting what they mean. This understmubng M ill enable Chamber members to more effectively help the state achiew 
the Chamber's desired balance between a responsible le\el ofslate spending and appropriate level o f state services



A L A S K A  S T A T E  C H A M B E R  • F I S C A L  N O T E S  • W E E K  O F  M A R C H  3, 1997

Looking forward: a role for the Fund in closing the fiscal gap?
While many dunk President Bush lost re-election 

because of the Y  word (hint: "taxes"), the Alaskan 
political equivalent is "PF." 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 in the PF 
without "a vote 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 don’t 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’s 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.
M akes 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 a crisis, it is a pretty safe guess voters will reject the use 
of PF earnings to pay for "government." (For some 
proponents, l e t  the people vote " is more about sorting the 
stage fo r  further curs m government because they don't 
thinkfiiturc legislators will pass an income rax. I f  they 
take PF earnings o f f  the table, it makes increases in 
current taxes or further cuts more likely In fact, 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 to play political "dodge ball"— "let the people 
vote " on budget a ir s ')
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 Fund
While .Alaskans can be proud the Fund has grown to 

S20 billion, 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

fs long-term earning potential
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 a project o f  the Alaska State Chamber o f  Commerce. Information is compiled and written by Cheryl 
Frasca. It is distributed to organizations who fax  it to members. I f  you get more than one copy or no longer want to receive 
"Frseal S'otes," contact organizations ofwhich you are a member. For other comments or suggestions, contact the Chamber s 
Anchorage office at 278-2722: fa x  278-6643. Please copy and distribute "Fiscal Notes" to others interested.
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TO: Representative Bill Hudson
/

FROM: Deb D a v id so n ^ ^ v " '''^
Legislative .Analyst

RE: A ppropriations of Perm anent Fund Incom e
Research Request 9 -. 192

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

3 e icw  is brief explanation o f  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 o f  the fund’s income. This information was obtained from the annuai reports 
o f 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 o f  the fund from the Alaska Department o f  Revenue, and the Dividend Fund 
was created within the general fund to receive a portion o f the income from the Permanent 
Fund in accordance with legislative appropriations. Money was initially deposited into this 
fund for payment o f the Permanent Fund Dividends, the first o f which were distributed in 
1982.

Two changes were made in FY S3 which affected the way the administrative costs o f  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 o f  the
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Permanent Fund (they are net. however, deducted from the 'net incom e'). Prior to FY S3, 
these costs had been paid out o f  the genera: fund. Seconcly. the statutory provisions 
reauirmg the "inflation-proofing" o f the principal o f  the Permanent Fund from the net 
income o f  the fund went into effect.

In FY 34, the Permanent Fund Dividend Division was created within the Department o f  
Revenue to administer the Permanent Fund Dividend Program. The costs o f  this division  
are paid for by the net income o f 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 o f  receiving Permanent Fund Dividends receive the same level 
o f assistance that would have been received had they maintained their eligibility for federal 
benefits. These costs were paid for out o f  the generai fund from FY 33 through FY So. 
Beginning in FY S6. the costs o f  these "hoid harmless' provisions were paid for out o f  the 
net incom e 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 o f a felony or incarcerated during a part o f  a fiscal year 
would be appropriated to the Violent Crimes Compensation 3card within the Department 
o f  Public Safety rather than being distributed to the individuals. The Governor’s O ffice o f  
M anagement and Budget and the Department o f  Corrections determined that the Vioient 
Crimes Compensation Board wouid not need all the funds withheld for this purpose and 
recomm ended that the balance be used to fund two programs within the Department o f  
Corrections.

As a result o f  ending the payment o f dividends to mcarceracec felons, the courts ruied that 
funding must be provided to the Department o f  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 o f 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 o f  Law to cover the costs o f  certain oii and gas litigation.

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

Representat ive Hudson
May 3, 1994
Page 2

Attachments



D i s T i u m i t i o n  o r  im '.u m a n u n t  i-i j n i> n u t  i n c o m i s
j .y  77 -  | V  93 (in  iliou&unth o f  J o l U u )

(b i t  4ii.t«iijMiiylii£ iiiciiiomiiUiiiii 71. 192 lot c»|il4H«lioii of (In.
......... ...... . .  . .  ........  • - ■

I k jCI\C  A C tU lll l l—- .................................. ------  . . . -----------  -- ' '  “ '

l l n a l

IV i l l ia m li l  

I ’lin d  

N c l

I'c illM IIV Ill

Im iiiiI

Coi|HI| 4liu il

O jK - M l in j

I l l j lC I IK T

tn l l a l l o n -  

1'to o lin g  

{ w c  link: a )

( t c n c l  al 

r 'u tn i D iv n J - iit l i

T t i  J)i« 

( all l e t  Honk

1 1 n il I 'u tn l 0

i  l i i l ’lh  i

3  m i l l  

. S c i v h c i

i i l i in  ( i c n i i x  

P u b lic

I ;iiivJ __

I t c v c n u :

T o t a l  lo  

I )lv ii5 :lld

I'lin tl

I X  j 1 .11 n m .u l 

01

1 >««v ( ) i l i c f  N u t t .  l o O l t i c i

U in J i i t

In te rn e

IXjiu'aibril

(W / J i . i iv u ]

( n i i i t i i L l iv c  

lltl.iM lU Jb ]

Y ln ll 

I Y  77

lin .m ii:

76

I ’Y  74 1.741 1.243

I Y  74 7.447 6.517

I 'Y  40 32.427 264 11.3)3 11.353 11.3)6

l - Y b l 114.44 7 ( i c i i ’l I ' i i iu I 214 2 7.146 27.166 27.466

I 'Y  32 144.114 ( k i l  l Im iiiiI 71.115 71.115 71.115

l-’Y  41 171.175 1.137 2 )1 .142 IIW .5 15 107.675 Im ll ' l  I 'u tn l 107.875

I 'Y  41 524.157 2.6v:5 150.455 171.475 ( m il l l :n n d 3.513 171.435

I' Y  45 457.741 3.777 2)1 .510 214.571 1 i i 'ii’l I'u iiil 2.701 217.274

I 'Y  4(j 1.1)20.422 <  I I H 216.174 247.551 5.525 2.347 505.42.5
. 1 . J  1 □

I Y  47 1 1144.512 •1.424 114,112 374.525 6 561 1.6)1 540.465 527. II  / 527.41 /

I 'Y  44 744,152 5.110 502.441 411.266 4.650 J.'25d 424.576 61.715 .VH.332

I' Y  4 ‘J 443.445 5.644 540,212 4 0 .1 7 4 761 11.764 73/ 3.537 434.475 3.5UJ 6d7 111 I 'b ll lM llt l l l  l*n in l I l K l l M 41.1*/ 6 35.417

I 'Y  !)U 415.454 4.477 455.444 464.451 765 12.217 737 3.1116 43 7.431 3.5U ) lO O C o i i u i i l u lu n  nil d ie  l u i lu i c  u l d ie 

I'c i  i i m i i c i i I lu m l ( l u  U iviik .in l Inn  J )  

1,505 lu  I ' c i i i m i i c i i I lu u td  I:>«.iu5v

(  111. 127 60 16 7 0

I - Y 9 I 1.1) !U. 177 4 .5 4 ) 553.4 1 1 464.162 761 11.705 7-16 •4.11-4 434,434 1.7VJ 1.615 lu  l'c» iiM iu .n i l*u in l I'.u i u k (23.221 531.167

l !V  i»2 1.0 )5.454 11,122 1/6.645 445.714 756 16.511 d03 4.2dd 465.210 5.250 13/ lu  D iw n L n i l  I'd  m i lu  n n jil. iin .  n l  t i t  

4 M  A  72 

1 0 10 lu  IV lU M ii tn l  1’n m l l * ,A i )«

LI 116 615.17/

I Y  '71 l,224 .l))li 14.415 142.150 500.H25 611) 14.252 l.MJd 4.301 3 )1 .840 4.750 6.511 34.6 11 In  j i i ih i  iji.il. I l.d / 0  In 1:■* i u « J  241.211 705 111

.......—  - • .  . - — ----------- -------------------------- . . . .  . a — . . .  -• • -

1 tllal J i l l .  174,247 571.751 

n n l  l in n i 

m l  i m i . m

J ) .  144.444 5227.424 5 4.011.513 )  1 3 Ml 543.4 )5 J 4.531 S 14.V.N3

. .  .

54.186.445

...........

120.750

N U I I : .    In :    H u .  . ....la , m . l  c  I V .    V  ........... - ..........................   U l y d m ............... l - g a m l ............. .............. -  ................. .

1 I.1 I.1 u c i c  |ii*:wnl»:il

■ ■I llac l ‘V B O  .u id  I 'Y  81 U|iimi|MUIiiiiii lm  kiII.iIi.mi u i k  1 1 a n i l . i i  lio n u a | tila l ga i   dm  ,.inn i| ia l ill lln . IV 1 1 1 1 a m .n l I 'iih iI  In a t i u n l m n :  m ilt  lln. IVi.d law

(I.) In  I 486. lln: I i :6. , la l l ,m  rf|.|>,i1UMU:J a ll  ....... . I l i u m *  a . t , i , . . l  i i , lu :  d m  I     ( ) I . J 64. 56S .U»lj In  ih c  | .,im i, . . l o f H it lo u d  and u i . a .m d  .In  n n d n l i . I .u n J  .m u m  In n d  in  d tU u .n .» £j  IU n . i v .  A i n .m l

S tiiiM c; A l .u l . i  I 'c i  in .iiu .n l Im iim ! I ' m |i«u.iimn. j ».m «h m I i u iiiiiiiiiiir .ilio ii .uni .m ih im I •» |m ii u  

I i . jm m  . t l.y  lU . I K l m i i h Ii A y  m y .  M -iy  I 'JV1 (7 1  |'I2)



Art. IX, § 14 C o n st itu t io n  of A la ska 424

subject of a lease-purchaae agreement between the 
D epartm ent of N atural Resources and Alaska Court 
System did not constitu te unrestricted "program re­
ceipts” for deposit in the sta te  treasury and did not 
violate this provision. Carr-Gottstein Properties v. 
S tate , 899 P.2d 136 (Alaska 1995).

Q u o te d  in Zerbetz v. A laska Energy C tr. 708 P.2d

C ited  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. 
775 P.2d 1062 (Alaska 1989); fiickel v. Cowper, 874 
P.2d 922 (Alaska 1994).

1270 (Alaska 1985).

S ectio n  14. L eg isla tiv e  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.

S ec tio n  15. A lask a  P erm anent 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.

C ross re fe re n c e s . — For provisions governing the 
m anagem ent of the A laska perm anent fund, see AS 
37.13; for provisions concerning permanent fund div­
idends. see AS 43.23.

E ffec tiv e  d a te s . — This section took effect Febru­
ary 21, 1977 (9th Legislature's SCS CSS5HJP. 39 
(Res; am S (1976);.

L e g is la tiv e  h is to ry  re p o r ts .  — For repor. on 
House Jo int Resolution No. 39 (CS SSHJR 39,. 
SSHJR 39), see 1976 House Journal, p. 683.

O p in io n s  o f a t to rn e y  g e n e ra l. — Since this sec­
tion specifically authorizes dedications to the Perm a­
nent Fund of "at least" 25 percent of certain revenues, 
any additional dedication to the fund by sta tu te  or by 
appropriation is also permissible. November 30. 1982 
Op. A tt’y Gen.

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

perm anent fund dividend law (AS 43.23), any appro­
priation to implement tha t program will be exempt 
from the appropriation limit of § 16. art. IX. of the 
sta te  constitution. 1983 Op. Att'y Gen. No. 01.

The appropriation limit of section 16 of this article 
m ust be interpreted consistently with the permanent 
fund am endm ent contained in this section. Each leg­
islature may reexamine existing law and enact differ­
en t laws providing for the use of income earned by the 
Alaska perm anent fund. If Bection 16 were inter­
preted so tha t the exception for permanent fund 
dividends applied only to appropriations 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 paym ents directly to residents, which this sec­
tion expresslv reserves to it. 1983 Op. Att'y Gen. No. 01.

NOTES TO D E C ISIO N S

E x p  c ta u c y  is n o t a  f in an c ia l in te re s t. — Ar. 
A laska federal d istrict judge's receipt of a permanent 
fund dividend does not give rise to a cause for recusal 
because it is only a possible future receipt of Alaska 
Perm anent 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’ argum ents substantially over­
simplified the  extremely complex m atter of how the 
profits of the Alaska F ennau en t Fund, out of which 
dividends derive, are generated, recusal was not re­
quired. Exxon Corp. v. Heinze. 792 F. Supp. 77 (D 
Alaska 1992;.

In a su it in federal court seeking injunctive relief 
barring sta te  trial judges and jurors from deciding a 
dispute over royalties allegedly due from a plaintiff 
corporation to the sta te  for oil drilled on state land, 
where the plaintiff contended th a t its counterclaims

in the royalty litigation might conceivably affect the 
quantity  of money in Alaska's Perm anent Fund, and 
where th e  United S tates District Court Judges for this 
D istrict of Alaska received dividends, as do all resi­
dent A laska judges, recusal of the judge was not 
w arranted  because the expectancy a citizen has in 
receiving Perm anent F’md dividends is not a financial 
in terest but is subject to legislative whim. Exxon 
Corp. v. Heinze. 792 F. Supp 72 (D Alaska 1992).

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

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

C ited  in United States v. Pleier. 849 F. Supp. 1321 
(D. A laska 1994).

S ectio n  16. A ppropriation  Lim it. Except for appropriations for Alaska permanent 
fund dividends, appropriations of revenue bond proceeds, appropriations required to pay 
the principal and 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-

425

.-j-:.

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

-V

E ffec tiv e  d a te s . — This F i­
ber 24. 1982 (12:h Legisla: 
(1981).;

O p in io n s  o f a tto rn ey  p>. 
imposes an appropriation fir­
ing limit. The legislature nr. 
which exceed available rever. 
not be paid under those apcr. 
enough surplus money avail:. 
Op. Att'y Gen. No 01 

There is history which su t 
tation of the term ‘capita, 
section. 1983 Op. Att’v Ger.

If the legislature enacts 
program which is consister. 
perm anent fund dividend la- 
priatdon to implement that • 
from the appropriation lirn:: 
Att’y Gen. No. 01.

If the legislature provide; 
may not be expended until

S ection  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 Cb * 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



A la s k a  P e rm a n e n t  F u n d  C o r p o r a t i o n
P.O. Box 2 5 5 0 0  J u n e a u ,  A la s k a  99802-5500 

(907) 465 -2047

M E M O R A N D U M

DATE: J a n u a ry  22, 1996

TO: B yron I. M allo tt
Executive D irector

FROM: P e te r  A. B ushre
C h ie f F inancial Officer 
and
Jim  Kelly
D irector o f  C om m unications

SU B JE C T : A c c o u n t in g  T r e a tm e n t  o f
P e r m a n e n t  F u n d  In c o m e

STEP1

Sec. 37.13.145. D isp o s itio n  o f in co m e , (a) The earnings 
reserve account is established as a separa te  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 investm ents authorized under 
AS 37.13.120.

STEP 2

Sec. 37.13.140. In co m e . Net income of the fund includes 
income of the earnings reserve account established under AS 
37.13.145. N et 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

S e c . 3 7 .1 3 .1 4 5 . D is p o s it io n  o f  in c o m e . ...(continued)...
(d) N o tw ith stan d in g  (b) of th is section , income earned on 

m oney aw arded in or received as a resu lt o f State v. A m erada  
H ess, et al., 1JTI-77-847 Civ. (Superior Court, First Judicial 
D istrict), including settlem ent, sum m ary judgm ent, or 
adjustm ent to a royalty-in-kind contract that is tied to the  
outcome o f th is case, or interest earned on the money, or on the 
earnings o f the m oney sh a ll be treated in the same m anner as 
other incom e of the A laska perm anent fund, except that it is 
not available for distribution to the dividend fund, and shall be 
annually deposited into the principal o f the Alaska perm anent 
fund.

STEP 4

S e c . 3 7 .1 3 .1 4 0 . In c o m e . ...(continued)...Incom e available  
for distribution equals 21 percent of the n et income of the fund 
for the la st five fiscal years, including the fiscal year ju st  
ended, but m ay not exceed net incom e of the fund for the fiscal 
year ju st ended plus the balance in the earnings reserve  
account described in AS 37.13.145.

STEP 5

S ec . 3 7 .1 3 .1 4 5 . D is p o s it io n  o f  i n c o m e . ... (continued)...
(b) A t th e end of each fiscal year, the corporation sh a ll 

transfer to the dividend fund estab lished  under AS 43 .23 .045  
50 percent o f the incom e available for distribution under AS  
37.13.140.

STEP 6

S ec . 3 7 .1 3 .1 4 5 . D is p o s it io n  o f  in c o m e . ...(continued)...
(c) After the transfer under (b) o f th is section, the  

corporation sh a ll transfer from the earnings reserve account to 
the principal o f the fund an am ount sufficient to offset the  
effect of inflation on principal o f the fund during th at fiscal
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year. The corporation shall calculate the amount to transfer to 
the principal under this subsection by

(1) com puting the average o f the m onthly United States  
Consum er Price Index for all urban consum ers for each of the 
two previous calendar years;

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

(3) applying that rate to the value of the principal o f the 
fund on th e la st day of the fiscal year ju st ended.



In 1980, la w m a k e r s  au th o r ized  the 
first n ew  u s e  o f  F u n d  income: the 
p a y m e n t  o f  P e rm a n e n t  Fund d iv i­
dends . H o w e v e r ,  because  this first 
version  of the  d iv id e n d  p rogram  tied 
the a m o u n t  of the  d iv id en d  to the 
leng th  of re s idency ,  it was ruled 
u ncon s t i tu t io n a l  by  the U.S.
S u p re m e  C o u r t  a n d  w as  never 
im p lem en ted .  N onethe less ,  since 
tha t year, o n e -h a lf  of Fund incom e 
availab le  for d is t r ib u t io n  has been  
set as ide  for p a y m e n t  as d iv idends .

In 1982, the  leg is la tu re  enacted  a 
p lan  for th e  u se  o f  all Fund  income 
which, w i th  m in o r  changes, is still in 
place today .

First, a n e w  ve rs io n  of the d iv idend  
p ro g ra m  w a s  p a s s e d  and  initiated

w ith  a special $1000 p e r  cap ita  
p ay m en t .  Second, in f la t ion-proofing  
w a s  a d o p te d  so that a  po r t io n  of 
F und  incom e w ould  be a d d e d  
au to m at ica lly  to principal at the end  
of each  fiscal year in "an  a m o u n t  
sufficient to offset the effect of 
inflation."

Lastly, the 1982 legislature d irected  
tha t  a n y  incom e rem ain ing  after  the 
p a y m e n t  of d iv id e n d s  a n d  inflation- 
p roof ing  be transferred  to an  
u n d is t r ib u te d  income acco u n t  in the 
P e rm an en t  Fund. T he  trustees  
su b se q u e n t ly  des igna ted  this 
accoun t a reserve for fu tu re  inflation 
im pac t and  d iv id en d  pay m en ts .

This u n d is tr ibu ted  incom e account 
g rew  d u r in g  each of the nex t four

years  as the F u n d  exper ienced  a 
su s ta ined  p e r io d  o f  re la tively  high 
earn ings  w ith  re la tive ly  low infla­
tion. By the e n d  o f  fiscal 1986, this 
account a m o u n te d  to $1,264 billion.

In a sh o w in g  of fiscal prudence, 
ra ther than  u se  th is  m o n e y  to try to 
sus ta in  an  u n rea lis t ic  level of 
spend ing , the l y86 leg is la ture  
ap p ro p r ia ted  th e  e n t i re  ba lance  of 
the u n d is t r ib u te d  incom e account to 
the principal o f  the  F und , effective 
July 1, 1986. T h e y  also ren am ed  this 
account the e a rn in g s  reserve 
account.

As of June 30, 1995, u n d is tr ib u ted  
income in the e a rn in g s  reserve  
account to taled  S I .203 billion.

Glossary

Consumer Price Index. T he  periodic 
tabulation of selected co n su m er  
goods and  serv ices  ind ica ting  price 
trends and  the  rate of inflation.

Fiduciari/. O n e  w h o  h o ld s  som eth ing  
o r  acts in trust for a n o th e r

Macroeconomic A b ro a d  v iew  of the 
econom y. C o n ce rn ed  w ith  general 
behavior an d  the  e c o n o m y  as a 
whole, in con tras t  to "m icro- 
economic" w h ich  is concerned  with 
defails and  the  eco n o m ic  behavior 
of ind iv iduals  a n d  sm all g ro u p s  of 
individuals,

Prudent. Wise, exerc is ing  good  
judgm ent w ith  c o m m o n  sense, 
careful.

On Inflation-Proofing
The fo l low ing  co m m en ts  are excerpts Irom the special P e rm anen t Fund  
Tenth  A n n iv e r sa rv  m eeting  held in Jum-.ui on  February  9-10, l l,87 a n d  
a t te n d e d  by b o th  pa=t and  present m e m b ers  ol the Board of Trustees.

First c h a i rm a n  of the Board of T rustees  Ulmer Kasnuison: "Inflation is like 
i th ief in the night. It steals from iton silenllu and urhodu knmos what i< being 

done. IVV iocrc urged hi/ even/one n r  contacted /a he sure that wc pul hack
enough m ono/ for inflation-proofing 4s a result o f that, the first hoard took a
strong position on inflation-pivoting."

F o rm er  c h a i rm a n  of the Board of T ru s tee s  Byron I. Mallott: "The case ha* 
keen *trough./ made ter inflation proofing as a iigwH, a n ‘ polity, and in that 
regivd. I ha ir  not «eon anu wavering on the part o f 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. "

F o rm er  t ru s te e  Tom  Williams: "One o f the things that nun/ he overlooked a 
tittle hit in term * ohi'’:lotion-pivoling ;< it* relal'imship with the T u m i’s long­
term goal o f a T'.i ' c n '1 ile o f return. A ll 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 log o  lo llY'.'a and n r  d idn 't infla­
tion proof, w ith  a Permanent Fund o f over S3 billion, most o f that deposit would 
evaporate. It doesn't <how up on am/ ledgers or anything like Hint, hut it's  gone 
just as surely as i f  it had been spent."

P ,
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MEMORANDUM

Date: March 10, 1997

To:

From

Byron I. Mallott, Executi ctor, APFC

Ronald W. Lorensen, STS&L "

R e : HJR 25 & SJR 18, Proposing amendments to the Alaska 
constitution relating to the permanent fund 

Our File N o . : 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 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 income of the fund is not subject to federal taxation. 
Unfortunately, because of the sensitive nature of the fund's tax 
status, I am not able to address specific concerns in a public 
record such as this memorandum. However, with the permission of 
the APFC, I could provide information about those studies on a 
confidential basis to appropriate legislative committees or staff.

of* 3.



CALLAN ASSOCIATES-

SAM FRANCISCO 

NEVYORX 

CtUCACO 

ATUNTA 

DENVER

March 10,1997 m ic h a elj. O'Leary, j r . cfa
e x e c u t iv e  vic e  p r e s id e n t

Mr. Jim Kelly
Alaska Permanent Fund Corporation 
801 W. 10th Street, Suite 302 
P.O. Box 25500 
Juneau, AK 998C2-5500

RE: Proposed Constitutional Amendment

Dear Tim:

As requested, I 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. I 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 o f 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).

s s o  e a s t  trr ir  a v e n u e .  D e n v e r ,  C o l o r a d o  so so s t e l e p h o n e  303.86i.iooo FACSunLE 3 0 3 ,832.8230

K s x  aif
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Mr. Jim Kelly 
Page Two 
March 10,1997

3. Other “endowments” have moved away from distribution policies tied to earnings. 
The majority of endowments and foundations link distributions to a percent o f market vaiue, 
not to a proportion o f 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 o f 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
Michael J,

MJO:dsb

* *  TOTAL PAGE.03 #*
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STATE OF ALASKA
1997 LEGISLATIVE SESSION

FISCAL NOTE Bill V ersion : c s h j r  2 5 ' 'S T A '
(H ) Publish D ate : 3 / 1 7 / 9 7

Revision D ate : 
Title:

Dep f. A ffec ted : Revenue
HJR 25. Proposing am endm ents to the Constitution to BRU: 
gua ran tee  perm anent fund dividends, etc.___________ Com ponen t:

Alaska Permanent Fund Corporation 
Alaska Permanent Fund Corporation

Sponsor:
Requestor:

Reo. Austerman

House State Affairs Committee COMPONENT SERIAL NO. 113

Expenditures/Revenues: (Thousands o f Dollars)
OPERATING EXPENDITURES FY98 FY 99 FYOO FY0I FY 02 FY 03
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPUES
EQUIPMENT
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( )

1002 Federa l Receipts
1003 GF Match
1004 GF
1005 GF/Program  Receipts 
1037 GF/Mental Health 
O ther

0 .0 0.0 0.0 0.0 0.0 0 0

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate o f any current yea r (FY97) cost $ 0.0

FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS: (Attach a  separate p age  if necessary)

As no ted  ab ove , this fiscal note indicates zero fiscal impact. However, p lease see the two attachments which 
raise issues which cou ld  potentially lead  to significant fiscal im pact on  the Permanent Fund and  the State o f 
A laska. As no ted  in the letter from the Fund's investment consultant, M ichael O'Leary o f Callan Associates, 
"current statute and the proposed am endm ent both have significant investment-related implications that m ay 
in fluence policy makers in their deliberations." The APFC would request the opportunity to conduct the analysis 
described  in the Callan letter and  would b e  p leased to present the analysis to the legislature a t the appropriate 
time.

. \ « a\
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Division:
A pp ro ved  by Commissioner 
A gency :

Byron I. Mallott. Executive Dlrectoi I ® Phone: <165-2059
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' ; REPRESENTATIVE ALAN AUSTERMAN Alaska Stale U’uisluijU. ure

^  j  ■: P.O. D m  2J6S. K ou iak . A laska  9 %  15 (')()") 4Sfi-5*J30 •  Scsmoii: Slate C a p ito l, Juneau. A la ska  *J9S0I 4r>5-24s'

SP.QNS.QR STATEMENT-^-CS H JR-25

W ith in  th e  C on s t itu t io n  o f  the S ta te  o f  A la s k a  (A r t ic le  IX ,  S e c t io n  1 5 ) ,  a l l  
in c o m e  f r o m  the A la s k a  P e rm a n e n t  F u n d  is d e p o s ite d  in to  th e  g e n e ra l fu n d  
and  a v a i la b le  f o r  a p p ro p r ia t io n . T h e  L e g is la tu re  b y  s ta tu te , h a s  c re a te d  an 
e a rn in g s  re s e rv e  a ccoun t (A S  3 7 . 1 3 . 1 4 5 ) ,  f r o m  w h ich  d iv id e n d s  and  
in f la t i o n - p r o o f in g  a re  p a id . F u n d s  then  rem a in in g  in  the  e a rn in g s  re s e rv e  
a c c o u n t  a re  c a l le d  u n d is t r ib u te d  in c om e  o r  ( le f t - o v e r  e a rn in g s ) .

H i s t o r i c a l ly ,  th is  u n d is tr ib u te d  in c o m e  has b een  d e p o s ite d  b a c k  in to  the 
p r in c ip a l o f  the P e rm an en t F u n d  b y  the  L e g is la tu re . L a s t  y e a r  the  
L e g is la t u r e  d e p o s ite d  $ 1 .8  b i l l i o n  o f  u n d is t r ib u te d  in te re s t  e a rn in g s  b a c k  
in to  the c o rp u s  o f  the P e rm a n e n t F u n d , le a v in g  a b a la n c e  o f  a b o u t $ 1 0 0  
m i l l i o n  in  the e a rn in g s  r e s e rv e  a c c o u n t.

U n d e r  c u r re n t  law , the p e rm a n e n t fu n d  d iv id e n d  and  in f la t i o n - p r o o f in g  
c o u ld  b e  e lim in a te d  by  a s im p le  m a jo r i t y  v o te  o f  the L e g is la tu r e  and  
s u b s e q u e n t  a p p ro v a l by  the G o v e rn o r .

A  c o n s t i tu t io n a l am en dm en t is  th e  o n ly  w a y  to  g u a ra n te e  th e  p e rm a n e n t 
fu n d  d iv id e n d  p ro g ram  c o n t in u e s  and  p ro v id e  f o r  in f la t i o n - p r o o f in g  o f  the 
A la s k a  P e rm a n e n t F u n d  i t s e l f .

W i t h  b o th  the p e rm an en t fu n d  d iv id e n d  and  in f la t i o n - p r o o f in g  
p e rm a n e n t ly  p ro te c te d  b y  the  c o n s t i tu t io n , A la s k a n s  m ig h t  f e e l  m o re  
c o m fo r t a b le  a b o u t the L e g is la t u r e  c o n s id e r in g  o th e r  u se s  f o r  u n d is t r ib u te d  
in c o m e  in  the e a rn in g s  r e s e rv e  a c c o u n t.

A kh io k  • K a rluk  • K od iak •  Larsen Ba> •  O ld  H a rb o r •  O u ^ ink ie  •  P ort L ions
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Date . I J X k Time. A 60
9 title You Were Out
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o i   Q O ^ h jL tAf___________

Phone "AREA CODE NUMBER EXTENSION

TELEPHONED PLEASE CALL

WAS IN TO SEE YOU WILL CALL AGAIN

WANTS TO SEE YOU URGENT

RETURNED YOUR CALL
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