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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number: 1
21105 LEGISLATIVE SESSION Bill Version: HB215
(H) Publish Date: 4/13/05
Revision Date/Time (Note if correction): Dept. Alfected: Revenue
Title Perm Fund Corp. Investrnents/Renulatiuns RDU AK Permanent Fund Corporation
Component AK Permanent Fund Corporation
Sponsor Representative Rokeberg
Requester House State Affairs Committee Component No. 109
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPEL 1lITURES FY 200G FY 2007 FY 2008 FY 2003 FY 2010 FY 2011
Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims

Miscellaneous
00 00 00 00 00 00

TOTAL OPERATING
CAPITAL EXPENDITURES

CHANGE IN REVENUES ( ) |

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1037 GF/Mental Health

C'.her (Specify Type-Do nol abbreviate)

TOTAL 00 00 00 00 00 00

Estimate of any current year (FY2005) cost: 00
Mark this box {)>) if funding for 'his bill is included in the Governor's FY 200C budget proposal;

POSITIONS
Full-time
Part-time
Temporary

ANALYsIs:  (Attach a i.vpnrala putjc it necessary)

HB 215 would move the Permanent Fund's allowed investment list from statute to regulation. APEC does
not anticipate significant changes in staff workload or management fees as a result of this legislation

Prepared by: Michael Burns, r »ecut>ve "'t cicmCflO f'ltune OOZ-tub-L'C-t 7
Division Alaska Permanent f und Cnrrioralion Dale/ limu 04 00 O»

Dale 4.iv2f05

Approved by:
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HB - 1S

Alaska Permanent Fund Corporation

Reducing Risk, Increasing Ref.urn

Background

AS 37.13.120 contains a "legal list" of allowed investments for the Alaska
Permanent Fund.

The Board of Trustees recently asked two consulting firms, Callan Associates and
RV Kuhns, to determine the list's impact on the Fund's potential investment
returns and risk. These firms found that the Fund may be taking on greater risk
without the promise of commensurate returns under the restrictions in the legal
list.

W hatis risk? Standard deviation? Volatility?

Risk is defined as the measurable possibility of losing value on an investment. It is
expressed as the standard deviation above and below the return, the range of
possible returns. In the example on the left, 4% is the standard deviation.

Expected return of 1% + 4% Expected return of 1% + 2%

Volatility describes the level of risk for investments, from ndividual securities to
investment strategies to a total portfolio. The returns on highly volatile
investments can swing wildly, while the expected returns for less volatile
investments will fall into a more narrow range. In the examples above, the f.cure
on the left shows greater volatility and risk than the figure on the right.

Alaska I'eriflanent Fund Growth dnd Statjil



W hat is correlation?

Correlation is a statistical measure of the relationship between two different
assets, describing whether or not they move in tandem under various market

conditions.

This relationship is expressed with a number between plus one (perfect positive
correlation) and minus one (perfect negative correlation). Positively correlated
investments usually rise and fall together, while negatively correlated investments

move in opposite directions.

1709 01T 094

Low Positive

Negative
correlation correlation

correlation

Investments with a low correlation (a correlation value close to zero) do not move
in relationship to each other. The less correlated the assets, the less able we are to
predict how these investments will perform in relation to each other.

Diversifying assets among negatively correlated investments can increase the
likelihood of stable performance under various market conditions. Investing in
assets with low correlation to each other can lower total portfolio risk even further.

Modern portfolio theory

In th=- past, institutional portfolios were managed by assessing the individual risk
for each asset type. Investments that were considered too risky would not be

included in the portfolio.

This is similar to how many individual investors approach their personal retirement
portfolios. When the investor is young, they are open to more risk and can invest

in more volatile assets. As they approach retirement age and the eventual payout
of earnings, it becomes more important to protect the value of the portfolio and

the investor shifts to less risky assets.

However, institutional funJs have different characteristics than a retirerm nt
account. Institutional funds must be protected for the long term, while providing
annual payouts. As markets have changed, this has created a modern portfolio
theory that focuses more on spreading investments across non-correlated assets
than focusing on the individual risk of each asset type. Managing investments in
this manner can lower the overall risk of the portfolio, even while the fund is
invested in assets that are considered risky.

Alaska Permarent | unl Groath and "o



How does this work?

The following hypothetical examples show how the correlation between assets can
affect the overall risk for a portfolio.

Portfolio A is invested in race horses and Portfolio B is invested in Beanie Babies
race tracks. and fine art.
Race Race Beanie Fine
horses tracks Babies art
Return 10.0% 7.0% Return 10.0% 7.0%
Std. deviation 12.0% 8.0% Std. deviation 13.2% 8.8%
(risk) (risk)
Correlation between assets: .90 Correlation between assets: .10

While the assets in each pcrtfolio have correspoi ling returns, they have different
risk levels and different correlations. When they aie we'ghted the same, which

portfolio has the greatei total risk?

Portfolio A Portfolio B
Race horses = 56% of portfo.io Beanie Babies = 56% of portfolio
Race tracks = 44% of portfolio Fine a t = 44% of portfolio
Expected return is 8.68% Expected return is 8.69%
Standard deviation (risk) 10.00% Standard deviation (risk) 8.70%

The portfolio using higher risk investments was able to achieve a lower overall risk
for equal returns because it used investments that are less correlated.



W here is the Permanent Fund?

The following chart shows potential risk and return for various portfolios under
the Fund's current investment restrictions (blue line), and under the Prudent
Investor Rule alone (red line). The underlying asset allocations for the main
points of this chart are shown on the next page.

The chart demonstrates that under the Prudent Investor Rule, the Fund could
potentially earn the same return as the current portfolio (March 2004 target) with
more than 3% less risk (Fxpected Return - 7.83). Or, for the same risk the Fund
could earn almost 1% more return (Standard Deviation = 10.29).

Efficient Frontier

Kj*k (Aiinujlized Standard Drnation, °0)

The Trustees understand the Legislature's need to balance risk and return for the
Fund. While an aggressive rate of growth may be desired by some, others may
find it more important to lower the Fund's risk while maintaining a reasonable
rate of return.

Increasing the Fund's investment options would allow the Trustees greater
flexibility in managing the Fund for the benefit of all Alaskans, whether it is for
greater return, lower risk or both This is especially important as the Legislature
begins to contemplate the use of Fund earnings for more than just the dividend
program.

Alaska Permanent fund Growth and Stab 1L



How would the Trustees use that flexibility?

The statutory list prevents investments in newer high risk assets such as broad
emerging market debt, high yield bonds and certain forms of real estate
investments. These assets, while considered risky on their own, can lower the
overall risk of a portfolio through low correlation with other asset types.

These asset types are fairly easy to describe, and with time could be added to the

statutory list with Legislative approval.

investment opportunity
may have closed, leaving
the Permanent Fund out in
the cold.

As the investment world
seeks new ways to
improve returns in
increasingly efficient
markets, investors are
creating new strategies
that mix multiple

in 'estment options or
asset types within a single
investment mandate.
Absolute return strategies,
an alternative asset type
that the Fund currently
invests in under the 10%
basket clause, are
portfolios that invest for
an absolute target return
using the most promising
investment opportunities
available. These portfolios
are defined by their return
targets, not by the assets
they hold.

Murti ~ LvpeWiil Stuwiirtl Standuxl ~htpeded
axw  U-turn 1 Deviation Deviation R-hin=

Asset Classes © Target e Uv. =109 g *S
Large Gip US Equity M u 21 20 20
Small/Mid Cap USEquity 7 5 5 5 5
International li[tiity 16 in ] to 10
Emerging Markets 2 a 6 4 4
Fixed Income )4 20 Al 20 20
Non-US Fixed Income 4 Il 5 1
Real Estate 6 I' “ 15 15
REITs 4 0 I I 0
[Vixate Equity i i ([ 4 6 F
Absolute Return 1 H 5 10 9
Cash Equivalents i [ 1 0 0
Commaodities 1 5 5 5
Convertibles e l [ [ 0 j
High Yield Il " e 0 0

Real Return [ I [ 1 0
Timber I v 5 5 5
'S I I 0 e 0
Llutal [V] L1 IIN ot 100 j

However, by the time they are added, the

This new wave of investment practice does not fit well within the rigid structure of
a legal list. If the Fund's legal list were moved to regulation as suggested by a

recent Attorney General's opinion, it would still require that these strategies have
some form of definition. However, the less cumbersome regulatory process would
allow Trustees to craft and mouify regulatory definitions of alternative investment

strategies.

Alaska Permanent lund Growth and 5



The Prudent Investor Rule

STATE/TERRITORY ADOPTIONS*
of (lie PRUDENT INVESTOR ACT

Alaska (ASPIB)  Maryland ** Pennsylvan ia
Arizona Mich ipan Rhode Island
Arkansas Minnesota South Carolina
California Missouri South Dakota
Colorado Montana Tennessee
Connecticut Nebraska Texas
District of Nevada Utah
Columbia l+ m-
Hawali New Hampshire  U.S. Virgin
Islands
Idaho New Jersey Vermont
[llinois New Mexico Virginia
Indiana North Carolina Washington
lowa North Dakota West Virginia
Kansas Ohio Wisconsin
Maine Oklahoma Wyoming
Massachusetts  Oregon

| *Source is Notional Conference oJ Commissioners
5 (Jnifiii Mintc Laws
| ** Suhslunliti/lv Similar

The Prudent Investor Rule is a legal
standard that requires the APFC Board
of Trustees to act as a prudent
institutional investor would when
making investment decisions. Alaska
statutes require that the Board follow
the Prudent Investor Rule in addition to
the other statutory investment
restrictions.

The Permanent Fund's peers— state
pension funds and large institutional
endowment funds— have been moving
away from legal investment lists.
Instead, they are simply required to
conform to the Prudent Investor Rule.

New York and New Mexico are both
seeking legislative approval to expand
the investment flexibility for their state
pension funds.

What can we do?

The Constitution says that the Alaska Permanent Fund will be invested in assets
"specifically designate d by law." This prevents the Legislature from removing the
legal list and simply requiring that all Fund investments conform to the Prudent
Investor Rule. However, a recent Attorney General's opinion says the Legislature
may delegate authority to the Board of Trustees to create a list of allowed
investments in regulation. A regulatory list may be amended more quickly than
statutes, allowing the Trustees the flexibility to respond to changes in the

investment world

Legislation drafted at the request of the Trustees would allow the list to be moved
to regulation, while maintaining key restrictions in statute. The most important of
these restrictions is the requirement that all Fund investments conform to the

Prudent Investor Rule.

Tito Alaska Permanent Fund Corporation thanks Michael O’Leary of Callan Associates, and
Russ Kuhns, Rebecca Gratsingcr, and Jim Voytko of RV Kuhns, for their assistance in

producing this handout.

* Alaska Permanent fund Growth and Stabilf
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AMENDMENT

OFFERED IN THE HOUSE

TO: HB 215

Page 4, line 13:

Delete all material and insert:

"* See. 4. The uncodified law of' the State of Alaska is amended by adding a new section

to read:
REGULATIONS. The Board of Trustees of the Alaska Permanent Fund Corporation

may immediately adopt regulations under AS 37.13.206. added by sec. 2 of this Act,

necessary to implement the changes made by sec. 1ofthis Act. The regulations may not take

effect before January 1.2006.
* Sec. 5. Sections 2 - 4 of this Act takeeffect immediately under AS 01.10.070(c).

* Sec. 6. Section 1of this Act takes effectJanuary 1, 2006."
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HB 215

Amendment 2 Weyhrauch

Pase 3, line 8

Delete: “m ailing”

Insert: “providing”
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Representative Norman Rokeberg

mail: Rcpiosonlalive .Norman. Rokebcrgio legis.slalo.ak us

SPONSOR STATEMENT FOR MB 215
By: Representative Norman Rokeberg by Request

An Act relating tn the investment responsibilities of the Alaska Permanent Fund Corporation;
relating lo regulations proposed and adopted by the Board of Trustees of the Alaska Permanent Fund
Corporation and providing procedures for the adoptions of regulations by the board; and providing

for an effective date.

The investments of the Alaska Permanent Fund are guided by a "legal list" contained in Alaska Statutes.
The corporation's Board of Trustees recently engaged two consulting firms, Callan Associates and RV
Kuhns, to review the impact of the legal list restrictions on Ihe Fund's investment risk aiu. returns.

What both firms found is that the Fund may he taking on greater risk without the promise of
commensurate returns due to the iu\ estmenl restrict” os in slate statutes.

Modern investment theorv focuses on the combined i.ak of a total portfolio, rather than the risk of each
asset type, hi our current environment, it is important to diversify a portfolio among assets that do nol
respond in tin* same wav to similar market conditions, assets which aren't correlated in their
performance. This belter ensures a positive return for lhe | mul and lowers overall risk,

Under the current investment list, tin* Legislature must change the statutes to allow lor new investment
tvpes. A small "basket clause" does allow up to 10". of lhe Fund to he invested in items not included in
tite legislative list, but with part of the basket already allocated, little room is available for new ussi4

tvp ‘sor growth in existing assets beyond current limits.

Because the t (institution specifies that the Fund will he lines. \\ only in assets "specifically designated
by law," lhe | egislaitire may not simple remove the legal list, id direct the |ru.stees to invest under the
Prudent Investor Rule alone. | lowever, a recent Attorney General's opinion stales that the Legislature is
able to move the list to regulation, where lhe Trustees muv make | hanges in a more timely fashion.

this legislation would make th.it change, granting the Board authority to establish mul administer a legal
investment list in regulation. Several important restrictions will be maintained in statute, including the

requirement that all investments conform to the Prudent Investor Rule.

Giving the Bo. rd this Hexihilitv will help ensure the continued health ol the Fund and the ability lo
sustain distributions in perpetuity bv allowing, lhe Trustees to gain lhe lull benefit of the investment
professionals who work lor the corporation, its managers and advisors.

tor more intormation, please contact laura Aclice " Alaska Permanent Fund Corporation, 1(0-2()5I)
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LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 405-3867 or 405-2450 STATE OF ALASKA State Capitol
FAX (607) 465-2029 Junaau, Alaska 99801-11*2
Mail Stop 3101 Deliveries to: 129 6tti St., Rm. 329
MEMORANDUM March 4, 2005
SUBJECT: Alaska Permanent Fund Corporation investments

(Work Order No. 24-LS0698)

TO: Representative Nonnan Rokeberg,
Chair, House Rules Committee
Attn: Heather Nobrcga

FROM: Tanura Brandt Cook
Director |

This draft eliminates the statutory list of investments that the Alaska Permanent Fund
Corporation currently follows in investing fund money and directs the Board of Trustees
to adopt regulations identifying those investments. This approach may violate Art. 1X,
sen. 15 of the state constitution which requires the principal of the fund to "be used only
for those income-producing investments specifically designated by law." Art. XII. see.
11 states in part: "As used in this constitution, the terms Tsy law* and 'by the legislature,’
or variations of these terms, arc used inlcrcliangeably whei related to law-making
powers." These two provisions raise the question of whether the duty imposed on the
legislature to designate investments for the permanent Aind is a non-dclegablc duty or
ore that may be delegated to an executive branch agency.

The Department of Law has considered this issue and concluded that the duty to
designate investments under Art. IX, sec. 15 is delegable, as long as standards and proper
safeguards for the exercise of that delegated duty are supplied in the statute making the
delegation. (File No 663-05-0141, February 15, 2005) It is statod at pago 10 of the
memorandum: "In ordei to satisfy the foregoing conditions, we recommend that the
legislature consider authorizing tho board of trustees to specify investments by the
adoption of regulations. We further recommend that the legislature provide standards for
the exercise of this regulatory power by requiring that tho investment decisions
formalized in the regulations comply with the prudent investor rule." Both these
recommendations arc incorporated into this draft. Nonetheless, based upon the clear
language of Art. IX, see. 15, there remains some possibility that a court could find the
duty to designate permanent fund investments to be non-delegable.

IUC:jad
05-132.jad

Enclosure



Alaska Permanent Fund Corporation
801 West 10™ Street, Suite 302 Juneau, AK 99801
Tel: (907) 465-2047 Fax: (907) 586-2057

Analysis of House Bill 215
Prepared by APFC staff
March, 2005

This legislation removes the Permanent Fund’s allowed investment list from statute and places it
in regulation. Four key limits on investments would be retained in statute:

e Investments must be made under the Prudent Investor Rule

e The board may leverage assets only if there is no recourse to the Fund

e The board must maintain a diverse mix of assets

* In-state investments must have a risk and return comparable to other investment
alternatives

Section | -

AS 37.13.120(a) - Requires the Alaska Permanent Fund Corporation Board of Trustees to adopt
regulations that specify allowed investment types. Retains the requirement that investments
conform to the Prudent Investor Rule and provides a definition for the standard that specifies the
investment decisions be compared to those of other institutional investors.

AS 37.13.120(b) - This section is AS 37.13.120(e) under existing statute. Allows the corporation
to leverage Fund assets as long as there is no recourse to the Fund and allows for direct
leveraging. Previously assets could only be leveraged through a separate entity.

AS 37.13.120(c) - This section is a combination of AS 37.13.120(e) and (1) under existing
statute. Requires the board to maintain a diverse mix ol assets within the Fund. Also requires the
board to make in-state investments if the investments have a lisk level and expected return
comparable lo similar investments outside of the state and conform to the Paid mt Investor Rule

AS 37.13.120(d) - This section is AS 37.13.120(f) under existing statute. Allows the corporation
("board" in existing statute) lo enter necessary contracts for managing the bund, In achange
from existing statute, the provision gives examples of some types of investment contracts.

AS 37.13.120(e) - Combines AS 37.13.120(d) under existing statute with new provisions. The
new portion requires that proposed regulations be submitted in electronic loan to the Legislative
Budget and Audit Committee for comment before the regulations arc adopted. The rest of the
paragraph continues to require the board to submi' investment icports to the .BA Committee at

least quarterly.



Section 2 -
Adds new provisions regarding die adoption of regulations:

AS 37.13.206(a) Allows the board to adopt regulations, and requires the board to adopt
regulations as specified in AS 37.13.120(a). Exempts the board from the provisions regarding
the adoption of regulations contained in AS -14.62. This exception is recommended by the
Department of Law because market changes could require faster action than is possible under
standard regulation adoption guidelines. The A1IDEA, AHFC and the Alaska Commission on
Postsccondary Education all follow the abbreviated guidelines contained in this legislation.

AS 37.13.206(b) - Allows the board to adopt regulations by motion, resolution, or by means
specified in the APEC's bylaws.

AS 37.13.206(c) - Requires public notice of proposed regulation change to be made at least 15
days before adoption, and outlines how that notice will be made.

AS 37.13.206(d) - Requires that the public notice include the time and place where the regulation
change proceedings will take place.

AS 37.13.206(c) - Requires the board to allow public testimony on the proposed regulation
change at the time of the proceedings.

AS 37.13.206(f) - Creates guidelines under which the board may make an emergency regulation
change without conforming lo the requirements under (c) - (c) of this section. Emergency

regulations will expire after 120 days.

AS 37.13.206(g) - Specifies when regulation changes adopted under this section will take effect
and requires regulation changes lo be submitted to the Lt. Governor and the Administrative

Regulation Review Committee.

Section 3 - repeals AS 37.13.205. the statutes that allowed APEC to ill alt regulations under the
provisions contained in AS 44.62.

Section 4 - effective dale olMuuuurv |, 2006.



TO:

from :

MEMORANDUM State of A laska

Department of Law

Hon. Carl Brady, Chair date: February 15, 2005
Board of Trustees

Alaska Permanent Fund Corporation
FILE NO: 663-05-0141

TEL. MO: 465_3600

AN

L. Baldwin sunject:  Power of the Legislature to
Senior Assistant Attorney General authorize Board of Trustees of
Opinions, Appeals and Ethics Alaska Permanent Fund

Corporation to designate
investment subject only to the
Prudent Investor Rule

The Alaska Permanent Fund Corporation (“the Corporation”) requested an opinion
on whether the requirement in the Alaska Constitution that investments of the Alaska
Permanent Fund &‘the permanent fund”) be “specifically designated by law” would allow
the legislature to further delegate this power of designation to the board of trustees of the
permanent fund. The hoard of trustees is investigating the legal consequences if they
were to be given discretion over exercise of the power of designation subject only to the
prudent investor rule.

Introduction.

Our advice on this question depends on the interpretation of a phrase in article IX,
section 15 of the Alaska Constitution. Section 15 authorizes the establishment of the
Alaska Permanent Fund. In pertinent part, the section requires that certain i)etroleum-
related revenue 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. (Emphasis added). You desire to know whether the
constitutional requirement that investments be “specifically designated by law” can be
interpreted to permit the legislature to give to the board of trustees the power to make
Investments, not according to a list of investments established in AS 37.13.120
(hereinafter “the legal list™), but rather according to an exercise of discretion consistent
with the prudent investor rule.

At;, OPINION



Hon. Carl Brady, Chair, Board of Trustees February 15, 2005
Our file: 663-05-0141 Page 2

Short answer:

The legislature may delegate the power to designate investments to the board of
trustees subject to the limitations explained in this memorandum.

Legislative History.

The legislative history of the constitutional provision we have been asked to
construe provides some evidence that will assist in establishing a meaning. The
Eermanent fund amendment was originally introduced by Governor Jay Hammond.1

ven though the original apﬁroach gained passa%e in the House of Representatives during
the First Session of the Ninth Al aska State Legislature, the governor offered a sponsor
substitute the following year. The sponsor substitute proPosed creation of a single
dedicated fund to receive a stream of revenue from petroleum revenue sources.

In his letter transmitting the sponsor substitute to presiding officers of each house
of the legislature, Governor Hammond said:

The principal of the fund would be used only for investment in income-
producing investments which the legislature would establish and change to
meet current investment needs of the State.3

As introduced, the substitute resolution was silent concerning designation of permissible
investments for the permanent fund. However, Governor Hammond’s letter mentioned
the legislature’s role in setting the kinds of investments that would be appropriate for
permanent fund principal. Apparently, he believed that this role was implied within the
wording of the substitute version. During legislative hearings on the resolution,
amendments were adopted in the House Finance and Judiciary Committees that expressly
provided that investments will be designated by law.

The House Finance Committee reported out the resolution with amendments.- As
a part of these amendments, the Finance Committee provided that investments of

HJR 39 (9th Alaska State Legislature, First Sess.).
SSHJR 39 (9th Alaska State Legislature, Second Sess.|
1976 House J. at 39 (January 15, 1976).

1976 House J. at 541 (March 10, 1976).



Hon. Carl Brady, Chair, Board of Trustees Febiuary 15, 2005
Our file: 663-05-0141 Page 3

principal .. shall be established by law” .5 In the House Judiciary Committee, the
finance amendments were accepted and incorporated in the Judiciary Committee
Substitute with the word “established” deleted and the words “specifically designated”
inserted in its place.6 This wording remained unchanged during subsequent hearings on
the resolution and became the wording ratified by the people at the 1976 general election.

During discussion in the House Judiciary Committee, the stated intent of the
provision requiring specific designation was to avoid having the permanent fund become
a source of capitalization for existing state loan programs. At that time, revolving loan
programs had provisions that enabled the sale or transfer o f notes and other evidences of
debt 1l the state treasury and public employee and teachers retirement finds. The
proceeds ofsale would then provide more money .0 make loans and thereby create
constantly revolving loan enterprises.7

In a“Joint Chairman’s Report” of the House Finance and Judiciary Committees,
the intent of Governor Hammond was repeated that permanent find money would be
placed in “investments which the legislature would establish and change from time to
time to meet the needs ofthe state.”8 Based on the foregoing, it docs not appear that the
legislature meant that individual investments must be specifically designated before the
permanent fund can be invested. Rather, there must be an express authorization o f the
investment of permanent fund money in a particular manner. This distinction is
important. The language ofthe resolution was not intended to require approval of
individual investments but rather to prevent the possibility that authority to make an
investment could be provided by or implied from a statute unrelated to the permanent
fund. The authority to invest must be specific to the permanent fund and was not
intended lo include the investment of surplus state money in general.

The attorney general addressed the requirement to specify permanent fund
investments in a 1977 opinion. This office concluded that the legislature’s power to
designate investments

is not plenary but rather is limited by the express terms of the amendment
on the one hand and by implied trust concepts on the other. In other words,

* 1976 House J. al 684 (March 24, 1976).

Sec €.0.-, former AS 03.10.054 (Agricultural Revolving Loan Fund); AS 16.10.330
(Commercial Fishing Loans); AS 16.10.550 (Fishery Enhancement Loans); AS 44.33.370
(Residential Care Facility Loans).

1976 House J. nt 684.



Hon. Carl Brady, Chair, Board of 'Hustccs February 15, 2005
Our file: 663-05-G141 Page 4

the legislature may designate only income-producing investments and may
not designate imprudent, income-producing investments or provide for
imprudent administration of the fund principal. To the extent, if any that it
did, the managers of the fund would nevertheless remain under a duly to
make only prudent income-producing investments and to provide a pnidcnt
administration.9

When investment powers were first implemented for the corporation by the legislature in
1980, there was an express intent to “establish a trust held to a more restricted list of
investments than most other fiduciary trusts including the Alaska State Pension Funds.” 10
In accomplishing that result, the legislature believed that it was establishing a legal list
statute that had “a minimum of investment restrictions yet provides a very definite and
certain framework.” 1l Since 1980, the legislature has expanded the legal list of permitted
investments a number of times.12

The Delegation Doctrine.

We believe that the courts would interpret the Alaska Constitution to permit the
legislature to delegate its power to designate specific investments to the board of

1976 Inf. Op Att’y Gen. at 2 (Sept. 16; J66-107-78).

10 1980 Senate J. at 671.

n Id.

The legal list set out in AS 37.13.120 originally authorized investment in t
obligations of the United States Treasury, federal agency securities, certificates ol ;it, high-
grade coiporate bonds, quality short-temi investments, and federally guaranteed loans. There
was direction given to prefer Alaska investments as long as they met the standards of quality set
out in law. Specifically, deposits could be made in Alaska banks, mutual savings banks, savings
and loan associations, and credit unions. Residential real estate (owner-occupied single family
dwellings, duplexes, and condominiums) could also be purchased if the mortgage was privately
insured by a company doing business in Alaska. In 1982 the legal list was expanded to include
investment equities. The legal list has since been expanded at least five more times by the
legislature: in 1989 to include investments in non-U.S. securities; in 1992 to include A-ratcd
corporate bonds; in 1994 to expand permissible real estate investments; in 1999 to make a
variety ofadjustments to the legal list, to authorize up to five percent of the fund to be invested
in other prudent investments not specifically included in the list (Ihe “basket clause”), and to
increase the allocation limit placed on equity investments; and in 2004, the five percent limit on
the basket clause was increased to ten percent.
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trustees.13 The scope of a delegation permitted under the wording of the constitution is
the question at. hand. The legislature would have some latitude in constructing a
workable framework for the investment authority ofthe board of trustees. However, the
legislature must establish standards under which the board of trustees would exercise
discretion in making its investment decisions. Based on past construction and legislative
history, these standards must, at a minimum, be appropriate for a fiduciary relationship
and tailored specifically for the permanent fund. Too broad ofa grant of power without
standards for the exercise of discretion would amount to an invalid delegation of the
legislature’s power to designate investments.# In Fairbanks North Star Borough, the
court outlined the method for evaluating the validity of a purported delegation of
legislative power:

The essential inquiry is whether the specified guidance sufficiently marks
the field within which the administrator is to act so that it may be known
whether he has kept within it in compliance with the legislative will.15

The “field” is limited by attaching standards or conditions to the delegated powers under
which the administrators arc obliged to act in the performance ofthe powers. The court
summed up its holdings on the delegation doctrine as follows:

Review of our decisions which have addressed delegation issues leads to
the observation that whether one employs explicit or implicit standards,
‘[tlhe basic purpose behind the nondelegation doctrine is sound:

Sec Boehl v. Sabre Jet Room, Inc., 349 pP.2d 585, 588 (Alaska 1960) (declaring that the
delegation o f state legislative powers is not unconstitutional; “ a strict theory of separation o f
powers ignores [the] realities and the practical necessities of government The real question,
then, is not whether there may be delegation. Rather, it is how far the legislature may go in
delegating power to an agency ..."); Walker v. Alaska State Mortgage Ass'n, 416 P.2d 245, 254
(Alaska 1966) (holding that creation of Alaska State Mortgage Association was not an
unconstitutional delegation of legislative authority to provide for public health and welfare);
DcArmond v. Alaska State Dev. Corp., 376 P.2d 717, 722-23 (Alaska 1962) (finding that creation
of the Alaska State Development Coiporatior. which provided development loans to businesses
was not an improper delegation of legis ative authority).

See State v. Fairbanks North Star Borough, 736 P.2d 1140 (Alaska 1987)(govcmor's
statutory power lo reduce or withhold appropriations held invalid on two grounds: delegation
without standards and violation o f separation of powers),

736 P.2d at 1143 (quoting Synar v. United States, 626 F. Supp. 1374, 1383-S9 (D.D.C.
1986)(quoting Yakus v. United States, 321 U.S. 414, 426 (1944) (quotation marks omitted).
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Administrators should not have unguided and uncontrolled discretionary

power to govern as they see fit.’ 16

Based on the Fairbanks North Slope Borough case, the legislature should set
limits on the amount of discretion that would be afforded to the board of trustees.
However, in the absence ofacourt decision specifically on this question, it is not possible
to give absolute certainty as to the validity of one set of standards over another. The
Alaska Supreme Court approaches disputes involving delegated powers on a case-by-case
basis by measuring the validity o f standards according to a sliding scale.

... [tlhe constitutionality of a delegation is determined on the basis o fthe
mope ofthe power delegated and the specificity of the standards to govern
us exercise. When the scope increases to immense proportions the
standards must be correspondingly more precise.17

In Fairbanks North Star Borough, the court invalidated a statute that purported to
convey a significant part of the legislature’s power to the governor to amend
appropriations. The delegation of power to the governor to impound or reduce enacted
appropriations was characterized as a broad grant of power requiring precise standards
limiting ad: linistrative discretion. The delegation failed because there was a total
absence of a standard for performance of the delegated powers. Delegation ofinvestment
authority over a substantial amount o f the state’s wealth is significant but it arguably is
not of “immense” proportions. The power to designate investments has been delegated to
the Alaska State Pension Investment Board for a substantial amount o f retirement funds
without much in the way o f detail other than recitation ofthe prudent investor rule set out
in AS 37.10.071(c).18

In Walker v. Alaska State Mortgage Ass 'n,19the court explained that the
complexity of the subject matter also affects the detail needed in standards governing the
exercise of a delegated power. In Walker, the court found that standards for delegated
power over a secondary marketing facility for housing mortgages need not be detailed in
order to be found valid. The determination of appropriate investments in today’s market
is arguably a similarly complex subject that would allow a less precise set o f standards

Municipality ofAnchorage v. Anchorage Police Department Employee Ass 'n, s39 P.2d
1080, 10S6 (Alaska 1992)(quoling 1 K. Davis, Administrative Law, 8§ 3:15, at 206).

1 Fairbanks North Star Borough, 736 P.2d al 1143.
18 See AS 14.25.180(c), and AS 39.35.080.

9 416 P.2d 245,254 (Alask 1966)
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for the exercise of discretion. Thus, it appears that court precedent would support a
broadly stated delegation of investment authority to the board o f trustees.

The Alaska Supreme Court uses a method ofreviewing standards for the exercise
of delegated power which does not focus on the precision of the standards but rather on
whether they effectively prevent the arbitrary exercise of the delegated power. When it
first employed this method, the court cited with approval the following advice on
measuring the effect of limits on administrative discretion:

The focus should not be exclusively on standards; it should be on the
totality of protections against arbitrariness, including both safeguards and
standards. The key should no longer be statutory words; it should be the
protections the administrators in fact provide, irrespective ofwhat the
statutes say or fail to say. The focus ofjudicial inquiries thus should shift
from statutory standards to administrative safeguards and administrative
standards. As soon as that shift is accomplished, the protections should
grow beyond the nondelegation doctrine to a much broader requirement,
judicially enforced, that as far as is practicable administrators must
structure their discretionary power through appropriate safeguards and must
confine and guide their discretionary power through standards, principles,
and rules.70

The foregoing instructs us that the validity ofany legislation proposing a delegation o f
investment authority heavily depends on an evaluation o f the safeguards applied by the
legislature to prevent arbitrary administrative decision-making.

Municipality ofAnchorage concerned the validity ofthe Anchorage Municipal
Assembly’s delegation ofpower to a private arbitrator to make final and binding
determinations in certain labor contract disoutes. The court characterized this as “a fairly

narrow area, albeit an important one,. . . 1 The court also acknowledged there were a
panoply of implied standards that created “an elaborate and detailed structure which
guides the arbitrator's decisions and guards against arbitrary action .. .”22 Principally for

these reasons the court held the delegation to be valid. In a subsequent case, the court

Municipality of Anchorage ™ Anchorage Police Department Employee Ass'n, 839 P.2d
1080, 1086 n.12 (Alaska 1992)(quoting 1 K. Davis, Administrative Law, 83:15, at 206-07).

n Id at 1086-89.

2 Id
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explained that Municipality o fAnchorage su%gests “the_dele%ation doctrine should be
animated more by due process concerns than by separation of powers principles.”2

~ We next consider whether the prudent investor rule would serve as an appropriate
limit on the delegated investment power.

The Prudent Investor Rule as a Standard for Delegated
Investment Power.

The Prudent institutional investor rule provides a detailed structure to guide the
decisions of the board of trustees and others with fiduciary investment responsibility.21
The rule has been established since 1994 when it was codified in the Restatement of
Trusts (Third).2 The board of trustees have been subject to a form of the prudent
investor rule since 1980 when AS 37.13.120(a) was enacted.2 The rule applies to
investment decisions made within the constraints of the legal list.27 Ihe prudent investor
rule serves as a limitation on the actions of applicable fiduciaries. Under the
Restatement, the prudence standard is one of conduct and not a test of the result of
performance of a specific investment. The focus of inquiry by a court is how the
fiduciary acted in his or her selection of the investment and not whether the investments
succeeded or failed. = The prudent investor rule, not constrained by a legal list, would
operate to determine whether the individual trustees, at the time they specified an

Usibelli Coal Mine, Inc., v. State, 912 P.2d 1134,1144, n.15.
Restatement (Third) of Trusts, subsec. 277 €l. Seq.

The rule was made applicable to tireadministration of private trusts in the state in May of
1998. It is set out in detail in AS 13.36.225- 13.36.290.

5 AS 37.13.120 provides:

(a) The prudent-investor rule shall be applied by the board in the
management and investment of fund assets. The prudent-investor rule as applied
to investments of the fund means that in making investments the board shall
exercise thejudgment and care under the circumstances then prevailing that an
institutional investor of ordinary prudence, discretion, and intelligence exercises
in the management of large investments entrusted to it not in regard to speculation
but in regard to the permanent disposition of funds, considering probable safety of
capital as well as probable income.

37 AS 37.13.120(g).

See, Laborers National Pension Fund v. Northern Trust Quantitative Advisors, Inc., 173
F.3d 313, 317 (C.A 5'fex. 1999)(ERISA implemented by regulations establishing the prudent
investor rule).



Hon. Carl Brady, Chair, Board of Trustees February 15, 2005
Our file: 663-05-0141 Page 9

investment for the permanent fund, used the appropriate methods to investigate the merits
of the investment and to structure the investment to achieve the best result. In our
opinion, adoption ofthe prudent investor rule, standing alone, by law would provide an
extensive set of instructions to guide investment decisions of the board of trustees. The
prudent investor rule is equivalent to the express and implied standards applicable to
arbitrators found acceptable in Municipality ofAnchorage. The prudent investor rule has
withstood the test oftime by requiring a process that guards against arbitrary exercise of
power.

Any legislation to enact an effective standard must be in harmony with the
wording o f the Alaska Constitution requiring that investments be “specifically designated
by law.” In order to formalize the designation of prudent investments, we believe that' :e
legislature should, by statute, provide that the designation of investments must be
exercised by the adoption of administrative regulations by the board o f trustees. The
statute providing the specific authority to adopt regulations would be a delegation of
authority from the legislature to the board of trustees to set policy and to act in the place
of the legislature. Such regulations are reviewed by a court as if they have the effect of
law.29 By using this method to specify investments for the permanent fund, the
delegation would be textually correct insofar as the Alaska Constitution’s command that
investments be “specifically designated by law.” The asset classes of permitted
investments could be set out in regulations.3 In recognition ofthe need lo respond lo
short term changes in markets, the legislature could establish an abbreviated adoption
process for these regulations. This has been done for other financial enterprises of the
state.3l

Regulation adoption procedures have ingrained due process safeguards and
protections against arbitrariness. By specifying investments by regulation, the board of
trustees would follow an adoption procedure specified in law that requires adequate
public notice and opportunity to comment.

Conclusion.

In our opinion, the legislature may delegate to the board of trustees the power to
designate investments for the permanent fund. The statute making this delegation must
incorporate adequate due process safeguards againsL arbitrary exercise of the delegated

Kelly v. Zamarello, 486 P.2c! 906, 911 (Alaska 1971).

Under this approach, the legal list set out in AS 37.13.120 would be repealed and adopted
in administrative regulations.

See, AS 44.88.085 (Alaska Industrial and Development Authority), and AS 18.56.0SS
(Alaska Housing Finance Corporation).
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power and must contain adequate standards for the exercise of the delegated power. In
order to satisfy the foregoing conditions, we recommend that the legislature consider
authorizing the board o f trustees to specify investments by the adoption o fregulations.
We further recommend that the legislature provide standards for the exercise of this
regulatory power by requiring that the investment decisions formalized in the regulations
comply with the prudent investor rule.

We hope the foregoing will assist the board of truste. n determining the validity
and scope of legislation that would propose a delegation ofim stment power conditioned

on exercise consistent with the prudent investor rule.

JLB:jn



Changes to Permanent Fund Statutes (AS. 37.13.120) to increase investment flexibility
Prepared by Alaska Permanent Fund Corporation staff
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1980 - SB 161, Sponsored by Sen. Tim Kelly, Sen. George Hohman, Sen. Mike Colletla,
and Sen. John Sacket

SB 161 created the Alaska Permanent Fund Corporation to manage the Permanent Fund and
started the existing statutory list of allowed investments. This list extended beyond the Fund’s
initial investment limitation of Treasury bonds to include corporate bonds, certificate of deposits
and bankers acceptances. The list initially allowed the Permanent Fund to invest in shares of
savings and loan associations, but this provision has since been removed.

1982 - SB 684, sponsored by Gov. Jay llammond
SB 684 allowed the Permanent Fund lo invest in common stocks, partial ownership of real estate
properties (not to exceed 40%), loans for commercial real estate and deposits of US dollars held

overseas.

1989- HB 69, sponsored by Gov. Steve Cowpcr
HB 69 gave the APFC authority to invest in non-domestic (International) stocks and bonds.

1992 - SB 39, sponsored by the Senate Finance Committee
SB 39 gave the APFC authority to invest in A rated corporate bonds to a maximum of 5%. Prior
to this change, the Fund could only be invested in bonds rated AA or higher.

1994 - 1IB 373, sponsored by the Legislative Budget and Audit Committee
HB 373 allowed the Fund lo own up to 100% in real estate properties worth less than $150
million, and up to 67% in properties worth greater than $150 million.

1996 - 1IB 525, sponsored by the House Finance Committee
HB 525 gave the APFC authority to invest in corporate bonds rated BBB or higher.

1999 - |IB 156, sponsored by the Legislative Budget and Audit Committee

[IB 156 allowed the Fund to leverage real estate investments and be the sole owner of any
qualified property. In addition the bill increased the asset allocation limit for stocks to 55% of the
total market value of the Fund. HB 156 also created the “basket clause" that allows up to 5% of
the Fund to be invested in alternative investments or to be applied to existing asset allocations to
expand their limits,

2004-S B 326,sponsored by the Legislative Budget and Audit Committee

SB 326 increased the “ basket clause" allocation limit from 5 to 10 percent. The bill also provided
clean-up language explicitly stating that the investments restricted under AS 37.13.120(h) and (j)
are allowed under the basket clause.

2004 - SB 379, sponsored by Governor Frank Murkowski

SB 379 requires cause before one of the four public members of the Board of Trustees may be
removed before the expiration of their term.
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