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An Act relating to the investm ent responsib ilities of the A laska Perm? 'en t Fund Corporation; 
relating to regulations proposed and adopted  by the Board of T rustees of the A laska Perm anent Fund 
C orporation and p rov id ing  procedures for the adop tions of regula tions 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 the Fund's investment risk and returns.

What both firms foimd is that 'he Fund may be taking on greater risk without the promise of 
commensurate returns due to the investment restrictions in state statutes.

Modem investment theory focuses on the combined risk of a total portfolio, rather than the risk of each 
asset type. In our current environment, it is important to diversify a portfolio among assets that do not 
respond in the same way to similar market conditions, assets which aren't correlated in their 

rformance. This better ensures a positive return for the Fund and lowers overall risk.

Under the current investment list, the Legislature m ust change the statutes to allow for new investment 
types. A small "basket clause" does allow up to 10% of the Fund to be invested in items not included in 
the legislative list, but with part of the basket already allocated, little room is available for new asset 
types or growth in existing assets beyond current limits

Because the Constitution specifies that the Fund will he invested only in assets "specifically designated 
by law," the Legislature may not simply remove the legal list and direct the Trustees to invest under the 
Prudent Investor Rule alone. 1 lowever, a recent Attorney General's opinion states that the Legislature is 
able to move the list to regulation, where the Trustees may make changes in a more timely fashion.

This legislation would make that change, granting the Board authority to establish and administer a legal 
investment list in regulation. Several important restrictions will he maintained in statute, including the 
requirement that all investments conform to the Prudent Investor Rule.

Giving the Board this flexibility will help ensure the continued health of the Fund and the ability to 
sustain distributions in perpetuity by allowing the Trustees to gain the full benefit of the investment 
professionals who work for the corporation, its managers and advisors.

For m ore in form ation , p lea se  contact Laura A ch ee @ A lask a  Perm anent Fund C orporation, 465-2059.
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M E M O R A N D U M S t a t e  o f  A l a s k a

D e p a r t m e n t  o f  L a w

T0: Hon. Carl Brady, Chair D ATE : February 15, 2005
Board of Trustees
Alaska Permanent Fund Corporation

FILE NO : 663-05-0141

f r o m :  J a n ie s  L .  3 a l d w in

TEL . NO : 4 6 5 - 3 6 0 0

s u b j e c t :  Power o f the Legislature to
Senior Assistant Attorney General 
Opinions, Appeals and Ethics

authorize Board o f Trustees o f 
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 o f the Alaska 
Permanent Fund (“the permanent fun-'4”) be “specifically designated by law” would allow 
the legislature to further delegate this power o f designation to the board o f trustees of the 
permanent fund. The board of trustees is investigating the legal consequences i f  they 
were to be given discretion over exercise o f the power o f  designation subject only to the 
prudent investor rule.

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 o f  the 
Alaska Permanent Fund. In pertinent part, the section requires that certain petroleum- 
related revenue be placed in a permanent fund, “the principal o f  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 o f trustees the power to make 
investments, not according to a list o f investments established in AS 37.13.120 
(hereinafter “the legal list”), but rather according to an exercise o f discretion consistent 
with the prudent investor rule.

Introduction.

AC, OPINION
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Short answer:

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

Legislative History.

The legislative history o f the constitutional provision we have been asked to 
construe provides some evidence that will assist in establishing a meaning. The 
permanent fund amendment was originally introduced by Governor Jay Hammond.1 
Even though the original approach gained passage in the House of Representatives during 
the First Session o f the Ninth Alaska State Legislature, the governor offered a sponsor 
substitute the following year. The sponsor substitute proposed creation o f a single 
dedicated fund to receive a stream of revenue from petroleum .evenue sources.2

In his letter transmitting the sponsor substitute to presiding officers o f 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 o f the State.3

As introduced, the substitute resolution was silent concerning designation o f  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.4 As 
a part o f these amendments, the Finance Committee provided that investments o f

H JR 39 (9th Alaska State Legislature, F irst 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).
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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 o f the 
provision requiring specific designation was to avoid having the permanent fund become 
a source of capifalization 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 o f 
debt to the state treasury and public employee and teachers retirement funds. The 
proceeds of sale would then provide more money to make loans and thereby create 
constantly revolving loan enterprises.7

In a “Joint Chairman’s Repoit” o f the House Finance and Judiciary Committees, 
the intent of Governor Hammond was repeated that permanent fund money would be 
placed in “investments which the legislature would establish and change from time to 
time to meet the needs of ihe state.” Based on the foregoing it does 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 o f permanent fund money in a particular manner. This distinction is 
important. The language o f the resolution was not intended to require approval o f 
individual investments but ruther to prevent the possibility that authority to make an 
investment could be provided by or implied from a statute unrelated to the permanent 
fund. 'I he authority to invest must be specific to the permanent fund and was not 
intended to 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 o f the amendment
on the one hand and by implied trust concepts on the other. In other words,

6 1976 H ouse J. at 684 (M arch 24,1976).

See e.g.-, form er AS 03.10.054 (Agricultural Revolving Loan Fund); AS 16.10.330 
(Commercial Fishing Leans); AS 16.10.550 (Fishery Enhancem ent Loans); A S 44.33.370 
^Residential Care Facility  Loans).

8 1976 House J. at 684.
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the  leg isla tu re  m ay  designate  on ly  in co m e-p ro d u c in g  inv estm en ts  an d  m a y  
no t designate  im pruden t, in co m e-p ro d u c in g  in v estm en ts  o r  p ro v id e  fo r 
im pruden t adm in istra tion  o f  the fund  p rinc ipa l. T o  th e  ex ten t, i f  an y  th a t it 
d id , the m anagers  o f  the fund  w ou ld  n ev erth e less  rem ain  u n d er a d u ty  to  
m ake on ly  p ruden t incom e-p roducing  investm en ts  a n d  to  p ro v id e  a p ru d en t 
ad m in is tra tio n .9

W hen investm en t p ow ers w ere first im p lem en ted  for the co rp o ra tio n  b y  th e  leg is la tu re  in 
1980, th e re  w as an express in ten t to  “estab lish  a  tru st h e ld  to  a  m ore  re s tr ic ted  list o f  
investm en ts than m ost o ther fiduciary  tru sts  inc lu d in g  the A la sk a  S ta te  P en s io n  F u n d s .” 10 
In acco m p lish in g  th a t resu lt, the leg is la tu re  b e liev ed  th a t it w as e s tab lish in g  a legal list 
s ta tu te  tha t had “ a m in im um  o f  investm en t re s tric tio n s  yet p ro v id es  a v e ry  d e fin ite  an d  
certain  fram ew o rk .” 11 S ince 1980, the leg is la tu re  has ex p an d ed  the  legal list o f  p erm itted  
investm en ts  a n u m b er o f  tim es .12

The Delegation Doctrine.

W e believe  tha t the courts w ou ld  in te rp re t the A lask a  C o n stitu tio n  to  p e rm it the 
leg islatu re  to d e leg a te  its pow er to d esig n a te  sp ec ific  in v estm en ts  to  the  b o a rd  o f

1976 Inf. Op A tt’y Gen. at 2 (Sept. 16; J6 6 -107-78). 

1980 Senate J. at 671.

The legal list set out in AS 37.13.120 originally authorized investment in direct 
obligations o f  the United States Treasury, federal agency securities, certificates o f  deposit, high- 
grade corporate bonds, quality short-term  investments, and federally guaranteed loans. There 
was direction given to prefer Alaska investments as long as they m et the standards o f  quality set 
out in law. Specifically, deposits could be m ade in A laska banks, mutual savings banks, savings 
and loan associations, and credit unions. Residential real estate (ow ner-occupied single fam ily 
dwellings, duplexes, and condom inium s) could also be purchased if  the m ortgage w as privately 
insured by a com pany 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 tim es b y  the 
legislature: in 1989 to include investments in non-U.S. securities; in 1992 to include A -rated 
corporate bonds; ir. i994  to expand perm issible real estate investm ents; in 1999 to m ake a 
variety o f  adjustm ents to the legal list, to authorize up to five percent o f  the fund to be invested 
in other prudent investm ents not specifically included in the list (the “basket clause”), and to 
increase the allocation lim it placed on equity investm ents; and in 2004, the five percent lim it on 
the basket clause was increased to ten percent.
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t r u s te e s .13 T h e  s c o p e  o f  a  d e le g a t io n  p e r m it t e d  u n d e r  th e  w o r d in g  o f  th e  c o n s t it u t io n  is  
th e  q u e s t io n  at h a n d .  T h e  le g is la t u r e  w o u ld  h a v e  s o m e  la t it u d e  in  c o n s t r u c t in g  a  
w o r k a b le  f r a m e w o r k  f o r  the  in v e s t m e n t  a u t h o r it y  o f  t h e  b o a r d  o f  tr ustee s . H o w e v e r ,  th e  
le g is la t u r e  m u s t  e s t a b l is h  s t a n d a r d s  u n d e r  w h ic h  th e  b o a r d  o f  trustees w o u ld  e x e r c is e  
d is c r e t io n  in  m a k in g  its in v e s t m e n t  d e c is io n s .  B a s e d  o n  p a s t  c o n s t r u c t io n  a n d  le g is la t iv e  
h is t o r y , t h e s e  s t a n d a r d s  m u s t , at a  m i n i m u m ,  b e  a p p r o p r ia t e  for  a  f id u c ia r y  r e la t io n s h ip  
a n d  t a i lo r e d  s p e c if ic a l ly  fo r  th e  p e r m a n e n t  f u n d .  T o o  b r o a d  o f  a  g r a n t  o f  p o w e r  w it h o u t  
s ta n d a r d s  f o r  th e  e x e r c is e  o f  d is c r e t io n  w o u ld  a m o u n t  to  a n  i n v a l i d  d e le g a t io n  o f  th e  
le g is la t u r e ’ s p o w e r  to  d e s ig n a t e  in v e s t m e n t s .14 I n  Fairbanks North Star Borough, th e  
c o u r t  o u t l in e d  t h e  m e t h o d  fo r  e v a lu a t in g  th e  v a l id i t y  o f  a  p u r p o r t e d  d e le g a t io n  o f  
le g is la t iv e  p o w e r :

T h e  e s s e n t ia l i n q u ir y  is  w h e th e r  th e  s p e c if ie d  g u id a n c e  s u f f ic ie n t ly  m a r k s  
th e  f ie ld  w it h in  w h ic h  th e  a d m in is t r a t o r  is  to  a c t  s o  that it m a y  b e  k n o w n  
w h e th e r  h e  h a s  k e p t  w it h in  it i n  c o m p l ia n c e  w it h  th e  le g is la t iv e  w i l l . 15

T h e  “ f i e l d ”  is  l im i t e d  b y  a t t a c h in g  s ta n d a r d s  o r  c o n d it io n s  to  th e  d e le g a t e d  p o w e r s  u n d e r  
w h ic h  th e  a d m in is t r a t o r s  are o b l i g e d  to  act in  th e  p e r f o r m a n c e  o f  t h e  p o w e r s . T h e  c o u r t  
s u m m e d  u p  its h o l d i n g s  o n  th e  d e le g a t io n  d o c t r in e  as  f o l lo w s .

R e v ie w  o f  o u r  d e c is io n s  w h ic h  h a v e  a d d r e s s e d  d e l a t i o n  is s u e s  le a d s  to  
th e  o b s e r v a t io n  that w h e th e r  o n e  e m p lo y s  e x p l ic it  o r  i m p l ic i t  s t a n d a r d s ,
‘ [ t ] h e  b a s ic  p u r p o s e  b e h in d  t h e  n o n d e le g a t io n  d o c t r in e  is  s o u n d :

See Boehl v. Sabre Je t Room, Inc ., 349 P .2d 585, 588 (Alaska 1960) (declaring that the 
delegation o f  state legislative powers is not unconstitutional; “a strict theory o f  separation o f
powers ignores [the] realities and the practical necessities o f  governm ent The real question,
then, is not w hether there m ay be delegation. Rather, it is how far the legislature m ay go in 
delegating pow er to an ag en c y . . . " ) ;  W alker v. Alaska State M ortgage Ass 'n, 416 P.2d 245, 254 
(A laska 1966) (holding that creation o f  A laska State M ortgage A ssociation was not an 
unconstitutional delegation o f  legislative authority to provide for public health and welfare); 
D eArm ond  v. A laska State Dev. Corp., 376 P.2d 717, 722-23 (Alaska 1962) (finding that creation 
o f  the A laska State D evelopm ent Corporation which provided developm ent loans to businesses 
was not an im proper delegation o f  legislative authority).

See State v. Fa irbanks N orth  S tar Borough, 736 P.2d 1140 (Alaska 1987)(govem or’s 
statutory pow er to reduce or withhold appropriations held invalid on  two grounds: delegation 
without standards and violation o f  separation o f  powers).

15 736 P.2d at 1143 (quoting Synar v. U nited States, 626 F. Supp. 1374,1383-89 (D .D.C.
1986)(quoting Yakus v. U nited States, 321 U.S. 414, 426 (1944) (quotation marks omitted).
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A d m in is t r a t o r s  s h o u ld  n o t  h a v e  u n g u i d e d  a n d  u n c o n t r o l le d  d is c r e t io n a r y  
p o w e r  to  g o v e r n  a s  t h e y  s e e  f i t . ’ 16

B a s e d  o n  t h e  Fairbanks North Slope Borough c a s e , th e  le g is la t u r e  s h o u ld  set 
l im it s  o n  the  a m o u n t  o f  d is c r e t io n  th a t  w o u ld  b e  a f f o r d e d  to  t h e  b o a r d  o f  tr u s te e s . 
H o w e v e r ,  i n  th e  a b s e n c e  o f  a  c o u r t  d e c is io n  s p e c if ic a l ly  o n  t h is  q u e s t io n ,  it  is  n o t  p o s s ib le  
to  g iv e  a b s o lu t e  c e r t a in t y  as to  th e  v a l id i t y  o f  o n e  set o f  s t a n d a r d s  o v e r  a n o t h e r . T h e  
A la s k a  S u p r e m e  C o u r t  a p p r o a c h e s  d is p u t e s  i n v o l v i n g  d e le g a t e d  p o w e r s  o n  a  c a s e - b y - c a s e  
b a s is  b y  m e a s u r in g  th e  v a l id i t y  o f  s t a n d a r d s  a c c o r d in g  to  a  s l i d i n g  s c a le .

. . .  [ t ]h e  c o n s t it u t io n a l it y  o f  a  d e le g a t io n  is  d e t e r m in e d  o n  t h e  b a s is  o f  t h e  
s c o p e  o f  th e  p o w e r  d e le g a t e d  a n d  th e  s p e c if ic it y  o f  th e  s t a n d a r d s  to  g o v e r n  
its e x e r c is e . W h e n  th e  s c o p e  in c r e a s e s  to  im m e n s e  p r o p o r t io n s  th e  
s ta n d a r d s  m u s t  b e  c o r r e s p o n d in g ly  m o r e  p r e c is e .17

I n  Fairbanks North Star Borough, t h e  c o u r t  in v a l id a t e d  a  statute  that p u r p o r t e d  to  
c o n v e y  a  s ig n i f ic a n t  part o f  th e  le g is la t u r e ’ s p o w e r  to  t h e  g o v e r n o r  to  a m e n d  
a p p r o p r ia t io n s . T h e  d e le g a t io n  o f  p o w e r  to  t h e  g o v e r n o r  to  im p o u n d  o r  r e d u c e  e n a c t e d  
a p p r o p r ia t io n s  w a s  c h a r a c t e r iz e d  as  a  b r o a d  g r a n t  o f  p o w e r  r e q u ir in g  p r e c is e  s t a n d a r d s  
l i m i t i n g  a d m in is t r a t iv e  d is c r e t io n . T h e  d e le g a t io n  f a i le d  b e c a u s e  th e r e  w a s  a  to ta l 
a b s e n c e  o f  a  s t a n d a r d  fo r  p e r f o r m a n c e  o f  t h e  d e le g a t e d  p o w e r s . D e l e g a t io n  o f  in v e s t m e n t  
a u t h o r it y  o v e r  a  s u b s t a n t ia l  a m o u n t  o f  th e  s ta te ’ s w e a lt h  is  s ig n if ic a n t  b u t  it  a r g u a b ly  is  
n o t  o f  “ im m e n s e ’ ’  p r o p o r t io n s . T h e  p o w e r  t o  d e s ig n a t e  in v e s t m e n t s  ha;> b e e n  d e le g a t e d  to  
th e  A la s k a  S ta te  P e n s io n  In v e s t m e n t  B o a r d  fo r  a  s u b s t a n t ia l a m o u n t  o f  r e t ir e m e n t  f u n d s  
w it h o u t  m u c h  i n  t h e  w a y  o f  d e t a i l  o t h e r  t h a n  r e c it a t io n  o f  th e  p r u d e n t  in v e s t o r  r u le  set o u t  
m  A S  3 7 . 1 0 . 0 7 1 ( c ) . 18

I n  Walker v. Alaska State Mortgage A s s  'n,19 th e  c o u r t  e x p la in e d  th a t  t h e  
c o m p le x it y  o f  t h e  s u b je c t  m a tte r  a ls o  a ffe c ts  t h e  d e t a i l  n e e d e d  i n  s t a n d a r d s  g o v e r n in g  t h e  
e x e r c is e  o f  a  d e le g a t e d  p o w e r . I n  Walker, th e  c o u r t  f o u n d  that s ta n d a r d s  f o r  d e le g a t e d  
p o w e r  o v e r  a  s e c o n d a r y  m a r k e t in g  f a c i l it y  f o r  h o u s i n g  m o r t g a g e s  n e e d  n o t  b e  d e t a i le d  in  
o r d e r  t o  b e  f o u n d  v a l i d .  T h e  d e t e r m in a t io n  o f  a p p r o p r ia t e  in v e s t m e n t s  i n  t o d a y ’ s m a r k e t  
is  a r g u a b ly  a  s im i la r ly  c o m p l e x  s u b je c t  th a t  w o u ld  a l lo w  a  le s s  p r e c is e  set o f  s t a n d a r d s

Municipality of Anchorage v. Anchorage Police Department Employee Ass 'n, 8 3 9  P .2 d  
1 0 8 0 , 1 0 8 6  (A la s k a  1 9 9 2 ) ( q u o t in g  1 K .  D a v is ,  A d m in is t r a t iv e  L a w , § 3 : 1 5 ,  at 2 0 6 ) .

17 Fairbanks North Star Borough, 7 3 6  P .2 d  at 1 1 4 3 .

18 See A S  1 4 .2 5 .1 8 0 ( c ) ,  a n d  A S  3 9 .3 5 .0 8 0 .

19 4 1 6  P .2 d  2 4 5 , 2 5 4  (A la s k a  1 9 6 6 )



fo r  th e  e x e r c is e  o f  d is c r e t io n . T h u s ,  it  a p p e a r s  that c o u r t  p r e c e d e n t  w o u ld  s u p p o r t  u 
b r o a d ly  stated  d e le g a t io n  o f  in v e s t m e n t  a u t h o r it y  to  t h e  b o a r d  o f  trustees .

T h e  A la s k a  S u p r e m e  C o u r t  u s e s  a  m e t h o d  o f  r e v ie w in g  s ta n d a r d s  fo r  th e  e x e r c is e  
o f  d e le g a t e d  p o w e r  w h ic h  d o e s  n o t  f o c u s  o n  th e  p r e c is io n  o f  t h e  s t a n d a r d s  b u t  rather  o n  
w h e th e r  t h e y  e f f e c t iv e ly  p r e v e n t  th e  arb itra ry  e x e r c is e  o f  th e  d e le g a t e d  p o w e r . W h e n  it 
first e m p lo y e d  t h is  m e t h o d ,  t h e  c o u r t  c it e d  w it h  a p p r o v a l  th e  f o l l o w in g  a d v ic e  o n  
m e a s u r in g  th e  e ffe c t  o f  l im it s  o n  a d m in is t r a t iv e  d is c r e t io n :

T h e  f o c u s  s h o u ld  n o t  b e  e x c lu s iv e ly  o n  s t a n d a r d s ; it s h o u ld  b e  o n  th e  
t o t a lit y  o f  p r o t e c t io n s  a g a in s t  a r b it r a r in e s s , i n c l u d i n g  b o t h  s a f e g u a r d s  a n d  
s ta n d a r d s . T h e  k e y  s h o u ld  n o  lo n g e r  b e  s ta tu to r y  w o r d s ; it s h o u ld  b e  th e  
p r o t e c t io n s  th e  a d m in is t r a t o r s  in  fact p r o v id e ,  ir r e s p e c t iv e  o f  w h a t  t h e  
statutes s a y  o r  f a i l  to  s a y . T h e  f o c u s  o f  j u d ic i a l  in q u ir ie s  th u s  s h o u ld  s h if t  
fr o m  s ta tu to r y  s t a n d a r d s  to a d m in is t r a t iv e  s a f e g u a r d s  a n d  a d m in is t r a t iv e  
s ta n d a r d s . A s  s o o n  as that s h if t  is  a c c o m p l is h e d ,  th e  p r o t e c t io n s  s h o u ld  
g r o w  b e y o n d  th e  n o n d e le g a t io n  d o c t r in e  to  a  m u c h  b r o a d e r  r e q u ir e m e n t , 
j u d i c i a l l y  e n f o r c e d ,  that as far  as is  p r a c t ic a b le  a d m in is t r a t o r s  m u s t  
structure  t h e ir  d is c r e t io n a r y  p o w e r  t h r o u g h  a p p r o p r ia t e  s a fe g u a r d s  a n d  m u s t  
c o n f in e  a n d  g u id e  t h e ir  d is c r e t io n a r y  p o w e r  t h r o u g h  s t a n d a r d s , p r in c ip le s ,  
a n d  r u le s .20

T h e  f o r e g o in g  in s tr u c ts  u s  that th e  v a l id it y  o f  a n y  le g is la t io n  p r o p o s in g  a  d e le g a t io n  o f  
in v e s t m e n t  a u t h o r it y  h e a v i ly  d e p e n d s  o n  a n  e v a lu a t io n  o f  th e  s a f e g u a r d s  a p p l i e d  b y  t h e  
le g is la t u r e  t o  p r e v e n t  a r b itr a r y  a d m in is t r a t iv e  d e c is io n - m a k in g .

Municipality of Anchorage c o n c e r n e d  the  v a l id i t y  o f  t h e  A n c h o r a g e  M u n i c i p a l  
A s s e m b ly ’ s d e le g a t io n  o f  p o w e r  to  a  p r iv a t e  a rb itra to r  to  m a k e  f in a l  a n d  b i n d i n g  
d e t e r m in a t io n s  in  c e r t a in  la b o r  c o n tr a c t  d is p u t e s . T h e  c o u r t  c h a r a c t e r iz e d  t h is  a s  “ a  f a ir ly
n a r r o w  a r e a , a lb e it  a n  im p o r t a n t  o n e ,  ”  1 T h e  c o u r t  a ls o  a c k n o w le d g e d  th e r e  w e r e  a
p a n o p l y  o f  i m p l i e d  s ta n d a r d s  th a t  c r e a te d  “ a n  e la b o r a t e  a n d  d e t a i le d  str u c tu r e  w h ic h  
g u id e s  th e  arb itrato r's  d e c is io n s  a n d  g u a r d s  a g a in s t  a r b itr a r y  a c t io n  . .  . ” 22 P r in c ip a l ly  fo r  
th e s e  r e a s o n s  th e  c o u r t  h e ld  t h e  d e le g a t io n  t o  b e  v a l i d .  I n  a  s u b s e q u e n t  c a s e , t h e  c o u r t

H o n .  C a r l  B r a d y ,  C h a i r ,  B o a r d  o f  T r u s t e e s  F e b r u a r y  15 ,2 005
O u r  f i l e : 6 63 -0 5 -0 1 41  P a g e  7

M u n ic ip a lity  o f  Anchorage  v. Anchorage P olice  D epartm ent Employee Ass ‘n, 839 P.2d 
1080, 1086 n.12 (Alaska 1992)(quoting 1 K. Davis, Adm inistrative Law, §3:15, at 206-07).

21 Id. at 1086-89.
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explained that M unicipality  o f  Anchorage  suggests “ the delegation doctrine should be 
animated mo. _ by due process concerns than by separation o f  powers princip les.” 23

We next consider whether the prudent investor rule w ould serve as an appropriate 
lim it on the delegated investment power.

T he  P ruden t Inve s to r R ule as a S tandard  fo r  Delegated 
Investm ent Power.

The prudent institutional investor ru le provides a detailed structure to guide the 
decisions o f  the board o f  trustees and others w ith  fiduc ia ry  investment responsib ility .24 
The rule has been established since 1994 when it  was cod ified  in the Restatement o f  
Trusts (Th ird ).25 The board o f  trustees have been subject to a form  o f  the prudent 
investor rule since 1980 when AS 37.13.120(a) was enacted.26 The rule applies to 
investment decisions made w ith in  the constraints o f  the legal lis t.27 The prudent investor 
rule serves as a lim ita tion  on the actions o f  applicable fiduciaries. U nder the 
Restatement, the prudence standard is one o f  conduct and not a test o f  the result o f  
performance o f  a specific investment. The focus o f  inqu iry  by a court is how the 
fiduciary acted in his or her selection o f  the investment and not whether the investmentsno
succeeded or fa iled. The prudent investor rule, not constrained by a legal list, w ould 
operate to determine whether the ind ividual trustees, at the time they specified an

"  Usibelli Coal Mine, Inc., v. State, 912 P.2d 1134, 1144, n.15.

24 Restatement (Third) o f Trusts, subsec. 277 et. seq.

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

26 AS 37.13.120 provides:
(a) The prudent-investor rule shall be applied by th.« board in the 

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

27 AS 37.13.120(g).

28 See, Laborers National Pension Fund v. Northern Trust Quantitative Advisors, Inc., 11Z 
F.3d 313, 317 (C.A 5Tex. 1999)(ERISA implemented by regulations establishing the prudent 
investor rule).
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investment fo r the permanent fund, used the appropriate methods to investigate the merits 
o f  the investment and to structure the investment to achieve the best result. In our 
opinion, adoption o f  the prudent investor rule, standing alone, by law  w ou ld  provide an 
extensive set o f  instructions to guide investment decisions o f  the board o f  trustees. The 
prudent investor ru le is equivalent to the express and im plied  standards applicable to 
arbitrators found acceptable in M unicipality o f  Anchorage. The prudent investor ru le has 
w ithstood the test o f  time by requiring a process that guards against a rb itra ry  exercise o f  
power.

A ny legislation to enact an effective standard must be in narmony w ith  the 
wording o f  the A laska Constitution requiring that investments oe “ spec ifica lly  designated 
by law .”  In order to formalize the designation o f  prudent im estm ents, we believe that the 
legislature should, b y  statute, provide that the designation o f  investments must be 
exercised by the adoption o f  administrative regulations by the board o f  trustees. The 
statute provid ing the specific authority to adopt regulations w ould be a delegation o f  
authority from the legislature to the board o f  trustees to set p o licy  and to act in the place 
o f  the legislature. Such regulations are reviewed by a court as i f  they have the e ffect o f  
law .29 B y using this method to specify investments fo r the permanent fund, the 
delegation would be textually correct insofar as the A laska C onstitu tion ’s command that 
investments be “ specifica lly  designated by law .”  The asset classes o f  perm itted 
investments could be set out in regulations.30 In recognition o f  the need to respond to 
short term changes in  markets, the legislature could establish an abbreviated adoption 
process fo r these regulations. This has heen done fo r other financial enterprises o f  the 
state.3'

Regulation adoption procedures have ingrained due process safeguards and 
protections against arbitrariness. B y  specifying investments by regulation, the board o f  
trustees w ould fo llo w  an adoption procedure specified in law  that requires adequate 
public notice and opportunity to comment.

C onclusion.

In our opin ion, the legislature may delegate to the board o f  trustees the pow er to 
designate investments for the permanent fund. The statute m aking this delegation must 
incorporate adequate due process safeguards against arb itrary exercise o f  the delegated

29 Kelly v. Zamarello, 486 P.2d 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.

31 See, AS 44.88.085 (Alaska Industrial and Development Authority), and AS 18.56.088
(Alaska Housing Finance Corporation).
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power and must contain adequate standards fo r the exercise o f  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 f  regulations.
We further recommend that the legislature provide standards fo r the exercise o f  this 
regulatory power by requiring that the investment decisions form alized in the regulations 
com ply w ith  the prudent investor rule.

We hope the foregoing w il l  assist the board o f  trustees in determ ining the va lid ity  
and scope o f legislation that w ould propose a delegation o f  investment power conditioned 
on exercise consistent w ith  the prudent investor rule.

JLB :jn



This is written in a handout from the APFC:

PO M V  v S ta tus quo in FY.2004

PO M V  pro tects m ore o f the Fund from overspend ing  than is protected under the current 
structure.

They then go on  to say  that 6% realized ea rn ings or $1.6 b illion  p lu s 11% unrea lized net 
ga in s o f $3.0 b illio n  are e ither "unprotected or partia lly  protected"

What does unprotected or partially protected mean?
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Reducing Risk, Increasing Return

A l a s k a  P e r m a n e n t  F u n d  C o r p o r a t i o n

AS 3 7 .1 3 .1 2 0  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 determ ine the list's impact on the Fund's potential investm ent 
returns and risk. These firms found that the Fund may be taking on greater risk 
without the oromise of comm ensurate returns under the restrictions in the legal 
list.

a t i o n ?
■ n n i

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 exam ple 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 investm ents, from individual securities to 
investm ent strategies to a total portfolio. The returns on highly voi jtile  
investments can swing wildly, while the expected returns for less volatile 
investments will fall into a more narrow range. In  the examples above, the figure 
on the left shows greater volatility and risk than the figure on the right.

HB
i



Correlation is a statistical measure of the relationship between two different 
assets, describing whether or not they move in tandem under various m arket 
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 investm ents  
move in opposite directions.

I----------------------------1---------------------------H
-1  -0 .9  -0 .1  0  + 0 .1  + 0 .9  + 1

Negative Low Positive
correlation correlation correlation

Investm ents 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 m arket conditions. Investing in 
assets with low correlation to each other can lower total portfolio risk even further.

Modem portfolio thei
In the past, institutional portfolios were managed by assessing the individual risk 
for each asset type. Investm ents that were consiaered too risky would not be 
included in the portfolio.

This is similar to how many individual investors approach their personal retirem ent 
portfolios. When the investor is young, they are open to more risk and can invest 
in more volatile assets. As they approach retirem ent age and the eventual payout 
of earnings, it becomes more im portant to protect the value of the portfolio and 
the investor shifts to less risky assets.

However, institutional funds have different characteristics than a retirem ent 
account. Institutional funds must be protected for the long term , while providing 
annual payouts. As m arkets have changed, this has created a modern portfolio 
theory that focuses more on spreading investments a t o s s  non-correlated assets 
than focusing on the individual risk of each asset type. Managing investm ents in 
this m anner can lower the overall risk of the portfolio, even while the fund is 
invested in assets that are considered risky.
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The following hypothetical exam ples show how the correlation between assets can 
affect the overall risk for a portfolio.

Portfolio A  is invested in race horses and 
race tracks.

Race Race
horses tracks

10.0% 7.0%

12.0% 8.0%Std. deviation 
(risk)

Correlation between assets: .90

Portfolio B is invested in Beanie Babies 
and fire art.

Seanie
Babies

Fine
art

Return 10.0% 7.0%

Std. deviation 
(risk)

13.2% 8.8%

Correlation between assets: .10

While the assets in each portfolio have corresponding returns, they have different 
risk levels and different correlations. When they are weighted the same, which 
portfolio has the greater total risk?

Portfolio A Portfolio B

Race horses = 56% o» portfolio Beanie Babies = 56% of portfolio

Race tracks = 44% of portfolio Fine art = 44% of portfolio

Expected return is 8.68% Expected return is 8.69%

Standard deviation (ris!<) 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  I- •

McisU I 'u nun iin i )um l- Oanvih jiu l Stability lor A laska's fu tu re
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The following chart shows potential risk and return for various portfolios under 
the Fund's current investm ent 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  ta rg et) with 
more than 3%  less risk (Expected Return = 7 .8 3 ). Or, for the sam e risk the Fund 
could earn almost 1%  more return (Standard Deviation = 1 0 .2 9 ).

E ffic ie n t F ro n tie r

9 SO

i  i i i i i----------------- 1 i
6 00 7 50 900 10 50 12.00 13.50 15 00

Risk (Annualized Standard Deviation, H)

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

Increasing the Fund's investm ent options would allow the Trustees greater 
flexibility in managing the Fund fo.r the benefit of all Alaskans, w hether it is for 
greater return, lower risk or both This is especially im portant as the Legislature 
begins to contemplate the use of Fund earnings for more than ju st the dividend 
program.

; ALisL i jV n u . i iu n r  I un fl • Grow Iff und Stability lor A ja ska s future



The statutory list prevents investments in newer high risk assets such as broad 
emerging m arket 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.

Tiiese asset types are fairly easy to describe, and with tim e could be added to the 
statutory list with Legislative approval. However, by the tim e they are added, the 
investm ent opportunity  
may have closed, leaving 
the Permanent Fund out in 
the cold.

As the investm ent world 
seeks new ways to 
improve returns in 
increasingly efficient 
m arkets, investors are 
creating new strategies  
that mix multiple 
investm ent options or 
asset types within a single 
investm ent m andate.
Absolute return strategies, 
an alternative asset type 
that the Fund currently  
invests in under the 1 0 %  
basket clause, are 
portfolios that invest for 
an absolute target return  
using the most promising 
investm ent opportunities 
available. These portfolios 
are .Jefined by their return  
targets, not by the assets 
they hold.

This new wave of investm ent 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 modify regulatory definitions of alternative investm ent 
strategies.

' t* ' - r
'• . AKjsK.i Ik i m.iiu ni, Iu ih I •(j.ronth .ind stab ility  for A laska7; Kulure

la rg e  Cap US Equity 30 20 20 20 20
Sinall/M id Cap US Equity 7 5 5 5 5

Inteniatioual Equity 16 III III III III

Emerging Markets 2 0 6 (1 4

Fixeu Income 2X 2(1 20 211 20

Non-US Fixed Income 4 5 (I 5 1

Real Estate 6 15 14 15 15
REITs 4 0 (1 (1 (1
Private Equity 2 (I It) 4 6

Absolute Return 1 1(1 5 III 9

Cash Equivalents 0 0 (1 II 0

Commodities 0 5 5 5 5

Convertibles 0 II (I II <> s
High Yield (1 II 0 II 0

Real Return I) 1 (1 1 (1

Timber (I 5 5 5 5
|t t p s 0 4 (I (1 (1
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STATE/TERRITORY A D O PTIO N S*
of the PRUDENT INV ESTO R ACT )

Alaska (ASPIB) M aryland ** Pennsylvania
Arizona M ichigan R hode Island
A rkansas M innesota South Carolina
California M issouri South Dakota
Colorado M ontana T ennessee
Connecticut N ebraska Texas
Dirtrict o f  
Columbia

N evada Utah

Hawaii New Hampshire U.S. Virgin 
Islands

Idaho New Jersey Vermont
Illinois New Mexico Virginia
Indiana North Carolina W ashington
Iowa North Dakota W est Virginia
K ansas Ohio W isconsin
M aine Oklahoma W yom ing
M assach u se tts Oregon

1
* S o u rc e  is N o tio n a l C o n fe re n ce  o f  C o m m iss io n ers  
on  U niform  S ta le  L aw s

* * S u b s ta n t ia lly  S im ila r

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 investm ent decisions. Alaska 
statutes require that the Board follow 
the Prudent Investor Rule in addition to 
the other statutory investm ent 
restrictions.

The Perm anent Fund's peers—state 
pension funds and large institutional 
endowm ent funds—have been moving 
away from legal investm ent 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 investm ent flexibility for their state 
pension funds.

What can we — .
The Constitution says that the Alaska Permanent Fund will be invested ir. assets 
"specifically designated 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 am ended more quickly than 
statutes, allowing the Trustees the flexibility to respond to changes in the  
investm ent 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 ;m portant of 
these restrictions is the requirem ent that all Fund investm ents conform to the 
Prudent Investor Rule.

The A laska Permanent Fund Corporation thanks M ichael O 'Leary of Callan Associates, and 
Russ Kuhns, Rebecca Gratsinyer, and Jim  Voytko of RV Kuhns, for their assistance in 
producing th is handout.
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