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M E M O R A N D U M

TO: S ena to r G ene T herriau lt, C hairm an
S enate  S tate A ffairs C om m ittee

FROM: R epresen ta tiv e  N o rm an  R okeberg A f  h^A A .

DATE: A pril 21,2005

RE: R equest to h e a r CSHB 215(FIN)

I respectfu lly  req u est that MB 215, Perm  F und  C orp . In v es tm e n ts /R eg u la tio n s , be 
sched u led  for a hearing . I have a ttached  the fo llow ing for y o u r in form ation :

1. CSHB 215(215)
2. S pon so r S ta tem en t
3. Sectional A nalysis by APFC
4. Fiscal N o te
5. A tto rn ey  G en era l's  O p in ion
6. A S  37.13.120
7. C u rre n t s ta tu to ry  investm en t lim ita tions
S. H isto ry  o f changes to p e rm an en t fund s ta tu te s
9. E ducational m ateria ls  p ro v id ed  by APFC

(O nce you  h a v e  sch ed u led  for a hearing , the APFC can p ro v id e  color 
copies tor the bill packets)

10. A rticle  from  the A laska B udget R eport

At th is po in t, I have no p a rticu la r req uests for teleconferencing.



MEMORANDUM 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

Hon. C arl B rady , C hair 
B oard o f  T rustees
A laska P erm an en t Fund C orporation

DATE: February  15, 2005

FILE NO: 063-05-0141

^Jdmes L. B aldw in
S enior A ssis tan t A tto rney  G eneral
O pinions, A ppeals  and E th ics

SUBJECT:

465-3600

P ow er o f  the L eg is la tu re  to 
authorize B oard  o f  T rustees o f  
A laska P erm anent F und  
C orporation  to desig nate  
investm ent sub ject o n ly  to the 
P rudent Investor R ule

T he A lask a  P erm anen t Fund C orporation  (“ the C orporation”) req uested  an  opinion 
on w hether th e  req u irem en t in the A laska C onstitu tion  that investm ents o f  the  A lask a  
P erm anent F und  (“ th e  perm anen t fund”) be “spec ifica lly  designated  by  law ” w o u ld  allow  
the leg isla tu re  to fu rther de lega te  this pow er o f  designation  to the board  o f  tru stees o f  the  
perm anen t fund. T h e  b o a rd  o f  trustees is in vestiga ting  the legal consequences i f  they 
w ere to  be g iven  d iscre tion  ov er exercise o f  the p o w e r o f  designation  sub ject o n ly  to the 
p ruden t in v es to r ru le .

O u r adv ice  on  this question  depends on the in terp retation  o f  a ph rase  in  artic le  IX , 
section 15 o f  th e  A lask a C onstitu tion . Section 15 au thorizes the es tab lish m en t o f  the 
A laska P erm an en t Fund. In  pertinen t part, the section  requ ires that certain  p e tro leu m - 
re la ted  rev en ue  be p laced  in a  perm anen t fund, “the p rincipal o f  w hich shall b e  u sed  on ly  
fo r th ose  incom e-p rod ucing  investm ents sp ecifica lly  desig na ted  bv  law ” as e lig ib le  for 
perm anen t fu n d  investm en ts . (E m phasis added). Y ou desire  to  know  w h eth er the 
constitu tional req u irem en t th a t investm ents be “sp ec ifica lly  designated  b y  law ” can  be 
in terpreted  to  p e rm it the leg isla tu re  to  give to  the b o a rd  o f  trustees th e  po w er to m ak i 
investm ents, n o t acco rd ing  to a list o f  investm ents es tab lished  in  A S 37 .13 .120 
(h ere in afte r “ the legal list”), b u t ra ther accord ing  to  an ex erc ise  o f  d iscre tion  co nsisten t 
w ith  the p ruden t investo r ru le.

Introduction.
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principal , .  shall be estab lished  by  law ”.5 In th e  H o u se  Judic iary  C om m ittee , the 
finance am endm ents w ere accep ted  an d  in corp ora ted  in the Ju d ic ia ry  C om m ittee 
Substitu te w ith  the w ord  “ estab lished” de le ted  and the w ords “specifica lly  d esig na ted” 
inserted in its p lace .6 This w ord ing  rem ain ed  unchanged  during subsequ en t hearings on 
the resolu tion and becam e the w ord ing  ra tified  b y  th e  p eop le  a t the 1976 general e lection .

D urin g  d iscu ssio n  in  the H ouse Ju d ic ia ry  C om m ittee , the sta ted  in ten t o f  the 
p rov ision  requ iring  spec ific  designation  w as to av o id  h av in g  the pe rm an en t fund becom e 
a source o f  cap ita liza tion  fo r ex isting  state lo an  p rog ram s. A t th a t tim e , rev o lv ing  loan 
program s h ad  p rov isio ns that enab led  the sa le  o r tran sfe r o f  no tes and  o ther ev idences o f  
d eb t to the  sta te  treasu ry  and pu b lic  em p lo yee  and teach e rs  retirem c t funds. T h e  
proceeds o f  sa le  w o u ld  then provide m ore m oney  to m ake loans and th e reb y  create 
constan tly  rev o lv in g  loan en terp rises.7

In  a  “Jo in t C h a irm an ’s R epo rt” o f  th e  H ouse  F inan ce  and  Ju d ic iary  C om m ittees, 
the  in tent o f  G o v ern o r H am m ond  w as rep ea ted  th a t p e rm an en t fund m oney  w ou ld  be 
p laced  in  “ in vestm en ts w hich  th e  leg isla tu re  w ould  estab lish  and  ch ange from  tim e to 
tim e to m eet the  needs o f  the  sta te .” B ased  on th e  fo rego ing , it does no t ap pea r th a t the 
leg isla tu re  m ean t th a t in d iv idual in v estm en ts m u st b e  sp ec ifica lly  d e sig n a ted  b e fo re  the 
perm anen t fund can be  invested . R ather, th ere  m u st be an  express au tho riza tion  o f  the 
investm ent o f  pe rm an en t fund m oney  in  a p a rticu la r m anner. This d istin c tio n  is 
im portant. T he language o f  the reso lu tion  w as not in ten d ed  to  req u ire  approval o f  
indiv idual investm en ts bu t ra ther to p rev en t th e  p o ss ib ility  that au th o rity  to m ake  an 
investm en t cou ld  b e  prov ided  b y  o r im plied  from  a sta tu te  u n re la ted  to  the p e rm an en t 
fund. T he au tho rity  to invest m ust be sp ec ific  to the p e rm an en t fund  and w as n o t 
in tended to include the investm en t o f  su rp lus state  m o n e y  in general.

T he a tto rn ey  general addressed  the req u irem en t to  specify  p e rm an en t fund 
investm ents in a  1977 opinion. T h is o ffice  co nclu ded  th a t the leg is la tu re ’s p o w e r to 
designate  investm en ts

is not p len a ry  b u t ra ther is lim ited  by  th e  ex press te rm s o f  the am end m en t
on the on e  h and  and b y  im plied  tru st co ncep ts  on  th e  o ther. In  o ther w o rd s,

1976 H o u se  J. at 684 (M arch  24, 1976).

See e.g.\ fo rm er AS 03.10 .054  (A gricu ltura l R evo lv in g  Loan  Fund);  A S 16.10.330 
(C om m ercia l F ish ing  Loans); AS 16.10.550 (F ishery  E n h a n c em en t  Loans);  A S 44 .33 .370  
(Residential C are  Facility  Loans).

8 1976 House J. at 684.
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tru stees.13 T he scope o f  a de lega tion  perm itted  under the w ord ing  o f  the co nstitu tion  is 
the question at hand . T he leg isla tu re  w ould  have som e la titude in construc ting  a 
w orkable fram ew ork  fo r the investm ent au thority  o f  th e  bo ard  o f  trustees. H ow ever, the 
legislature m ust estab lish  standards under w hich  the board  o f  trustees w ou ld  ex erc ise  
d iscretion in m aking  its investm en t decisions. B ased on  p a s t construction  and  leg isla tive  
history, these stan d ard s m ust, at a m inim um , be appropria te  fo r a fiduciary  re la tio n sh ip  
and tailored sp ec ifica lly  for the  perm anen t fund. T oo b ro ad  o f  a  gran t o f  p o w e r w ith o u t 
standards for the  exercise  o f  d iscre tion  w ou ld  am ount to an invalid  de lega tion  o f  th e  
leg isla tu re’s po w er to designate in vestm en ts .14 In Fairbanks North Star Borough, the  
court ou tlined the m ethod fo r evaluating  th e  va lid ity  o f  a p u rpo rted  de legation  o f  
leg isla tive pow er:

T he essential inquiry  is w hether th e  specified  gu idance  su ffic ien tly  m arks 
the field w ith in  w hich the adm in istra to r is to a c t so  th a t it m ay  b e  know n 
w hether he h a s  kept w ith in  it  in com pliance  w ith  the leg isla tive  w ill.15

The “fie ld” is lim ited  by  attaching  standards o r conditions to  th e  de lega ted  p o w ers  un der 
w hich the ad m in istra to rs are ob liged  to ac t in the  perfo rm an ce  o f  th e  pow ers. T h e  court 
sum m ed up  its h o ld in g s on th e  de lega tion  doctrine as follow s:

R eview  o f  ou r decisions w hich  have addressed  de lega tion  issues leads to  
the observation  that w h e th er one em ploys exp lic it o r  im p lic it standards,
‘[t]he b asic  pu rpose beh in d  the nondelegation  d o ctrine  is sound:

See Boehl v. Sabre Jet 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 whether there may be delegation. Rather, it is how far the legislature m ay go in 
delegating power to an agency . . . ”); Walker v. Alaska State Mortgage Ass 'n, 416 P .2d 245, 254 
(Alaska 1966) (holding that creation o f  Alaska State M ortgage A ssociation w as not an 
unconstitutional delegation o f legislative authority to provide for public health and welfare); 
DeArmond v. Alaska State Dev. Co/-p., 376 P.2d 717, 722-23 (Alaska 1962) (finding that creation 
of the Alaska State Development Corporation which provided developm ent loans to businesses 
was not an improper delegation o f  legislative authority).

14 See State v. Fairbanks North Star Borough, 736 P.2d 1140 (Alaska 1987)(govem or’s 
statutory power to reduce or withhold appropriations held invalid on tw o grounds: delegation 
without standards and violation o f  separation o f  powers).

15 736 P.2d at 1143 (quoting Synar v. United States, 626 F. Supp. 1374,1383-89 (D.D.C. 
1986)(quoting Yakus v. United Stales, 321 U.S. 414, 426 (1944) (quotation m arks om itted).
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fo r the exercise o f  discretion . T hus, it appears that co u rt p receden t w ou ld  su pport a 
b road ly  stated  delegation  o f  investm en t au thority  to  the board  o f  trustees.

T he A lask a S uprem e C ourt uses a m ethod o f  rev iew ing  standards fo r the ex erc ise  
o f  delegated  p o w er w hich does not focus on the p rec is io n  o f  the  standards but ra th er on 
w h eth er they effectively  p rev en t the arb itra ry  exercise o f  the de legated  pow er. W hen it 
firs t em ployed th is m ethod, ihe court cited  w ith  ap proval the fo llow ing  advice on 
m easu ring  the e ffec t o f  lim its on adm in istra tive d iscre tion :

T he focus shou ld  n o t be  ex clusive ly  on standards; it shou ld  b e  on the 
to ta lity  o f  p ro tec tions against arb itrariness, in c lud ing  bo th  safeguards and 
standards. T he key  shou ld  no lo n g er be s ta tu to ry  w ords; it shou ld  b e  the 
p ro tec tions the adm in istrators in  fac t p rov ide, irrespective  o f  w hat the 
sta tu tes say  o r fail to  say. T he focus o f  ju d ic ia l in qu iries thus shou ld  sh ift 
from  sta tu to ry  standards to  adm in istra tive sa fegu ard s and ad m in istra tive  
standards. A s soon as th a t sh ift is accom plished , th e  p ro tec tion s should 
grow  b e y o n d  the no nd eleg atio n  doctrine to a m uch  b roader requ irem en t, 
ju d ic ia lly  en fo rced , th a t as far as is p rac ticab le  adm in istra to rs m ust 
structure  th e ir  d iscre tionary  p o w er th rou gh  appropria te  safeguards and  m u st 
confine an d  guide th e ir d iscre tion ary  p o w er th rou gh  standards, p rincip les, 
and  ru les.20

T h e  fo rego ing  instructs u s that the  v a lid ity  o f  any leg isla tion  p ro p o sin g  a d e lega tion  o f  
investm en t au th o rity  heav ily  depends on  an  ev a lua tion  o f  the sa fegu ard s applied  b y  the 
leg isla tu re  to  p rev en t arb itrary  ad m in istra tive  decision-m aking .

Municipality of Anchorage concerned  the v a lid ity  o f  the  A nch orag e  M un ic ipa l 
A sse m b ly ’s d e lega tion  o f  p o w e r to a p riv a te  arb itra to r to  m ake final an d  b ind ing  
de term inations in certa in  labor con trac t d isputes. T h e  co u rt charac terized  th is as “ a fairly 
narrow  area, a lb e it an im portan t one, The co u rt also  ackno w ledg ed  there w ere a
p an o p ly  o f  im p lied  standards th a t crea ted  “an  e labo ra te  and  detailed  struc tu re  w h ich  
gu ides th e  a rb itra to r's  decisions and guards ag a inst a rb itra ry  ac tion  . .  .”22 P rin c ip a lly  for 
th ese  reasons the court he ld  the de legation  to  be va lid . In  a  su b seq u en t case, the co u rt

Municipality o f  Anchorage v. Anchorage Police Department Employee Ass'n, 839 P.2d 
1080, 1086 n.12 (A laska  1992)(quoting 1 K. Davis, A dm in is tra tive  Law, §3:15, at 206-07).

21 Id. at 1086-89.

22 Id.
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investm ent fo r the pe rm an en t fund, used  the appropria te  m ethods to  investiga te  th e  m erits 
o f  the investm ent and to structure  the investm ent to ach ieve the b e s t resu lt. In  o u r 
opinion, adop tion  o f  the p ruden t investor ru le, stand ing  alone, b y  law  w o u ld  p ro v id e  an 
extensive set o f  instructions to gu ide investm ent decisions o f  the  bo ard  o f  tru stees. T he 
prudent investo r ru le  is equ ivalen t to the express and  im plied  stand ards ap p licab le  to  
arbitrators found accep tab le  in Municipality of Anchorage. T he p ru d e n t in v es to r ru le  has 
w ithstood the tes t o f  tim e by  requ iring  a process th a t guards ag a in s t a rb itra ry  ex erc ise  o f  
power.

A ny leg isla tion  to enact an effective standard  m ust be in h a rm o n y  w ith  the 
w ording o f  th e  A laska C onstitu tion  requ iring  that investm en ts b e  “sp ec if ica lly  desig na ted  
by law .” In o rd e r to fo rm alize  the designation  o f  p ruden t investm en ts , w e b e lie v e  th a t the 
cgislature shou ld , b y  statu te , p rovide that the designation  o f  investm en ts m ust be  

exercised b y  the adop tion  o f  adm in istrative reg u la tions b y  the b o ard  o f  tru stees. T he 
statute p rov id ing  th e  specific  au tho rity  to adopt regu la tion s w o u ld  b e  a d e leg a tio n  o f  
au thority  from  th e  legisl atu re to  the board  o f  trustees to set p o licy  and  to ac t in th e  p lace  
o f  the leg isla ture. Such regula tions are rev iew ed  by  a co u rt as i f  th ey  have the e ffec t o f  
law .29 By using  th is m ethod  to specify  investm ents fo r the p e rm an en t fund, th e  
delegation w o u ld  b e  tex tua lly  co rrec t in sofar as the A lask a  C o n s titu tio n ’s co m m an d  that 
investm ents be  “spec: Really designated  b y  law .” T he asse t c lasses o f  p e rm itted  
investm ents co u ld  be se t ou t in reg u la tion s.30 In recog n itio n  o f  th e  need  to  re sp o n d  to 
short term  chang es in m arke ts, the leg isla tu re  cou ld  estab lish  an  ab b rev ia ted  adop tion  
process for th ese  regu la tions. T his has been  done fo r o ther financ ia l en te rp rises  o f  the 
state .31

R egu la tio n  adoption  p rocedures have ingrained  due p ro cess  sa fegu ard s an d  
protections ag a in s t arb itrariness. B y specify ing  investm en ts by  reg u la tio n , the  b o a rd  o f  
trustees w ould fe llow  an ad op tion  p rocedure spec ified  in  law' th a t req u ires ad eq u a te  
public no tice  an d  o p p o n u n ity  to  com m ent.

C o n c l u s i o n .

In o u r op in ion , the leg isla tu re  m ay  delegate to the bo ard  o f  tru stees th e  p o w e r to 
designate investm ents fo r the perm anen t fund. T he sta tu te  m ak in g  th is d e leg a tio n  m ust 
incorporate ad equ ate  due process safeguards ag a in st a rb itra ry  ex e rc ise  o f  th e  d e leg a ted

Kelly v. Zamarello, 486  P .2d  906, 911 (A laska 1971).

U nder this approach, the legal list set out in AS 37.13 .120  w o u ld  be repea led  an d  adopted  
in adm inistra tive regulations.

See, A S 44.88 .085  (A laska Industrial and D evelopm en t A uthority ) , and AS 18.56 .088  
(Alaska H ousing  Finance Corporation).



A lask a  P e rm an e n t F und  C o rn o ra tio n
801 West 10th Street, Suite 302 Juneau, AK 99801 

Tel: (907) 465-2047 Fax: (907) 586-2057

Analysis of CSHB 215 (FIN)
P repared  by A PFC staff 
A pril 15, 2005

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

• Investments must be made under the Prudent Investor Rule
• The board m ay leverage assets only if there is no recourse to the Fund
• The board must maintain a diverse mix o f  assets
• In-state investments must have a risk and return com parable to other investment 

alternatives

Sec tion  1 -

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 stanuard that specifies the 
investm ent decisions be com pared to those of o ther institutional investors.

AS 37.13.120(b) - This section is AS 37.13.120(e) under existing statute. Allows the corporation 
to levei age 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 com bination o f AS 37.13.120(c) and (1) under existing 
statute. Requires the board to maintain a diverse mix o f  assets within the Fund. Also requires the 
board to make in-state investments if the investments have a risk level and expected return 
com parable to sim ilar investments outside of the state and conform  to the Prudent 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) to en ter necessary contracts for m anaging the Fund. In a change 
from  existing statute, the provision gives exam ples of som e types o f 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 form to the Legislative 
Budget and Audit Committee for com m ent before the regulations are adopted. The rest of the 
paragraph continues to require the board to submit investment reports to the LBA C om m ittee  at 
least quarterly.



S ection  2 -
Adds new provisions regarding the adoption o f  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). Exem pts the board from the provisions regarding 
the adoption of regulations contained in AS 44.62. This exception is recom m ended by the 
Department o f  Law  because market changes could  require faster action than is possible under 
standard regulation adoption guidelines. T he  AID EA , A H FC and the Alaska Com m ission on 
Postsecondary Education all follow the abbreviated guidelines contained in this legislation.

AS 37.13.206(b) - Allows the board to adopt regulations by m otion, resolution, or by means 
specified in the A P F C ’s bylaws.

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 lime and place where the regulation 
change proceedings will take place.

AS 3 7 .13.206(e) - Requires the board to allow public testimony on the proposed regulation 
change at the time of the proceedings.

AS 37 .13 .206(0  - Creates guidelines under which the hoard m ay make an em ergency regulation 
change without conform ing  to the requirem ents under (c) - (e) o f  this section. Em ergency 
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 to be submitted to the Li. G overnor and the Administrative 
Regulation R eview  Com m ittee.

S ec tion  3 - repeals AS 37.13.205, the statutes that allowed A PFC to draft regulations under the 
provisions contam cd in AS 44.62.

S ec tion  4 * A llow s the Board  to adopt regulations prior to the effective date o f  section 1, 
although the regulations will not take effect until January  1, 2006.

S ec tio n  5 - A llow s an im m ediate  effective date for sections 2 and 3, which provide new 
proceJi.iCs for drafting  A PFC  regulations.

Sec tio n  6 - Effective date for section I, which repeals the statutory legal investment list on 
January  1. 2006.
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S P O N S O R  S T A T E M E N T  F O R  C S H B  215(F IN ) 
By: R e p r e s e n t a t i v e  N o r m a n  R o k e b e r g  b y  R e q u e s t

An Act rela ting  to the  in v e s tm e n t  respo n s ib il i t ies  of the  A laska P e rm an en t  Fund  Corporation; 
rela ting  to regu lations p rop o sed  an d  ad o p ted  by the Board of T ru s tees  of the  A laska P e rm an en t  Fund 
C orpora tion  and p ro v id in g  p rocedures  for the ad o p t io n s  of regu la tions  by the board; and  prov id ing  
for an  effective date.

The investm ents of the Alaska P erm anen t Fund  are g u ided  by a "legal list" contained  in Alaska Statutes. 
The corpora tion 's  Board of Trustees recently engaged  two consulting firms, Callan  Associates and RY 
Kuhns, to review the im pact of the legal list restrictions on the Fund 's  investm ent risk and  returns.

W hat both firms found is that the Fund m ay be taking on g reater  risk w ith o u t  the prom ise of 
com m ensura te  re turns d ue  to the investm ent restrictions in state statutes.

M odern investment theory focuses on the com bined risk of a total portfolio, ra ther  than the risk of each 
asset type. In our curren t env ironm ent, it is im portan t to diversify a portfo lio  am o ng  assets that do  not 
respond in the sam e w ay  to sim ilar m arket conditions, assets w hich  a ren 't  correlated in their 
perform ance. This better ensures a positive return for the Fund and  lowers overall risk.

U nder the current investm ent list, the Legislature m ust change the s ta tu tes  to allow lor 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, b u t  w ith  p..it  of the  basket a lready  allocated, little room  Ls available for new asset 
types or g row th  in existing assets b ey on d  curren t limits.

Because the Constitution specifies that the Fund will be invested on ly  in assets  "specifically designated 
by law," the Legislature m ay  not s im ply  rem ove the legal list and  d irect the T rustees  to invest u nd er  the 
P rudent Investor Rule alone. I low ever, a recent A ttorney General 's  opin ion  states that the Legislature is 
able to m ove the list to regulation, w h ere  the Trustees may m ake changes in a m ore  timely fashion.

This legislation w ou ld  m ake that change, g ran ting  the Board au thority  to establish and  adm in is te r  a legal 
investment list in regulation. Several im portan t restrictions will be m ain ta ined  in statute, including the 
requirem ent that all investm ents conform  to the P ruden t Investor Rule.

Giving the Board this flexibility will help ensure  the continued  health of the Fund an d  the ability to 
susta in  distributions in perpetu ity  by  allowing the Trustees to gain the full benefit ol the investment 
professionals w ho  w ork  for the corporation , its m anagers  and advisors.

For m ore in form ation , p lease  contact Laura Achee @ A laska P erm anen t  Fund  C o rp ora t io n , 465-2059.

mailto:Norman_Rokeberg@legis.state.ak.us
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Reducing Risk, Increasing Return
Alaska Permanent Fund Corporation

Background
AS 37 .13 .120  contains a "legal list" o f allowed investm ents for the Alaska 
Permanent Fund.

The Board of Trustees recently asked two consulting firm s, Callan Associates and 
RV Kuhns, to determ ine the list's im pact on the Fund's potential investm ent 
returns and risk. These firm s found th a t the Fund may be taking on greater risk 
w ithou t the promise o f com m ensurate returns under the restrictions in the legal 
list.

What is risk? Standard deviation? Volatility?
Risk is defined as the measurable possibility o f losing value on an investm ent. I t  is 
expressed as the standard deviation above and below the re turn , the range o f 
possible returns. In the example on the left, 4%  is the s ^ndard deviation.

Volatility describes the level o f risk fo r investm ents, from  individual securities to 
investm ent strategies to a total portfo lio. The returns on highly volatile 
investm ents can swing w ild ly, while the expected returns for less volatile 
investm ents will fall into a m ore narrow range. In the examples above, the figure 
on the left shows greater vo la tility  and risk than the figure on the right.
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Correlation is a statistical measure o f the relationship between two d iffe rent 
assets, describing w hether or not they move in tandem  under various m arket 
conditions.

This relationship is expressed with a num ber between plus one (perfect positive 
correlation) and minus one (perfect negative corre lation). Positively correlated 
investments usually rise and fall together, while negatively correlated investm ents 
move in opposite directions.

I ------------------  4 - --------------- — i
-1 -0.9 -0.1 0 +0.1 +0.9 +1

Negative
correlation

Low
correlation

Positive
correlation

Investm ents w ith  a low correlation (a correlation value close to zero) do not move 
in relationship to each other, fhe less correlated the assets, the less able we are to 
predict how these investm ents will perform  in relation to each other.

Diversifying assets among negatively correlated investm ents can increase the 
likelihood o f stable performance under various m arket conditions. Investing in 
assets with low correlation to each other can lower total portfolio risk even further.

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

This is sim ilar to how many individual investors approach the ir 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 o f the portfolio and 
the investor shifts to less risky assets.

However, institutional funds have d ifferent characteristics than a re tirem ent 
account. Institu tional funds m ust 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 across non-correlated assets 
than focusing on the individual risk o f each asset type. Managing investm ents in 
this manner can lower the overall risk o f the portfolio, even while the fund is 
invested in assets tha t are considered risky.

•Alaska Perm anent! und Growth and Stability for— ~
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The following hypothetical examples show how the correlation between assets can 
affect the overall risk for a portfolio.

Portfolio B is invested in Beanie Babies 
and fine art.

Beanie Fine
Babies art

Return 10.0% 7.0%

Std. deviation 13.2% 8.8%
(risk)

Correlation between assets: .10

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

Portfolio A Portfolio B

Race horses = 56% of 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 (risk) 10.00% Standard deviation (risk) 8.70%

I
The portfolio using higher risk investm ents was able to achieve a lower overall risk 
for equal returns because it used investm ents tha t are less correlated.

Portfolio A is invested in race horses and 
race tracks.

Race Race
horses tracks

Return 10.0% 7.0%

Std. deviation 12.0% 8.0%
(risk)

Correlation between assets: .90



' m mWhere is the Permanent Fund?
The following chart shows potential risk and return fo r various portfolios under 
the Fund's current investm ent restrictions (blue line), and under the Prudent 
Investor Rule alone (red line). The underlying asset aliocations for the main 
points o f this chart are shown on the next page.

The chart dem onstrates th a t under the Prudent Investor Rule, the Fund could 
potentially earn the same return as the current portfolio (March 2004 ta rge t) with 
more than 3%  less risk (Expected Return = 7 .83 ). Or, for the same risk the Fund 
could earn alm ost 1%  more return (Standard Deviation = 10 .29).

Efficieut Frontier

R i s k  (A n n u a l i z e d  S tan d a rd  D e l a t i o n .  4 o)

The Trustees understand the Legislature's need to balance risk and return fo r the 
Fund. While an aggressive rate o f growth may be desired by some, others may 
find it more im portan t to lower the Fund's risk while m aintaining a reasonable 
rate of return.

Increasing the Fund's investm ent options would allow the Trustees greater 
flexib ility in m anaging the Fund for the benefit o f all Alaskans, w hether it is for 
greater re turn , lower risk or both This is especially im portant as the Legislature 
begins to contem plate the use o f Fund earnings fo r more than ju s t the dividend 
program .

Alaska- IVrnLinenl 1 und Growth and Stability lor
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The statu tory list prevents investm ents in newer high risk assets such as broad 
em erging m arket debt, high yield bonds and certain form s o f real estate 
investm ents. These assets, while considered risky on the ir own, can lower the 
overall risk o f a portfolio through low correlation w ith o ther asset types.

These asset types are fairly easy to describe, and with tim e could be added to the 
sta tu to ry  list w ith Legislative approval. However, by the tim e they are added, the 
investm ent opportun ity 
may have closed, leaving 
the Permanent Fund out in 
the cold.

As the investm ent world 
seeks new ways to 
im prove returns in 
increasingly efficient 
m arkets, investors are 
creating new strategies 
tha t mix multiple 
investm ent options or 
asset types w ithin a single 
investm ent mandate.
Absolute return strategies, 
an alternative asset type 
tha t the Fund currently 
invests in under th r  10% 
basket clause, are 
portfolios tha t invest for 
an absolute ta rge t return 
using the most promising 
investm ent opportunities 
available. These portfolios 
are defined by the ir return 
targets, not by the assets 
they hold.

This new wave o f investm ent practice does not fit well w ith in the rigid structure of 
a legal list. I f  the Fund's legal list were moved to regulation as suggested by a 
recent A ttorney General's opinion, it would still require tha t these strategies have 
some form of definition. However, the less cum bersome regulatory process would 
allow Trustees to craft and m odify regulatory definitions o f a lternative investm ent 
strategies.

Asset Classes

r g & i a "iwarcn
2004

Target

hxprcted 
H 'lum  -

7.83

Stamhid
Dewstion 
=  1029

Ftandurl
Deviation

= 8
Return -  

&5

Large C ap LS Equity 30 20 20 20 20

Sinall/MkJ C ap US Equity 7 5 5 5 5

International Equity 16 10 10 10 10

Em erging N farktts 2 0 6 0 4

Fixed Income 28 20 20 20 20

Non-US Fixed Income 4 5 0 5 >
Real Estate 6 15 14 15 15

REITs 4 0 0 o o
Private Equity 2 " 10 4 6

Absolute Return 1 to 5 10 9

C ash L ,jiv a le n ts 0 0 0 0 0

Comm odities 0 5 5 5 5

Convertibles 0 0 I
“  1

0 0

High Yield 0
“

0 0

Real Return 0 1 » 1 •
T im ber 0 S 5 5 I
TIPS 0 4 0 0 0 S

[Total 100 UN) 100 100 100 1
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STATE/TERRITORY ADOPTIONS* 
of Ihe PRUDENT INVESTOR ACT

A la sk a  (A SPIB ) M ary lan d  ** P en n sy lv an ia
A rizona M ich igan R hode Island
A rk a n sa s M in n e so ta S o u th  C arolina
C alifo rn ia M isso u ri S o u th  D akota
C o lo rad o M o n ta n a T e n n e sse e
C o n n e c tic u t N ebraska Texas
D istric t o f N ev ad a U tah
C olum bia
H aw aii N ew  H am pshire U.S. Virgin 

Islands
Idaho N ew  Jersey V erm ont
Illinois N ew  M exico Virginia
In d ian a N orth  C arolina W a sh in g to n
Iow a N orth  D akota W e s t Virginia
K a n sa s O hio W isco n sin
M aine O klahom a W yom ing
M a s s a c h u s e tts O reg on

* S o u rc e  is  N o t io n a l  C o n fe re n c e  o f  C o m m is s io n e rs  

o n  U n ifo rm  S ta te  L a w s

* *  S u b s ta n t ia l ly  S im i la r  _________________________

The Prudent Investor Rule is a legal 
standard tha t 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 Permanent 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 do?
The Constitution says tha t the Alaska Permanent Fund will be invested in assets 
"specifically designated by law." This prevents the Legislature from removing the 
legal list and sim ply requiring tha t all Fund investments conform to the Prudent 
Investo r Rule. However, a recent A ttorney General's opinion says the Legislature 
may delegate authority  to the Board of Trustees to create a list o f allowed 
investm ents in regulation. A regulatory list may be amended more quickly than 
statutes, allowing the Trustees the flexib ility to respond to changes in the 
investm ent world.

Legislation drafted at the request o f the Trustees would allow the list to be moved 
to regulation, while m rin ta in ing  key restrictions in statute. The most im portant of 
these restrictions is thn requirem ent tha t all Fund investments conform to the 
Prudent Investor Rule.
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A lask a  P e rm a n e n t F u n d  C o rp o ra tio n
801 West 10"’ Street, Suite 302 Juneau, AK 99801 

Tel: (907) 465-2047 Fax: (907) 586-2057

Notes on the Prudent Investor Rule
Prepared by A PFC 
April, 2005

The Prudent Investor Rule is a legal standard which provides guidance to investment 
managers regarding the standards for m anaging an investment portfolio in a legally 
satisfactory manner.

In 1994, the National Conference o f  Com m issioners on Uniform State Laws developed 
The Uniform Prudent Investor Act, based on the Prudent Investor Rule. The Uniform 
Prudent Investor Act has been passed as law, with various modifications, in most states. 
In Alaska, The Uniform Prudent Investor Act is contained in AS 13.36.225-290.

In addition, HB 215 sets out an additional layer o f  responsibility for the Trustees in AS 
37.13.120(a). This is contained in Page 1, line 11 through Page 2, line 4 o f the bill. This 
additional direction is the definition for a prudent institutional investor contained in the 
Restatement o f  the Law Third. Trusts, 1992.

From HB 215:

“The prudent-investor rule as applied to investment activity o f  the fund 
means that the corporation shall exercise the judgm ent and care under the 
circumstances then prevailing that an institutional investor o f  
ordinary prudence, discretion, and intelligence exercises in the 
designation and m anagem ent o f  large investments entrusted to it, not in 
regard to speculation, but in regard to the perm anent disposition o f  funds, 
considering preservation o f the purchasing pow er o f  the fund over time 
while maxim izing th^ expected total return from both incom e and 
the appreciation o f  capital.”
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Regulation Adoption Process Comparison 
AS 44.62 /  HB 215

Normal FLegutation adoption process:

1. Public notice must be given at least 30 days before a regulation Is adopted.
2. There fc; a public comment period within the notice period.
3. The regulations are adopted at the conclusion of the notice period. After adoption, the regulations are 
submitted to the Dept of Law for review and approval.
4. The regulations attorney must formally approve th.* regulations.
5. The approved regulations are transmitted to the Lt Gov where they are filed.
6. The regulations take effect 30 days after filing.

HB 215 R egulation adoption process:

1. Public notice at least 15 days before regulation is adopted.
2. Notice can specify a date for public comment.
3. Notice given to Legislative Budget and Audit Committee.
4. The regulations are adopted at the conclusion of the notice period.
5. The regulations take effect immediately upon adoption.
6. Within 45 days after adoption, notice of the regulations is given to the Administrative Regulation Review 
Committee

There is also an emergency regulation adoption process:

Regular em ergency adoption process:

1. Must be a finding of emergency, and fiscal note.
2. Regulations are adopted.
3. Regulations are flied with the Lieutenant Governor and take effect immediately.
4 PuWlc notice of the emergency regulations must be given within five days after filing.
5. Regulation remains in effect for 120 days unless steps are taken to make it permanent

HB 215 em ergency process:

1. Finding of emergency is made by APFC.
2. Notice given to the Legislative Budget and Audit Committee.
3. Regulations are adopted.
4. Regulations take effect immediately.
5. Regulations remain In effect for 120 days unless steps are taken to make permanent.


