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State of Alaska
'_ Department of Law

Gregg D. Renkes Press Contact: Chris Eyler

Attorney General

P.O. Box 110300 907-465-2133
Juneau, Alaska 99811 FAX: 907-465-2075
NEWS RELEASE

www.law.slafe.ak.us

FOR IMMEDIATE RELEASE: June 20, 2003

Alaska Attorney General Issues Opinion
- Clarifying Permanent Fund Accounting Procedures

(J uneau) — Attorney Geﬁeral Gregg Renkes today released an opinion clarifying that the Alaska
Permanent Fund Corporation should only consider realized investment income in calculating the
amount available for dividends and inﬂation—prooﬁng. :

After a thorough review of Alaska statutory and case law the attormey general determined that
existing law requires only realized income from investments.should be used for expenditures and
the calculation of income. -Alaska law (AS 37.13.140) is explicit that net income shall be
computed “excluding any unrealized gains or losses.” Moreover, this is consistent with what the
generally accepted accounting principles were prior to 1997, when unrealized gain or loss was
not a part of the income determination, -

The Permanent Fund Board of Trustees requested the opinion from the attorﬁey general in order
10 resolve an apparent inconsistency between that law and revised accounting principles, the
attorney general said.

“We hope this opinion will resolve the ambiguity created by differences between our law and
standard accounting practices regarding the treatment of unrealized gains and losses,” Renkes
said. “This is important because it could affect the amount of money available for Permanent
Fund dividends and will affect the calculations the funds necessary for inflation-proofing.”

Alaska law requires the corporation to transfer funds from the Fund’s eamings reserve account at
the end of each fiscal year to distribute dividend checks and inflation-proof the principal. While
the Alaska Legislature this year made the necessary appropriations authorizing each transfer,
declining stock and financial markets had raised concems that the earnings reserve account
would not be big enough to cover those appropriations.

These concerns were exacerbated by an apparent conflict between state law and changes in the

Generally Accepted Accounting Principles (GAAP) regarding calculation of the balance of the
earnings reserve account, the attorney general said.

(MORE)
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Attorney General - Permanent Fund earnings - June 20, 2003 — Page 2

State law holds that only realized earnings (i.e., the gains and losses from the sale of investments,
bond interest, stock dividends, and rental property income) were recorded as income in the
earnings reserve account. However, 1998 changes to the GAAP required the Permanent Fund
Corporation to record the Fund’s readily marketable investments at current fair value in its
financial statements. In other words, all unrealized earnings (i.e., the difference between market
value and the original cost of assets held in the fund) were required to be included in determining
Fund income for accounting purposes.

“This inconsistency resulted in large differences between net income as calculated under Alaska
law, and net income as calculated using the new generally accepted accounting principles,”
Renkes said. “The Permanent Fund Trustees looked to us to resolve that inconsistency in their
March 14 request for an opinion.” ‘

“Although financial markets have significantly rebounded over the past several months, it was
imperative that these issues be addressed today,” said Renkes. “By clarifying these standards,
we ensure that the earnings reported by the Permanent Fund are an accurate representation of its
value. Itis important that the public and the trustees understand the correct application of the
law and that the corporation’s financial statements properly inform the public.”

* As of June 30, 2002 the Permanent Fund recorded net assets totaling $23.5 billion. Of that total,

$21.8 billion was principal. Since 1982, $7.5 billion of permanent fund income has been added -

to principal for inflation-proofing, through June 30, 2002. In addition to the constitutionally and

statutorily mandated dedicated revenues, the legislature has made '

special appropriations to the permanent fund totaling $6.9 billion. In EY04 the Legislature ' .
appropriated an additional amount to principal which could not be determined as of the date of

this opinion.

" The Permanent Fund Corporation will announce the amount of this year’s dividends on June 30,

2003.
Hk
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| FRANK.H. MURKOWSKI,
_ GOVERNOR

o JUNEAU, ALASKA 998110300
OFFICE: OF THE ATTORNEY GENERAL yir-Sal it

June 18, 2003

Eric Wohlforth, Chair

Board of Trustees

Alaska Permanent Fund Corporation
P.O. Box 110410

~ Juneau, Alaska 99811-0410

Re: Questiohs Concerning the Accounting for Principal and Income
of the Alaska Permanent Fund -
AQG Filé-No. 663-03-0153.
Dear Mr. Wohiforth:
This letter responds to a request from the ‘Alaska Permanent Fund

Corporation (e corporation) for an opinion interpreting the provisions of article IX,

section 15, of the Alaska Gonstitution and implementing statutes. Pani'cularl'y, the APFC

trustees -ask if their current policies ‘correctly determine net income. available for

appropriation-and the limitations, if any, propesly placed upon the expenditure of iricome
from the earmings reserve account.
Introduction

At the end of each fiscal year, AS 37.13.145(b) difects the corporation to

transfer to the dividend fund éstablished under AS 43,23.045 an amount that is equal to

50 percent of the “income available for distribution™ under AS 37.13.140. In addition,

AS 37.13.145(c) directs the -corporation to. transfer to the principal of the Alaska
permanent fund an amount. “sufficient to offset the effect of inflation” on the principal

{(“inflation-proofing”). These transfers are to be made from the permanent fund's

- A’ - -
fiot F
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Eric. Wohlforth, Chair, APFC.Board of Trustees. Jugie 18, 2003

Re: AG FileNo. 663-03-0153 o Page 2

earnings reserve account established by AS37.13.185(a). Separate appropriations
authorizing those trafisféis for the current. fiscal year (ending Jlim'e': 30, 2003) were
approved by the legislhmreain"the FY 2003 operating budget (sec. 10, ch. 9‘4; SLA 2002).

Although the necessary appropriations for the transfer .of money to pay
permanent fund dividends and inﬂat'ion-pr'oéﬁng_ in 2003 are enacted, possible déclines in
the ﬁrian_cial markets can cause some uncertainty viﬁé_-ther there. .will be a ba]énce‘

available for éxpenditure from the earnings reserve accournt to cover the. amounts

appropriatéd. The question arises for two related reasons. First, there is an- a_pparent'.

inconsisténcy between the provisions of AS 37.13.140 and AS 37.13.145, both adbpted in
thé 1980°s, .and t"-li_ne -accounting ‘requirements of GASB 31,' which became: effective in
1998, regarding how to determine the size of the eamings 'Jeszrve.-accpﬁnt' from which
money may be transferred. Second, a‘lthbng‘h‘ the cﬁﬁsﬁmﬁ'onﬂ provision that created the

permanent fund? has always been viewed és‘-,pl?ovidin'g_"*protgoﬁbn"'for‘ the principal, the

! "GASB 31" is shorthand for Statement No. 31 of the Governmental Accounting -

Standards Board, Accounting and Financial Reporting for Certain Investments and for External
Investment Poocls.

2 Section 15, article IX of the Alaska Constitution provides:

Section 15. Alaska Permanent Fund. At least twenty:five per-cent of all
mineral lease rentals, royalties, roydlty sile procéeds, federal mineral revenue
sharing paymepts and bonuses received by the State shaill be placed in a
permanent fund, the principal of ‘which shall be used only for those incomne-
producing investments specifically designated by law as eligible for perranent
fund investments. All income from the permanent: fund shall be deposited in the
general fund unless-otherwise provided by law:
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nature and extent of that protection are uncleat.. Accordingly, the corporation requested
an opinion froim this office fo assist in detetrhining how much'is available for expenditare
from' the earnings reserve. account to finance the:2003 appropriations for dividends and

inflation-proofing.’

Is the -corporation’s current ;pol.icy that ‘only reahzed income of _-'rh'e'
permanent fund is..availglﬂe for sxpenditure under AS 37.13.145 correct? If not, how
should the amount available for eéxpenditure from the per'm.an'eﬁt fund under
AS 37.13.145 be determined?

Short answer: We believe that the corporation’s-policy that only realized
earnings are available for expenditure ls correet.

Is the ®rpomﬁzbn’.s current practice that both realized and unrealized
income of the perimanent fufid should be taken into account in determining the amount
that is available for appropriation correct? ‘If not, how should the amount availsble for
appmp;iétibn from the permanent. fund be determined?

| Short Answer: We‘- believe: .tha_t"i-’t- would not be correct o compute the

amount available for distribution by using unrealized gains. and losses to determine

3 Since it is clear under both AS 37.13.145 and the appropriations for psrmanent fund
dividends and- mﬂahon-pmoﬁng that funding of the PFD appropriation has. pnonty and-must be
fully paid before.any amount is transferred. for inflation-proofing, you did not reéquest our advice
on whether or how thosegtwo transfers should be.priorifized or aliacated,
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1

income. Existing law c]ear}y providés that.only realized gains and losses are dllocated to
income and are thus available for distribution. Under the ré:l'e.vant' constitutional
provision, what is not principal is' income; therefore any- gain or loss mot- expressly
allocated to-income ‘must be allocated to:principal.

Do the constitiition and statutes reéquire that.ificamie of the fund fay not be
appropriated when doing s6 Wwould bring the total value of the permarient fand inc]'uding
all unreahzed gains-and losses below the sum of the amOunts.depb$i'ied ‘or appropriated to
principal? If not, are timre any other limifaﬁéns»' with respect to the use of principal that
are applicable in determining the amount that is available for expenditure or
appropriation from the permanent fund?

Short Answer: We believe that bﬁﬁcip’a‘] is. the total value of all deposits
and appropriations adjusted for unrealized gains and lossés that should properly be
al]océted to principal. There is no doubt that the principal of the permarient fund cannot

be depesited in the gemeral fund and must only be used for income producing

. investments. However, if unrealized gains: and losses are allocated to principal, by

definition there is no invasion or misuée of principal if only statutery income, realized
gains, is deposited in the camings:reservé fiind and availdble for appropriation.

Before wé explain how we amived 4t the answers ‘set out above, it is -
necessary to consider the history of the permanent fund amendment and the actions of the

legislature and the corporation to-implement the amendment.
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Lepisative History Relevant to the Quéstions Presented,

- 1. Prior to Adoption of the Amendment.

The legislature passed the p.emiane,nt:. fund amendment in the form of

HIR 39 which was ratified by the voters at the 1976 gencral election.. The effective date

of the amendment was F ebruaryZl, 1977.% The amendmeést wHS'mﬁodu@ by Govemor
Hammond.” The legislative history of consideration :ﬁf' the resolution is primarily
devoted to the-amount and kind of revenue t6 be dedicated to the_rpe"rmanent fund. The
governor first proposed a 10 percent dedication of mineral revenues but later supported.

an increase to at least 25 percent.

The ballot summiary read as follows:

This proposal would amend Asticle IX, Section 7 {Dedicated Funds) and add a
new section to -Article IX; Section 15 (Alaska Permanent- Fund) of the Alaska
Constitution. It would establish a constitutional permanent fimd into: which at
least 25 percent of all minerdl lease tentals, royalties, royalty sale proceeds,
federa! mineral revenue. sharing; payment and bonuses received by the State would
be paid. The principal -of the: fund would be used only for income producing
investmerits permitted by law. The income. from the Ffurid-would be deposited in
the State’s General Fund and be availzble. for appropriation for the State unless
law. provided otherwise,

1976 Baliot Proposition No, 2.

5 The resolution was introduced: in- January, 1976 as a sponsor snbsnlutc for the initial
version ‘of HJR: 39, introduced by the governor the prévicus June, which had only proposed
ainending the dedicated funds provision of atticle IX; section 7 of the Alaska Constitution to
permit the-dedication of the-proceedls of mineral leasc bonuses. The sponsor substitute proposed -
adding -a hew section ‘15 to articlé IX to create a-permancit fund by dedicating 10 percent of
nonrenewable resource Tevenue. The resolufion substituted by the govemor also expressly
provided that the legislature could make additional contributions to the fund. 1976 House J. at
39-40.
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Ih':a‘ joint report of the House: Judiciary and Finance: Committees, the
chairmen eéxplained that the principal would be used only for income-producing
investments that the legislature could changeﬁ'om time to time to. meet the needs of the
state. They explained that the-effective date of the amendment was delayed somewhat to
permit the legislature to provide by law for an invéstment stricture for the fund. Finally,
they explained that it was their interit to give fture legistanires 't:hc_ tiaxitoum flexibility
in using permanent fund earnings, ranging from adding to _pﬁn'cipal to paying out a
dividendto residents.®

In supporting materials provided at the fime of consideration by standing
legislative committees, it appeared that. the govemor.intended that the permanent fund
could be:used to invest.in economic development projects with a long term net econormic
benefit.” This same view was repeated after adoptioh of the msélilﬁon When various
proponents took their case to fhe VGIGIS;é Although the voters were told that it ‘was up to

the legislature to shape the permanerit fund, it-was explained that the “income. producing”

¢ Joint Chairmen’s Report-on CS'SSHIR 29, 1976 House . at 684,

? 1976 House and Senate-J. Supp. {fiscalmote comments dated Jamuary 12, 1976).

8 Anchorage Daily News edxtonal October 26, 1976 (“a percentage-of the fund would go

for directuse by Alaskans - forloans to businessmen, fishermen and builders.”) The permanent
fund was described as a “tool whereby Alaska can take some of today’s mineral ‘weaith and
prepare. for the fature by investing in the development of human and material resources that witl

remain productive for mény gencrat:ons . .. ." Queting Revenue Commissioner Sterling:

Gallagher. -
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requiremnent. gave the state broad latitude and that local bonds could be purchased as a
meﬁns- of financing instate =d‘e'vel'bpment-’ ‘The Revenue. Commissioner réported

1 hear pubhc support for the fund from three. sectors, . . ..from those who

favor @ savings account approach, those who want 1t used to provide
assistance in community developrient and those who want it to provide:
economic diversity in the state. . . . [A] maJ or-goal [is] the strengthening of
the state’s economic base: by mveshng in renewable resources and by
policies which would redisce seasonality of* cmploymen‘t.m

The voters-were told:that “the: income fro the fund will be available for

generdl appropriation by the legislatité but the principal of the fund may ot be

touched.”"" The permanent fund was described as “a lasting'savings account.™"?

The object is to prevent future legislatures from doing what previous
legislatures did with the $900 million bonanza received by the state from
the sale of Prudhoe Bay leases in 1969. That gigantic sum ran through the-
legislators® fingers. like water, to the alarm of many who had. pleaded at the -
time that the 3900 nnlhon be mvcsted, the prmclpa’l preserved and the state

4.

There is faifly strong evidence that the voters were awaré that the

legisiature would have a role in providing the details for administration of the permanent

? Anchorage Times, October 24, 1976:(“Lawmkers Would Shape Permianent Fund”).
io Anchorage Times, October 14, 1978 (“Panel Mulls Permanent Fund®).

n Anchorage Times, October 27, 1976.("Governor's Point of View”).

B Anchorage Daily.News, October 24, 1 976'.-(ediimia'l‘,f"‘l'is Permanent”).

" Anchorage Times, Ottober 24, 1976 (editorial, “No Easy Choice’).
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fund. Whether the. fund was to bea saviiigs, aecount of & devélopment bank was ot
resolved by the legislature until four years after adoption of the amendment.

2. Past.Adoption

A, Legal Opinions
After the amendment took effect, the atiorney general was asked to
interpret its meaning for various purposes. Set out below are op_inidns discussing aspccts
of the permanernt fund that aré relevant t¢ our consideration _‘o'f the: corporation’s
accounting practices.

In. August of 1977, the attorney general answered whether money

appropriated to permanent fund ;p"rincipa] in excess of the amount required. by the
constitution is irretrievable. The aﬂoﬁcy general confirmed that once money' was
deposited i principal by any means, it could not bé removed ‘without further amendment
of the tonstitution.” The attomeéy general advised that the constitution’s restriction on
the use of fund principal is an implied restriction against the withdrawal of appropriated
princi'pa]‘._ 15 vThe attorney general speculated that the legislature’ probably cc;;lld ﬁot

condition appropriations to principal ‘on the ability to: withdraw at a. future date or to

" 1977 Inf Op. Att’y Gen. (Aug. 31;663-78-0106),

B See also 1986 Inf Op. Att’y Gen. (Mar. 6; no file number); 1987 Inf, Op. Att'y Gen,
(Feb. 12; 663-87-0356).
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specify that such -amounts would. nét be ‘consideréd principal: ‘Tht attorney ,,,gEnerlal
observed that the perimanent fund was a “peculiar -- perhaps whique -- quasi-trust.”

In Sép'tember of 1977, the éttomey general again: inferpfeted the -
amendment to determine whether the legislature was required to-enact Iegisla'tioh which
takes inﬂatic_m into consideration in the management and investment of fund pﬁncipal."
In this-opinion, the:attorney- genﬂ restated the conglusicn that the permanent fund \a‘ras a
trust or quasi-trust. This was based on a prédiction that “the Alaska Supreme Court will |
follow a previcusly exhibited tendency to :ixﬁpdse trust:like duties on ‘the state’s
management of its patrimony"™ and the amendment “is extremely similer to the classic
spendthnﬂ trust both inits roots and causes.ianﬂ'-in-_ its esteblishment . ...”

The attorney general also concluded that the legislature acts as a trustee
which must prudénﬂ-y exercise any duty in relation to administration of the permanent
fund. In this regard, the legislature was advised that its power was not plenary but
limited by the constitution and ithp’lied trust concepts. This office advised that there was
no legal requirement that inflation bie taken-into account in statutes enacted to implement
the permanent fund. The legislature-was advised that the foregoing interpretation cannot

be considered settled. until. the supreme court rules on the matter. However, the

% 1977 mf. Op. Att’y Gen. (Sept. 16; 663-78-0107).
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legisiature was -advised that it could reolve the question of status by making or treating
the-permanent fund as a trust.

In 1999, the attorney genéml' contracted for an opinion from outside

_counse] on behalf of the board of trustees: to advise on the possible transfer of permanent

fund principal to ﬂler_fCOnstimti_o_n_al B'udg_ét.’ Reserve Fund (CBR) Momson & Fo'ei’:gter

Opinion, March' 3, 1999. The,” advice was '-S'b"u'gﬁt: to assist the-lsia'te- m determiining
whether a proposed trarisfer of a portion of the perranent fund's assefs to'the CBR would .

involve an expenditure of principal. Similar té earlier legal opinions on the subject,

Morrison & Foerster concluded that ‘the permanent fund is not a true public or private

trust fund. However, afier rejecting the n-otiqn-’thafe*the fund is a trust, the opinion resorts
to trust law. to support eonclps’ioﬁs-f concerning the possibility -of spending p::ineipall as a
consequence of the transfer of principal to the CBR. -Counsel observed that the beard of
trustce§ had a ﬁdx__mi‘ary obligation imposed by sttute to preserve principal and to manage
fund assets as prudent investors. |
Morrison & Foerster accei:_tcd- without comment the corporation’s
assumptions regarding principal. Under the corporation’s’ longstanding practice, |
“principal” is reported as a notational number that changes On'iy’ with further

contributions to the fund - it does ot fluctiiate with changes in the rharket value of the

221
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investments purchased with principal.” Connsel interpreted AS 37.13.140 ds
iniconsistent with the priricipal and inconie-allocation rules usually applicable to trusts.
They determined that, after the. adoption of GASB..31, an invasion of principal weuld
oceur if the:amount paid out exceeded the balance of the earnings reserve account-.»\;rrhi‘ch,
under GASB 31, would"fnclﬁdc\ibpﬂi'mﬂﬁeﬂ;and unrealized gains and losses. t -{veu*ld
not occur- where, after a distfibution, the balarice .of that fund tumied négative. The
criticd] difference, according to that opifiion, is between an action of the trustees and the
namral_ fluctuation of ‘the ih_veStmcnt- marke‘ts.- The opinion suggests that unrealized.
losses could n’ot'force an invasion of principal: Mormison & Foerster Op.atp. 16, n.7.

At the time of the opinion, the permanent fund was .enj_-oymé the benefits of
a sustained: period of capitel appreciation which was accounted for in the ean:ungs
reserve.. Tl'us faict peritted Mofrisan & Foerster to concliide that, becduse the find's

GASB 31 carnings reserve account was then substantially in excess of that arhount, a

$4 billion transfer of assets-was possibleto dccomplish without “invading principal.”

~ B. Principal and.Income Accounting Practices
Next” we consider: the past ‘principal and income accountings practices

applied to the permanent fund and the sources from which these practices were derived:

17 These contributions have included one-tini¢ legislative. appropriations 6 the permanent

fund of both inconre and general fund revenues and the annual inflation-proofing amounts, as
well as the natural resource revenues:dedicated under the constitutional provision.
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]

These practucés show that differing interpretations of principal’ and income pmvaﬂcd
under previous versions.of the ﬁmd‘s enabling statutes. _ '

For the period .1977 - 1980, the permanent fund. was under the interim
manage;ncnt of ‘the Dgparunsnf of Revenue while legislation was pending to create the
cerporation. The fund was invesfed pﬁﬁiﬁﬁjy'iﬁ’.deht instruments: with a fixéd rate of
retun. :Ch. 6, SLA 1977. In 1980, legislation vﬁas: E;ﬂiar:te&pr'bvi:diﬁggfe'r‘tiae.man“agpment

of the permanent fund. by a public corporation within ‘the Department of Revenue,

managed by-a board oFtrustees. Ch. 18, SLA 1980. This legislation modified the rate of

dedication to-the permanent fund from 25% to 50% of revenue received by the state from
mineral leases issued -aﬁ.'er December 1, 1979, or, in ‘the. case of bonuses, after
February 15, 1980. The 1980 legislation only. authorized the corporation 1o invest in
certain fixed return instrurents,'® Under this: statute, income was -defined to-be the
interest carned on investments and any: realized gairis: or losses were to be.allocated to

principal.”?

1 The corporation was given authiority to place funds in direct obligations of the United
States Treasury, federal agency. securities, ‘certificates ‘of ‘deposit, high-grade corporate bonds,
quality short-terin investments, and federally gudranteed 16ans; The fund was divected to give
preference to Alaska: investments- as long :as they-mret-the standards, of: quality :set out in. law,
Specifically, deposits could be made in:Afaska banks, mutual savings ‘banks, savings and loan

associations, and credit unions: Residential.real estate (owner occupied singie. family dwellings,
duplexes, and condominiums). could also be.purchased if the:mortgage was privately-insured. bya

company doing busiriess in Alaska.

19 This legislation was accompanied by a free conference committee report in which the
joint committee chairmen explained “[t]he fund is designed to be a. trust which focuses on the

(continued . . .)
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In 1982, legislation was enacted making four amendments bearing on the
corporation’s acconniing practices: (1) the authorized list-of investments was expanded to
include eqﬁities;_ (2) the concept of “net income™ was established which included gain or
appreciation in value determined by generally accepted aceouﬁﬁﬂ'g prin_éiples_, ‘excluding
unrealized gains or lesses; (3) @ portion of each year's- pennanerrt fund income ‘was .
targeted for reinvestment back into the fund to 'offset inflafion; and {4) a-valid permanem
fund dividend program was established. Ch. 81, SLA 1982; ch. 102, SLA 19822

During the interim management period of 1977 - 1980, and after creation of
the corperation until 1982, the accounting practices applied to the permanent fund
distinguished between income and appréciation in fthe':_-yal;ie of inv&sﬁzlcnts.. For the first
two accounting oycles of the-cofporation (1980-- 1982), income. of the fund was' défined
as “the interest received in a yeéar.” Sec. 5, ch. I8, SLA 1980. For the entiré period

1977 - 1982 during which the fund was limited to fixed income investments, appreciation

safety of principal first and the maximization of eamnings second.” 1980 Senate J. at 671. It was
interided that the fund would be held to a mére restrictive list-of invéstments than othér fiduciary
trusts.

2 The authorized list of investments has since been expanded. at least. four more times. by
the: Jegislaturs: in 1989 to include investments in-non-U.S. securifies; in 1992-to include A-rated
corporaté bonds; in 1994 to expand permissible rea! estate investments; and in 1999 to make s
variety of ad}ustments to the authorized list, to anfthorize-up to 5% of the fund to be invested in
other prudent investments fiot specifically included in the list, and to incréase the-allocation ]umt

placed on equity investments.
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in value (“gain") was credited to principal, inferest was crédited to-intomie.?! However, if
& princip

losses exceeded gainis; initerest was to b transferréd €6 pringipal in an effort to cover

some of the loss: Former AS. 37.13.130 (repealed 1982); -former 15 AAC 137.060
(tepealed 7/12/92).

In 1982 after the fund was lauﬂmoriz-ed to invest. in equities, income was
defined to include réal'i'z-ed gain representing appreciation in. value. Under then-
applicable generally accepted accounting principles (“GAAP®), only realized gains (and

losses) of the fund were recorded as ‘incorie in the earnings reserve account established

under AS 37.13.145. This former GAAP approach: was consistent with .thc‘-statutory'

requirement of AS.37.13.140 (in effect since 1982) for determining fand “net income”

(from whwh the amount of the annoual -dividend ttansfer i5 then computed), w]:uch

specifically excluded unrealized -gams and losses from ﬂae.-dete:mmauon,

2 According, to annual financial statements of the permanent fund, realized gain was
credited ‘to principal for fiscal years 1980 and 1981. ‘When the pennaneit fund was under
Dcparlment of Revenue management, income was deposited in the. general fund.  After the
corporation was created, statutes cafled for incéme to be deposited in an undistributed income

account.

2 ‘There. were actually some rninor differenices in determining “net income” between the

methods called for by GAAP pre-GASB 31 and by AS 37.13.140, but those differences did not

affect the underlying requirement of edch that only realized gain$ and losses be taken into
account. The drafiers of sec. 140 were aware of-the putenual that GAAP and statc law might

some day'be inconsistent. In his:transmittal letter, Governor Hammond made clear his intent. that

the statutory method for Gomputing income should prevail over generally accepted accounting
principles. Letier from Gov. Jay Hammond, regarding Sponsor Substitute for Senate Bill 684,
1982 Senate J. at 494, 496 (March 9, 1982).




226

U P SV SIS DU SISO ST SRS T S R SST R R R

Eric Wohlforth, Chair, APFC Board of Tmsteu June 18, 2003
Re: AG File No. 663-03-0153 : Page 15

ThJs consisténcy in treatment ended with ‘the:implementation of GASB 3:1
iri 1997 Utider GASB 31, the cot.pomtion'iﬂequiredffo. record as revenue in its financial
staternents ‘the permanent fund’s readily marketable investments. at. current fair value.
The corporation has interpreted this chenge in GAAP as réquiring all unrealized market
appreciation and depreciation (unredlized gains and Josses) to be included in determining
income for accounting purposes, potentially resulting in large. diffe;'ences between GAAP
net income and “net income”™ under AS 37.13.140: Asa result, the corporation now has
two different ways to report income. The first method is to report realized income, as
called for by the definition of “net incomé® under.AS 37.1 3.140, to determine how much
is available for distribution. The other method is to apply the GAAP definition and
include Both realized and unrealized gains and losses to ‘determine net income for
financial reporting purposes. Depending on the situation, the ¢orperation applies both
apptoaches in its financial statements, The inherent conflict between these two
approaches is.at the heart of the request for this opinion.

In late 2001, the audit committee of the corporation considered an issue

. paper prepared by APFC staff which discussed the policy for determiining the amount

available for expenditure to pay the dividend :and inflation-proofing transfers provided for
undér AS 37.13.145. The-issue paper did not resolve the matter, but recommended the

trustees seek a legal opinion from the Department of Law. While the subject was briefly

discussed by the trustees, they did not pursue an opinion. from the Department of Law at
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that time. In the dbsence of an dttorney 'genje"ral"s-"opiﬁii;n,-_ the corporation has applied a

conservafive “invasion test” urider which realized income may not be spent'if doing so

causes the total value of ‘the permanént fiind and the earnings reserve account to fall

below the historic dollar amount {“notational principal™) contributed to principal from all

sources. Although this limitation is not .spcci-ﬁcal]y addressed in the statutes, it was

presumsbly applied in order to “protect” . past contributions to principal from

diminishment and has beer subsumed in'the corporationi’s accouriting practices.
Notwithstanding this corisérvative “invasion test,” there have been

instances in the past when distributed earnirigs. were more than offset by unrealized

losses. These distributions to the state',_generai— fund..occurred. in. fiscal years 1978 and

1979 and would have amounted to an. expenditure-of principal under the egrpo;aﬁbn"'s
“invasion test.” Thisds-apparently why, beginning in 2001, the corporatién and corporate
counsel recommended obtaining a legal réview of corporate accounting policy by this
office.

For fiscal year 2002, thete was cnough realized incomie accumulated in the

edrnings reserve account and in excess of “notational principal” to fully pay the 2002

dividend and inflation-proofing distributions without having to apply the limitation
regarding invasion of principal. However, given the current investment allocation of the
fund, a sustained dow:xwa._r'él_'trend in financial markets could result in the total market

value of the permanent fund at the end of a fiscal year totaling less than the sum of the
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amount atfributed to “nhotaticnal principal,” plus the amount. of realized income in the
earnings reserve account. If total matket value-6f the permanent furid is léss:than the sum
of those two figures, then cuirent corporation -accounting prac_tices wéuld. limit the
amount available for eXpéndfmre under-AS 37.13.145 to the:amount (if any) by which the
total market value of the permanent: fund on the last' day of that fiscal year, including the
eamnings Teserve, exceeds. '“-ﬁbtaﬁon'al.. principal™ (the sum of 4ll dedications d and
appropriations to the principal of the fund 6Vet timae).
Discussion

At the outset we obseive that'the permanent fund has not yet experienced
market conditions that rcquiréd the. trustees to apply an “invasion test” to. limit
appropriations from the earnings reserve. It appears, though, that the-possibility. of thi.;'.

happening caused.the trustees to-request this-opinion. Notwiﬂastandiﬁg&ﬂm;apparenﬂa;k “

of immediacy, this epinion i$ as.appropriate and nécessary now as it was in 2001 when

staff ‘and counsel first recommiended it. It'is important that the public and the trustees
understand the correct application of the law and that. the corporation’s financial
statemeﬁts properly inform the public. It now appears that the financial ‘oo'ndiﬁon of the
fund and eamings reserve, barring some unforeseen and exuaordmary financial event at
the end of the fiscal year; will again not test the application of the concepts discussed
here. Clearer opinions no doubt result whesi the law is not looked at through the fog of a

looming crisis.
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Wﬁile the permanent funid is not a trust; we resort in Rart to trust principles:
to'answer the corporation’s questions, the central issue .of which tums.on construction of
AS 37.13.140, defining income. for purposes ‘of the permanent fund corporation. The
terms. of every trust are g_ovémed by the governing document, statutes, ‘court decision,
and general trust princ-ip_les. In the case of the permanent fund, the governing documént
is the Alaska Consﬁtuﬁpn and valid impleinenting statutes. In arriving at the correct
interpretation of sec. 140, we will atte'mpt'in'sofa:r as possible to harmonize the provisions
of that statite with trust. pnnclp]es Howevcr if there s a. conflict, existing law must
prevail. An addedcompi’i-caﬁbn is that the provisions of AS 37.13.140 can be read 1o be
ambiguous regarding the. {reatment of unrealized pains and losses on assets of the

permanent fund. We must. determine whether unrealized gain or loss is an elément of

_principal or inceme. This allocation is ifaportant for determining how much is. available

for distribution in a gjven year:
All who have considered the legal character of the permanent fund agree

that it is not a trust. It is a.constitutionally dedicated fimd, the principal of which must be

invested in income producing assets. However, ach analysis inevitably turned to-trust

principles to support the advice given. Eatly in the life of the find, t}jis-oﬁ;ceadvised‘thé

legislature that it was not obligatéd to protéct the fund from inflatien, but that it could

o ‘We have located no case law in Alaska applymg trust principles relevant to the questions

presented.
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und;enake that responsibi;ﬁty and make clear that the fimd will b’e.gpcratéd_ according to
trust concepts, We also advised that the legisiatire iS.4 trusteé when it provides for the
admiinistration ofﬂaé',pennanent' furid. This means-that the l;agis!amm-_vtréy'lie limited in
its Tawmaking power when it provides meaniiig fo terms.and-concepts applicable to-the
permanent fund. | |
1t appears that the legislature intended to act consistént with the advi’é.e of
this office when it first endcted statutes to implémerit the permanent fund amendment. In
a free conference comniittee report, the chairien declared the perinanent fund is . . .
designed to-be 4 trust which focuses on the safew of principal. first and the maximization
of -earnings second.”™ The corporation has also done its part to interpret both the’
constitution and the statutes. The corporation made specific the legislature’s du'ectum _
through various ﬁolu&ns and policies, The corporation’s powers o interpret and make
spe;:ific the -constitution are’ .'impbrtanf. However; becaiise we are interpreting the
constitation and ‘enablihg statutes; it is not likely that a court'will accord deference to

interpretations by cither the legislature or the corporation.”

# 1980 Senate J. &t 671 (Senate and House J. Supp. No: 7).

o In Hickel v. Cowper, 874 P.2d 922 (Alaska 1995), the Alaska Supreme Court deciared
that matters of constitutions] constructiofi-are reviewed desiovo. The ¢ourt will determine what
the -constitution actually means and will approach this task as a question oflaw which requires
the exercise of independent judgment. 874 P.2d at 926. '
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Ti:c constitution uses the terms *“‘principal™ and “ihcoﬁlae” in establisting t,_h‘e
permanent fund. As a limited exception to: the general constitutional prohibition on
dedicated funds, the constitutional amendment =6reaﬁng.-"ﬂ;c permatient fund is explicit m
that only principal must remain.dedicated for investment and that income should be made
available. for appropriatien from the general fund. This requirement by implication
}ircv.ents appropriation of principal but does not further define ;pﬁncipai: or income. It
clearly -does not require that principal be preserved in the manner contemplated by the
“invasion 1¢st” or in any way subjugate the avallab1l1ty of “incore™ for expenditure to the

dedication of “prinpipa' 16 income producing investinéhts-.-

Consistent with the constitutional dedication of fund principal to one
purpese, income producing investment, the legislature has declared a gcﬁcral purpose to
provide safety for principal and legislative- comnﬁt‘tées have, in a non-binding way,
expressed.intent that principal must be:préserved. Reélying in part-on this expression of
intent, the corporation interpreted the constitufion and enabling: statutes to require that
principal be recorded et ‘the dollar amount historically deposited by dedication and
appropriation without. any diminishment for gdin or loss.' on investments. However, in
deing so it appears that the corporation failed to consider the potential effect .on the

constitutional recuirement that.income he made available for annronriation.
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explained above, the amendrent was piomoted by somie as a savings: account that would
sérve as a form' of development bark to help diversify anm econorty’ that was: too
deperident on non-renewable resource revenues.- There was-also a clearly stated purpose
to -&eéicate oil revenue -and. prevent. expenditure of the dedicated amounts. The
legislatively autherized putpese.. Afier the amendment was: adopted, thee legisletare
abandonied the. development bank approch in favor of an invéstment fund managed by 2
public corporation-authorized to-‘make-can'scnva&ve fixed income investments.*®
At the fime the permanent fund amendment was adopted:in 1976, trust law
traditionally-allocated gain and loss on-.-e.quitysecmiﬁes- to principal tather than income.
The proceeds-of the sale-of trust. property are. ordmanly to be treated as trust
principal, even: though they iinclude profif in excess -of cest price or
inventory valie. Losses on such sales fill on trust prmc1pal. The- rule
should govern sales of ¢oiporate stock where there is-a gain in-value dué'to
uhdistributed earnings.
Bogert on: Trusts, sec, 120 (6th ed. $987). As recently as 1984, the legislature chose fo
adopt traditional allocation rules for-commen trusts.”
“There has been a. movement .among: the trustees of endowment trusts: to

change traditional #llocation miles to. permit- investinent 1 equity” sectifities. This

% Seediscussion ef legislative history st outiin 1994 Inf. Op. Att’y Gen. (Sept. 23; 663-94-
0207).

¥ 1984 House.and Senate J. Supp. No. 21; sée dlso AS 13.18.020¢b).and 13.38.050.
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approach would suthorize a trustpe to-consider capital gain as. pait of thie tota) rewuri,
enabling distributions to beneficiaties withont being restrictod by whethier the returmis ae
accountifig in¢omé of value appreciation. A unifofm act was proposed in 1972 1o permit
trusteés: to allocate both realized and unreslized capltal appreciation’ to inceme for
distribution pu@oscs.zg The uniform -act is the law in 46 states and the District of
Columbia. The UMIFA contains anmpairment rule very.similar to the “invasion test”
cénteniplated by the corporation. Reilized and uiirealizéd gains are offset to doterniine if
the Historic doltar amiount of costributiots to principal will b impaired by a planned

distribution, See. 2 UMIFA. However, the uniform act is notthe law: ifi Alaska. Aside

from ‘the difference between the permanent fund arid an. endowment trust; the uniform act
differs from enstmg law 'ijérmittihgdistribuﬁons!basgd on ‘unrealized appreclatmn.
State law charts a different course for the permanent fund by mt allowing such &
distribution. For that reason, it.is not appropriate to 'agply the. impairment rule of the

uniform act. When the legislatvire éxpinded authority for investments t include equity

2 Uniform Manageﬁient-l of Institutional Funds Act, 7A U.L.A. 316 (West Supp. 1997) .
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secyrities, it added a definition-of'income, AS'37.13.140 provides in pertirient part.
‘Met.income of the fund shall be coipited. ar_mua’lly 48 of the last day of the

. fiscal year ih atcordsnce with gerierally accountmg principles;
“excluding any-unrealized jairis or Igsses:

(Emphiasis added) This hybrid ‘definition of finc'@me is infended to *to. allow the

to be-an clement of income, the-definition of income ‘was. gx-_pai_:déd to ‘include capital

appreciation, but it plainly prevented ady distribution of unreatized gnii- Bection 140
does not explain the accounting treatient. for uirealized gaing anid losses othier than to
. provide that this-form of appreciation of lgss is-to be excluded:from fhie determination of
The lintitation of income to that which s realized appears to be consistent
with the+text-of ‘both the constitution and statute. The sccnétiftﬂﬁm: provides the income
“shall be deposited in the general find.™ Alaska Const,,-art. IX, sec. 15, The statyts
provides: “[Tjicome from the {pecmanént] fund shall be:deposited by thie corporanon ,.-iﬁ_to
the [eamings reserve] actount &8 soon &s it is received®™ AS 37.13.145(@).
interpieting these words, a court-will attemipt ta discoverthe. plaii. fiteanihg and purpose
of the provision.
Because. of our corcern for interfirefing the Consfitutioni as the people
ratified it, we generally afe reluctant to construe abstrusely any
. vonstitutional term that has a plain- ordinary meaning. Ratlier, abseat some.
signs that the term at issue has acquired-a peculiar meaning: by statitory

definition- or judicial ‘construction, we: défer to the meaning, the. people.
themselves probably placed on ithe provision. Normally, such-deference to
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the initent of the. people requires:“[a]dherence to the. common vndérstanding
of words.”

The words “deposit” 2iid “recéived” convey a meaning that income is to be
in hand, or realized.® By applying these commen meanings there.is no conflict between
sections 140, 145, and the permanent ﬁ:nd.axl;endmnt. |

Section 140 defines income with reference to-generally accqpt;sd accbuﬂting
standards, Before 1997, these standards did not include unrealized -gain' or loss in the
deterriination of income. These unfcaliied values were permittéd rto be reported in notes

at the foot of an agency’s financial statements. After 1997, accounting. principles

changed to require the depiction of investment income as the net increase or decrease in
fair value. Fair value is what a willing buyer would pay for the 'security in an arm’s
Jength transaction and necessarily includes unrealized gain or loss on the valuation date
of ‘a security held in the corporation’s portfolio. Para. 22, GASB 31. This change
reflected a concern that the .disdpsum of fair value in the notes ‘may not have allowed
financial statemeént users to be sufficiently aware of the potential effect of investinent

geins and losses. Appendix A to GASB 31. Even though GASB 31 requires. fair value.

# Citizens  Coalition for Tort. Reform, Inc. v.McAlpine, 810 P.2d 162, 169 (Alaska 1991)
(citations omitted).

u “Deposit” means to “place, cache, or-entrust”™, while “receive™ means to “take. possession
or delivery.” Webster’s Thifd International Dictionary.
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reporting, the Nati.ona’l Council on Governmental Accounting recognized that state law
requiﬁng other methods for the compittation of income govérns when there is a confl jot.>!
The restrictive définition .of mcome set out i AS 37.13.140 embodies a
policy instituted by the legislature to allow distributions to be made from the appreciated
value of investments in-equity securities. However, the legislature permitted appreciation
to be considered inceme only, if if is: realized. Unrealized capital appreciation is not
expressly allocated to either principal or income byaseﬁtion,- 140, As recounted m our
discussion of the accounting practices set Q‘.ut,;ai")t_)'ve, realized ‘appréciation was allocated
to the principal 6‘f thé permanent furid until e corporation Was authorized to invest in
equity securities. It is unclear whether unrealized appreciation was allocated at.all, but we
presume it would have been allocated. to, principal as well. We:find no :evidence that the
legislature intended to alter the fraditional allocation ‘rules as to unrealized gaim or loss.
Therefore, we declineto attribute a lggislative intent {o allocate unrealized appreciation to
income for any purpose, including the use of unrealized losses to determine whether there
has been an invasion of priicipal. We believe that this policy is‘ not-authorized and could
possibly upset the balance in the accounting for principal and income. The better

interpretation is to give a consistent meaning to. the. exclusion of unrealized appreciation

3 “Conflicts between legal provisions and GAAP do nol require maintaining two

accounting systems. Rather, the accounting system may be maintained on a !cgal-complmnce

basis, but should include sufficient additionsl records io permit GAAP based reporting.”
(continued . . )
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or loss in section 140 and account for such gains and. logses as afi elément of pr'méipal
where it has traditionally beéen allocated. |

| In our opinion, authority. to invést in equity. securities does not impl& that
unreahzcd gain or loss becomes an-¢lement of income for any purpose. The legislature
can establish allocafinn rules for common trusts under ‘its plenary law-making powers.
See Bogert on Trusis and Trustees, sec. 816 (2nd ed. rev.) (but the best criterion for
making [allocation] decisioiis is the Practical tieatment of the topic by. the courts or the
legislature.) We believe that thé legislature established such a criteriori when it ‘eriacted
section 140.

Under atticle IX, section 15 of the- Alaska Consﬁtuti'op and the relevant
implementing statutes, there is ne basis for expanding the concept of pﬁncip_al by créating
a notational numbcr-ti'xatf serves as a limitation on the deposit of income for distribution
purposes. Once dedicated or appropriated, the principal in the permanent fund is used
only for income ﬁroducing ‘investmenty' the value of which ﬁSe_ and fall in dorp‘oraﬁOn
financial statements as unrealized gains and losses dictate. Only through a constitutional
amendnient,_ like that currently proposeéd by the corporation trustees establishing a payout
limit of § percent of the total fund value, can the rate of dedication be increased and the

deposit of income available for distribution be limited. Absent such an.amendment, the

Para. 13, National Council on Governmental .Accounting Statement No. 1 (Governmental
Accounting and Financizl Reporting Principles, issued March 1975).
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 full ‘amount of incortie, made up of the realized gains and losses, is available for
expenditire. It is*up to the Tegislature; as if h‘a's' doiie in ‘thé ‘past, to appropriate excess
permanent fund income to principal. 2 A corporatz practice cannot operate to preven!: the

legislature from exercising dlscretlon over the disposition of income.

Finally, we anticipate some will claim that our reading of the constitution
and statutes serves to permit g silent inyasion of principal when the permanent ﬁmd is
carrying a large unrea]ized.ios5~on its baoks. Realized income-does niot 1ose its‘.'c.haractcr
as income even if it were offset by urrealized caﬁita-l losses, There simply is no basis in

. the history of the amendment or the enabling statutes for a liberal interpretation that

®  As of June 30, 2002 the permanent fund recorded net. assets totaling $23.5 billion. Of
that f:otal, $21.8 billion was principal. Since 1982, §7.5 billion of permanent fund income has
been added to principal for inflation-preofing, through June- 30, 2002. In addition to the
const:tuhonally and statutorily mandsted dedicated revenues, the leglslatum ‘has made special
appropriations to the pefmanent fund totalifg $6.9 billion. The amount and sources of these

appropriations are set out below:
Permanent Fund
Special Appropriations
- {ameunts. in millions)
Year Amount ource.
FY 81-85 $2,700 Surplus Qil Revenues
FY 87 1,264 Earnings Reserve Account
FY 96 1,842 Earnings Reserve Account
FY 97 803 Earnings Reserve -Account
FY 00 250 Eamnings Reserve Account
. In FY 03 the legislature appropriated and additional amount. to principal which could not be

deterniined as of the date of this.opinion.
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would expand the scope of the dedicated fund by foreslosing expenditure of traditional
accouriing or statforily defiried mcome. To do so would do viclenice to the plain
meaning of the constitution and section 140 which require that income be determined by
realized gainis and losses and be available for expenditure:

The constitutionally required. dedication of principal is more than satisfied
by the. prudent investing-practices of the corporation in statutorily approved investrnents

and the generous inflation-preofing and contributions to principdl appropriated by the

legislature. We decline to read into either the constitution .or the statutes a broader

exception to the general prohibition.on dedicated funds than can be justified by the plain
meaning of article X, section 15 of the Alaska Constifution-and relevant implementing
statutory -provisions and the history leading to the adoption or cﬁacunent of these

provisions.

Aﬂomey General

GDR:ILB:jn

Eric Wohlforth, Chair, APFC Board of Trustees ' June 18, 2003
Rer AG File'No. 663-03-0153 . Page 28
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Privileged and Confidential -
Eric Wohlforth
Chair, Board of Trustees
Alaska Permanent Fund Corporstion
P.0. Box 25500

Juneau, Alaska 99802-5500

Re: Transfer of Seeurities Pursuant to the Proposed Appropriston of $4
Billion of Permanent Fund Income to the Constitutional Budget
Reserve Fund

Deas Mr. Wohiforth:

On behalf of the Board of Trustess of Alaska Permanont Fund Corporation
("APFC") you have reguested our opinion on three questions regarding the transfer of
ies from the Alaska Permanent Fund (the “Permanent Fund” or the “Fund™) to the
Conatttln{oml Budget Reserve Fund to implement a proposed $4 billion appropriation
. ' of i mcomc from the Fund by the Governor and Legisiature,

éuosuon Onc: What is the proper definition of principal in the Permanent Pund,
and docs the plan to identify securities for transfer described in the ying
memorandum (the “Discussion™) in any way igvolve the cxpenditure of principal which
| is prohibited by the Constitution?

! Answer: Principal in the Alaska Permanent Fund is an amount equal to the

amounts contributed to the Fund by eonstitutional dedication, statutory dedication, and

) appropristion, The emount rcpresenting the excess of total assety, less total Hubilitiea,

' over prinoipal arc credited to the camings rescrve account. Accordingly, the planto

' Identify securitles for transfer does not involve the prohibited expenditune of principal

. provided that at the time of trangfer the vahie of the securitiea transfared does not

; ‘ exceed the amount then credited to the earnings reserve account in the Permanent Fund
as determined under generally accepted accounting principles.

‘ Question Two: Is there anything in the Constitution or the enabling act that
: wouid conflict with or prevent the plan described in the Discussion from being
i implemented as presemly conceived?
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Answer: No, provided that the proposed legislation described in the Discussion
amenda the statute 1o direct that the eamings reserve account shall be determined :
pursuant to generally accepred accounting prineiples, amends the net income provision
1o clarify that ft pertainy only to the computation of income availabie for distribution,
and dlrcets that the amount of principal remaining in the Permanent Fund be maintained
inviolate, ' -

Question Three: What fiduciary obligations are imposed upon the Board of
Trustees of the AFPC (“Board™) when they undertake to identify specific securities
within the porifolio of the Permanent Fund for transfer?

Answer: Although not trustees of a true trust, the Board will be subjest 10 the
dutles of judgment and carc imposed by the prudent investor rule — here imposed by
gtatute — whenever they select securities to sell and 1einvest. The magnitude of the
proposed transaction may impose greater restrictions on their flexibility than would be
imposed by the ordinary turnover of a smaller percentage of secirities within the
pontfollo, ‘The proposed alternative method of transferring an acrass the board “slice” of
the Permanént Fund’s asxets in the form of a unt interest in the commingled investment
pool would preserve the existing diversification and asset aliocation, Thelr duty to
incur only ressonsble expenses would appear (o be well served by the proposcd in-kind
transfez, abscnt other conflicting considerations, The Board's constitutional duty {o
preserve principal is not impaited, provided the legislation requiring the transfer directs
that principal is not to be impaired by the transfer. The Board's (iduciary duties to the
uther entitios whose funds It administers arc cssentially limited to those of an investment
managet — to follow the statutory prudent Investor rule and to account for the principal
and incame in accordance with the governing statutes of each entity.

[n rendering this opinion and responding to your inquirics, we bave considered
such facts apd circumstances as you, the Commissioncr of Revenue, the Chicf Financial
Officer, and others within the staff of the APFC have made available 1o us that describe
the pending legisistion, a9 well as the existing sccounting methodologies utilized by the
Permanent Fund as described in 8 memorandum prepared by the Chief Financial Oflicer
of the APFC. We have also relicd on discussions with, and a memorandum describing,
the Permanent Fund's outsidc accountant PMQ's accounling anzlysis of the proposed
transaction. Both memoranda are attached to this leticr. We have also considered such

- law as we deemed appropriate and bave made assumptions as stated in the Discussion.

We have relied primarily on sccondary sourcey for lepislative or constitutional history
materials due to the apperent [ack of original documents. Our review of the books and
records of the APFC has been limited to the 1997 and 1998 Annual Reports. This
opinion is based upon and subject to thosc facts and circurnstances supplied to ue and
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the considerations and assumptions reflecied in the Discussion. Uniess otherwise
defined herein, capitalized terms shall have the meaning cantained in the Discussion,

This opinion has been reviewed by the Office of the Attomey General of the
State of Alaska and it copcurs in our conclusions. This letter responds only to the
specific questions esked, and should not be relied upon for opinlons on issues that were
not specifically requested. This opinioa is provided solely for the use of tho Board of
Trustees of AFPC and may bs distributed only as it shall direct.

Very truly youts,

M.’ %t

Morrison & Foerster LLP B )




ATTY GEN OFC JUNEAU ID:907-465-2520
; Erie Wohlforth
i Chair, Board of Trustees
, March 3, 1999
I Page Four
i .
? DISCUSSION

R e e ———— e a1

243

e a8 M e & e ey e e e e w el e et st i b n e o e 4n

Discussion appears under the following headings:
1. Background “

MAR 03°'99
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[
1
"
!
!

-5

. Constifutional Duty to Protect Principal ...
IIl. Character of Fund — Not a True Trust..........

1V. Relevant Fiduciary Principles

10

V. Definition of “Principal™.....
VI The Meaning of Income

13 ' i

VI, Impact of 8 Transfer on Principal

vormes 16

........

17 . :

VIILStatute Inconsistent With GAAP ........
T Limited Fiduciary Duties Analyzed........occcoceenecernee..

19

A. Prudence in Investing N

19

B. Duty to Minimizs Expenses,

C. Fiduclary Duty of Loyalty — to the State.

D. Investments Meanaged on Behalf of Other Entitics

-----
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L Background

- You have informed us that Governor Tony Knowles proposes to appropriste $4
billion from the income of the Alaska Pennancnt Fund (the “Permanent Fund” or
Fund™), Alaska Const. art. IX, 15, (o the Constitutional Budget Reserve Fund, Alaske
Const. an, IX, 17. The size of the proposed transfer would necessitate taking amounts
equivalent to both sealized and unrealized income from the camings rescrve account as
it {s determined undcr generally accepted accounting principles. Moreover, the actual
sale of securities in order to realize up to $4 billion in cash proceeds to transfer would
entail large transactlon costs. Accordingiy, it has been proposed that investments of the
Permanent Fund not be sold in order to realize income, but that specific sccurities
equivalent in valuc up to the amount of income appropristed be identified and
trangferved in kind to the Constitutional Budget Reserve Fund. [Under these
circumstances, questions have arisen as to whether the existing constitutiona! and
statutory framework would permit such an in-kind wansfer.

O.  Copgstitutional Duty to Protect Principal

In anticipation of @ great wave of revenue from Alaska’s oil resonrcre and with a
historical recognition of the boom and bust nature of natural resource exploitation, the
Constitution of the State of Alnska was amended by public referendum in 1976 to
dedicate a portion of the State’s natural resource revenues to the Alaska Permspent -
Fund, Tust same constitutional mandate required that the principat of the fund “shall be
used oaly for income-producing investments specifically designated by law as eligibie
for pcrmanent fund investments,” Alaska Const. art. IX, 15. Howcver, “{s}ll income
from the permanent fund shall be deposited in the general fund unless gtherwise
provided by law.” Jd. This section has been [nterpreted 1o safeguard the principal of the
fund by removing it from the power of legislative appropnnhon Williams v, Zobel, 619
P.2d 448, 453 (Alaska 1980) (“the constitutional provision establishing the fund places
the principal of the fund beyond the Legasiature's appropriation power, which can be
ex;rclsed only over earnings derived from the fund™), rev'd on d(ﬂ'cnru grounds, 457
U.S. S5 (1982).

The constitutional and legisiative history arc replete with discussions of the
‘ meaning and intent of 2 “permanem™ fund, The conscnsus appears to have boen that the
! principal could never be touched, but was 1o be invested in perpetuity. As a resuit,
i moneys dedicated or appropristed to the Penmanent Fund cannot be withdrawn. See
‘ ! Helgath & Bibb, The Alaska Permanent Fund; Legislative History [ntent and Operations
. (Alaska State Senate, January 1986) at 30-33.

244




e~ - ATTY—GEN-OFC--JUNEAU--——1D:907-465-2520_____ MAR..03199___10:29.No.001 P.O7>____ 4 _

)
Eric Wohlforth *
Chatr, Board of Trustees . :
March 3, 1999

Page Bix

II. . Character of Fund — Not s Troe Trust.

As & predicate to our analysis, the legal status and character of the Permanent
Fund must be established. Upon enalysis, we conclude that the Permanent Pund does
not have the fundaments! characteristics of a true private or public trust fund.

Pirst, the Conatitution does not actually create a trust, Rather, the enumerated
state rovenues are placed in 8 dedicated fund called a pennanent fund. This
constitutional provision is an express sxception lo another constitutional provision
which prohibits the dedication of state proceeds “to any special purpose, except as
provided in section 15 of this erticle {the Permanent Fund]™. Alaska Const. art. EX, §7.
And indeed, no specific trust purposes are enumerated —vather, all income is to be
deposited into the stele’s general fund 1o be expended as the legislature sees fit. Alaska
Const. art. IX, 15.

Moreover, simply calling the Board “trustecs™ does not create a trust. “It {s not
enough, however, that a statute purports to create a trust: A statc carmot magically
transform ordinary agents, contractoss, or sellers into fiduciaries by the siraple
incantstion of the t=rms “wust” or “fiduciary.” See In re Khai Tran, 151 F.3d 339, 342
i (5® Cir. 1998),

lntbisme.thctmstecsuenotduigmdasmmot‘ammﬁmdbtmlthw .
constitute the Board of a public corporation crented under a statutory charter, AS

37.13.040, and required by the Constitution to be closely tied to the exccutive branch.

See Alaska Const, art. 11, §22. Indoed, the Alaska Attomey General has frequently

issucd legal opinions that the APFC (s a state agency, and that its Board officers and

employees are subject (0 the same laws and immunity as other stale officlals, See. eg.,

1982 Op. (Inf.) Atty. Gen. Alasks, Pilc No, 366-269-83 (Dec. 2, 1983).

Despite the obligation to take care when handlmg the Fund’s investmants in
ordertopmervethe snretyot'cnpmluwdl as produce incame, AS 37.13.120, “all
income” from the Fund is specifically made subject to duposltwn “by law,” end henoe
is subject (0 appropriation by the Legislature,

in this instance, the Constitution mandates that the Pund produce tnoams nat for
beneficiaries of the Fund but for the “general fund™ of the State of Alasks or for such
other purposes as the Legisiature shall direct. Thus, unlike a trust, the Board does not
: manage Fund asscts for beneficiarics, present and fitture. Rather, it manages the Fund o
' gencrate income for distribution as the Leglslature, not the Board, directs. Because tho
: disposition of incomne is subject to the control of the Legisluture, which may choose to
: either distribute it (favoring current recipicnts) or add it to principal for reinvestment
: (favoring future generetions), the balance between the intcrests of current and future
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generations is determined by the Lepislature, not the Bosrd, Because the detarmiaation
of the distribution of income is constitutionally reserved to the Legislature, the Alaska
Permanent Fund, at least with regard to the disposition of income, is more properly
characterized as an investment fund rather than a classical trust fund.

Consequently, the “trustees” of the Permanent Fund do not have the custonmary
trustee’s obligations to balance the investmeats of the trust so a3 to avoid overgeneration
of income for current beneliciaries at the expense of future beneficiaries. The trustees
of a classical trust would be requited to invest and distribute income in such a manner as
to balance the nieeds of present end future beneficlaries. See Restatement (Second) of
Trusty 183 cmt. a (duiy to deal impertially with the beneficiaries of a trust whether they
arc entlded to their interests “simultaneously or suceessively™) and §232 (duty to the

" succegsive beneficiaries to act “with due regard to their respective interests™); 3A

Fretcher, Sootl on Truste (4™ ed. 1998) §232 st 5.7.

Becsuse the Constitution lesves the distribution of income to subsequent
directionby law, the Fund differs fom a true trust that creates a class or classes of
beneficiuries with a legally enforceable entiticment to income. Ifa true trust with régerd
10 income had been created in a legal sense, its ascertainable beneficiarics (& nocessary
component of eny trust, see Restatement (Second) of Trusts 112 (1959) (“Definite
Beneficiary Necessery™)) would have enforceable fegal rights against the trust and a
legul entitlement to their dividends, However, both Alaska and federa! courts have
rejected any such notion of absolute entitiement. In Exxon Corp. v. Helnze, 792 F.
Supp. 72,75 (D. Alaska 1992), the court stated that “The right to a dividend is & matter
of legisiative grace, not entitlement™ The Court observed that no individual owns en
intercat, or has a cause of action to protect his expeciancy regarding future dividends,
See also Underwood v, State, 881 P.2d 322, 327 & n.7 (Alaska 1994) (no Alasken bas a
vested right to a dividend, which {s a creature of the Legislature and con ba sbolished at
any time); Beattic v, United Stateg, 635 F. Supp. 481, 491 (D. Aleska 1986), aff'd sub
nom. Griesen v. United States, 831 F.2d 916 (9 Cir. 1987), cert. denled, 485 U.S, 1006
(1988) ("The people do not ‘own’ the natural resources nor the procecds from the same
nor the Alaska Permanrent Fund, .. .. In adopting their constitution, the people of the .
State of Alaska have very clearly constituled the State as owner of the natural resources
which glve rise o the fund {Permanent Fund] in question.”); State v. Anthony, 810 P.24
155, 158 (Alssika 1991). indeed, the IRS has ruled that current distributions, Le.,
dividend payments, ere not distribations of Permanent Fund income, but rather are
distribations of Statc fuads, Rev, Rul. 90-56, 1990-2 C.B. 103 (1990).

Likewise, there is no class of remainder beneficlaries who ultimately would
receivo the principal of the trust. !n contrast, under a privete trust, “(ajlmost every
trustec finds that the trust tenms require him 10 pey or apply income to or fora

-




ATTY GEN OFC JUNEAU ID:907-465-2520 MAR 03'99  10:31 No.0OL P.09:

*

Eric Wohlforth

Chair, Board of Trustess

March 3, 1999 .
Page Eight - ’

temporary beneficiary, and to distribute principal to one or more beneficiaries prior to or
! upon termination of the trust™ Q. Bogert, Trusts and Trustees, (rev. 2d &d.) Ch. 39,
§816, at p, 339. The constitutional history plainly indicates thay the Pennanent Fund
was to be exactly that — permanent. “Unlike most trusts, the principel may not be
teached whatever, either now or in the future. No one has a future right to principal.”.
Helgath & Bibb, The Alaska Permanent Fund: Legisiative History, Intent, and
Operstions (Alaska State Senate, Janusry 1986), et 32 (quoting State of Alasks
Department of Law Letter to Representative Clark Grucning (Aug, 31, 197T).

These facts, which distinguish the Penmanent Fund from = true trust, arc
reinforced wien considering other public trusts, cach of which imposes duties on the
trustecs 1ot only (o menage the fund, but also to distribute the income to specified
classes of beneficiaries. The state statutes reflect thai the Alaska Legistature hag either
' established or has inherited from Congress legislative authority over legal trust funds in
other contoxds. See, e.g., Public School Trust Fund, AS 37.14.110-37.14.170; Alaska.
Children’s Trust, AS 37.14.200.37.14.270; Meatal Health Trust, AS 37.14.001-
37.14.099. When it was intended that such state funds have & more traditionsl trust
! character, they were designated trust funds with duties 10 identifiable bencficiertes, For
' " example, the enabling 2ct for the Mental Heaith Trust specifies thet the trust has
beneficlaries, and charges the tnistees with dutics towerds the beneficinries. AS
37.14.007(b). -

We conclude therefore that the Permanent Pund is an invegtment fund, nota true
trust fund.! Indecd, to a great extent it Is suf generts, and not readily susceprible to
. enalogies or traditional concepts. Compare Beattie v. United States, §35 F. Supp. 48!
‘ (D. Alaska 1986), off"dl sub nom. Gricsen v. Unieed States, 831 F.2d 916 (9th Cir. 1987),
cert, deniad, 485 U.S. 1006 (1988). :

IV.  Relevant Fiduciary Principles

! We nots that in 1997 tho Goveroment Accounting Standards Boerd circuleted an
Exposure Draft of “Bsaic Financial Statements — and Management's Discussion and Analysis
— for State end Local Govemments”, which would require reporting from dual petspectives st
both the entity-wide perspective and st the fund perspective, These financial reperting
standards would dofine a new type of fund, Permanent Funds. Theve funds would consist of
ceriain funda previously classified as Nonexpendsblo Trust Funds, This category would be
included in the proprictary fund catcgory, although such Peamancnt Funds presentod st the fund
perzpoctive fevel would be presented in the entity-wide financial staternents as governmental
activitics. The Permenent Fund category would include funds that are legaily restricted to the
, extent that only eamings and not principal mey be used for purposes that support the reporting
t government's programs {f.4., Tor the benefit of tha public).
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Despite the foregoing, trust l-w bes soms rcievance to interpreting the statutory
and constitstional obligations of the Permancnt Fund, The Legisiature has imposed
certain statatory fiduciary obligations upon the Fund that arc rooted in trust law, See
Restatement (Second) of Trusts §2, emt, b (1959)(“Fiduciary Relation™) (limiting the
duty of a fiduclary 10 act for the benefit of another “withia the scope of the relation™);
SEC v. Chencry Corp., 318 U.S. 80, 85.86, 63 8 Ct. 454, 458, 87 L. Ed. 626, 632 (1942)
( opinion of Frankfitrter, J.) (“To say that a man is a fiduciery only begins analysis; it
gives direction to further inquiry., To whoem is he a fiduciary? What obligations does he
owe a3 a flduciery? In what respect has he failed to discharge these obligations? And
what are the conscquences of his deviation from duty?™); A. Scott, “The Fiduclary
Principle,” 37 Calif. L. Rev. 541 (1949) (“Some fiduciary relationships are undoubtedty
more intense than others, The greater the independent authority to be exercisod by the
fiduciary, the greater the scope of his fiduciary duty.”)

In thig instance, the Board's fiduciary duties are provided by statite, which
. specifically imposes the prudent investor rule on the Board, sdmonishing it to
! ' “exercise the judgment end care under the circumstances then prevailing thet an
' : institurional 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 the probable safety of capital
‘ : as well as probable income.” AS 37.13.120.
(

Here, the fiduciary dity of the Board is limited to preservation of principe) and
monecy management; the Govemnor and Legisieture are in charge of distribution of
_ income. This Board is obligated (o sanage the invesiments of the principal by the
" prudent {nvestor rule, a rule treditionally applicable to trusts. It is charged with &
paramount duty to preserve principal, again & fundamental trust law concept.

We believe that in anslyzing the questions presented here, 2 Court would look to
the plain language of the Constitution and implementing logislation, their puzpose and
intent, the decisional law of the state, and to the past practice of the responsible
administritive egencies. See G. Bogert, Trusts and Trustees, (rev. 2d ed.) §816 at p. 340
(“the best criterion for making drcisions [as to what is principal] is the practical
treatment of the topic by the coutts of jegisiatures.”) And secondarily, whan faced with
the duty to interpret the applicable provisions of law absent controlling statatory or

: constitutional guidence, the Alaska courts also will look to basic trust law pnn\:lplu for
' analogies to guide their rulings.

A fundamental rule of trust law is that a trustee bas such powers 86 are
specifically conferred by the terms of the trust, The expression “termns of the trust™ is
hcreused in the broad scnss, Restatement (Second) of Trusts 186, and frequently
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includes statutory terms such as the prudent investor rule. A basic rule of trust
construction is that the courts will interpret the trust documents in such a way as to
implement the intent of the creator of the trust. Similarly, when the courts come to
interpret and apply Jegislation, they construc Jegisiation in accord with the legistative
purposes. By either standard, the primary focus will be to detenmine what was intended.
The statutory and constitutional provisions — the “terms of the trust” — will govemn
over general default rules of trust law, which wili be applied only where the terms are
silent. With these distinctions in mind, we turn 10 the relcvant sections of the Alaska
Constitution aad the Alaska statutes.

V.  Defigition of “Principal”

The starting point for a definition of principal is the fundamental distinction
between principal and Income. Trust law divides the assets of a trust between the
mutually exclusive categories of principal and income. Black’s Law Dictionary (Sth ed.
1979) defines “principal” as “property as opposed {0 income. The term {3 often used to
designate the corpus of a trust.” The Revised Uniform Principal and Income A:t
(“RUPIA™), which Alaska has adopted for private trusts, defines principal as: “The

property that has been set aside by the owner or the person legally empowered so that it

is held in trust eventually to be delivered 10 a remainderman while the veturn or uve of
the principal is in the mcantime taken or sccumulated for an income beneficlary.” AS
13.38.020(b). By contrast, income is defined as: “The retum in money or property
derived from the usc of principal, including ...." AS 13.38.020 (a). Even in private
trusts, however, the terms of the trust may ovemide the classic treatment of principal and
inicrest by spcciﬁc direction. As 13.38.020(2); szce Restatement (Second) of Trusts

§4232.233.

Neither the Alaska Constitution, the statutes, nor the decided cases announce &
comgprehensive definition of the “principal” of the Pesmanent Fund, although they
prescribe that certain emounts be dedicated or allocated to the Fund's principal. The
statutes have defined “income” in diffcrent ways at verious times which provides some

. guidance because what is income is oot principal and what is nol principal must be

income, For the regsons stated below, we belicve that a coherent definition of principal
nevertheless may be derived from the Alaska Constitution and sttutes, which is

supported by analogy from trust law.

The drafters of the Constitutional ¢lause that establiched the Permanent Fund had
an overriding concem with the preservation of principal for the production of incomo for
future generetions. See Free Conf. Comm. Rept. for SB 161, p.1 (May 4, 1979). This
duty was recognized by the Legislature when it enacted provisions to inflstion-proof the
principal of the fund, and is recognized by the Trustees themecives in managing their
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: investments. Alaska Permanent Fund Corporation, 1997 Annual Report, p. 1. -

; Classically, the principal of a trust, or its “‘corpus,” is the amount set aside to fnd the
trust when it is flrst created or “settled.” Extending this principle to the Permancnt Fund,
the principsl of the Pund clearly includes the amounts constintionally dedicated to the
Fund, that iz, at least twenty-five percent of!

P ' s mineral [ease rentaly,
P * royalties,
i o royalty sele proceeds, and
o federdl mincral revenue sharing psyments and bonuses.
Alasks Const. art. 1X, 15,

In add:tmn such additional funds as the Legisiature has directed to the Fund also
constitute {ts principel. By statute, the Legislature has increased the constitutionally
dedicated amounts from certain mineral Icases 10 fifty perceat of the enwmerated
vevenues. AS 37.10,010, The Legislature also has enacted provisions further dedicating
amounts for inflation-proofing pursuant to the statutc, AS 37.13.!45 (c), and
ransferring settlement eamings to priacipal, AS 37.13.145(d). And from time to time,

. the Legislature has appropriated additional amounts specifically to principal. Ses AS

l : 37.13.010(8)(3). See, e.g.. 1983 Op. Ary. Gen Alaska No, 234 (Sept. 23, 1983)

[ = (discussing inflation proofing — reflects consistent legislative view that principal is
limited to monthly deposits of these cnumerated revenues plus epecific sppropriations to

®

_ Thia dcfinition of principal Is consistent also with the core concepts of tust law.
' 'I‘hcﬂx:incipnlofaprimcuustwouldbethemnmtthutthesatﬂtrofammmde‘
! ! for the fisture, '

In a private trust, however, some portion of camings also would be directed to
principal absent specific direction from the trust document. For example, the
Restatemnent of Trusts and the Uniform Act provide definitions of how profits, gains,
dividends and interest ehould be allocated between princips] and income. By
implication, these authorities prescribe what incrameats of profit from invcstments shall
be added to principal. For cxample, unless otherwise pravided by the terms of & private
trust, realived capital gelns would be added back to the principal of tho trust. This
alfocation is necessary in the private trust context because of the need to balance the
interests of gurrent and remainder beacficiaries, :

f mﬂ"ms law for the Permancnt Fund, howcver, docs not looktopnvm
trust law prmdples for guidance, but rather establishes a different treatment for gains,
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whether realized or unrealized.? Fitﬁ., under the Constitution, all income from the
Permanent Fund is directed to the general fund of Alaska and is not added back to

~ principal unless the Legislature directs otherwise, Alaska Const. art. IX 15, Indeed, the

Constitution expressly directs that principal be used “only for i

investments™, Alasks Const. At IX, 15; it does not require that any portion of it be
used for principal-producing investments. The legishative history of the constitational
Permanent Fund provision indicates that the legislative intent behind the constitutional
mandate depositing all income into the gencral fund was to give “futurc legisiatures the
maximum flexibility in using the fund's camings—ranging from adding to find
principal to paying out a dividend....” Joimt Comm. Rept. on HIR 39, 1976 House
Journal, p, 635.

The history of legislative direction and control over gains and losses further
supports the conclusion that they are allocable to income. The statutory scheme doey
not rely on traditional trust definitions of income or principal, but rather focuses on
whether a pasticular inflow of money is to be considered “net income™ undee generally

sccrpted accounting principles. AS 37.13.140. Thus under the statute, a capital gein of -

the Perrasaent Pund is allocatcd to income, not to principal. AS 37.13.140,
Consequently, the Legislatre's definitions of income reinforce the conclusion that
principal congists exclusively of the constiunionally and satutorily-mandated sums plus
sdditional legislativc appropriations.

A 1elated question is whether principal of the Permanent Fund consists of an
identified, specific sct of assets, We believe not. The sums set aside for the Permanent

3 We believe a court would resognize that whon the Leginlature atendad to incorporaix
specific provisions of private trust law, it chose procise language to do so. For example, other
state trust funds have provisions that require that reolized revenuos, depending on their character
a3 gaing, losses, interest or dividends, are allocated to efther principal, which must be preserved,
or income which may be expended Hy the leglatature for sny public purpose. To {llustrate, the
enabling sct fot the Menta? Health Trust cxpressly provides that principal and ncoms are w0 be
determined according 1o the guidelines applicable to private trusts, AS 37.14.031(d), citing AS
13.38 (the Revised Uniform Principal and Income Act). The governing statutes for the Public
School Trust fund, the Alaska Children's Trust, and the Alaska Heritage Endowment Fund al)
expresely provide that (1) income does not inciude copital gains or logses realized on principal,
and (2) capital gains or losses realized on the principal shall be rotained in the respective trust
funds perpaiunl!y for investment as additions to principal. AS 37.14.110(cXPublic Schoo! Trust
Fund): AS 37.14.240(a) (Alaska Children’s Trust); AS 37.14.530(a)Alaska Heritage )
Endowment Fund). In contrest, the Permanent Pund enabling act, as smended by the leglulature,
defines not Income to include all realized income (regardicss of its character a3 gain, dividend or
intorest), and cxclhudes only unrealized gams or losses. AS 37.13.140,
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Fund are cash revenues from Identified resources and activities, which arc invested in
income-producing investments, This is not like a public land trust, for exsmpie, where
the principal consists of specifically identifiable o7 tangible assets, Cash, by definition,
is fungible — one dollar has no diffcrent charaster than any other dollar. The
Permancut Fung principal cannot be traced to specific Investments separate and apart
from the investments representing reinvested earnings, Thus princlpal is an aggregate
amount, constating of the sum of all constitutional dedications, statutory transfers from
income, and legislative appropriations. So Jong as the Permanent Fund records and
separately accounts for these sums, the amount of principal has been identified.
However, principel is not specifically identified to particular assets.

V1. Ths Meaning of Income

To answer the question of whether aud when an invasion of principal could
occur, we must consider the definition of jucome, The first statutory definition of
income was found in section 37.13.140 (“lncome™) and its companion provislon, section
37.13.130 (“Gains and Losses™). lncome was then defined as “interest received in a
year.” Under scction 37.13,138, the net gains from the sale of sccuritves wore 10 be
added to principal, which was intended to help offsct the cffects of inflation. Free Conf.
Comm. Rept. for SB161, p2 (May 4, 1979).° Rt also provided that an amount equal to
nct losses from such sales should be deducted from income and added to principal,
which was intended o protect the principal from crosion. /d No specific legislative
dircetion of such net gains to principal would have been necessary or possible if net
gains were 10T othcrwise included in income, and hence subject to legislative control.

Section 37.13,130 was repealed in 1982, At that time, section 37.13.140 wag
amended. Although the Section is titled “Income,” it begins by discussing “Net
Income.™ ft does not define net income but directs that it be computed annually “in
accordance with Jcncraliy eccepted eccounting principles, excluding any unrealized
gains or logses.™ Section 37.13.145, titled “Disposition of lucome,” also does not
define income dircetly, but rather provides that “Income from the fund shall be
deposited by the corporation into the [camings reserve] account 83 soon as it is
received.” '

? This tengrage refiects the Permanent Fund's statutory Investmeat Hmitations, At the
time, the Boird lacked the power to invest in equities; the securities In question presumably
would be bonds and otlier interest bearing investments such as mortguges.

* A tster amendment clarified that income from the eamings ceserve sccount {s also
included within income. 1992 SLA Ch. 134, §19. .
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. Seotlon 37.13.140 refercnces genemlly accepted accounting principles for the

determination of net income. At the time section 37.13.140 was first adopled, generally
' scoepied accounting principles did not recognize unrealized gains or losses in income.
In 1997, the Governmental Accounting Standards Board (“GASB") adopted Statement
No. 31 ("GASB 317). That standard requires that unrealized gains (or losses) be taken
into account in determining net income. Consistent with the adoption of GASB 31, the
Pormancat Fund for reporting purposes now periodically marks to macket its investment
“portfolic and reflects unrealized gains and losses in its statement of revenues and
cxpenges. :

- The statutory reference 10 the definition of net income provided by generally
accepted accounting principles, in turn, poses several interpretative issues: First, is there
a difference between income and net income forstnmmry purposes? Second, given the
change over time in generally accepted accu:.mung principles ("GAAP™), hes the
statutory langusge become intemally inconsistent or can it be reconciled with GAAP?

Is there a vigble distinction between “income™ and “net income” for purposes of
section 37.13.140 or section 37.13.145 or both? Standard accounting texts recognize the --
concepts of gross and pet income; income, however, can be one or the other depending
| ¥ upon the context. Gross income, however, is income before expenses, Le, is equivalent

: to gross revenues, Net income, in turn, is defined to be what is generally conoeived of
ag profit. One standard accounting text defines net income as “the net increase in net
asscts ( owners' equity) of the firm, assuming no new capital contribations by the
! owners or dividend distributions by the business.” Williams, Stanga, Holder,

. Interroediate Accounting (1984).  Thus, nel income as typically understood
accounting purposes is consistent with the broader GASB 34 definition slthough no
consistent with the definition of gection 37.13.140.

One might argue that a distinction between income and net income is supported
by the difference between the title of section 37.13.140 — “Income™ — and the use of
the termn “net income™ in the statutory language itsclf. ‘We do not believe 8 court would
favor this view. A commeon principie of stetutory and contract interpretation is to
disregard scetion titles, Sutherland Stat. Const. §47.14 (Sth ed, 1992 & 1998 Supp.).
The on]y reference within scetion 37.13.140 to “income” other than “net income" i3 the
term “income available for distribution,” defined as & percentage of net income fot the
last five fiscal years. This usage of “income” is not inconsistent vnth tho usage of “net

.income™ in'that section,

. Although it could also be argued that the statute adopts the determinstion of net
: incorme under generslly accepted accounting principles, this incorporated definition
wmust be read a9 modified by the plain text of section 37.13.140, which expressly
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excludes from net income nnrealized gains and losses. The availatle legislative history
suggests that the Legislanre made a conscious decision to reject inclusion of unrealized
geing and losses in the deteymination of net income for dividend purposes.’ Marcover,
this read{ng of “net income™ is consistent with the use of “income™ in section
37.13.145(a) — “income” eppears to be limited to that which can be “deposited . , , a3
soon as it {s received,” Le., cash or realized income. Finally, it is inconceivable that the
Legislature could allow a nongovernmental party (“GASB") the discretion to decide in
the future what is net income for purposcs of calculating the payment of Statc funds
withourt creating a potential improper delcgation of legislative power.

The inconsistency boiween GAAP and the statutory definition of income is
further exacerbated by the discrepancy between the earnings reserve account as it is
computed under gencrally acccpted accounting principles (“the GAAP camings reserve
acgount™) and the statutory eamnings reserve account described in section 37.13.145(e),
The statute éstablishes the camings reserve account &5 a separate account in the Fund. It
then etates, however, that “income from the fupd shall be deposited by the corporation
into the sccount as soon as jt is received.” AS 37.13.145(a). The obvious implication s
that the statutory carnings reserve account includes only realized income. This language
made scnse I en cra when generally accepted accounting principles also required
camings to be rcalized before being trested as income and included in an eamings
rescrve account, Howevey, this statutory provision is inconsjstent with current gencrally
accepted accounting principles.

Because unrealized gains and losscs are now taken into income for accotinting
purposcs, the eamings reserve acoount used for accounting purposes (the “GAAP
eammgsumeucumt')conmﬂs both realized snd unrealized gains =nd losses. That
is, the GAAP carnings reserve account used for accouating purposes now contains all

I The Iegishﬁw history of the 1982 amandments 10 AS 37.13.140 suggests that the
sponsors of the amendment ware aware of the patentisl that such an inconsistency might
develop betweon the statutory exclusion of unrealized gains and losecs end GAAP. The
Governor's transmittal lower for the amendment observes that the provision was consistent
GAAP at thet time. The Gavemor, however, notes that “we arc edvised that the GAAP may be
revisod to allow Inclusion of unrealized gains end losses while computing net tacome, While it
is imporuant for sound management to knovr the market value of the fund, this concem is
satisfind by the reporting requirement of AS 37.13.170. The Board of Trustees has deteymined,
and | eoncur, that since the amount of income avallable for distribution is fixed by statute wnd
may not be altered by the Board, it Is imperstive for sound menagement of the Fund to
the exclusion of unrealized gains und losses when computing distributsble income.
Gov. Jay Hammond, regarding Sponsor Substitute for Sonato Bili No. 654,

494, 496 (March 9, 1982).
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income of the Permanent Fund as that concept is defined by generally accepted
aceounting principles. At any point in time, then, the assets of the Fund are divided
between the GAAP eamings reserve sccount and the principal. :

VIL - Impact of u Transfor on Principal

‘When would an invasion of principal occur? An invasion of principal would
oceur if 8 proposed pay-out from the Fund exceeded the current balance of the eamings
reserve account, Past Permanent Pund dividend pay-outs have not tested this limitation
because they were constrained by the limitation of section 37.13,140 against including
unrealized gains and losses in income. In other words, the Permanent Fund had &
cushion of retrined eamings (consisting of unrealized gains and losses) that, in en
f accoumting eense, protected it against coming close to an invasion of principal ¢ After
: : sdoption of GASB 31, an invasion of principal would occur if the amount transferred or
' paid out of the eamings rescrve account exceeded the belance in the account, which
balence now i;:cludes both realized and unrealized gains and losges due to the operation
of GASB 31.

We have been advised, and we have assumed for purposes of our opinion, that
the past practice of the Jegisiaue, the State, the APFC, and its accountants and outside
auditors -— gince the inception of the Fund -— hes been to treat principal as a balance of
_ the accumulated sum equal to the value of the total assets contributed to the Fund by

constitutiona) dedication, Alaska Const. art. IX, 15, statutory dedication, AS 37.13.010,
: 37.13.145; see AS 37.13.020, and legistative appropristion. We have also besn advised,
: and we have assumed for purposes of this opinion, that principal is not specifically
attributed to any particular asset in the Fund, but iz maintkined as a balance arount in
the Fund as a whole. Accordingly, under the present accounting methodology, the

% Another protection is found in section 37.13.145(b), which provides that only 50% of
the income avallablo for distribution 1s transferred to the dividend fund.

TA logical question occury. What if most of the balance of the carmings reserve account
wore paid out and some time latar the stock market suffcred a major corrostion? [n that
hypothetical situation, the value of the eamings reserve ancount would turn negative, Woutd
that negative batanco, be offeet sgainst tive principal balance and if 50, would that constitute an
invesion of principal? The answer is negative. An Invasion of principal would occur whete the
Permanent Pund had sttompted sction to pay out more than the bulance of the camings reserve
: socount. 1t would not occur whers, after a payoul, the balance of that fund turned negetive. The
' : eritical differcnce is botween an ection of the trustoes and the natural fluctustion of the
’ investmont markets. One is an action over which the trustees have control; the market
fluctuation is not.
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excess of market value of total assets over principal, less totsl lisbilities, is credited to
the camings reacrve account. Accordingly, when a dividend is paid, principal always
remains in the Fund and is not impaired when specific securities are s0ld and the eatire
peooceds transferred out of the carnings tescrve account. So long e the value of the
assets remaining in the Fund lcss the tota! lisbilities at the time of the wansfer {3 greater
than the principal balance amount, the decrease in assets in the Fund caused by the
transfer is balanced by a decreasc in the balance atiributed to the camings reserve
account, leaving the principal balance unimpaired, -

Because the actual selc of securitics and the transfer of the proceeds of such a
sale would not result in eny impairment of principal 50 long as the valuo of the
remaining assets of the Fund (lesy total Habiljtics) exceed the principal balance, it is our
opinicn that the direct transfer of those assets at their fair market veluz also does not
impair principal, provided that at the time of transfer the value of the securities
transferred does not exceed the amount in the Permanent Fuad earnings reserve account
os deterynined under generally accepted accounting principles.

- VI, Statute lneonlhmqnt With GAAP

The statutory framework for the Fund distinguishes the treatment givett to
realized and unrealized income, Section 37.13.140 provides, “Net income of the fund
shall be compuled anmually as of the tast day of the fiscal yesr in accordance with
genentily accepted accourning principles, excluding any unreglized gains ot losses," For
a period of time only the statutory net income consisting of net realized gains wasg
credited to the camings reserve account esteblished by section 37.13.145(s), which
provides, “Income from the fumd shall be deposited into the {eamings reserve] account
88 000 38 it ite roceived. Money in the sccount shall be invested in (suthorized]
investments...." However, with the edoption of GASB 31, the chief finxncial officer of
the APRC bogan valuing investments at market on a monthly basis and crediting
unrealized net camings w© the belence of the earnings reserve account for financlal
ropotting purposes, Accordingly, for financlal repottlng purposes, the eamings reserve
account now holds both realized and nnmhud pet gains in the income that has been
credited to it.

The statutory definition of net income in section 37.13.140 requires both

" adherence to generally accepted acoounting principles, which requires marking assets to

merket value, and the exclusion of unrealized market gains and losses. This condlict
creates problems with regard to whether or not the “income” of the Fund that must be
deposited in the camings reserve account, and from which the legisiative approprietion
shall come, should properly include unrealized gains and Josses. One possible solution
to the problem would be to simply seil the securitics, which would convert any
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unrealized grins or losses atributable to thase securities into actual realized goiny
credited to the eamings reserve account that could then be transferred to the
Constitutional Budget Reserve Fund. The difficulty with this approach is that selling

" securitics on the open market gencrates additional expenscs in the form of brokerage

commissions and other transaction cosis. If the securitics could be transferred in kind at
their falr market value, the Fund would be spared the expenses associated with the sales,
end hencs more Fund assets would be preserved. The difficulrty is that it i3 not clear that
the “income™ held in the eamings reserve account under section 37.13.145(a) properly
includes the unrealized gains and losses not included in “net income™ undet section
37.13.140. )

Beoause the ambiguity has been created by section 37.13.140, it may be
remedied the same way — by amending the statute 1o conform to generally accepiad
accounting pnncsplcs to provide that income held in the eanings reserve account shall
inchude both realized and unrealized gains avd losses.! AAs income, the amounts in the
eamings reserve account are subject to disposition as dirccied by siatute without
invading principal. Any proposed legislation should further direct that the principat
shal! be maintained inviolate.

“

o

U I R S DR, S

Om; statute’}§ amended ds described above, then a transfer of $4 billion of ,
sccmitﬂlu Fom Pcrm_mt e 4 he Constitajonal Budget Rescrve Fund e A odds

occur without elther affecting the dividend or requiring the realization of the gain
assoclated with the particuler securities that are tansferred, Our conclusion {e msud
upon not only the amendment of the statute as described above, but

we have recelved from the Perrnanent Fund's accountants (“KPMG™) thwt this tmuf
would be a onc time non-standard, non-recirring cvent, which would bom'ﬁt’;[e—
sccountants as a residual cquity transfer and permissible under gencrelly socepted
accoumlng principles as such. The consequence of this transfer would be that the
camings reserve account, essuming that 1t had more than 34 billion of realized and
unrealized geains and losses, as well as other income, would be reduced by $4 billion as
would the assets of the Fund, 'We are advised by KPMG that the particular uarcalized
gain that, In & theoretical scnse, could be identified to the transferred securities would
not be reatized, and thus would have no Immediate impact on the dividend calculation.
Any impact on future dividends would be the result of the reditced amount of
investments in the Fund, as well as any limitation on futurc pay-outs imposed by the

% To maiatain the lcgislature’s intent that the dividend shall be based on & measure of
distributeble income thet exciudes unrealized gaine and losses, a companion emendment to
Section 37.14.140 should clarify ther the calculation of net income under that section {a solsly
fot the purpose of calculsting the dividend.

”H\ev\'
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decreased leve} of income in the eamings rescrve account. The Constitutiopal Budget
Raeserve Fund would receive these securities at the fair market valus on the date of
ransfer.

IX. Limjted Fiducisry Duties Analyzed

In carrying out the proposed transfer, the Board will be subject 10 the sama
dutles of prudence and care that apply wheaever it selects securities to sell and
reinvests; although the magnitude of the proposed transaction will imposc grester
restrictions on its flexibility than would be imposed by the ordinary turnover of @
smaljer peroentage of securitics within the portfolio. The duty to incur only reasonable
expenses would eppear (o be well sarved by the proposed in-kind transfcr, nbsent other
conflicting considerations. The Himited duty of impartiality and the duty to
ptincipal are not impaited provided that the Board’s acts arc directed by the logisistion
requiring the transfer,

A-  Prudence in Inyesting

The Board hes adopted policies that pay careful attention to and comply with the
concepts of diversification, asset allocation; and “total return™ — the latter definsd &g
“the realized incame pius the net change in unrealized gains and losses. Reatized
income ineludes interest, dividends, real estate cash flow and realized capital gains.”
Alaska Permanent Fund Corporation, 1997 Annual Report, p. 3 note. The proposal does
pay atention to total retum, but reduces equity allocation and thercfore diversification
until retuiit by future receipts and investments, However, this i< a function of the fact
that the unrealized gaing and losscs that are being transferred are due, in very large part,
to apprecistion in equities. The change in asset allocation is therefore a functionof
where the unrealized gains and losses 10 be transferred oceur, not the consequence of a A

- deliberats investment choice by the Board,

" The Board will need to exercise care when selecting the stocks to be transferved
to make eiire that it has evaluated the impact of its divestiture program both on the
overall risk of its portfollo, and on the investment policies that it has chosen in
construsting its current equities portfolio.

We understand that onc methodology under consideration as an altemstive to
salecting assets for transfer would be to impleraent the proposed transfer by transferring
to the Constitutional Budget Reserve Fund a percentage across-the-board “siies” of the
Permanent Fund's assets, repressnting $4 billion in value, The Constitutional Budget
Reserve Fund would become a unit holder in the combined finds’ investment poal,
similer to the intercsts held by the Alaska Memtal Health Trust, the Aleske Science snd
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Technology Foundation, and the [nternational Trade and Business Endowment. See
Discussion Part IX.D. below. This proposal would not dishurb the asset allocation or
diversification of the investment pool, nor would it impose unnecessary costs.

B.  Duty to Minimize Expenses

A trustes must “incur only costs that are reasonsble in amount and appropriste to
the investment responsibility of the trusteeship.” Restotement (Third) of Trusty
§227(eX(3) (1992)(prudent investor rule). One of the cicar advantages of an indexed
spproach to equity investments is that stock tumover is very low, thereby minimizing
the losses that would otherwise ecaur in the form of commissions paid to brokers to
execute tades. The necd 1o scll stocks in order to generate cash proceeds to transfer
decrcases this advantage to the indexing investment strategy, However, the proposad
direction of an in-kind transfer is cloarly compatible with the duty 1o minimize costs,
because it should substantially reduce the transaction costs that would othzrwke anend
the sclling of a significant proportion of the Fund's equity portfolio.

C. ' Fiduciary Duty of Loysity — to the State

The Restatement (Second) of Trusts §2, cmt. b (1957) states: “b, Flduciary
relation. A person in a fiduciary relation to another is under a duty to act for the benefit
of the other &3 {o matters within the scope of the Telation.” Here, the Board"s duty {3
owed, not to specific bepeficiaries, but to the State for which it manages the Pamnent
Fund in accordance with the statlutes,

Here, the terms of the Constitution specifically reserve the disposition of “all
income” to direction by the Statc “by law.” Alaske Conat. art 1X, 15, The removal of
$4 bilfion in trust assets cannot help but reduce the amount to be availsble in the future
for dividends because the lesser amounts to be invested will, all other things being
exual, result In [ower absolute amounts of income realized on those investments even if
the cumrent rate of retum is maintained. However, the duties of this Board do not extend
to distribution of incomc except as directed by law. Aecordingly, no duty of loyaity
within the seope of the discrction given to these trustecs is implicated by the transfer

D.  lovestments Maneped an Behalf of Other Eutities

Separarely, there may be impartiality issues vis-d-vis the other state finds that
invest through the Permanem Fuad that will need to be handled (o make sure that
whatever infescsts they may have arc kept whole. By statute, the Alaska Mental Health
Trust (AS 37.13.300, 37.14.001 - 37.14,099), the Alaska Science and Technology
Foundation Endowment (AS 37.17.010 - 37.17.110),and the Intermetional Trade and
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Business Endowment (AS 37.17.440)(collectively referred to hereafter as “other fimds™)
are invested by the APFC under the same investment authority s the Permanent Pund is
mansged. Alaska Permanent Fund Corporetion, 1998 Annual Report, “Alsska’s
Future,” p. 39 ( “1998 Annual Report”).

The assets of the other fimds are commingled with the assets of the Permastent
Fund for investment purposes. Etrnings are separately allocated to the other funds on
the basis of unit and fractional shares, which have undivided beneficial interests in the
commingled asgets equel to the proportion thet such shares bear to the total units
. Unit shares are credited to the other fimds on the basis of amounts
contributed 1o the investment pool, The following represents the other funds® shares of

the commingled assets:

6/30/1998 1997

Aleska Science and Technoiogy -

Endowment Fund : 3 129,092,000 $ 128,565,000
Alnska Mental Health Trust

Fund : .- 299,356,000 267,553,000
International Trade and Business

Endowment Fund 5,710,000
TOTAL OF OTHER )
MANAGED FUNDS $ 434,158,000 $ 396,118,000

Tt i spparent from a review of the respective enabling stetutcs that the APFC
Board, acting only a8 investment manager of cach of the respective funds, has caly
limited fiduciary responsibilities. For example, the cash principel of the Mental Health
Trust Fund shall be retained perpetually in the fund for investment by the APFC under
the prudent investor rule.  AS 37.14.033, 37.14.035, AS 37.13.300. Net income of the
fimd shall be transferred to the mental heslth trust settiement income account at the ead
of each fiscal year and may be utilized only “by the Alaska Mental Heslth Trust
Authority for purposes listed in AS 37.14.041". AS 37.13.035.

Simllarly, the Science and Technology Foundation Endowment shall be held end
invested by the APRC subject to the prudent investor rule, but nct income shall be
distributed by grants under Title 37, Chapter 17 rather then by the APPC. AS
37.17.020(b). The Internations! Trade and Business Endowment also was established
within, and {s sdministered by, the Alaska Science and Technology Foundation, AB
37.17.440(s), 37.17.010(b)(3), aithough it is invested by the APFC subject to the
prudent investor rule, AS 37.17.440(b). .
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Thus, the responsibilities for. operational employment of the finds and
distribution to the beneficiaries rest with the trustees and directors of the respective
catitics, and such fiduciary responsibilitics a8 exist for the APFC Board are limited to
those existing “Within the scope of the [investment] reletionship.” Resratenment (Second)
of Trusts, § 2, comment b (1959). :

Since the funds ere permissibly commingled with the other assets of the Pund for
investment purposes, the Board will adequately discharge its fiduciary
with respect to these funds by continuing to follow the prudeat investor rule (AS
37.13,120), by maintaining impartial treatment &5 to each of the separate funds through
the undivided beaeficial interests of cach of the funds in the fashion described shove,
and by segregating income of uther funds a9 required by perticular provisions of the
particular statutes relating to each fund. The Mente] Health Triat enabling act requires
that “The net incomne of the fund shall be determined by the Alaska Parmanont Pund
Corporation in the same manner the corporation determines the net income of the
Alaska permanent fund under AS 37.13.140," AS 37.14.031(c), and then that “net
income of the fund ahall be wansferred by the corporation to the mental health trust
settlement income account at the end of each fiscal year.” AS 37.14.035(b). Similarly,
the “net income from the [Alaske Science and Technology Poundation] endowment
shall be distributed under AS 37.17.010 -37.17.110 and 37.17.225., l.¢., underthe
contro] of that éndowment’s Board of Directors 1o make grants or other distributions of
endowment income, and “not (a1] net incoms availsble for distribution uader AS
32.13.140." AS 37.17.020(b) Therefore, inasmuch as the special funds require the
APFC Board to account separately for the net income of each fund, the Board must do
80 in such & way &s not to impair the income due the subsidiary fund because of the
Board's subsiantial transfer to the Constitutional Budget Reserve Fund.

In summary on thizs point, apart from investing according to the prodent investor
rule (imposed by statute on all asscts under its management), and accounting for
principal and income under the terms of the particular statutes whose funds ere being
sdministered by it, the APFC Board has no other duties under the circumstances of the
proposed legislation. The proposed legislation should have no special effecton
commingled funds different from its cffect on the other assets held by the Board since
: {18 effect will be distributed proportionately among each and all of the funds it holds for
: investment. -
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TO: Kathy Porterfield CC: Peter Bushre
James Baldwin
FROM: Robert Loeflier
} ' Michael Toumanofl
: : Joseph Wyan
DATE: March 2, 1999 ~ FILE: 14507785
~ RE: Summary of Feb. 24, 1999 Discussion Regarding Accounting for Fund Trensfers

R

This Is to simmarizc the discussion on February 24, 1999 between Kathy Porterfield,

Pcter Bushre, James Baldwin, Robart Loeffler, Joc Wyatt, Michael Toumanoff, and Linda
Arnsbarger regarding the proposed recommendations as to the proper accounting for a fund
. wransfer.  The facts we discussed involved the possible one-time transfes of $4 billion in cash or

' securitics from the Alaska Permanent Fund to the Constitutional Budget Reserve Fund. We
: ' asked Kathy to discuss the accounting treatment for such atransfer.  Kathy vesponded that her

i answer was prémised on the Eact thet both are state funds, end the proposed transfer {s a ono-time
transfer, She diseussed 1wo options with regard to transfers in general, .

1
ZI I One, which was not discussed at length, was to reflect the yansfer in the income
' | stetements, which would have an immediate and substantial impact on the dividend.

|
.' ' The second approach, which we understood to be the appropriate accounting treatment,
! f was to refloct the transfer as an adjustment to retained eamings, here the eamnings reserve
' account, which would not kave an immediate impact on the dividend. We understand that the
sccounting litcrature would permit the secand approach, described as a “residual equity transfer”
if it is & one-time transfer between two state funds, so long as It is legal to do so.

With regpect to the legal question, Kethy identified one statutory barrier to this second
treatment.  AS 37.13.145(a) establishes the cammg: reserve account, and states that “Income
from the fund shall be depasited by the corporation into the account as soon as it iy recetved.”
“This provision llterally appears 1o limit the earnings reserve ccount to realized cesh income. in
other words, as & matter of law, the unrealized gains are not in the eamings rescrve accownt,

We asked Kethy to consider the following hypothetical: First, assume that AS 37.13.145
is amended to provido that the camings reserve account is calculated in eccordance with
generally aceepied accounting principles. Then assume that, on & one-time basis, $4 billion in
sccurities are transferrcd from the Permanent Fund to another state fund, Assume that the
transferred securities have §] billion in unrealized gaing associated with them.  Assume thet,
prior to the transfer, the earnings reserve account is 35 billlon. Kathy agreed that the assets of
the fund would be reduced by $4 billion, and the camings reserve account would be reduced by
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the amount of $4 billion (ieaving $1 billion in the sccount). The CBRF would take the .
securities af thelr market value,

In KPMQ's view, under the second approach, the transfer of $4 billion in sssets with an
associated $1 billion in unrealized gain associatcd with the essets would not result in any
realization of gain, and thus would have no immediate impact on the dividend calculation, Any
jmpact on futere dividends would be the result of the reduced amount of investments in the

, fund, as well as any limitstion on future pay-outs imposed by the decreased leve] of income in
; S the carnlngs reberve account. :

We oxplored how this reduction in the camings reserve account would follow through for
statwiory purposes in calculating a dividend in subscquent years. (Our concern was how, under
the statutory accounting method, to ensure that the component of the transferred sarnings reserve
that represented transferred unrealized gains would not be double counted in detepmining
realized gains in later years for purposes of the statutory dividend calculation.) Kathy agreed
that if, In the subsequent year, the fund had $3 billion in realized income, and the calculated
income availsble for distribution excecded the eamings reserve account, the amount of the
; : dividend st could not exceed $1 billlon, or the amount in the carnings rescrve account, because

: to pay out mere would be to invede principel. In other words, 32 billion of thet year's realived
income would nevertheless be unavailable for a dividend distribution {n the current year. -

Kathy and Peter clarified that the earnings reserve account for statulory purposes is not,
by definition, the same as the carnings rescrve account for accounting purposes under current |
GAAP. The accounting carninps reserve account represents only residusl equity, not income,

We asked Kathy Porterfield and Peter Bushre to review a draft of this memorandum, .
dated February 24, 1999, and to lct us know whether this summary accurstely reflects the
description they provided to us.

i —— e admmEe e e -

Kathy Porterflcld has reviewed this memorandum, made revisions, and has conﬂnmd in
2 telephone conversation with James Baldwin and Linda Amsbarger on March 2, 1999 that thia
revised summary accurately reflects the description she provided to us.

e ——— s

wox TOTAL PAGE.2S wok .
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FISCAL PLAN AMENDMENTS

The govemor has introduced a bill proposing to transfer $4 billion from the
carnings reserve account of the Alaska Permanent Fund to capitalize the
Constitutional Budge1 Resesve Fund.

ID:90?7-465~2520 MAR 03°99

A proposal has been under consideration to make the transfer in a way that will
aveid the necessity of selling a lerge amount in securities to raise the money.

These sales will cost the permanent fund a substantial amount in transaction fees
(estimated in excess of $20 million) owed to brokers and other securities dealers.

The plan involves cither the transfer to the CBRF of in-kind securities worth $4
billion, or an undivided interest in the permanent fund worth $4 billion. Counsel
to the Alaska Permanent Fund Corporation was engaged to provide independent
legal advice conceming implementation of this in-kind transfer plan.

Legal counsel determined that a one-time, in-kind transfer could be validly
implemented if certain statutory amendments were made by the legislanre to
make it cleer that income of the pcrmanent fund is dctcm:unod exclusively by e
generally accepted eccounting principles.

By establishing these principles in statute, there would be no legal questions
concerning whether the appreciated value of securitics owned by the permenent

* fund can be made availablc for distribution by the board of trustees as income.

If these amendments are enacted, legal counscl advises that a transfer of
varealized eamings of the permanent fund will not

constitute an appropriation from the principal of the permancat fund; and

that such a transfer will not violete a fiduciary duty owed by the board of
trustees of the Alaska Permanent Fund,

The |cgal opinion also relics on the advice of auditors of the Alaska Permanent
Fund that such a one-time transfer of $4 billion in permanent fund income would
not cause 8n increase in the permanent fund dividend payable in the year of the
transfer.

- ——
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* Section __, AS 37.13.140 is amended (o read:

* Sec. __. AS 37.13.145(g) is amended to rcad:

bm]u- uﬁisla;l’lmu Eﬂww

&3
Sec, 37.14.140. Income. Net income of the fond inciudes income of the earnings
rescrve account established under AS 37.13.145. For the pu ¢ of calcylatin,
income g‘;ajgble for distribution, net [NET] income of the fund shall be computed
annually as of the last day of the fiscal year in accordance with generally accepted accounting
pnnmplcs cxcluding any unrealized gains or losses. Income available for distribution equals
21 percent of the net income of the fund for the last five fiscal years, including the fiscal year
just ended, but may not exceed [NET INCOME OF THE FUND FOR THE FISCAL YEAR
JUST ENDED PLUS] thc balance in the eamings resctve account described in

AS 37.13.145.

() The camnings rescrve account is established as a separate account in the fund. The

balan : ¢ eamings reserve a nt shall be determined a ene
acoepted pecounting principles. [INCOME FROM THE FUND SHALL BE DEPOSITED

BY THE CORPORATION INTO THE ACCOUNT AS SOON AS IT IS RECEIVED.]

Money in the account shall be invested in investments authorized under AS 37.13.120.

U [D:907-465-2520 .____HMAR 03'99 = 10:42 No.001 P.2?7 _
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Should Permanent Fund managers stick to philosophy?

GREGG ERICKSON
COMMENT

(11/29/08 22:56:03)

In late August, Sarah Palin flew off on her nine-week campaign for the nation's
second-highest office. During those nine weeks the Alaska Permanent Fund lost $8
billion, including more than $1 billion from the supposedly untouchable principal.

Palin's absence played no role in the fund's meltdown. The fund's managers lost the
state's money because of the world financial collapse. But Palin's preoccupations --
with gas pipeline issues, Troopergate and the national campaign -- may be
implicated in the paralysis that has gripped managers in responding to the fund's
hemorrhaging value.

The decline in fund investments has not occurred across the board. Stocks and real
estate have declined most dramatically, while bonds have done relatively well. As a
result, percentages of assets in several of the fund's nine asset categories have
drifted far from the board's allocation targets. So far, managers have taken no steps
to bring them back to where they belong. Domestic bond haldings, for instance,
account for 27 percent of fund assets, way above the 19 percent target and well
beyond the permissible percentage variation the board established in a July
resolution. Real estate holdings are also outside the limits, though in the opposite
direction.

Maintaining allocation discipline is the Holy Grail that has guided managers at the
fund since the theory was first adopted there in 1983. Innovative then, the notion
that diversified asset allocation is the key to successful investing is now a core tenet
of investment theory as taught in finance and investment courses at graduate
schools around the world.

Why have Permanent Fund managers abandoned this long-held discipline?

Author and investment manager Peter Lynch writes that when it comes to investing,
"The key organ in the body is the stomach, not the brain.” The way to maintain the
allocation percentages is to sell assets that have done well and use the proceeds to
buy more of the assets that have done poorly. Following through on that discipline in
today's market requires the courage of one's convictions.

That kind of courage appears to be in short supply at Permanent Fund headquarters.
Fund managers have the responsibility to maintain that discipline; they don't need to
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wait for the board of trustees' blessing. In an interview last month with reporters for
the Alaska Budget Report (see the newsletter's Oct. 31 issue), Michael Burns, the
fund's executive director, was asked repeatedly why the oft-touted discipline appears
to have been abandoned.

"We're working through it,” was his most-direct response.

Permanent Fund managers also worry about the political implications of continuing to
draw money from the fund to cover its expenses when doing so eats into the
constitutionally protected principal. The principal is the sum of the state's
contributions to the Permanent Fund since its inception, whether from oil royalties,
special state appropriations or inflation-proofing. As the chart shows, on Nov. 18 the
fund's market value was $1.6 billion less than the principal, putting the fund "under
water." Money drawn to pay Burns' monthly $21,416 salary or any other outlay
submerges it even deeper.

If the fund is under water in June when it's time to transfer more than a billion
dollars to the Department of Revenue for Permanent Fund dividends, someone could
ask the courts to block the payments on grounds they would invade the principal.

Former Attorney General Gregg Renkes, in a 2003 legal opinion, wrote that the
problem can be eliminated by adopting a new legal definition of "principal,” but
Burns is uncertain where Palin -- who styles herself as a fund protector -- might
come down on that. On Oct. 23 he wrote an official memo to Palin's budget chief,
Karen Rehfeld, requesting the administration's views.

So far, we see little indication that Palin or her top officials have paid much attention.
In an interview late last month, Rehfeid, noting the implications for next year's
Permanent Fund dividend, said Burns shouldn't expect a substantive response to
come quickly.

"We have to look at that question, we have to look at inflation-procfing, all of those
pieces. We're researching it now," Rehfeld said.

Patrick Galvin, Palin's revenue commissioner and one of her two representatives on
the Permanent Fund's six-person board of trustees, was unaware of Burns' memo to
Reh-feld until I asked him about it a week after it was sent.

The trustees have a meeting scheduled Tuesday and Wednesday in Anchorage.
That's their chance to ask Burns whether managers have the courage to stick to their
allocation discipline, and how he proposes to deal with a potential dividend
challenge. Let's hope the trustees do ask those questions. And let's hope they get
coherent answers.

Juneau economic consultant Gregg Erickson is editor-at-large of the Alaska Budget
Report. E-mail, gerickso@alaska.com.
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MEMORANDUM STATE OF ALASKA

Office of the Governor

Office of Management and Budget
PO Box 110020

Juneau AK 99811-0020

(907) 465-4660, fax 465-3008

To: Michael Burns Date: November 5, 2008
Executive Director
Alaska Permanent Fund Corporation

From: K:;ﬁ-j. ﬁ(ﬁfieldé ‘( Subject: APFC Operating Budget in

Director Declining Financial
Office of Management and Budget Markets

On October 23, 2008, you requested feedback on a potential issue
regarding the source of funds for the Alaska Permanent Fund Corporation’s
annual operating budget during times of extreme market volatility with
downward trends.

As you outlined in your memorandum, state statute section 37.13.150
clearly identifies the source of corporation’s operating budget as “The revenue
generated by the fund’s investments.” A consultation with the Department of
Law regarding the corporation’s current circumstance affirms APFC’s
interpretation that the operating budget should be paid from positive cash flow
in order to meet the FYO9 appropriated budget.

cc: Mike Nizich, Chief of Staff
Julie Hamilton, APFC Director of Finance




269

2509

Alaska Constitution
Section 9.15 - Alaska Permanent Fund.

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

Alaska Statute
Sec. 37.13.020. Findings.

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

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

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

(3) the fund should be used as a savings device managed to allow the maximum use
of disposable income from the fund for purposes designated by law.

Sec. 37.13.140. Income.

Net income of the fund includes income of the earnings reserve account established under
AS 37.13.145 . Net income of the fund shall be computed annually as of the last day of
the fiscal year in accordance with generally accepted accounting principles, excluding
any unrealized gains or losses. Income available for distribution equals 21 percent of the
net income of the fund for the last five fiscal years, including the fiscal year just ended,
but may not exceed net income of the fund for the fiscal year just ended plus the balance
in the earnings reserve account described in AS 37.13.145 .

Distributed by Rep. Mike Hawker — Jan. 23, 2009 1
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Sec. 37.13.145. Disposition of income.

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

{b) At the end of each fiscal year, the corporation shall transfer from the earnings
reserve account to the dividend fund established under AS 43.23.045 , 50 percent of the
income available for distribution under AS 37.13.140 .

(c) After the transfer under (b) of this section, the corporation shall transfer from the
earnings reserve account to the principal of the fund an amount sufficient to offset the
effect of inflation on principal of the fund during that fiscal year. However, none of the
amount transferred shall be applied to increase the value of that portion of the principal
attributed to the settlement of State v. Amerada Hess, et al., 1JU-77-847 Civ. (Superior
Court, First Judicial District) on July 1, 2004. The corporation shall calculate the amount
to transfer to the principal under this subsection by

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

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

(3) applying that rate to the value of the principal of the fund on the last day of the
fiscal year just ended, including that portion of the principal attributed to the settlement
of State v. Amerada Hess, et al., 1JU-77-847 Civ. (Superior Court, First Judicial District).

(d) Notwithstanding (b) of this section, income earned on money awarded in or
received as a result of State v. Amerada Hess, et al., 1JU-77-847 Civ. (Superior Court,
First Judicial District), including settlement, summary judgment, or adjustment to a
royalty-in-kind contract that is tied to the outcome of this case, or interest earned on the
money, or on the earnings of the money shall be treated in the same manner as other
income of the Alaska permanent fund, except that it is not available for distribution to the
dividend fund or for transfers to the principal under (c) of this section, and shall be
annually deposited into the Alaska capital income fund (AS 37.05.565 ).

Distributed by Rep. Mike Hawker — Jan. 23, 2009 2
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ALASKA PERMANENT FUND

Balance Sheets
* Unaudited November 30, June 30,
{millions of dollars) 2008 2008
Assets
Cash and temporary investments b 565.9 819.9
Receivables, prepaid expenses and other assets 325.5 1,089.3
Investments —
Marketable debt securities 8,1733 9,706.4
Preferred and common stock 12,860.7 19,936.0
Real estate 32253 3,514.1
Alternative investments 2,942.5 3,088.0
Alaska certificates of deposit 232.2 2372
Total investments 27,434.0 36,481.7
TOTAL ASSETS $ 283254 38,390.9
Liabilities
Accounts payable b 178.2 998.9
Securities sold short at market value 1254 184.9
Income distributable to the State of Alaska 0.0 1,326.2
TOTAL LIABILITIES 303.6 2,510.0
Fund Balances
Reserved — principal:
- Contributions and appropriations 29,553.9 29,1489
Unrealized appreciation {depreciation) on invested assets (5,675.4) 1,763.3
Total reserved 23,878.5 30,912.2
Unreserved:
Realized eamings 4,143.3 4,968.7
TOTAL FUND BALANCES 28,021.8 35,880.9
TOTAL LIABILITIES AND FUND BALANCES $ 283254 38,390.9
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ALASKA PERMANENT FUND
Statements of Revenues, Expenditures and Changes
in Fund Balances
Month ended Five months Fiscal year-end
Unaudited November 30, ended November 30, actual June 30,
(miltions of dollars) 2008 2008 2008
Revenues
Interest 373 186.4 549.5
Dividends 31.3 148.6 457.7
Real estate and other income 0.4 78.2 195.1
Total interest, dividends, real
estate and other income 69.0 413.2 1,202.3
Net increase {decrease) in the fair value of investments
Marketable debt securities 86.3 (698.9) 228.5
Preferred and common stock (1,035.0) (7,251.4) (2,631.2)
Real estate (87.0) (331.3) (176.6)
Alternative investments (145.6) (398.0) 97.7
Forward exchange contracts and futures (3.1) 47.0 95.1H
Currency 0.3 (13.0) {4.2)
Total net increase {decrease) in investments (1,184.1) (8,645.6) (2,580.9)
TOTAL REVENUES (1,115.1) (8,232.4) (1,378.6)
Expenditures
Operating expenditures 4.7 (29.1) (78.9)
Other legislative appropriations 0.0 (2.6) {6.3)
TOTAL EXPENDITURES (4.7) (31.7) (84.7)
EXCESS (DEFICIENCY) OF REVENUE
OVER EXPENDITURES (1,119.8) (8,264.1) {1,463.3)
Other Financing Sources (Uses)
Transfers in 79.5 405.0 844.3
Transfers out 0.0 0.0 (1,326.2)
NET CHANGE IN FUND BALANCES (1,040.3) (7,859.1) (1,945.2)
Fund Balances
Beginning of period 29,062.1 35,880.9 37,826.1
End of period 28,021.8 28,021.8 35,880.9
Statutory Income Calculation
Excess (Deficiency) of revenues over expenditures (1,119.8) (8,264.1) (1,463.3)
Adjustments to bring net income to statutory net income:
Unrealized (gain) loss 893.3 7,438.6 4,434.4
Alaska Capital Income Fund realized eamings 0.0 0.0 (33.00
STATUTORY NET INCOME (LOSS) (226.5) (823.5) 2,938.1
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ALASKA PERMANENT FUND
Receivables and Payables
Unaudited November 30,
{millions of doliars) 2008
Accounts Receivable
Interest Receivable $ 90.2
Dividends Receivable 40.1
Pending Sales Fixed Income 6.4
Pending Sales Equities 40.1
Pending Sales Altermnative Investments 0.0
Foreign Exchange Contracts Receivable 283
State Dedicated Revenues Receivable 116.8
Pending Sales Real Estate/REITs 3.6
Prepaid and Other Receivables 0.0
TOTAL RECEIVABLES 3 325.5
Accounts Payable
Accrued Operating Payables 5 16.1
Pending Purchase Fixed Income 94.6
Pending Purchase Equities 65.9
Pending Purchase Real Estate/REITs L6
Foreign Exchange Contracts Payable 0.0
TOTAL PAYABLES 3 1782
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2009 HOUSE FINANCE
COMMITTEE ATTENDANCE

DATE: ;/Q.E/OS’

Circle Meeting Chair: Hawker Stoltze
MEMBER _ PRESENT ABSENT
REP. FOSTER /
REP. AUSTERMAN /
REP. KELLY /
REP. FAIRCLOUGH /
CO-CHAIR HAWKER ’
CO-CHAIR STOLTZE /
VICE-CHAIR THOMAS /
REP. GARA /
REP. CRAWFORD /
REP. SALMON /
REP. JOULE /
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