
ALASKA LEGISLATURE 1583
HOUSE and SENATE FINANCE COMMITTEE FILES. 1997-1998_________



SPORT FISH DIVISION * I ',45



DIVISION OF 
SUBSISTENCE

46 DEPARTMENT OF FISH AND GAME



DIVISION OF 
SUBSISTENCE

O v e r v ie w

Subsistence hun ting  and fishing are economically and culturally im portan t fo r  
many A laskan families and com m unities. T h e  division’s m ain responsibilides are 
to  conduct research to  docum ent subsistence uses, estim ate subsistence harvest 
levels, and  evaluate potential im pacts to  subsistence users from  o th e r uses. Re­
search findings are com piled and analyzed to  address fish and  wildlife m anage­
m ent and  regulatory issues and to provide in fo rm adon  for state and federal land 
use planning.

I ssues

D u a l S u b s is te n c e  M a n a g e m e n t.  A lthough both the Alaska N adonal In terest 
Lands C onservauon  A ct (ANILCA) and the State o f  Alaska subsistence law rec­
ognize subsistence uses’, dual m anagem ent has increasingly led to different regu­
latory situadons o n  sta te  and federal land. In FY97 the division assum ed lead 
d epartm ent coord inadon  and liaison funcdons with the Federal Subsistence M an­
agem ent p rogram . T h is w ork entails tracking the federal board process to com ­
m ent on  proposals, filing requests fo r reconsideradon w hen federal decisions are 
counter to  factual analysis; o r p ro tecdon  o f  the state’s subsistence uses and ensur­
ing sustained yield; and provid ing  departm ental in fo rm adon  th roughou t the p ro ­
cess, including lidgadon.

S u b s is te n c e  R e so lu tio n . R esoludon o f  the dual m anagem ent situadon and re­
sum ption o f  state m anagem ent o f  fish and wildlife on federal lands are certain to 
be im portan t issues in FY98. E ffo rts  by the adm inistradon o r the legislature to 
regain state m anagem ent, a n d /o r  potendal legal decisions would likely change 
the p resen t m anagem ent landscape. Private sector groups, such as cham bers o f  
com m erce and fishing groups have also expressed in terest in providing forum s 
for discussion o f  the issue. D ivision data and experdse will be called upon  to 
provide the factual basis and the necessary analysis that may con tribu te  to a last­
ing resoludon o f  the present m anagem ent impasse.

S ta te  S u b s is te n c e  L aw  Im p le m e n ta tio n . T he present state subsistence law 
may be exam ined in the com ing legislative session. T he Legislature will rely on 
the Division o f  Subsistence to provide a factual basis and analysis o f  fishing and 
hundng patterns to  support legislarive acdon on this law. Im plem endng the p resen t 
law requires m ajor work in two main areas: determ ining custom ary and traditional 
uses and providing reasonable opportun ity  for subsistence harvests, and, secondly, 
developing and adm inistering T ier II hundng procedures.
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Harvest Monitoring and Species-Specific Studies. A num ber o f  division 
projects in FY98 will docum ent levels o f  subsistence salm on harvest in fisheries 
w here accurate yearly harvest data are essential fo r m anagem ent. A ssessm ent 
projects are planned in N o rth w est Alaska, the  K uskokw im  River drainage, Bristol

Resource Allocarion. A llocauon disputes betw een d ifferent user groups con- 
dnue. D ivision data provide the basis for Boards o f  Fisheries and G am e custom ­
ary and traditional use determ inations and  for the prom ulgation o f  subsistence 
reguladons.

Sc h e d u l e d  FY98 R e s e a r c h

I ssues (CON T.)

Bay, the Chignik area, Cook Inlet, and C opper River. Research in Southeast Alaska

K w ethluk rivers, and fu rther m onitoring  o f  N elson  Island herring harvests are 
also scheduled. T h e  division will update data on  subsistence use o f  deer in South­
east Alaska, and examine m oose hundng  pracdces in  Yukon River drainage com - 
m unides. Several p roposed  projects in the In te rio r and northern  Alaska as well as 
one com pleted in the Bristol Bay region will develop m odels for harvest assess­
m en t o f  large game through partnersh ip  w ith  regional Native organizations.

Community Profiles. Subsistence harvest survey data, m aintained in the C om ­
m unity Profile D atabase, provide, the quantitative factual basis for regulatory de­
cisions on  subsistence issues as well as provide in fo rm adon  for land use planning. 
In  FY98 the division will continue to  update  com m unity profiles by conducting  
household  surveys in no rth ern  Southeast and In terio r com m unities. Available data 
for these regions has becom e dated. O th e r regions o f  the state will be resurveyed 
in subsequent years, following a five-year research cycle.

Collaborative Research. T h e  efficient collection o f  accurate subsistence har­
vest and use data in small com m unities in Alaska increasingly requires die active 
participation o f  local com m unities in this work. T h e  division will continue its 
practice o f  working closely with local com m unities in field research projects. Many 
research projects will take place through cooperative agreem ents w ith com m unity 
and regional organizations.

Marine Mammal Studies. C ertain m arine m am m al species are being evaluated 
for possible Endangered Species A ct pro tection ; final decisions have yet to be 
made. T he division has undertaken studies o f  subsistence use o f  harbor seals 
and sea lions under contract w ith NMFS. T hese studies have docum ented  the 
im portance o f  subsistence harvests and dem onstrated  that these harvests are no t 
the cause o f  declines o f  m arine mam rnal populations.

will examine harvest and use o f  king and coho  salm on in the area’s sm aller com ­
m unities. Research on  subsistence  fisheries a long  the A niak, K isaralik  and
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F Y 9 8  B u d g e t  R e q u e s t

T h e  D ivision o f  Subsistence is requesting a FY98 general fund budget o f  $1,238.3, 
including au thorization  to  receive $269.7 in interagency receipts, and $1,318.7 in 
special p ro jec t funding. This bu d g e t reflects a continuation  o f  FY97 G F  funding 
and an increase o f  $294.6 in Special P ro jec t funding  authorization . T his increase 
includes pro jects approved by the Legislative B udget and  A udit C om m ittee (LBA) 
in FY97 th a t are projected to continue in FY98. I t  also is an additional $94.5 in 
federal receipts (P ittm an-R obertson funds).

FY94
A  l _Auth

FY95
Auth

FY96
Auth

FY97
Auth

FY98
Request

Personal Services 2,097.3 2,161.8 1,884.5 2,036.0 2,276.5
Travel 227.9 253.3 182.7 186.2 201.8
C ontractual 635.9 372.1 356.5 576.8 865.2
Supplies 49.2 50.7 45.8 44.2 52.0
E q u ip m en t 22.6 22.6 5.5 5.6 5.6

TOTAL 3,032.9 2,860.5 2,475.0 2,848.8 3,401.1

Funding:
1002 Federal Receipts 1,268.2 966.8 1,040.3 976.1 1,084.2
1004 G enera l F und  1,686.2 1,684.6 1,289.6 1,225.0 1,238.3
1005 G F /P ro g ra m  Receipts 78.5 169.1 105.1 7.5 0.0
1007 I / A  Receipts 0.0 40.0 40.0 305.5 311.0
1018 E V O S 0.0 0.0 0.0 334.7 574.4
1091 G / F  D esignated Rec 0.0 0.0 0.0 0.0 193.2

Positions:
P F T  26.0 27.0 27.0 23.0 26.0
P P T  i-5.0 14.0 14.0 10.0 12.0
T em p 0.0 0.0 0.0 0.0 0.0
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VALUE OF ALASKA
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SUBSISTENCE

■ 45 Million Pounds of 

Food Annually to 

Alaskan Families

■ Major Source of Employ­

ment in Rural Alaska

■ Economic Base in Small
r.; / ' /

Communities

■ Cultural Dependency on 

Fish and Game

BUDGET H IG H LIG H TS

■ $ 1 ,2 3 8 .3  General Fund 

(ievel)

■ $269 .7  I/A Receipts

■ $1,31 8.7 Special 

Projects (Increase)

■ Projected Increase in 

Pittman-RoberLon 

(Federal Funds)
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FY98 B u d g e t  R e q u e s t  (Cont.)

Operational Funding. T h e  division will continue its core sta tu to ry  responsibili­
ties: to  docum ent and  m o n ito r subsistence uses o f  fish and wildlife, to  p resen t 
subsistence in fo rm ation  to  fish and gam e regulatory boards and fo r land m anage­
m en t decisions, and facilitate im plem entation o f  state and federal subsistence law.

Special Project Funding. Special pro ject funds, from  federal agencies, state 
agencies, universities, and o th e r sources, p rovide support fo r research and p lan­
ning activities th a t are o f  in terest to  the  state b u t n o t funded by general funds. 
Research on the  subsistence use o f  m arine m am m als and m igrator)' waterfowl, 
studies o f  the im pact o f  the Exxon Valdez oil spill, rural op in ion  surveys o f  
p red a to r contro l, docum enta tion  o f  subsistence trapping, subsistence salm on har­
vest assessm ent, and baseline descriptions o f  subsistence use on  federal lands are 
exam ples o f  such pro jects undertaken in recent years. T hese funds are received 
on  a contract-specific basis and are restricted in use. Reductions in federal fund­
ing are likely, as are  fu rther s ta ff  reductions from  the Special Projects budget 
com ponent.

Efficiencies, Cost Control Measures. Since FY92 the division’s general fund 
budget has been reduced 35 percent. T his reduction, coupled w ith the loss o f  
federal A N IL C A  funding  after 1990, has reduced funding for the division’s core 
program  to less than 50 p ercen t o f  w hat it was in FY92 w ithou t considering 
inflation . From  FY92 through FY97, seven positions were elim inated and a field 
office was closed. Since FY96 two full-time research positions have no t been 
filled. A dditional full-tim e and perm anen t seasonal staff were transferred  to spe­
cial projects o r  assigned to work on projects funded by reim bursable services 
agreem ents.

Because o f  the cum ulative effect o f  p rior years reductions, the division’s core 
research program  has had to  undergo rigorous prioritization in an attem pt to  
fulfil] its s ta tu to ry  responsibilities to docum ent and m on ito r subsistence uses 
th rou g h o u t the state. Divisional services to parts o f  the state are essentially n o n ­
existent unless crises develop. T he division has reduced its presence at Board o f  
Fisheries and Board o f  G am e m eetings, as well as its input to  state and federal 
land use planning. T h is cum ulative reduction in service will increasingly limit the 
d ep artm en t’s ability to  m anage subsistence uses on state lands and waters and will 
reduce the st.'.te’s ability to  influence federal m anagem ent o f  subsistence on fed­
eral lands and waters.
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DIVISION OF 
WILDLIFE CONSERVATION
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DIVISION OF 
WILDLIFE CONSERVATION

O v e r v ie w

T he D ivision o f  Wildlife C onservation  is responsible for the m anagem ent o f  
Alaska’s wildlife resources. T h e  prim ary goals o f  the division are to  p ro tec t, 
m aintain, and enhance the wildlife resources o f  Alaska; and provide for their 

‘ greatest use by the people, consisten t with the sustained yield principle, for the 
well-being o f  the people and the econom y o f  the s ta te

I s s u e s

In c re a s e d  H u n t in g  D e m a n d . O ne  o f  the biggest challenges facing the D ivi­
sion o f  Wildlife C onservation is how  to m eet an increased dem and for hunting 
opportunities. We believe the prim ary reasons for grow th in this area are increases 
in Alaska’s population and tourism . Balancing this dem and against m anaging for 
sustained yield is com plicated by reduction o f  habitat in populated areas and 
indirect adverse im pacts to  wildlife populations.

In c re a s e d  D e m a n d  for C o n se rv a tio n  E d u c a t io n ,  W ild life  V iew in g , a n d  
M a n a g e m e n t o f  E n d a n g e re d  S p ec ies . T h e  division has also experienced in­
creased dem ands for o ther uses o f  wildlife. Wildlife in form ation  and education 
program s increase public understanding o f  requirem ents for healthy, productive 
wildlife populations, and help ensure public su p p o rt for and voluntary com pli­
ance w ith wildlife conservation regulations. D ivision inform ation  program s are 
necessary to reduce public confusion regarding com plex regulations resulting from 
“dual” m anagem ent o f  Alaska’s wildlife resources by state and federal authorities 
and to  p rom ote  higher levels o f  voluntary com pliance w ith regulations.

S u b s is te n c e . T h e  division also is facing the question o f  how  to deal w ith in­
creased costs and com plexities o f  m anaging for a state subsistence preference and 
all o ther uses, while addressing Alaskan concerns arising from  federal subsistence 
m anagem ent o f  resident wildlife on federal lands. T h e  change in the state’s sub ­
sistence law resulting from  M c D o w e l l v .  S t a t e  o f  Alaska and the subsequent federal 
"takeover” o f  traditional state m anagem ent authorities has had m ajor impacts on 
the division and the future m anagem ent and use o f  wildlife in Alaska. Solutions 
need to be developed to address these resource m anagem ent and allocation co n ­
flicts to  provide Alaskans with sound and rational m anagem ent o f  their wildlife 
resources.
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RESPONSIBILITIES
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■ Manage A ll Wildlife 
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■ Regulate Hunting
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ISSUES

■ Increased Hunting 
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G O A LS

Conserve and Enhance 
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Provide for a Wide 

Range of Wildlife Uses
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FY98 B udget R equest

Revenue from  the sale o f  hun ting  licenses and tag fees continues to  increase, and 
federal aid receipts are stable. T h e  FY98 budget request is for the sam e am ount 
the legislature appropriated  in FY97. We have requested that the operational 
program s funded via the C IP  budget in FY97 be returned  to the operating budget 
in FY 98. T h e  division received no  general funds in FY97. We have requested 
$319.5 in general funds to  pay for our program s in  nongam e m anagem ent, en­
dangered species research, and watchable wildlife (Cream er’s Field, Potter’s M arsh, 
and Pack Creek Refuges).

Program s that will receive addidonal funding in FY98 include intensive m anage­
m ent in In te rio r Alaska, big gam e population  surveys and censuses, wildlife p lan­
ning in the A nchorage bow l, and the hu n ter ed u ca tio n /h u n te r services program .

FY94
Auth

FY95
Auth

FY96
Auth

FY97
Auth

FY98
Request

Personal Services 9,432.7 9,881.0 10,569.2 10,463.1 11,368.2
Travel 608.8 727.8 752.2 765.7 849.6
Contractual 4,036.8 4,081.9 4,358.4 3,669.0 4,485.1
Commodities 698.3 913.2 961.6 1,168.8 1,141.1
E quipm ent 152.5 198.2 277.7 425.3 336.9

TOTAL 14,929.1 15,802.1 16,919.1 16,491.9 18,180.9

Funding:
1002 Federal Receipts 8,300.0 9,055.6 9,154.0 9,572.2 9,673.8
1004 G eneral Fund 1,254.5 667.9 0.0 0.0 319.5
1005 G F /P ro g ra m  Receipts 413.0 408.6 428.6 77.6 85.9
1007 I /A  Receipts 50.0 50.6 0.0 120.9 40.0
1018 EV O S 0.0 0.0 0.0 617.3 461.9
1024 F & G  Fund 4,841.3 5,467.9 7,190.4 5,650.4 7,200.0
1061 C IP  Receipts 70.3 151.5 146.1 153.2 95.2
1091 G / F  D esignated Rec 0.0 0.0 0.0 300.3 304.6

Positions:
PF T 130.0 132.0 137.0 137.0 143.0
P P T 34.0 36.0 40.0 44.0 53.0
Temp 0.0 3.0 3.0 11.0 20.0
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BUDGET H IG H LIG H TS
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o G F  for Creamer’s and 

Potter's Marsh Refuge

■ Fish and Game Funds for 

Hunter Education/Hunter 

Services

■ Fish and Game Funds for 

Intensive Management 

Survey and Inventory

M A N A G EM EN T

ACTIV ITIES

■ Big Game

■ Small Game

■ Furbearer

■ Waterfowl

■ Nongame Species

■ Manage General Hunts

■ Manage Permit Hunts

• Provide Opportunities to 

View and Enjoy Wildlife

■ Hunter Education

■ Wildlife Education

WILDLIFE CONSERVATION DIVISION 55



56 | DEPARTMENT OF FISH AND/GAME



FY98 B u d g e t  R e q u e s t  

J a n u a r y  1997
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COMMERCIAL FISHERIES 
ENTRY COMMISSION

Alaskans am ended  the state consrituuon in 1972 to  provide the legislature the 
authority  to  establish a com m ercial fishery license lim itation system. Subsequent 
to the approval o f  the constitutional am endm ent, the legislature created the C om ­
m ercial Fisheries E ntry  C om m ission. T h e  com m ission is an exem pt, independen t 
and quasi-judicial agency. Its purpose is to limit the n um ber o f  participants in 
selected com m ercial fisheries to  p rom ote  sustained yield and econom ically viable 
fisheries.

C FE C  has becom e an essential m anagem ent com ponen t o f  A laska’s billion dollar 
fishing industry. The. com m ission has the statutory duty to p rom ote  the conserva­
tion and sustained yield m anagem ent o f  Alaska’s fishery resources and the eco ­
nom ic health  and  stability o f  d ie  industry by regulating en try  in to  Alaskan co m ­
mercial fisheries in the public interest.

I s s u e s

A d ju d ic a tio n . A prim ary function o f  the agency is adjudicating disputes affect­
ing perm it applications, transfer requests and fee arrearage cases as well as revo­
cation and suspension  actions. C oncentrated efforts have, been m ade to  resolve 
first die W a s s i l l i e  cases followed by others in chronological o rd e r

S ta tu to ry  C h a n g e s . T h e  C om m ission is constandy seeking to  stream line the 
limited en try  system  for the public benefit. Two challenges facing C F E C  are 
developing functional fleet reduction opportun ities and restructu ring  existing 
m oratorium  statutes.

P u b lic  D e m a n d s . C FE C  receives many petitions fo r fishery lim itations each 
year from  individual fisherm en, private fishery organizations, and governm en t 
fishery m anagers. C urrently  pending before the C om m ission are 24 such peti­
tions. Extensive research is required before a final C om m ission decision can be 
m ade to lim it a fisher)'. I t  is n o t a process to be taken lightly, and is often expen ­
sive and lengthy to  im plem ent because o f  stringent legal requirem ents.

L e g a l C h a lle n g e s . C a r l s o n  v . C F E C  T his lawsuit by out-of-sta te  fisherm en 
challenges C F E C ’s annual entry perm it renewal fees, which by statute (AS 16.43.160)
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RESPONSIBILITIES
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■ Promote Conservation

■ Promote Sustained Yield

■ Promote Economically
.

Stable Fishing Industry

■ Regulate Entry into 

Commercial Fisheries

■ Issue Permits

■ Adjudication

■ Conduct Research

ISSUES

Limitation of Entry 

Adjudication 

Statutory Changes 

Public Demands 

Legal Challenges
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H IG H LIG H TS
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77%  of all Limited .. 

Entry Permits are Held 

by Afailcan*

57 Fisheries Now 

Under Limitation
■

•24 Pending Petitions 

Requesting limitation

I s s u e s  (CON T.)

requires a 3 -to-l differential in favor o f  residents. T he case is now  under consid ­
eration to  be heard by the  US. Suprem e C ourt.

In ternal Revenue Service v. Alaska Perm it H olders For m ore than  10 years, the 
C om m ission has w orked to protect A laskans from  the loss o f  access to  their 
fisheries due to IRS seizures and forced sales o f  limited en try  perm its. In  m any 
areas the loss o f  an en try  p erm it would result in  the loss o f  a prim ary source o f  
cash to a family and community. C F E C  is condnuing  to w ork direcdy with the 
IRS as well as a collaborative statew ide netw ork including several municipalities, 
the University, the C om m ercial Fishing and A griculture Bank, Alaska Federation 
o f  Natives, Native co rporations and associations, D ivision o f  Investm ent, D e ­
partm en t o f  C om m erce, the Alaska Business D evelopm ent C enter, and o thers to 
help individual fisherm en respond  to  financial crises, p ro tec t their fishing privi­
leges and achieve voluntary federal tax com pliance.



F Y 9 8  B u d g e t  R e q u e s t

A fter tw enty years o f  operation , C F E C  remains a small bu t efficient agency w ith 
a frugal budget. In  fact, the C FE C  FY98 bu Jget request approxim ates tha t o f  15 
years ago in FY83. However, the burden .o p ro tec t access has grow n substan­
tially. B udget restrictions have required the C om m ission to  do m ore w ith less. 
Since 1986, nine positions have been elim inated and, a t various times, C F E C  has 
im posed salary freezes and pay cuts, requested em ployees to  take leave w ithout 
pay, and dow ngraded  positions to  m eet budget dem ands. A t the sam e time, from  
the fees charged to  fisherm en, the C om m ission generates neatly twice its budget 
in revenues to  the general fund.

FY94
Auth

FY95
Auth

FY96
Auth

FY97
Auth

FY98
Request

Personal Services 
Travel

2,148.1 2,203.5 2,218.3 2,243.8 2,285.4
80.4 65.4 65.4 58.7 56.7

C ontractual 489.0 417.0 402.2 380.4 379.6
Supplies 26.7 26.7 26.7 26.7 26.7
E qu ipm en t 3.0 3.0 3.0 3.0 3.0

TOTAL 2,747.2 2,715.6 2,715.6 2,712.6 2,751.4

Funding;
1002 Federal Receipts 108.3 108.7 108.7 108.9 109.6
1005 G F /P rg m . R cp ts 2,638.9 2,606.9 2,606.9 2,603.7 2,641.8

Posidons;
P F T 33.0 32.0 32.0 32.0 32.0
P PT 4.0 5.0 5.0 . 5.0 5.0
Tem p 2.0 2.0 2.0 2.0 2.0

BUDGET HIGHLIGHTS
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■ CFEC Generates Twice• 1 1 '
its Budget in Revenues 

to General Fund

■ Since 1986 , Nine 

Positions (2 9 %  of 

agency staff) Eliminated 

due to Budget 

Constraints

■ FY98 Budget Request 

Approximates that of 

FY83 when Agency 

Revenues were Half 

What They are Today
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HOUSE FINANCE COMMITTEE 
JANUARY 22, 1997 

1:45 P.M.

TAPE HFC 9 7 - 5 ,  Side 1, #000 - end.
TAPE HFC 9 7 - 5 ,  Side 2, #000 - end.
TAPE HFC 9 7 - 6 ,  Side 1, #000 - #529.

CALL TO ORDER

Co-Chair Mark Hanley called the House Finance Committee meeting to 
order at 1:45.

PRESENT

Co-Chair Hanley 
Co-Chair Therriault 
Representative Davies 
Representative Davis 
Reprej entative Foster

Representative Grussendorf 
Represeitative Kohring 
Representative Martin 
Representative Mulder

Representatives Moses and Kelly were not present for the meeting. 

ALSO PRESENT

Wilson Conson, Commissioner, Department of Revenue; Laurie Perkins, 
Director, Division of Administrative Services, Department of 
Revenue; Willie Hensley, Commissioner, Department of Commerce and 
Economic Development; Guy Bell, Director of Administrative 
Services, Department of Commerce and Economic Development; Remond 
Henderson, Director, Division of Administrative Service, Department 
of Community and Regional Affairs; Lamar Cotten, Deputy Director, 
Department of Community and Regional Affairs; Percy Frisby, 
Director, Division of Energy, Department of Community and Regional 
Affairs; Tom C'ashen, Commissioner, Department of Labor; Dwight 
Perkins, Deputy Commissioner, Department of Labor; Arbe Williams, 
Director, Division of Administrative Services, Department of Labor; 
Director, Division of Employment Security, Department of Labor; 
Rebecca Nance, Director, Employment Services, Department of Labor.

SUMMARY

AGENCY OVERVIEWS:

Department of Revenue
Department of Commerce and Economic Development 
Department of Labor
Department of Community and Regional Affairs

(Copies of log notes, meeting tapes and handouts will be on file 
with the House Finance Committee Secretaries until after the 20th 
Legislative Session. Contact #465-6814 or #465-2378. After the 
20th Legislative Session, log notes, meeting tapes and handouts 
wi11 be located at the Legislative Library, #465-3808.)



ALASKA STATE LEGISLATURE
LEGISLATIVE B U D G E T  AND AUDIT CO M M ITTEE

Division of Legislative Finance

P.O. Box 113200 
Juneau, AX 99811-3200 

(907) 465-3795 
FAX (907) 463-4885

October 14, 1996

TO: Chair and Vice-Chair
Legislative Budget & Audit Committee

Co-Chairs, House and Senate Finance Commi

FROM: Mike Greany, Legislative Fiscal Analyst

RE: ^placoncinuation -Executive HP Review Proce*^

This i3 to advise you that Ms. McConnell, Office of Management 
and Budget has discontinued prior OMB review of agency revised 
programs and delegated to agency commissioners:

■ transfers of funding between allocations (within an 
appropriation)

■  transfers between line items (except the grants line)

■ position establishments and reclassifications.

1 have some misgivings abcut this move in that I believe that OMB 
has served a necessary internal executive branch "check and 
balance* by reviewing/approving these type of budget transfers 
and new positions.

In the past, this office has also received information copies 
which have assisted us in our legislative oversight function.
For example, it was through this process a couple of years ago 
that we became aware that the Department of Law was converting 
part of its oil and gas litigation effort from contractual to in- 
house with ten new positions-- an issue of legislative interest.

We will work with the agencies, and OMB as necessary, to ensure 
that we are able to provide continued legislative oversight.

A copy of the OMB delegation memorandum is attached for your 
informat ion.
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MEMORANDUM
STATE OF ALASKA 

DEPARTMENT OF REVENUE

TO: Annalee McConnell, Director
Office of Management and Budget

DATE: January 20, 1997

FROM: Wilson L. Condon, < er
Department ~ yeta^

RE: FY 97 Supplemental 
Request

The Department of Revenue, Treasury Division (Treasury) requests a supplemental 

increment to its FY 97 General Fund budget in the amount of $31,000. This increase 

would pay investment management fees on equity investments for the Constitutional 

Budget Reserve Fund (CBRF) for the period February 1, 1997, to June 30, 1997. This 

amount is very small in comparison to Treasury’s overall General Fund budget, and your 

normal practice would require us to find a way to absorb this amount somewhere in that 

budget. Treasury believes a supplemental appropriation is necessary to make certain the 

Legislature specifically approves investing a portion of the CBRF in the equity market.

Last session, the Legislature’s final actions with respect to the investment and 

management of the CBRF were inconclusive. On the one hand, the Legislature amended 

the statutes pertinent to the CBRF in a manner that clearly indicated they wanted a 

portion of the CBRF invested in equities. On the other hand, they did not provide 

funding for the management fees for such investments.



The Legislature added a new section, AS 37.10.430, to the statutes relating to the CBRF 

in the FY 96 session (previously AS 37.10.410-420). In this new section, the 

Commissioner of Revenue is:

•  given discretion to transfer the management of the CBRF to the 

Permanent Fund Corporation, and

• required to annually prepare a report comparing the earnings of the CBRF 

to the Permanent Fund and General Fund.

The proponents of this amendment clearly wanted Treasury to reevaluate the CBRF asset 

allocation and to invest the CBRF longer term in both fixed income and equity securities. 

They believed this reallocation would come about either by transferring some or all of 

the CBRF to the care and custody of the Permanent Fund or by reinvesting the CBRF 

directly in these longer term securities. Either of these investment options require an 

appropriation for manager fees. If I had decided to move the entire CBRF to the 

Permanent Fund Corporation, an appropriation of approximately $3,000,000 would have 

been required to pay management fees.

If the State is going to continue to use a portion of the CBRF each year to balance the 

State budget, then it would be inappropriate under existing institutional arrangements for 

the Permanent Fund Corporation to take over the management of the CBRF. I have 

attached six sections from our Treasury Division’s Policies and Procedures Manual that



reflect the reasoning process that leads us to this conclusion. The first four, which are all 

still in preliminary draft form, are important to review. The fifth and sixth are useful if 

you want to look in depth at the ins and outs of developing an asset allocation for an 

investment program. The six sections of the Treasury Division’s Policies and Procedures 

Manual are:

1. Draft Section X(B) from the Treasury Division’s Policies and Procedures 

Manual, Investment Policy Statement: Constitutional Budget Reserve Fund:

2. Draft Appendix L from the Treasury Division’s Policies and Procedures Manual, 

Recommended Reserves Policy;

3. Draft Appendix M from the Treasury Division’s Policies and Procedures Manual, 

Commissioner’s Proposed Decision and Justification for Managing the 

Constitutional Budget Reserve Fund in the Treasury Division of the Department 

of Revenue;

4. Draft Appendix N from the Treasury Division’s Policies and Procedures Manual, 

Proposed Decision and Justification for Asset Allocation for the Constitutional 

Budget Reserve Fund;



5. Draft Section VII from the Treasury Division’s Policies and Procedures Manual, 

Building Blocks for Treasury's Investment Policies: and

6. Draft Appendix H from the Treasury Division’s Policies and Procedures Manual, 

Capital Market Assumptions and Projections: Treasury 1996.

Treasury believes the investment policies of the CBRF must address the following three 

needs:

1) Provide money to cover anticipated and unanticipated shortfalls over a 

two year time horizon;

2) Provide money to cover projected budget shortfalls until the time the 

State’s recurring revenue is sufficient to meet its yearly expenses; and

3) Provide a long-term budget reserve.

Each of these purposes has a different time horizon, risk tolerance, and income objective. 

I reviewed these three unique sets of objectives in Attachments 4 and 5. The overall 

investment policy - the combination of the investment policies designed to meet the three 

individual objectives - follows:



Treasury’s short-term fixed income investment pool 1%

Treasury’s intermediate-term fixed income investment pool 43%

Treasury’s long-term fixed income investment pool 30%

S&P 500 equity investment pool 26%

100%

Treasury has already made the appropriate reallocations within the various fixed income 

investment pools without incurring ar.y additional cost. Treasury has not implemented 

the equity portion of the asset allocation. To invest in equities, Treasury must hire an 

external manager. The associated fees for this external manager will be 1 basis point, or 

.01% of the invested balance, annually. As stated earlier, Treasury’s budget does not 

include any amount for these fees. While Treasury could begin implementation of this 

new asset allocation policy in the Spring of 1997, using funds already available for 

FY 97, Treasury would not be able to continue to pay the fees in FY 98 if the Legislature 

did not expressly appropriate money for that purpose.

Because of the possibility of incurring unnecessary transaction costs, Treasury cannot 

prudently begin to purchase equity securities without reasonable assurance that funding 

will be made available on an annual basis. In addition, we believe it is important that the 

Legislature review the asset allocation fo r  the CBRF and, at a minimum, indicate their 

understanding and acceptance by approving the funds to implement it.



Treasury currently funds all costs of managing the CBRF with General Fund money. 

The calculation of expected fees for external management follows:

CBRF balance, 1/1/97 

Equity allocation

Equity investment if invested at 1/1/97 

Projected equity investment at 6/30/97, 

(assuming 10% annual growth rate) 

Average equity investment 

Annual fee, 1 basis point 

Total annual fee 

Fee for 5 months, approximate

$2,800,000,000

 26%

728.000.000

764.400.000

746,200,000

.01%

$ 74.620

$ 31.000

The fee calculation assumes Treasury will invest the equity allocation by February 1.

At the recommendation of OMB, Treasury did not include any amount for CBRF 

management fees in its FY 98 budget, pending the outcome of this supplemental request 

with the Legislature. Treasury intends to modify its FY 98 request if the Legislature 

approves this budget request for FY 97. Treasury projects the additional request for 

FY 98 will approximate $100,000 because of appreciation on the equity assets. Treasury 

will provide additional information if and when it makes a request to amend its proposed 

FY 98 budget.



Treasury wishes to bring this issue before the Legislature as a supplemental request early 

in the session so Treasury can confirm that our investment strategy meets legislative 

approval before we commit CBRF funds to long-term equity investment.

Thank you for your consideration. If you have any questions, please contact Ross 

Kinney at 465-3669, or Betty Martin at 465-2352.
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DRAFT

B. Investment Policy Statement: Constitutional Budget Reserve Fund

1. Description and History

In the 1990 general election, the voters of Alaska adopted an amendment to 

the Alaska State Constitution creating the Constitutional Budget Reserve Fund 

(CBRF). All money received by the State after July 1, 1990 as a consequence 

of the resolution o f disputes about the amount of mineral lease bonuses, 

royalties or taxes, must be deposited in the CBRF. The amounts that have 

been credited to the CBRF through the end o f the 1996 fiscal year (rounded to 

the nearest million) are:

The Legislature may appropriate funds from the CBRF to fund the operations 

of State government only under certain conditions. If, at any time, the amount 

of funds from other sources available to the Alaska Legislature for 

appropriation is less than the amount appropriated to fund State government 

for the previous fiscal year, then the Legislature may appropriate from the 

CBRF on a simple majority vote. When the amount of funds from other 

sources exceeds the amount appropriated for the previous fiscal year, the

Fiscal Y ear Amount

1991
1992
1993
1994
1995
1996

314.000.000
437.000.000
868.000.000
350.000.000 

1,500,000,000
552.000.000

Total 4,021,000,000

Approved:
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Legislature may appropriate from the Fund for any public purpose with a 

three-fourths vote of the members of each house.

The following table reflects the appropriations made from the CBRF:

Chapter 14, SLA 1994, section 7 $ 1,006,038,474

Chapter 14, SLA 1994, section 8 49,608,135

Chapter 14, SLA 1994, section 9 368,581,990

Chapter 3, FSSLA 1994, section 39(c) 22,417,986

Chapter 3, FSSLA 1994, section 40 68,738,958

Chapter 3, FSSLA 1994, section 22(a) 11,250,000

Chapter 6, FSSLA 1994, section 1 130,300,000

Article IX, section 17(d) Alaska Constitution (FY 95) (95,506,853)

Chapter 94, SLA 1995, section 43(a) 95,506,853

Chapter 94, SLA 1995, miscellaneous operating appropriations 8,356,516

Chapter 94, SLA 1995, section 3(b) 284,873,567

Article IX, section 17(d) Alaska Constitution (FY 96) (74,352,026)

Total $ 1,875,813,600

The amounts appropriated in chapter 14 SLA 1994, sections 7 and 8 are equal 

to the amounts appropriated from the General Fund to the CBRF to comply 

with court orders. In FY 91 through FY 94, the State deposited revenue into 

the General Fund that several parties contended should have been deposited 

into the CBRF. The Supreme Court agreed that these monies should have 

been deposited in the CBRF and the State was ordered to restore the CBRF, 

including interest earnings, retroactive to July 1, 1990. Chapter 14, SLA

Approved:
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1994, was enacted to comply with the courts’ orders and sections 2 ,3 , and 4 

of the law appropriated $1,006,038,474, plus $49,608,135 in interest which 

would have been earned on the money after June 30, 1990, from the General 

Fund to the CBRF effective April 15,1994.

Chapter 14, SLA 1994, section 9, and chapter 3, FSSLA 1994, section 39(c), 

appropriated additional amounts from the CBRF to the General Fund to fund 

the shortfalls between State revenue and General Fund appropriations for 

fiscal years 1994 and 1995, respectively.

Chapter 3, FSSLA 1994, section 40, appropriated an amount to cover the 

share of the Slate’s actual expenditures for oil and gas litigation from July 1, 

1990, through February 15, 1994, that is attributable to the CBRF. The 

appropriation in section 22(a) .of chapter 3 was to cover costs relating to legal 

proceedings and audit activity involving oil and gas revenue due or paid to the 

State or State title to oil and gas land, for the fiscal year ending June 30, 1995.

Chapter 6, FSSLA 1994, section 1, was passed by the Alaska Legislature to 

resolve the long-standing issue of reconstitution of the Alaska Mental Health 

Trust (AMHT). CBRF funds were appropriated to capitalize the AMHT.

This schedule also shows the effect of article IX, section 17(d), o f the Alaska 

Constitution which provides that the amount of money in the General Fund 

available for appropriation at the end of each succeeding fiscal year shall be 

deposited in the Budget Reserve Fund until the amount appropriated is repaid. 

As of June 30, 1995, amounts in various subfunds and accounts of the General 

Fund that were identified as available for appropriation were used to repay a
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Genera] Fund that were identified as available for appropriation were used, to 

repay a part of the General Fund liability to the CBRF during FY 96. Chapter 

94, SLA 1995, section 43(a) appropriated that same amount back to the funds 

from which they had been transferred.

Amounts in the various subfunds and accounts of the General Fund that were 

identified as available for appropriation as of June, 30, 1996, were used to 

repay a part o f the General Fund liability in accordance with article IX, 

section 17(d).

Chapter 94, SLA 1995, appropriated amounts from the CBRF to fund 

miscellaneous operating appropriations.

Chapter 94, SLA 1995, section 439(b), appropriated additional amounts 

needed to fund the shortfalls between State revenue and General Fund 

appropriations for fiscal year 1996.

As mentioned above, the Alaska State constitutional provision governing the 

operation of the CBRF requires the State’s General Fund to repay the monies 

that have been appropriated from the CBRF if and when there is a surplus in 

the General Fund at the end of any fiscal year. The General Fund currently 

“owes” the CBRF $1,875,813,600 . The General Fund does not pay interest 

on the money it has “borrowed” from the CBRF.

The amounts earned by the investment of the money in the CBRF are credited 

to the Fund; through the end of FY 96, the Fund had earned about 

$386,000,000.

Approved:
Revised: Page 58 1/20/97 8:27 AM



P o l ic ie s  a n d  P r o c e d u r e s  A p p l ic a b l e  
t o  t h e  T r e a s u r y  D iv is io n , 
D e p a r t m e n t  o f  R e v e n u e ,

S t a t e  o f  A l a s k a

DRAFT

As of January 1, 1997, the balance in the CBRF was about $2,800,000,000. 

At the present time, our best estimate is that the following additional 

contributions will be made to the CBRF over the next five fiscal years:

Until July 1, 1996, the Treasury Division of the Department of Revenue was 

solely responsible for managing the investment of the CBRF. Beginning 

July 1, 1996, the Commissioner of Revenue was given the discretion to 

transfer the management of all or a portion o f the CBRF to the Alaska 

Permanent Fund Corporation (see AS 37.10.430 in Appendix M). Appendix 

M also contains the constitutional and the other statutory provisions applicable 

to the CBRF.

The Commissioner o f Revenue has decided to retain the responsibility for 

managing the entire CBRF. The justification for that decision is set. forth in 

Appendix M.

Prior to November 1996, most of the money in the CBRF was invested in the 

Intermediate-term Fixed Income Investment Pool (see Section VII(B)). 

Effective November 1996, the Commissioner adopted a preliminary 

investment policy that treated the CBRF as if  it were three separate funds. 

Treasury implemented the fixed income portion of that policy. The equity

Fiscal Year Amount

Last half of 1997 0

1998
1999
2000 
2001

250.000.000
230.000.000
230.000.000 

25,000,000
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portion o f that policy was not implemented pending legislative affirmation and 

an appropriation to cover the related expenditures. The three separate funds 

are:

Fund Amount
>•

1. Fund to implement the State’s Reserve $800 million
Policy to cover anticipated and unanticipated
shortfalls in the next two fiscal years’ 
budgets.

2. Fund to provide a transition to a $1,200 million
long-term fiscal plan.

3. Fund to act as a long-term reserve account to S800 million
cover unanticipated budget shortfalls well
into the future.

A detailed justification for the asset allocation and investment policies 

pertinent to the CBRF is set forth in Appendix N.

Investment Policy - Two Year Shortfall Fund

Treasury invests the portion of the. CBRF that may be required to cover - 

shortfalls that might arise during the next two fiscal years with the following 

in mind:

Risk Tolerance • Low to moderate. Funds may be needed on
relatively short notice.

Investment Objectives • Very low exposure of principal to loss.
• Modest current income requirement.
• Little inflation protection needed.
• Relatively high liquidity requirement.
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• • • • • • • • •

•  Modest current income requirement.
• Little inflation protection needed.
• Relatively high liquidity requirement.

Time Horizon •  Short to intermediate.

Treasury’s investment policy for this portion of the CBRF is:

5% Short-term Fixed Income Investment Pool

95% Intermediate-term Fixed Income Investment Pool

Treasury’s performance benchmark for this portion of the CBRF is:

5% U.S. Treasury three-month bill

95% Lehman Brothers 1-3 year Government Index

Investment Policy - Transition Fund

Treasury invests the portion of the CBRF intended to cover expenditure needs 

for the transition to a time when recurring State revenues will be sufficient to 

pay for recurring State expenditures with the following in mind:

Risk Tolerance •  Moderately high. Willing to assume an above
average amount of risk volatility and loss of 
principal to take advantage of higher return 
opportunities.

Investment Objectives • Moderate exposure to principal loss.
• Maximize current income consistent with 

moderate principal exposure.
• Modest inflation protection important.
• Modest liquidity requirement.
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Treasury’s investment policy for this portion of the CBRF is:

37% Intermediate-term Fixed Income Investment Pool

48% Long-term Fixed Income Investment Pool

15% Equity Investment Pool

Treasury’s performance benchmark for this portion of the CBRF is:

37% Lehman Brothers 1-3 year Government Index

48% Lehman Brothers Government/Corporate Index

15% Standard and Poor’s 500 Index

4. Investment Policy - Long-term Reserve Fund

Treasury invests the portion of the CBRF intended to constitute a long-term 

reserve account with the following in mind:

Risk Tolerance

Investment Objectives

Time Horizon

• High.

• Willing to risk significant short-term volatility 
and principal loss ior the possibility of large 
gains in the long term.

• Income objective of high real total return over 
time.

• Inflation protection important.

• Moderately long to long.

Treasury’s investment policy for this portion of the CBRF is:

Approved:
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33% Long-term Fixed Income Investment Pool

67% Equity Investment Pool

Treasury’s performance benchmark for this portion of the CBRF is:

33% Lehman Brothers Government/Corporate Index

67% Standard & Poor’s 500 Index

5. Combination of the Three Policies

With $2,800,000,000 in the Fund, the following table reflects the asset 

allocation applicable to the Fund when these three policies are combined:

6. Reporting Requirements Pertinent to the CBRF

On or before March 15 each year, AS 37.10.430 requires Treasury to prepare a 

report to the Legislature comparing beginning and ending balances in the 

CBRF for the immediately preceding calendar year together with comparative 

nominal, real and realized returns for the CBRF, the Permanent Fund and the 

General Fund. The Comptroller in the Treasury Division is responsible for 

compiling this information and preparing and distributing the required report.

Short-term Fixed Income Investment Pool 1%
Intermediate-term Fixed Income Investment Pool 43%
Long-term Fixed Income Investment Pool 
Equity Investment Pool

30%
26%
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APPENDIX L

MEMORANDUM s t a t e  o f  a l a s k a

Department of Revenue

To: File Date: January 20, 1997

Telephone: 465-2301
From: Wilson L. Condon

Commissioner
Department of Revenue Subject: Reserves Policy

Recommended Reserves Policy

A. Defining Reserves Policy

The Commissioner of Revenue is responsible for managing the assets held by the 

State Treasury to (1) meet the daily cash flow needs of the State and (2) meet the 

longer term reserve needs of the State. (See AS 37.10.070 in Appendix A of the 

Treasury Division’s Policies and Procedures Manual). To fulfill these 

responsibilities, the Treasury Division has consulted with and worked jointly with 

other State agencies (principally the Office of Management and Budget in the 

Governor’s Office and the Division of Finance in the Department of Administration) 

to develop two separate policies: a Cash Deficiency Contingency Plan and a 

Reserves Policy. The Cash Deficiency Contingency Plan is designed to insure that 

the State will be able to meet its very short-term daily cash needs. That Plan is 

discussed in further detail in Section XIII of the Treasury Division’s Policies and
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Procedures Manual. The Reserves Policy, on the other hand, reflects longer term 

financial planning. That policy determines the manner in which Treasury must invest 

money in various State funds - most particularly the General Fund and the 

Constitutional Budget Reserve Fund (CBRF) to:

1. Cover the expenditures authorized by the Legislature over the course o f the 
current fiscal year;

2. Cover unexpected declines in the State’s recurring revenue stream; and

3. Cover future expenditure authorizations by the Legislature.

Before 1997, the State had no separately articulated reserves policy.

B. Evolution of the Need for a Reserves Policy

Prior to fiscal year 1991, the State’s recurring revenues and recurring expenditures 

were essentially equal. State operating budgets were balanced solely with recurring 

General Fund revenues. Beginning in fiscal year 1991, and in each subsequent year, 

the Legislature has balanced the State budget by appropriating sufficient money from 

the CBRF to cover the shortfall between recurring revenues and expenditures.

In 1996, the Long Range Financial Planning Commission, the Governor, the 

Legislative Majority and the Legislative Minority proposed long range financial plans 

for State budgets. Each plan was intended to lead to a balanced State budget where 

sustainable annual recurring revenues are sufficient to meet annual budgets.
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The proponents of each of the four plans envisioned using a combination of budget 

reductions, new revenues and funds from the CBRF to balance the State budget over the 

next seven years. The most important difference between the plans for purposes of the 

Reserves Policy is the amount of money to be drawn from the CBRF. Treasury has used 

an average of these projected amounts to assist in constructing a Reserves Policy.

C. The Reserves Policy

Treasury’s Reserves Policy requires the use of the General Fund as the primary source 

for daily cash flow expenditures and the CBRF to cover those daily cash flow 

expenditures not covered by the General Fund and future expenditure authorizations by 

the Legislature. Based on the current State budget, current State revenue projections and 

the two proposals outlined above for addressing the State of Alaska’s longer term fiscal 

needs, Treasury’s Reserves Policy is as follows:

1. Provide money to cover anticipated and unanticipated budget shortfalls over a 
two year time horizon;

2. Provide money to cover projected budget shortfalls until the time the State’s 
recurring revenue is sufficient to meet its yearly expenses; and

3. Provide a long-term budget reserve.

The exact amount the State will need to meet each of these parts of the Reserves Policy 

cannot be precisely known. Treasury has made its best estimate of the amounts required 

in order to appropriately invest available reserves. Based on current spending and 

revenue projections, Treasury estimates that 5800,000,000 over the amount of net 

disposable General Fund unrestricted revenue forecast by the Department of Revenue
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should be allocated to cover anticipated and unanticipated shortfalls over a two year time 

horizon. This reflects the State’s current fiscal position and the possibility of a material 

decline in oil prices. Treasury estimates that $1,200,000,000 will be needed to cover the 

transition period until the State’s recurring revenues and expenditures are balanced. 

Finally, Treasury recognizes that the State will need a long-term reserve to cover 

unanticipated budget shortfalls after the transition to a State budget that is balanced with 

recurring revenues. How large that reserve will have to be will depend on the fiscal 

arrangements enacted by the Legislature to finance public spending in Alaska over the 

long term. For short-term planning purposes, Treasury will invest the remaining amount 

of the CBRF based on the premise that it will be needed for this or some other long-term 

need.

D. Derivation of the $800 Million Near Term Reserve

Treasury employed the same basic analysis to oil prices and oil price volatility that it 

uses to analyze investments in assets in the securities markets. In essence, Treasury 

undertook to use statistical analysis to measure the volatility of oil prices and then 

calculate the probability that oil prices and the consequent oil revenue would be 

substantially below what the Department of Revenue has projected. Treasury used an 

average estimated or implied standard deviation of oil prices, $3.82/ barrel, over the 

relevant period to estimate the amount of money needed to cover a 90th percentile oil 

price decline. This results in a 10% probability that the reserve will not be sufficient to 

meet anticipated expenditures. Treasury adds the amount set aside to cover unanticipated 

declines to the Department of Revenue’s most recent estimate of the surpluses or deficits 

for the current and upcoming fiscal years' budgets. Treasury calculated the amount 

necessary to meet this objective at $800,000,000. Treasury’s estimate of money required 

for this portion of the CBRF reflects both the State’s current fiscal position and the
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possibility of a material decline in oil prices estimated using market measures of price 

volatility for oil. Treasury concluded that an allocation sufficient to cover any 

statistically significant decline (99% case) would result in too conservative an 

investment policy for the entire CBRF by allocating $1,300,000,000 to the near-term 

reserve portion of the Fund.

E. D erivation of the $1.2 Billion Transition

Because of the uncertainty surrounding the eventual outcome of the long-term fiscal 

process, Treasury used an average of the four proposed long-term fiscal plan’s draws for 

fiscal years 1999 through 2002. Further, Treasury made allowance for the following 

additional factors:

1. Spending the $800 million near-term resi rve some time during the transition 

period to assist in balancing the annual budget;

2. Spending the projected earnings of the CBRF during the transition period to 

balance the current budgets; and

3. Accounting for the unexpectedly high oil prices experienced in FY 1996 and 

1997 and anticipated for FY 1998 in calculating the annual deficits that must be 

covered by he CBRF.

Treasury concluded that $1,200,000,000 was the appropriate additional amount required 

from the principal of the CBRF for the transition at this lime. Treasury will review this 

amount at least annually as the State’s long-term fiscal plan evolves.
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F. What Funds are Available to Fulfill the Reserves Policy?

The General Fund

The General Fund is the primary source of money to meet the State’s daily cash flow 

needs. It does not contribute to the Reserves Policy, as Treasury expects that all of the 

money in the General Furd  will be spent in the fiscal year in which it is appropriated.

The Constitutional Budget Reserve Fund

Treasury believes that the Constitutional Budget Reserve Fund (CBRF) is the only 

resource practically available to form the backbone of the Reserves Policy. It has 

historically been the Fund the Legislature has used to make up shortfalls between 

recurring revenues and recurring expenditures. It will be managed by Treasury (see 

Appendix M for the Commissioner’s Decision and Justification for Managing the CBRF 

in Treasury rather than the Permanent Fund Corporation). Because of Treasury’s broad 

investment responsibilities, the CBRF can be invested easily in one or more of the 

multiple investment pools that Treasury maintains to accommodate the three parts of the 

Reserves Policy.
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The Permanent Fund

Article IX, Section 15 of the State of Alaska’s constitution requires that the principal of 

the Permanent Fund be used only for income-producing investments. Thus, the principal 

of the Permanent Fund cannot be spent, and cannot contribute to the Reserves Policy.

Although Alaska’s constitution prohibits expenditure of the Permanent Fund’s principal, 

it does permit expenditure of the Permanent Fund’s income. AS 37.13.020 explains:

"the fund should be used as a savings device managed to allow the maximum 
use o f disposable income from the fund fo r  purposes designated by law. "

Under the applicable statutes and accounting rules, the Fund’s income consists of only 

realized income, and excludes any unrealized gains or losses.

At the end of each fiscal year, the Permanent Fund Corporation (PFC) must calculate the 

amount of income available for distribution from an account called the Earnings Reserve 

Account in which all unappropriated Permanent Fund income has been committed.

AS 37.13.145 defines how that money is distributed from this account:

1. Fifty percent of a defined amount, the “income available for distribution” is paid 
to the Department of Revenue for Permanent Fund dividends;

2. An amount sufficient to offset the effect of inflation on the book value of the 
principal of the Fund over the last fiscal year is placed in the principal of the 
Permanent Fund; and

3. Any remaining money in the Earnings Reserve Account remains in the Earnings 
Reserve Account unless otherwise appropriated by the Legislature.
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The Permanent Fund Earnings Reserve Account

The Earnings Reserve Account (ERA) was unfortunately named, as this account is 

neither managed as a “reserve” in the manner contemplated in the State’s Reserves 

Policy nor truly managed as an “account.” It is treated and invested as if it were part of 

the corpus of the Permanent Fund. AS 37.13.145, states that, “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.” Thus, the 

ERA is separate from the Permanent Fund in name only. The assets of the ERA are not 

immediately available for meeting short-term expenditure needs. The ERA is invested as 

part of the assets of the Permanent Fund in accordance with the asset allocation policy of 

the Permanent Fund. This means that the ERA io invested in all the different asset 

classes held by the Permanent Fund - including domestic fixed income, non-dollar 

bonds, domestic and foreign equity and real estate.

If funds were appropriated out of the ERA on relatively short notice, the staff of the PFC 

would no doubt be required to (1) liquidate a ponion of the portfolio (most likely a 

portion of the fixed income portfolio) and (2) consequently rebalance the assets of the 

portfolio to realign the investments of the asset allocation adopted by the PFC Board of 

Trustees.

The Permanent Fund and the ERA are now invested with the expectation of a single 

lump-sum cash draw each year to pay Permanent Fund Dividend recipients. The PFC 

now prepares for this single cash draw by scheduling the maturities on fixed income 

investments so that the needed cash will be available when the Permanent Fund 

Dividend payments are scheduled.

Approved:
Revised: Page L - 8 1/20/97 8:34 AM

newcsl\nppndxl3.doc



P o l ic ie s  a n d  P r o c e d u r e s  A p p l ic a b l e  
t o  t h e  T r e a s u r y  D iv is io n , 
D e p a r t m e n t  o f  R e v e n u e ,

S t a t e  o f  A l a s k a

If the ERA was incorporated into the State’s Reserves Policy and the PFC required to 

make frequent but irregular cash draws from the ERA to fulfill the Reserves Policy, the 

management of the Permanent Fund would likely be altered from the Legislature’s stated 

goal.

In addition, using the ERA in this manner would almost certainly lead to a relatively 

expensive set of investment transactions. Investment transactions have three 

components to the cost. They are:

1. The commission that is paid to a brokerage firm to transact the trade;

2. The difference between the selling price and the purchase price of a security; and

3. The impact on the market price of a security when purchasing or selling large 
quantities o f that security.

A major rebalancing required by the asset allocation of a large portfolio of securities will 

almost certainly cost a significant amount.

Therefore, Treasury does not believe that the ERA of the Permanent Fund should be 

included in the assets available to implement a Reserve Policy.

G. Conclusion

The Reserve Policy ought to be based on use of only the General Fund and the CBRF.

This allows the Commissioner to fulfill his fiduciary responsibilities to:

1. Meet daily cash flow needs of the State;
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2. Meet the longer term reserve needs of the State; and

3. Fulfill his investment responsibilities.

This will allow appropriate returns on the CBRF and the General Fund and allow the 

Permanent Fund Corporation to focus on its objectives without having to compromise its 

mandates to accommodate the State’s operating budget reserve requirements. (See 

Appendix M of the Treasury Division’s Policies and Procedures Manual for a discussion 

of the issue of whether the CBRF should be managed with the Permanent Fund.)
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APPENDIX M

MEMORANDUM STATE OF ALASKA 
Department of Revenue

To: File Date: January 20,1997

From: Wilson L. Condon
Commissioner 
Department of Revenue

Telephone: 465-2301

Subject: Constitutional Budget 
Reserve Fund

Commissioners Proposed Decision and Justification for Managing the Constitutional 
Budget Reserve Fund in the Treasury Division of the Department of Revenue

AS 37.10.430(a) enacted by the Alaska Legislature in 1996 provides:

The Department of Revenue may transfer management responsibility over all 
or a portion of the Budget Reserve Fund (Article IX, Section 17, Constitution 
o f the State of Alaska) to the Alaska Permanent Fund Corporation.

I have decided that the Department of Revenue should retain the management of all of the 

Constitutional Budget Reserve Fund (CBRF). I intend to review this decision at least annually. •

My decision is based on a review of the State’s Reserves Policy and an analysis of the mission o f 

the Permanent Fund Corporation in light of that Reserves Policy. The policy is based on four 

points as follows:
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1. Single Purpose Permanent Fund Asset Allocation Not Designed to Accomplish Purposes 

of State Reserves Policy.

The State currently plans to use the CBRF to implement its Reserves Policy. That Reserves 

Policy has three parts, each of which will require a separate investment and asset allocation 

policy. Those three parts are:

a) Provide money to cover anticipated and unanticipated shortfalls over a two year time 
horizon;

b) Provide money to cover projected budget shortfalls until the time the State’s recurring 
revenue is sufficient to meet its yearly expenses; and

c) Provide a long-term budget reserve.

The Treasury Division has the flexibility to develop and use a range of policies for the Funds

it manages.

The Permanent Fund, on the other hand, has a single asset allocation designed to achieve the 

particular purposes that have developed for that Fund, namely: Provide dividends and 

provide a legacy fo r  future generations o f Alaskans.

Requesting that the CBRF be managed by the Permanent Fund Corporation (PFC) and be 

used to fulfill the State’s Reserves Policy would create irreconcilable missions for the PFC.

On the other hand, Treasury has developed and intends to implement three separate specific 

investment and asset allocation policies for the CBRF to meet the three goals of the Reserves 

Policy (see Appendix L of the Treasury Division’s Policies and Procedures Manual).

The key element of this Reserves Policy is that the CBRF has a much more discreet, 

well-defined and diversified set of objectives than the Permanent Fund.
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2. Permanent Fund Corporation Does Not Have Investment Arrangements in Place to 

Accommodate Multiple Asset Allocations and Daily Cash Flow Requirements.

The Permanent Fund Corporation’s investment arrangements are not currently configured to
i t

accommodate the needs of an asset allocation different from those of the Permanent Fund. If 

the CBRF were invested with the Permanent Fund Corporation, the purpose o f either the 

CBRF or the Permanent Fund Corporation would have to change. If the CBRF were invested 

directly as a commingled fund, the asset allocation of the CBRF would no longer reflect the 

asset allocation necessary to fill the State’s reserves policy. If, on the other hand, the CBRF 

were invested by the Corpc;ation, but as a separate fund with a unique asset allocation, the 

Corporation would no longer be able to rely on a single asset allocation arrangement for the 

funds it manages.

Investing the CBRF using a different asset allocation from that of the Permanent Fund would 

currently be much more expensive for the Permanent Fund than for Treasury. This is so 

because the Permanent Fund Corporation does not currently have a series of readily available 

pooled funds like the ones now managed by Treasury (See Section 3 below).

In addition, the Permanent Fund has been invested in a manner to meet one cash flew draw 

each year - the Permanent Fund Dividend payment. The CBRF must be invested so that at 

least a portion of the Fund is accessible to meet the daily cash flow requirements of the State.
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3. Treasury Currently Has the Tools in Place to Meet the Objectives of the Reserves Policy and 

the CBRF.

First, the Treasury Division has created a series of pooled Funds that are ideally suited to 

accommodate the proposed CBRF asset allocation. (See Sections VII and VIII and 

Appendix L of the Treasury Division’s Policies and Procedures Manual.) Because Treasury 

has been required to accommodate a wide variety of investment mandates over the years, it 

has developed investment vehicles that can accommodate those differing mandates. The 

asset allocation analysis and decision set forth in Appendix N of the Treasury Division’s 

Policies and Procedures Manual justifies leaving the CBRF investment responsibility with 

the Treasuiy Division. The Permanent Fund Corporation cannot, at this time, provide the 

necessary asset allocation opportunities.

Second, Treasury has staff members responsible for managing daily cash flows, and it invests 

some portion of its funds with daily cash flow requirements in mind. Without increasing the 

size of their staff, the Permanent Fund Corporation cannot easily provide the necessary 

arrangements for managing daily cash flows.

Third, Treasuiy can provide these services at a relatively low cost because the institutional 

arrangements for implementing the pertinent investment policies are already in place with 

respect to other Funds managed by Treasury. Using these arrangements will give the CBRF 

the obvious benefit of the economies of scale attendant to large institutional arrangements.
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4. Treasury’s Returns Are Competitive With Those of the Permanent Fund.

The return experience of the investment pools into which Treasury proposes to invest CBRF 

'assets provide competitive returns with the counterpart portions of the Permanent Fund 

portfolio. Where the Permanent Fund does not have a counterpart portion, Treasury’s returns 

exceed the benchmarks.
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DEPARTMENT OF REVENUE - PERMANENT FUND CORPORATION
RELATIVE RETURNS 

(Expressed as Annual Returns)
As of June 30,1996

P F C 2 4.29 4.75 8.18

Benchmark3 4.65 5.16 8.48

1 Public Employees’ Retirement, Callan Associates Performance Reports
2 In-House Bond (Total Fund), Callan Associates Performance Reports
3 Lehman Government/Corporate Index

Tntermediatc-Term Fi xcd Income V.: ! lY e a r :/& /.-2 Y cars /. - • .•/

Treasury 1 552 6.71

PFC N/A N/A

Benchmark 2 5.46 6.56

Short-Term Fixed Income 1 Year■ ‘ ' *V; Kw' i&y:' 3 Years

Treasury3 5.70 4.98

PFC N/A N/A

Benchmark4 5.65 4.88

1 Intermediate-Term Pool, Established July 1, 1994, State Street Analytics Performance Reports
2 Lehman 1-3 Year Treasury Index
3 Short-Term Pool, Established February 1, 1993, State Street Analytics Performance Reports
4 91 Day U.S. Treasury Bill

Domestic Equity I  Year ‘><- 3 Years '• 5 Years■
Treasury 1 26.05 17.28 N/A

PF C 2 26.15 17.24 16.01

Benchmark 3 26.14 17.21 15.72

1 S&P 500 Fund, State Street Analytics Performance Reports
2 Total Domestic Equity, Callan Associates Performance Reports
3 S&P 500 Index
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.If there is a material change in either the Department o f Revenue’s or the Permanent Fund 

Corporation’s capabilities or roles, the Commissioner of Revenue will review this determination. 

In addition, the Commissioner will review this determination annually.
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APPENDIX N 

Decision and Justification for Asset Allocation for the 
Constitutional Budget Reserve Fund

The Constitutional Budget Reserve Fund (CBRF or Fund) is a very important financial asset o f 

the State. By adopting a constitutional amendment (Article IX, Section 17 of the Alaska State 

Constitution) the voters of Alaska established the Fund in 1990. The State must deposit all 

money received as a result of administrative proceedings or litigation on (1) mineral lease 

payments or (2) taxes on mineral income into the Fund. The legislature can appropriate money 

from the Fund with a three quarters vote of both houses or, under some restricted circumstances, 

with a simple majority. On January 1, 1997, the CBRF balance was approximately 

$2,800,000,000.

The State currently plans to use money from the CBRF for three purposes to fulfill the State’s 

Reserves Policy. Each of these purposes has a different time horizon, risk tolerance, and income 

objective. While the CBRF is one fund, Treasury treats it as three funds designated to fill 

different objectives. The investment policy for the CBRF is the combination of the investment 

policies designed to meet the three separate individual objectives. Taking this approach to the 

construction of CBRF’s investment policy allows Treasury the maximum flexibility to invest for 

higher long-term returns while maintaining the safety of principal and liquidity needed to meet 

the Fund’s more immediate objectives.

Based on the current State budget, current State revenue projections and the proposals presently 

being discussed to address the State of Alaska’s longer term fiscal needs. Treasury believes the 

investment policies of the CBRF must be designed to address three needs:
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1. Provide money to cover anticipated and unanticipated shortfalls in the current and next 

fiscal years’ budgets;

2. Provide money to smooth the State’s transition to a balanced long-term fiscal plan; and

3. Provide a long-term budget reserve.

The exact amount: of money the State will need to meet each of these objectives cannot be 

precisely known. Treasury has made its best estimate o f the amounts required in order to 

construct the CBRF’s investment policy. Based on current spending and revenue projections, 

Treasuiy estimated that $800,000,000 in the CBRF should be allocated to cover the current and 

upcoming fiscal years’ anticipated and unanticipated budget shortfalls. Treasury used an average 

estimated or implied standard deviation o f oil prices, $3.82/ barrel, over the relevant period to 

estimate the amount of money needed to cover a 90th percentile oil price decline. This results in 

a 10% probability that the reserve will not be sufficient to meet anticipated expenditures.

Treasury adds the amount set aside to cover unanticipated declines to the Department of 

Revenue’s most recent estimate of the surpluses or deficits for the current and upcoming fiscal 

years' budgets. Treasury’s estimate of money required for this portion of the CBRF reflects both 

the State’s current fiscal position and the possibility of a material decline in oil prices estimated 

using market measures of price volatility for oil. Treasury concluded that an allocation sufficient 

to cover any statistically significant decline (99% case) would result in too conservative an 

investment policy for the entire CBRF by allocating $1,300,000,000 to the near term reserve 

portion of the Fund.

Treasury estimated that $1,200,000,000 will be needed to cover the transition period when the 

State’s recurring revenues and expenditures are balanced. Finally, Treasury proposes to treat the
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balance o f the Fund as the long-term reserve to cover unanticipated budget shortfalls after the 

transition to a State budget that is balanced with recurring revenues.

The money designated to cover the current and subsequent fiscal years’ possible shortfalls have a 

low to moderate risk tolerance. Treasury has a high liquidity requirement for these funds. The 

primary factor limiting the risk tolerance for these funds is the relatively short time horizon. The 

• State may need a significant amount of this money within one year. Treasury has concluded that 

the best way to meet the objectives for this money while maximizing returns is to invest 5% in 

the Short-term Fixed Income Investment Pool and 95% in the Intermediate-term Fixed Income 

Investment Pool.

The State probably will not start using the money that Treasury estimates to be necessaiy for the 

transition to a balanced budget for at least one year. The State probably will not use it all by the 

end of the estimated five year transition period. The money designated to cover the transition 

period has a moderately high risk tolerance. Liquidity is not a major objective. The professional 

investment staff in the Treasuiy Division believes the best way to meet the objectives for this 

money while maximizing returns is to invest 15% in the Equity Investment Pool, 48% in the 

Long-term Fixed Income Investment Pooi and 37% in the Intermediate-term Fixed Income 

Investment Pool.

The balance of the CBRF not projected for use to meet the prior two objectives will serve as a 

long-term reserve to cover future unanticipated budget shortfalls. Treasury estimates that none of 

this money will be needed for at least five years and that the State may not need this mcney for a 

much longer time period. Therefore, Treasury has concluded that this portion of the CBRF has a 

high risk tolerance. Since this portion of the CBRF has a long lime horizon, Treasuiy considers 

inflation protection to be a material concern for this money. Liquidity is not an objective for this 

portion o f the Fund. To maximize returns with high risk tolerance, the professional investment
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staff in the Treasury Division believes the best way to meet those objectives is to invest 67% of 

this money in the Equity Investment Pool and 33% in the Long-term Fixed Income Investment 

Pool.

The CBRF is one Fund with three objectives and three investment policies designed to meet 

them. Treasury must combine the three policies into a single overall investment policy for the 

Fund. The table below combines the three portions of the Fund and shows the expected returns 

and risks for each portion of the Fund as well as for the overall Fund.

Expected
average

$
(millions)

Short-term 
fixed 

income pool
In t-term  fixed 

income pool

Long-term 
fixed income 

pool
Equity

pool
Expected

return

Probability 
negative 

annual retui

Near term shortfall 
and contingency 800 5% 95% 5.70% 4.3%
Transition to balanced 
fiscal position 1200 37% 48% 15% 6.82% 10.0%

Long-term reserve 800 33% 67% 8.61% 20.0%

Overall 2800 1% 43% 30% 26% 7.01% 10.75%

The overall investment policy is the target investment policy for the CBRF. The actual 

investment performance of the money invested in various investment pools will result in an 

actual asset allocation that changes over time. The investment policy has a plus or minus 5% 

band for each investment in the allocation to avoid the expense of constantly rebalancing the 

CBRF’s investments. Material inflows or outflows of money from the CBRF may cause 

short-term deviations from the investment policy bands.

The new CBRF investment policies have significantly greater risk than the previous investment 

policy. One additional way Treasury evaluated the risk of the new policies was to estimate the
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possibility of a loss over the time horizon of each portion of the Fund or five years, whichever 

was shorter.

Estimated 
Time horizon probability of a loss

Near term shortfall
and contingency 2 years 0.78%

Transition to
balanced fiscal 4 years 0.52%

Long-term reserve 5 years 2.66%

Treasury believes the combined policy efficiently meets the needs and objectives of the Fund. 

Treasury constructed a series o f hypothetical portfolios to test the soundness of this proposed 

policy. Starting with the combined portfolio’s overall risk, and holding just enough short-term 

investments to meet the liquidity needs, Treasury attempted to construct an alternative portfolio 

that had a higher return with the same level of risk. Treasury could find no portfolio that 

produced higher returns without taking higher risk.

Therefore, Treasury believes the best ’"'ay to meet the objectives for the CBRF while maximizing 

returns is to invest it as follows:

Short-term fixed income investment pool 1% ±5%
Intermediate-term fixed income investment pool 43% r  5%
Long-term fixed income investment pool 30% = 5%
Equity investment pool 26% = 5%

Annually, Treasury will review the CBRF’s investment policy. Additionally, Treasury will 

review the CBRF’s investment policy if significant unanticipated cash flows ($250,000,000 

either in or out of the fund) occur during the year. Changes in the amount of money required to
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meet any of the three objectives or changed expectation about the financial markets almost 

certainly require Treasury to alter the investment policy.

DRAFT
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VII. Building Blocks for Treasury’s Investment Policies

A. Introduction

The Commissioner o f Revenue, acting through the Treasury Division, must 

develop an investment policy for each of the funds entrusted to the Department. 

Treasury has developed the policies pertinent to each of these funds using the 

following key investment concepts:

• Asset Allocation
• Expected Return
• Risk
• Time and Time Horizon
• Risk Tolerance
• Liquidity

B. Asset Allocation

With a few minor exceptions, Treasury invests the funds entrusted to the 

Commissioner in some combination of five investment pools - three o f which are 

fixed income investment pools and two of which are equity investment pools. 

(See Sections VIII and IX for detailed descriptions of these investment pools.) 

How does Treasury go about deciding on an investment policy for any particular 

fund? How does it decide what proportion of any particular Fund to invest in 

each of the available investment pools?

The following paragraphs are copijd verbatim from Yale University’s 1995 

description of The Yale Endowment.
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Investment returns are generated by decisions regarding asset allocation, 

market timing, and security selection. Portfolio construction must reflect the 

relative importance o f the expected contribution o f each source o f return.

The most important source o f portfolio return stems from  policy asset 

allocation. The process o f selrcting policy targets involves defining the asset 

classes that will constitute the portfolio and determining the proportion o f 

funds to be invested in each class. The weights and market returns o f a 

portfolio's various asset classes are the prime determinants o f a portfolio's 

returns.

The second source o f return is market timing, defined as deviation from  

long-term policy targets. For example, assume that the fund ’s long-term 

targets are 50 percent stocks and 50 percent bonds. A fund manager who 

believes stocks are cheap and bonds are expensive might weight the portfolio 

60 percent stocks and 40 percent bonds. The return resulting from the 

overweighting o f stocks and underweighting o f  bonds relative to long-term 

targets would be the return attributable to market timing.

The third source o f return, security selection, is the return generated by active 

management o f the portfolio. I f  a manager created portfolios that faithfully 

replicated the markets (i.e., passive portfolios), that manager would be 

making no active bets. To the extent that a portfolio differs from the 

composition o f the overall market, that portfolio has an active management 

component. The difference between the returns o f the overall market and the 

active portfolio would be the return attributable to security selection.
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Research by Yale School o f Management Professor Roger Ibbotson and 

Brinson Partners’ Gary Brinson indicates that more than 90 percent o f  the 

variability o f institutional fund returns is attributable to asset allocation 

decisions and less than 10 percent is attributable to market timing and 

security selection. Significantly, the overwhelming portion o f positive 

contribution to returns stems from asset allocation. Market timing and 

security selection make marginal, and generally negative, contributions to 

portfolio returns.

Yale Investment Committee member Charles Ellis argues that market timing is 

a loser’s game, essentially impossible to do on a consistent basis. Ironically, 

by failing to rebalance to long-term policy targets, many institutional 

investors engage in market timing, allowing portfolio risk and return 

characteristics to drift with the markets. An example comes from  experience 

during the October 1987 crash in world equity markets. In the first nine 

months o f1987 most institutional investors simply watched their U.S. equity 

exposure increase as U.S. equity prices rose and bond prices fell. O f course, 

by October 1987, equity allocations peaked, just in time to experience a 

traumatic, more than 20 percent decline. After the crash, not only did 

institutional investors fail to buy equities, which were now cheaper on a 

relative basis, but they were net sellers in November and December. By 

failing to rebalance portfolios to long-term targets, most institutional 

investors ended up buying high and selling low.

Treasury employs a modeling process based on a statistical technique called mean 

variance analyzing, an approach developed by UCLA Professor Harry Markowitz 

while he was working with the Cowles Foundation at Yale University. Using this
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statistical technique to combine, with respect to different investment classes, 

expected returns, variances of returns and covariances of returns, one can estimate 

the expected return profiles and standard deviation of various asset allocation 

alternatives. Treasury employs an independent consulting firm to develop the 

capital market projections used as input in this modeling process.

The capital market projections consist of (1) the expected return of the pertinent 

asset classes; (2) the expected future volatility of the returns for each asset class 

measured in terms of a statistical benchmark, standard deviation; and (3) the 

correlations o f the returns among the various asset classes. Appendix H contains 

a description o f the most recent derivation of these capital market projections.

Finally, to make the required asset allocation policy decisions, the Commissioner 

uses the output o f this modeling process - namely a series of alternative asset 

allocations each ot which is the allocation that is projected to achieve the highest 

return for each of th^ various levels of projected portfolio volatility (risk) reflected 

in the series. To make the final allocation judgment, the Commissioner considers 

(1) the risk tolerance of the pertinent fund; (2) the fund’s need for protection from 

inflation; (3) the fund’s need for liquidity; and (4) the output of the model.

C. Expected R etu rn

As explained above, the expected return for each asset class in which Treasuiy 

phns to invest some portion of a fund, is a key ingredient in determining the 

0  ̂ timal asset allocation for that fund. Expected returns are not a mysterious 

concept; “expected returns” are precisely what their name suggests. The material 

in Appendix H explains the derivation of Treasury’s current return expectations.
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D. Risk

1. Risk- Some Definitions

There are many different ways to define the term “risk.” Before turning to the 

very specific definition used by Treasury, here are several definitions o f “risk” 

from financial management manuals and glossaries:

Any chance o f  loss.
Gertner, Trustees Handbook, International Foundation o f Employee 
Benefit Plans

The variability o f  returns from an investment. The greater the variability 
(i.e., o f  dividend f  actuation or o f  security price), the greater the risk. Since 
investors are generally averse to risk, investments with greater inherent risk 
must promise higher expected yields.

Scott, Wall Street Words

Measurable possibility o f  losing or not gaining value. Risk is differentiated 
from  uncertainty, which is not measurable.

Downes and Goodman, Barron's Dictionary o f Finance and Investment 
Terms

Refers to the probability and magnitude o f  a loss. In  the investment arena, 
the volatility o f  an investment return, measured by standard deviation... 
becomes a well-accepted measurement o f risk...

Rieve and. Lummer, Pension Investment Handbook

2. I-Iow Does Treasury Define and Measure Risk When Making Investment 

Decisions for the Funds it Manages?

Treasury uses the following operational definition of risk: risk is the 

variability of returns on a particular “set” of investments.1 That “set” may be
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a particular asset, a particular asset class or a particular portfolio of 

investments. Returns include realized and unrealized capital gains and losses 

as well as interest and dividend income.

R i s k  h a s  f o u r  m a j o r  s o u r c e s ,  n o t  a l l  o f  w h i c h  m a y  a p p l y  t o  e v e r y  a s s e t  c l a s s  

o r  p o r t f o l i o .

a )  C r e d i t  R i s k

C r e d i t  r i s k  a r i s e s  f r o m  a  d e b t  i s s u e r ' s  w i l l i n g n e s s  a n d  a b i l i t y  t o  p a y  t h e  i n t e r e s t  a n d  

p r i n c i p a l  o f  a  f i x e d  i n c o m e  i n s t r u m e n t  a s  i t  b e c o m e s  d u e .  C r e d i t  r i s k  v a r i e s  g r e a t l y  f r o m  

i s s u e r  t o  i s s u e r  a n d  u s u a l l y  r e f l e c t s  t h e  r e l a t i v e  c e r t a i n t y  o f  t h e  i s s u e r ’s  a b i l i t y  t o  p a y .  

L o w  c r e d i t  r i s k  i m p l i e s  a  h i g h  d e g r e e  o f  c e r t a i n t y 1 t h a t  t h e  i s s u e r  w i ' l  m a k e  a l l  p a y m e n t s  

i n  f u l l  a n d  o n  t i m e .

. R e s i d u a l  o r  E q u i t y  R i s k

E q u i t y  i n v e s t m e n t s  a r c  n o t  i n v e s t m e n t s  w i t h  s e t  c a s h f l o w s  o r  t e r m i n a l  v a l u e s .  E q u i t y  

i n v e s t m e n t s  a r e  a  p e r c e n t a g e  o w n e r s h i p  i n  c  c o m p a n y .  T h e s e  i n v e s t m e n t s  a r e  t h e  

r e s i d u a l  i n t e r e s t  i n  t h e  n e t  i n c o m e ,  a f t e r  c o r , t o r a t e  t a x e s ,  a n d  t h e  r e s i d u a l  v a l u e  o f  t h e  

c o m p a n y ' s  a s s e t s  a f t e r  t h e  c r e d i t o r s  a r e  p a l  I. U n c e r t a i n t y  a b o u t  t h e  f u t u r e  p r o f i t a b i l i t y  

o f  a  c o m p a n y  a n d / o r  t o  i t s  c u r r e n t  o r  f u t u r e  l i q u i d a t i o n  v a l u e  c r e a t e s  t h e  r i s k  i n  e q u i t y . 
i n v e s t m e n t s .

c )  E x c h a n g e  R a t e  R i s k

E x c h a n g e  r a t e  r i s k  a r i s e s  f r o m  f l u c t u a t i o n s  h i  t h e  r e l a t i v e  e x c h a n g e  r a t e s  b e t w e e n  

f o r e i g n  c u r r e n c i e s  a n d  t h e  U . S .  d o l l a r .  T h e a r i s k s  a r i s e  o n l y  o n  i n v e s t m e n t s  p a y a b l e  o r  

v a l u e d  i n  f o r e i g n  c u r r e n c i e s .  E x c h a n g e  r a t e ,  v a r y  d a i l y  a n d  r e f l e c t  a  n u m b e r  o f  f a c t o r s  

i n c l u d i n g  e c o n o m i c  p r o d u c t i v i t y ,  r e l a t i v e  i n f l a t i o n  r a l e s  a n d  t r a d e  b a l a n c e s .

d )  M a r k e t  R i s k

M a r k e t  r i s k  a r i s e s  f r o m  t h e  m a r k e t ' s  v a l u a t i o n  o f  a  f i x e d  i n c o m e  i n v e s t m e n t  a t  a n y  t i m e  

p r i o r  t o  i t s  m a t u r i t y  o r  a t  a n y  t i m e  f o r  a l l  o t h e r  i n v e s t m e n t s .  T h i s  v a l u a t i o n  r e f l e c t s  t h e  

m a r k e t  p a r t i c i p a n t s ’  c o n s e n s u s  j u d g m e n t s  a b o u t  a  n u m b e r  o f f a c t o r s  n e e d e d  t o  v a l u e  a n y  

p a r t i c u l a r  i n v e s t m e n t .  T h e s e  j u d g m e n t s  m a y  o r  m a y  n o t  t u r n  o u t  t o  b e  c o r r e c t ;  t h e y  m a y  

c h a n g e  s u d d e n l y ;  a n d  t h e y  m a y  b e  d i f f e r e n t  f r o m  t h e  j u d g m e n t s  u s e d  t o  m a k e  t h e  

i n v e s t m e n t .  T h e  v a l u a t i o n  o f  a  f i x e d  i n c o m e  i n v e s t m e n t  r e f l e c t s  t h e  m a r k e t  p a r t i c i p a n t s '  

p e r c e p t i o n  o f  t h e  c r e d i t  r i s k ,  t h e  r e m a i n i n g  t i m e  t o  m a t u r i t y  o f  t h e  i n v e s t m e n t ,  t h e  c o u p o n  

r a t e ,  a n d  t h e  i n t e r e s t  r a t e  s i m i l a r  s e c u r i t i e s  c u r r e n t l y  e a r n .

T h e  v a l u e  o f  a n  e q u i t y  s e c u r i t y  r e f l e c t s  t h e  m a r k e t  p a r t i c i p a n t s '  p e r c e p t i o n  o f  t h e  c u r r e n t  

a n d  f u t u r e  p r o f i t a b i l i t y  o f  t h e  c o m p a n y ,  t h e  d i v i d e n d  p a y m e n t  r a t e ,  t h e  l i q u i d a t i o n  v a l u e  

o f  t h e  c o m p a n y ,  a n d  t h e  f u t u r e  e x p e c t e d  p r i c e  o f  t h e  s e c u r i t y .  T h e  c u r r e n t  v a l u a t i o n  a l s o  

r e f l e c t s  t h e  p r o b a b l e  r e t u r n  o n  t h e  s e c u r i t y  r e l a t i v e  t o  a l t e r n a t i v e  i n v e s t m e n t  o p t i o n s .

Page 23 l/IS/97 5:19 PM



P o l ic ie s  a n d  P r o c e d u r e s  A p p l ic a b l e  
t o  t ite  T r e a s u r y  D iv is io n , 
D e p a r t m e n t  o f  R e v e n u e ,

S t a t e  o f  A l a s k a

DRAFT

F i n a l l y ,  i n  s o m e  i n s t a n c e s ,  t h e  c u r r e n t  v a l u a t i o n  o f  a n  e q u i t y  s e c u r i t y  r e f l e c t s  c u r r e n t  

p e r c e p t i o n s  o f  e x c h a n g e  r a t e  r i s k s .
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When risk is defined as the “variability of returns,” it is measured in statistical 

terms. That measure is most often expressed in terms of an estimated standard 

deviation. What does it mean when we say that we expect a particular asset 

class (e.g., short-term fixed income instruments) to have a “return of 4% and a 

risk of 3% over the next year?” It means that - based upon the statistical 

analysis o f the historical performance of the asset class and current market 

expectations •• we expect that the standard deviation (variability) of the return 

on that investment class over the next year will be plus or minus 3% from the 

expected return o f 4%. To state the same thing in more pedestrian terms - two 

thirds of the time, we expect a return from this asset class over the next year to 

be between 1% (4% minus 3%) and 7% (4% plus 3%). The applicable 

statistical analysis also tells us to expect that one sixth of the time, the return 

over the next year will be over 7%, and one sixth of the time, the return will 

be less than 1%.

In the previous example, an investment had an expected return of 4%. 

Statistically, the possibility of a 7% return represented the same amount of 

“risk” as the possibility of a 1% return. In a practical sense, however, the 7% 

return is not a risk that bothers us. The “risk” that concerns us is the “risk” of 

low or negative returns.

There are many other ways of expressing the results of the statistical analysis 

that Treasury employs to measure risk. When we use this statistical analysis 

to measure risk, we can express the results of our analysis in terms of the 

probability that a particular asset class will have a zero return or less, or an 8% 

return or more and so forth and so on.
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When it comes time to measure the “risk” o f a portfolio that includes more 

than one asset class, the statistical analysis becomes more complex. This is so 

because different asset classes behave differently. Sometimes the market 

forces that decrease the returns on one asset class in the portfolio 

simultaneously increase the returns on another asset class in the portfolio. 

Consequently, we must use both the estimated standard deviation of return on 

each asset class in the portfolio and the correlation coefficient between the 

historical performance of each of those asset classes to derive the “risk” 

(standard deviation in the variability of return) for the entire portfolio. The 

differing performance of asset classes provide what we often refer to as the 

benefits of diversification. Treasury measures risk at the portfolio level to 

account for the benefits of diversification. Individual investments or 

investments in a particular asset class may seem risky in isolation but could 

lower the overall risk at the portfolio level.

Treasury must consider the level of risk and the nature of the risks being 

accepted when developing the investment policy for each mdividual func.

The amount of risk a particular investment policy entails can change with 

market conditions. Treasury annually evaluates the risk levels of all 

investment policies and recommends changes as appropriate.

3. How Does Treasury Specifically Categorize Risk?

Treasuiy evaluates the riskiness of various investments or investment 

strategies using a spectrum of terms that range from “very low” risk to “high” 

risk with reference to the estimated probability of a loss over the next one year 

period. The categories are:

DRAFT
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Probability of a 
Risk categories loss over next

one year period

Very low risk = 0%
Low risk < 1%
Moderate risk 1 -5 %
Moderately high risk 5 -10%
High risk 10 - 20%

E. Tim e and Tim e H orizon

“Risk” is a measure of the expected variability or volatility of the return on an 

asset class or a particular investment portfolio over time. Experience tells us that, 

over long periods of time, actual investment results will average out close to the 

expected result for a particular asset class or portfolio. In any one year, actual 

results may van/ significantly from the expected results. The expected magnitude 

of that variance is usually measured by the standard deviation from the expected 

investment returns. However, if  the estimated average return is accurate, then 

over a long period of time, actual investment results will be very close to the 

estimated returns no matter how risky the investment policy. The critical point is 

that the riskier the investment policy, the longer the time horizon before this 

averaging out process is likely to bring the actual results in line with the expected 

results.

What does this phenomenon mean for Treasury’s investment policy for any 

particular Fund? If the State intends to spend a Fund's money in the near future, 

Treasury cannot rely upon time to reduce the risk of one bad year causing an
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unacceptable shortfall. Similarly, if  the State does not need the money for many 

years, Treasury can rely on time to average returns out so that one bad year is o f 

less concern.

Tim e’s ability to moderate the risk of an investment policy makes it a critical 

factor in the development o f a Fund’s investment policy. All other things 

considered, the longer the time before the State needs money from a Fund, the 

more aggressive the investment policy can be. A more aggressive investment 

policy will have higher expected returns and higher risk. Taking a higher risk 

means a much greater chance of a loss in the short term and a much greater chance 

of a robust return over the long term.

“Time horizon” is the term Treasury uses to specify when the State is likely to use 

the money from a particular Fund.

When specifying the time horizon for a particular Fund, Treasury considers when 

cash will be needed, not how long a Fund v/ill be in existence. A particular Fund 

may be expected to exist for many years but if a significant portion of the money 

currently held in a fund could be used in the near term, Treasury considers it to 

have a short time horizon. Furthermore, a Fund may not have a single time 

horizon. While a Fund is a single accounting entity, Treasury may consider it the 

sum of several blocks of money, each with a different time horizon. In such a 

case, Treasury may develop an investment policy that effectively sums several 

different policies, with each of the individual policies being appropriate for 

different portions of a Fund with different time horizons.
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Treasury uses the following time horizon specifications in making and articulating 

its investment policies:

Time horizon Estimated time period
specification before State will need funds

Very short lime horizon less than 6 months
Short time horizon 6 months to 1 year
Intermediate time horizon 1 to 4 years
Moderately long time horizon 4 to 8 years
Long time horizon over 8 years

F. Risk Tolerance

Another term often used in conju ction with “risk” and “time horizon” in the 

development o f investment policy is “risk tolerance.” “Risk tolerance” is a 

measure of an investor’s tolerance for variability in returns in exchange for the 

likelihood of higher long-term compensation. For purposes of developing 

investment policy for State Funds, Treasury categorizes risk tolerance as follows:

Very low risk tolerance Unwilling to risk material short-term
volatility because of the immediate 
need for the invested funds.
Minimizing exposure of principal to 
loss is very important.

Low risk tolerance Willing to take some risk to seek 
enhanced returns. Fairly low 
exposure of principal to loss is 
important.

Moderate risk tolerance Willing to assume an average 
amount of market risk and volatility 
to achieve higher returns.
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Moderately high risk 
tolerance

Willing to assume an above average 
amount of risk, volatility and loss of 
principal to take advantage of higher 
return opportunities.

High risk tolerance Willing to risk significant short-term 
volatility and principal loss for the 
possibility of large gains in the 
long-term.

G. Liquidity

Liquidity refers to the ease and efficiency with which an investment or class of 

investments can be converted to money. The greater the liquidity o f an 

investment, the easier it is to convert the investment to money. Factors that affect 

the liquidity of an investment or class o f investments are: (1) the size of the 

marketplace, (2) the typical difference between the sale and purchase price, and 

(3) the complexity o f the investment.

The larger the market place for any investment, the more likely a seller will be 

able to find a willing buyer at all times. The presence of willing buyers and 

sellers is critical for a liquid market. If there are too few participants in a market, 

a seller may not be able to find a willing buyer at the current market price. In 

order to convert the investment to money, the seller may have to accept a lower 

sales price or take more time to sell the investment. When this occurs, the seller 

will probably lower the price in the marketplace through their efforts to sell their 

investment.

For any given investment, the markets establish a normal difference between the 

asking price and the offering price. The smaller this difference, the greater the
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efficiency, and the lower the cost of buying and selling an investment, usually 

referred to as the “transaction cost.” The lower the transaction costs, the greater 

the liquidity o f an investment.

When describing the complexity of an investment, the two ends of the spectrum 

are referred to as “simple” and “complicated." Complicated investments are 

generally more illiquid than simple investments. Complicated ir' 'estments require 

the prospective buyer to perform a series of analytical steps and make consequent 

judgments to value the investment. The more complicated the investment, the 

longer it can take to make all the necessary judgments. The longer it takes to buy 

or sell an investment, the lower its liquidity. Further, since more judgments are 

necessary to value a complicated investment, there is a greater likelihood that the 

market will determine different valuations than those of the prospective buyer.

The riskier the investment, the more reluctant the would-be buyer and, 

consequently, the more illiquid the investment.

An investment manager can convert a highly liquid investment into money or 

another investment quickly and efficiently. Therefore, liquidity increases 

flexibility in the investment management process. More illiquid investments and 

asset classes generally have higher expected rates of return than comparable more 

liquid assets. Whether to sacrifice liquidity for higher expected return will depend 

on the specific purposes and needs of each particular fund.
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APPENDIX H 

Capital Market Assumptions and Projections 

Treasury 1996

To do the capital market modeling required to allocate the assets in the various funds 

managed by Treasury, the Department of Revenue employs an independent consulting 

firm (o make capital market projections and to use those projections in capital market 

models. The firm currently under contract, Callan Associates, Inc., specializes in 

developing information to help fund managers make their asset allocation decisions.

The capital markst projections consist of: (1) the expected returns of the pertinent asset 

classes; (2) the expected future volatility of those expected returns measured using the 

statistical benchmark, standard deviation; and (3) the correlations of the expected returns 

among the various asset classes.

Callan Associates uses four steps to form their capital market expectations:

1. Develop a five year economic outlook for the United States and other major 
industrial economies;

2. Examine the historical relationships between major economic and financial 
variables and five year asset returns;

3. Examine historical interrelationships of performance characteristics among the 
individual asset classes; and

4. Perform a qualitative review of the conclusions readied in items 1, 2 and 3 by a 
firm policy review committee.
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To develop a f:ve year economic outlook, Callan Associates uses a combination of 

in-house empirical models arid consensus forecasts from leading economists. The 

economic outlook broadly determines the capital market expectations for each asset class.

Callan employs five year projections because that is a sufficient amount of time to cover 

most market cycles.

Next, Callan examines the historical relationship between major economic variables and

then projects the expected returns over subsequent five year periods for each asset class.

For example, equities are more likely to do well when the economy is expanding.
*

Similarly, bonds are more likely to have strong returns when inflation is low. The 

estimates for economic growth and inflation are incorporated into the expected returns for 

each of the asset classes by accounting for the effects of a large number of variables.

Callan considers both market valuations and expected risk premiums to derive return 

projections. Market valuations indicate the prices investors would likely be willing to 

pay for the benefits of owning different types of securities. For example, in a stable, low 

inflation environment, investors are willing to accept a lower risk premium to invest in 

the equity market.

While the first two steps are forecasts of the economic and investment environment 

looking forward over the next five years, step three is an examination of the historic 

returns and risks, and the correlation of the returns of the respective asset classes that 

have persisted over the last several decades. The correlation measures (using the 

statistical measure of a “correlation coefficient”) the association or co-movement among 

the returns of various classes of assets. Correlation coefficients can vary from 1 to - I. If 

the returns of one security or asset ^ass move in tandem with the returns of another 

security or asset class, the returns have a correlation of one. If the two securities’ or asset
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classes’ returns have a completely inverse relationship, the correlation coefficient will be 

a minus one. If the two secu rities or asset classes’ returns are completely unrelated to 

each other or are random, the correlation coefficient will be zero. The table below sets 

forth Callan Associates’ correlation matrix between asset classes:

1 2 3 4 5 6 7 8 9

1 L a rg e  c a p  e q u ity '.0 0 0 .7 9 0 .5 0 0 .4 5 0 .1 0 0 .5 2 0 .2 2 0 .6 6 -0 .0 5

2 S m a ll  c a p  e q u ity 0 .7 ? 1.00 0 .4 2 0 .3 2 -0 .1 5 0 .5 3 0 .2 2 0 .8 5 - 0 .0 5

3 In te rn a tio n a l  e q u ity 0 .5 0 0 .4 2 1.00 0 .4 3 0 .3 7 0 .3 5 0 .2 2 0 .3 3 -0 .2 1

4 D o m e s tic  b o n d s 0 .4 5 0 .3 2 0 .43 1 .00 0 .6 2 0 .4 6 0 .2 0 0 .2 2 0 .0 5

5 In te rn a tio n a l  b o n d s 0 .1 0 -0 .1 5 0 .37 0 .6 2 1 .0 0 0 .2 0 0 .0 5 -0 .1 5 0 .0 5

6 H ig h  y ie ld  b o n d s 0.51 0 .5 4 0 .35 0 .4 6 0 .2 0 1.0 0 0 .2 2 0 .4 6 -0 .0 1

7 R e a l e s ta te 0 .2 2 0 .2 2 0 .2 2 0 .2 0 0 .0 5 0 .2 2 1.0 0 0 .2 0 0 .2 1

8 A lte rn a tiv e  in v e s tm e n ts 0 .6 6 0 .8 5 0 .33 0 .2 2 -0 .1 5 0 .4 5 0 .2 0 1 .00 0 .0 5

9 C a s h  e q u iv a le n ts -0 .0 5 -0 .5 0 -0.21 0 .0 5 0 .0 5 -0 .01 0.21 0 .0 5 1 .0 0

10 In te rm e d ia te  T e rm  b o n d s 0 .4 3 0 .9 3 0 .5 0

The final step in Callan’s process is qualitative. Callan Associates’ client policy review 

committee comprised of six of their senior consultants meets to evaluate the data they 

have used to insure its accuracy and relevance. The reviev/ typically requires many 

meetings and concludes with a formal adoption of the capital market projections. For 

1996, the committee adopted the following five year annualized expected returns:

Asset Class Expected Return Exnectc-d Risk
(%) (%)

Equities
Large Cap (S&P 500) 9.50 15.30
Small Cap (CAI Small) 10.50 19.20
International (MSCIEAFE) 10.20 1S.70
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Fixed Income
Domestic (LB G/C) 
International (SB Non-US 
Gov.)
Intermediate Term 
High Yield (First Boston)

6.80
6.80

5.75
7.50

6.00
12.00
3.50
9.20

Other
Real Estate
Alternative Investments 
Cash Equivalents

8.00
13.00
4.80

18.00
33.50
0.80

Economic Variables
Inflation 
Real GDP

3.50
2.40

N/A
N/A

Callan Associates reviews their capital market projections each year.
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