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Review of Current Provisions

Early in the year, in a paper entitled "Thoughts of the Chairman”, Mr. Rasmuson observed
that the narrow range of allowable investments in the current law prevents the Trustees
from providing an effective hedge against inflation. He called for consideration of
modifications in the Fund legislation to allow investments which would offset inflation,
and he also identified the need to coordinate any examination of the Fund, which
automatically receives only about 11% of the state’s oil wealth, with plans for the remain-
ing 90% of the revenues. This approach was endorsed by the Trustees, who further
agreed that the task of shaping the Fund must be a continuing process and that if the
Fund is to have a stabilizing role in the Alaskan economy, any changes must be made
with careful deliberation.

Subsequently, a special legislative panel was appointed to work with the Trustees. Ap-
pointments were made both by Senator Sturgulewski, Chairwoman of the Legislative
Budget and Audit Committee, which has statutory oversight responsibility for the Perma-
nent Fund, and by the presiding officers of the Legislature. A series of seminar/work ses-
sions was scheduled and the Trustees and legislators are meeting regularly to examine the
issues and discuss recommendations.

Examination of Issues

A consensus has emerged as to the questions which must be addressed and on which
recommendations ought to be made.

Assuming the fundamental role of the Fund to be provision of high quality savings, with
both present and future residents enjoying the income, is there also a possible develop-
ment role and is that role desirable? What are the risks of concentrating investments
within a single state? Is the present investment list adequate and, if not, would it be pru-
dent to diversify into other asset classes such as equities, real estate or foreign assets?
What are similar institutions doing in this regard? Given the fact that the principal and in-
come of the Fund will be eroded by inflation, should some provision be made to pay out
only "rear’ or inflation-adjusted income rather than all income? Should an objective rate
of return over the rate of inflation be set as an overall performance measurement goal
(i.e., 2% over the rate of inflation)? What management changes may be needed (such as
composition of the board, size of internal staff)? What legal constraints must be con-
sidered in making recommendations? And, finally, what is the proper sire of the Fund?
This last question turns on how the income may be used. Several proposals for the use of
income have been advanced; distribution to residents, covering some part of future state
budgets, and endowing central programs in the budget, such as education, housing, or
local grants, are some of the possibilities.

Guest speakers of national repute have been featured at the series of seminars. Broad
questions of state spending and distribution of oil wealth were dealt with by Professor
Don Gordon of City University of New York, Katherine Peden, a private industrial develop-
ment consultant, Nobel laureate Kenneth Arrow from Stanford, Professor Maxwell Fry of
University of California at Irvine, and Professor Richard Coffman of University of Idaho.
George Russell of the Frank Russell Company, Robert Greeley, manager of corporate in-
vestments at Hewlett Packard, and Sam Nakagama of Kidder, Peabody & Co., specifically
addressed investment strategy.

To obtain more detailed information on investment and management questions, represen-
tatives of the Permanent Fund, Treasury Division, the L' gislative Budget and Audit Commit-
tee and the Attorney General's office had a series of neetings with prominent New York
financial houses, reports were filed upon their return.



Meetings and Information

Four regular meetings and two special meetings were held during fiscal year 1981 and
two meetings have been held thus far in fiscal year 1982. Dates and places are noted
below. Summary minutes are available for all meetings. In addition, a compilation of
papers presented by guest speakers, together with an executive summary, will be made
available to the Legislature in January. Copies of that report will be furnished upon re-
quest to any interested groups or individuals.

Regular Meetings

September 12, 1980 — Juneau
November 21, 1980 —Juneau
March 20, 1981 — Juneau

June 30,1981 — Anchorage
September 10 & 11, 1981 — Juneau

Special Meetings

January 9, 1981 - Juneau
May 8, 1981 — Juneau
August 20, 1981 — Fairbanks

Future meetings are scheduled for October 22 and 23 in Anchorage, December 3 in
Juneau, and at a date unceitain in January in Juneau. The public is always encouraged to
attend meetings and is given an opportunity to address agenda items.



FUND PERFORMANCE DURING FY 1981

(July 1, 1980—June 30, 1981)



Investment Strategy

Fiscal year 1981 was a period characterized by extreme volatility in financial and capital
markets. As measured by the accepted bond indices, the first and third quarters of
calendar year 1980 were the worst two in fifty years, while the second quarter was the
best ever recorded. Declining interest rates in the second quarter encourased both con-
sumers and corporate borrowers to resume their earlier spending atterns. As a result the
economy experienced the shortest recession on record-three months—and then bounc-
ed back to produce extraordinary growth in early 1981 before weakening in the second
quarter of 1981. While inflation has abated recently, there is nothing substantive to in-

dt. /=: that this improvement is anything more than a temporary phenomenon. Wage
demands continue strong and there has been no improvement in productivity.

Fund investments during FY 81 were concentrated in two year and shorter maturities, with
investments in progressively shorter maturities as the year advanced and the economic
climate remained unpredictable. By micl-June, 90.7% of the Fund portfolio matured within
two years, 66.9% within one year, and 49.8% within six months. On June 30, 1981, the
average weighted life of marketable securities was one year one month as compared to
three years one month on the same date in 1980.

Performance Versus Goals

Audil:

AS 37.1¢.170 requires that the annual report include a comparison of corporation perfor-
mance with the goals outlined in AS 37.13.020. These goals are: (1) conservation of a por-
tion o' the state's mineral resource revenues to benefit all generanons of Alaskans; (2)
maintain safety of principal while maximizing total return; (3) management of Fund as a
savings device to allow maximum use of disposable income for purposes defined by law.

Through the regular contributions required by the constitutional amendment and by the
Permanent Fund Act, plus the special appropriation of 5900 million made during the 1980
legislative session, the Permanent Fund grew from 5483,208,000 on June 30, 1980, to
51,827,299,000 on June 30, 1981

line realized rate of return on Fund investments has climbed steadily and was 16.0% as of
une 30, 1981. The net realized gain on transactions retained in the Fund's principal during
seal year 1981 is 5219,388. AH principal contributions have been retained in the Fund's
>alance, and disbursement of income earned has been limited to cash amounts received.

ne Permanent Fund Dividend Plan is the only provision currently in law for the use of
disp usable income. According to the constitutionai amendment which created the Perma-
nent Fund, all disposable income of the Fund is transferred to the General Fund and is
available for expenditure by the Legislature, unless otherwise provided by law. The
statutory provision for payment of dividends in proportion to duration of Alaska
residence has been challenged. The Alaska Supreme Court decision upholding the divi-
dend distribution plan is presently under review by the U.S. Supreme Court; a decision is
expected sometime in early 1982.

The Fund was audited by Price Waterhouse & Co., independent public accountants, for
the 1981 fiscal year. The auditors expressed an unqualified opinion as to Statements of
Net Assets, Investment Income and Changes in Ne: Assets.






Cumulative Balances

m  Historical Cumulative Balance
m  Projected Cumulative Balance

Billions of Dollars

1970 1980 1982 1984 1986 1988 1990

Fiscal Years

Fund Balance

During the 1981 legislative session, a special appropriation of $1.8 billion was made to the
Permanent Fund under the provisions of Chapter 61, Session Laws of Alaska 1981. With
the addition of that amount plus regular contributions, the Fund is projected to be
$4,273,900,000 on June 30, 1982.




Economic Outlook and Investment Strategy

Yield

1974

The central concern in the development of any coherent investment stratesy is the will-
ingness of the U.S. government to come to grips with inflation and the nature of policies
proposed to bring it under control. The Administration's budget cutting and tax cut vic-
tories along with it* defense program have raised a number of significant concerns within
the investment community. There is a growing realization that the U.S. Treasury and
federal agencies will continue to make heavy demands on the credit markets for the re-
mainder of this year and 1982. The Treasury's early estimate of $42.5 billion deficit for
federal fiscal year 1982 is proving to be unrealistic, and a number of private analysts are
projecting a deficit in the $70 to $80 billion range. The Administration is currently
searching for new areas to cut spending, but any search will likely involve some extremely
difficult political struggles.

Fixed Income Total Returns
(Revised Sept. 1981)

m  Rotting 90 D.iy Treasury Bills
H | Syear Treasury Notes

H 30-year Treasury Bonds

Annualized Returns
Over the Period

1973-1981
on Day Bills 85\/%
SYear Notes 664%
10 Year Bonds 0 77%

higrg .//B 77 1



Alaska Permanent Fund

Realized rates of return, income, and portfolio balances
for the fiscal years ended June 30, 1981, 1980, 1979, & 1978

Fiscal Year Fiscal Year Fiscal Year Fiscal Year
1981 1980 1979 1978

Realized rates of
return (based on
accrued income) 1600% 1129% 824% 753%
investment income
(inducing amounts
earned but not rec’d.
by year end) s 149,867,000 $ 32,426,923 § 7,967,131 $ 1,791,000
Case. earnings
fogeneral e s 54931481 § 23675560 s 5702026  $ 900,434

Average portfolio

balance

$ 936,243,000  $287,255,000 § 96,700,000 $23,800,000

Marketable securities

on June 30, at cost $1,846,491,000 $493,427,071 $137,783,958 $54,387,000

Marketable securities

on June 30, at market $1,795,730,000 $493,444,000 $136,140,000 $ 52,300,000

lhere appears to be a growing perception in the financial markets that a strict monetarist
monetary policy and supply-side oriented fiscal policy are not entirely mutually compati-
ble. Those advocating most strongly the supply side fiscal policy are already beginning to
contend that high interest rates are suppressing economic growth, pushing the federal
budget further out of balance and jeopardizing the tax cut's chance of success. The Federal
Reserve Bank, on the other hand, is undoubtedly concerned that a significant easing in in-
terest rates would start another inflationary surge in pent up consumer demand tor hous-
ing and automobiles. These concerns are also no doubt comoounded by fears that this
surge could be reinforced by the administration's three year tax cut and a planned surge
in de, =>se spending. Fixed income investors seem to sense that eventually one
philosophy will have to be deemphasized.

Given the volatility of the economy and interest rates, a conservative investment strategy
emphasizing short term investments appears best suited to providing high rates of return
while at the same time minimizing the tisks of capital depreciation. Until such time as fiscal
and monetary policies are brought into a more harmonious relationship, interest rates are
likely to remain highly volatile.



ALASKA PERMANENT FUND Corporation

Financial Statements
June 30, 1981
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101 WEST BENSON BOULEVARD
ANCHORAGE.ALASKA 99503
907-279-1424

Bterhouse&cCa

Ausust 13, 1981

To the Board of Trustees
Alaska Permanent Fund Corporation

In our opinion, the accompanyins statements of net assets, of investment income and of chanses
in net assets present fairly the financial position of the Alaska Permanent Fund Corporation at June
30, 1981 and its investment income and changes in net assets for the year then ended, in conformi-
ty with generally accepted accounting principles applied on a basis consistent with that of the
oreceding year. Our examination of these statements was made in accordance with generally
accepted auditing standards and accordingly included such tests of the accounting records and
such other auditing procedures as we considered necessary in the circumstances, including at June
30, 1981 confirmation of securities owned by correspondence with the custodians. The financial
statements of the Alaska Permanent Fund Corporation for the year ended June 30, 1980 were
examined by other independent accountants, whose report dated August 29, 1980 expressed an
unqualified opinion on those statements.

Price Waterhouse & Co.
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ALASKA PERMANENT FUND Corporation
Statement of Net Assets

June 30

1981 1980
Cash in Savings Account $ 43,000 S 39,000
Contributions receivab(e from the State General Fund 92,000 34,000
Interest Receivable 26,925,000 9,377,000

Loans and Mortgages 1,086,000

investment Securities, at cost

U.S. Treasury notes and bonds 670.771.000 303.964.000
Bankers acceptances 537.715.000 23.510.000
U.S. Treasury bills 466.615.000 20.583.000
Certificates of deposit 137.600.000 111.879.000
Corporate bonds 13.487.000 13.487.000
Federal agency notes 13.004.000 13.004.000
Securities purchased under agreements to resell 7,300,000 7,000,000
1,846,492,000 493.427.000
Amounts due to the State General Fund (47,339,000) (19,669,000)
Net Assets *1,827/299,000 $483,208,00%

See accompanying notes to financial statements



ALASKA PERMANENT FUND Corporation
Statement of Changes in Net Assets

Assets Were Provided By:
Investment income
Contribution from the State of Alaska General Fund
Royalties and other State receipts

Total assets provided

Transfers of investment income to State of Alaska
General Fund

Increase in net assets

Increase (Decrease) in Components of
Net Assets:
Cash in savings account
Contributions receivable
Interest receivable
Loans and mortgages
U.S. Treasury notes and bonds
Certificates of deposit
Bankers acceptances
U.S. Treasury bills
Federal agency notes and bonds
Securities purchased under agreements to resell
Commercial paper

Amounts due to the State General Fund

See accompanying

$

Year Ended June 30

1981

149,867,000
900,000,000

385,128,000

1,434,995, )00

(90,904,000

$1/344,091,000

$

$la

4,000
58,000
17,548,000
1,086,000
366,807,000
25,721,000
514,205,000
446,032,000

300,000

(27,670,000)

344,091,000

to financial statements

1980

$ 32,427,000

344,396,000
376,823,000

(32,161,000)
$344,662,000

5 8,000
(205,000)
5,936,000

231,530,000
106,865,000
(4,843,000)
20,583,000
5,008,000
6,500,000
(10,000,000)

(17,720,000)

$344,662,000



ALASKA PERMANENT FUND Corporation
Statement of Investment Income

Interest Income:
U.S. Treasury notes and bonds
U.S. Treasury bills
Bankers acceptances
Certificates of deposit
Securities purchased under agreements to resell
Corporate bonds
Federal Agency notes and bonds
Commercial paper
Other interest income

Savings account

Net securities gains

Investment income

Year Ended June 30

1981

$ 61,279,000
32,229,000
28,115,000
22,636,000

1,950,000
1,140,000
1,082,000
1,062,000
120,000
35,000

149,648,000
219,000

$149,867,000

See accompanying notes to financial statements

1980

$13,060,000
808,000
5,251,000
10,130,000
306,000
1,140,000
1,069,000
387,000

10,000

32,161,000
266,000

$32,437,000



ALASKA PERMANENT FUND Corporation
Notes to Financial Statements

Note 1 — Authorization

The State of Alaska Constitution was amended by voter approval ir: 1976 to provide
for the sesresation of certain mineral lease rentals, bonus*s, royalt:es, royalty sale
proceeds and federal mineral revenue sharins payments re:eived by the State for
the use and benefit of present and future residents.

Distributable income from the Corporation is defined by statute and further clarified
by administrative regulation to be the lesser of the latest fiscal year’s income or the
average annual current income calculated using a simple average of the last five years
or the number of years in existence if less than five after adjustment for capita! gains
and losses.

AN of the Corporation’s investment securities are held by a commercial lending insti-
tution pursuant to a custodial agreement, except for certain certificates of deposit
purchased from Alaska banks.

Note 2 — Summary of Significant Accounting Policies:
The accounting and reporting policies of the Alaska Permanent Fund Corporation
conform to generally accepted accounting principles. The more significant account-
ing policies are as follows:
Interest Income
Interest income on loans is accrued monthly as earned.
Interest income on investments is shown net of amortization of premium and accre-
tion of discount.
Investment Securities

Investment securities are carried at cost adjusted for amortization of premium and
accretion of discount. Investment securities are expected to be held to maturity and,
therefore, will be fully realized.

'Gains or losses on the sale o' securities are determined on a specific identification
basis.

Provision for Loan losses

The provision for loan losses is determined from specific evaluation of delinquencies
and would be charged directly to operations in the period that the loss exposure
becomes known. At June 30, 1981 no provision has been made since no losses are
presently anticipated.
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Note 3 — Marketable Securities:

The cost and estimated market value of investment securities at June 30, were as

follows:

U.S. Treasury notes & bonds
Bankers acceptances

U.S. Treasury bills
Certificates of deposit
Corporate bonds

Federal Agency notes
Securities purchased under
agreements to resell

1981

Cost

5 670,771,000
537,715,000
466,615,000
137,600,000

13,487,000
13,004,000

7,300,000

$1,846,492,000

Note 4 — General Fund Contribution:

For the year ended June 30, 1981, the State of Alaska Legislature appropriated
$900,000,000 to the Corporation from the General Fund. For the year ended June 30,
1982, the Legislature appropriated an additional $1,800,000,000 to the Corporation
from the General Fund of which at least $1,400,000,000 is to be contributed prior to

June 30, 1982.

Note 5 — Administrative Expenses (Unaudited):

Market

S 633,501,000
536,411,000
464,330,000
134,120,000

8,135,000
10,642,000

7,300,000

$1,794,439,000

1980

Cost

$303,964,000
$3,510,000
20 583,000
111,879,000
13,487,000
13,004,000

7,000,000
$493,427,000

Market

$304,967,000
23,692,000
20,924,000
113,899,000
10,753,000
12,209,000

7,000,000
$493,444,000

Administrative and other expenses are paid by the State of Alaska General Fund ana
are not included in the accompanying statements. The related budget and actual ex-
penses for 1981 and budgeted expenses only for 1982 for operations of the Perma-

nent Fund Corporation are as follows (unaudited):

1981 1982
Budget Actual Budget
$206,800 $165,000 $450,500



Photographs courtesy of the Division of Economic Enterprises
Department of Commerce and Economic Development.

Legislative Committee of Oversight

Legislative Budget and Audit Committee
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Senator Arliss Sturgulewski, Chairwoman
Senator Patrick Rodey

Senator Vic Fischer

Senator Bob Mulcahy

Senator Ed Dankworth
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Representative Oral Freeman
Representative Sam Cotten
Representative Ernie Haugen
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Cross inferences. — For provisions for 1979, see editor's note following the
concerning application to the Department chapter analysis to AS 43.23.010 —
of Revenue for permanent fund dividends  43.23.100.

Sec. 43.23.030. Amount ofdividend. By December 1 of each year
the commissioner shall give public notice of the value of each perma-
nent fund dividend to be paid in the following year. The commissioner
shall determine the value of a permanent fund dividend by

(1) determining the amountofincome ofthe Alaska permanent fund
transferred to the dividend fund under AS 43.23.050(b) in the current
year, less the amount, if any, to be repaid in the current year to the
general fund under AS 43.23.050(c);

(2) determining the number of permanent fund dividends paid
during the current year; and

(3) dividing the amount determined in (1) of this section by the
amount determined in (2) of this section. (8 2 ch 21 SLA 1980)

Editor’s notes. — For 1979 the value of ch. 21, SLA 1S80, in the 1980 Temporary
a permanent fund dividend is $50. See § 3,  and Special Acts and Resolves.

NOTES TO DECISIONS

Chapter is constitutional. — See notes Stated in Williams v. Zobel, Sup. Ct.
under same catchline following chapter  Op. No. 2201 (File No. 5400), 619 P.2d 448
analysis. (1980).

Sec. 43.23.040. Penalties and enforcement, (a) In addition to any
criminal penalties imposed by state law, if an individual is convicted
of unsworn falsification for a statement made in a certification of
residency made for purposes of AS 43.23.010 — 43.23.100, and the
conviction is not reversed, that individual is not, and may never
become, eligible for a permanent fund dividend, and he forfeits all
permanent fund dividends paid to him.

(b) If the commissioner determines that a permanent fund dividend
should not have been claimed by or paid to an individual, he may use
any collection procedures or remedies available under AS 43.05.010 —
43.80.040 to recover the payment of a permanent fund dividend which
was improperly made. (§ 2 ch 21 SLA 1980)

Sec. 43.23.050. Dividend fund established, (a) The dividend fund
is established as a separate fund in the state treasury. The dividend
fund shall be administered by the commissioner and may be invested
by the commissioner in the same manner provided for the investment
of the Alaska pormrnent fund under AS 37.13.120. Money in the divi-
dend fund and any interest earned from investment of money in the
dividend fund shall be used to pay permanent fund dividends annually
and to repay loans from the general fund as provided m (c) of this
section.
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§43.23.060 Alaska Statutes Supplement 843.23.070

(b) Each year the commissioner shall transfer to the dividend fund
50 percent of the income of the Alaska permanent fund which was
earned during the fiscal year ending on June 30 of the preceding year
and which is available for distribution under AS 37.13.140.

(c) The legislature may annually appropriate money from the gen-
eral band to the dividend fund if there is not enough money in the
dividend fund to pay each eligible individual an annual permanent
fund dividend valued at $50. One-fifth of the amount transferred to the
dividend fund each year under (b) of this section shall be annually
withdrawn from the dividend fund by the commissioner and deposited
in the general fund to repay appropriations made under this subsec-
tion. (§ 2 ch 21 SLA 1980)

Cross references. — For provisions for 1979, see editor's note followingthe
concerning application to the Department  chapter analysis to AS 43.23.010 —
of Revenue for permanent fund dividends  43.23.100.

NOTES TO DECISIONS

Chapter Is constitutional. — See notes Stated in Williams v. Zobel. Sup. Ct.
under same catchline following chapter Op. No. 2201 (File No. 5400), 619 P.2d448
analysis. (1980).

Sec. 43.23.060. Duties of the department. The department shall

(1) by the 10th day of each regular legislative session, present a
request to the legislature for on appropriation from the general fund to
the dividend fund to satisfy the requirements of AS 43.23.050;

(2) annually pay permanent fund dividends from the dividend fund;

(3) adopt regulations under the Administrative Procedure Act (AS
44.62.010 — 44.62.650) which establish procedures and time limits for
claiming a permanent fund dividend; the department shall set the time
limit for applications for permanent fund dividends so that sin-
gle-payment permanent fund dividends for a year are paid before
October 15 of the following year ~nri so that installment-payment
permanent fund dividends for a ' oegin by October 15 of the follow-
ing year; and

(4) assiBt residents of rural areas who because of language, illness,
old age, or inaccessibility to public transportation need assistance to
establish eligibility and to apply for permanent fund dividends. (8 2 ch
21 SLA 1980)

Sec. 43.23.070. Exemption of permanent fund dividends, (a) An
eligible individual may assign, pledge, or encumber not more than 50
percent of the annual permanent fund dividends which are due and
payable or which may become due and payable to the individual.

(b) Fifty percent of the annuul permanent fund dividends payable to
an individual is exempt from levy, execution, garnishment, attach-
ment, and any other remedy for the collection of a debt.
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INCORPORATED

Established 1879 Members New York Stock Exchange. Inc. and Other Principal Exchanges

Denali Towers North, 2550 Denali St., Suite 1603, Anchorage, Alaska 99503  (907) 276-6939

March 16, 1982

Senator Bob Mulcahy
Pouch V
Juneau, Alaska 99811

Dear Senator Mulcahy:

As a follow up to our discussion on March 12, 1982, with
regard to the Permanent Fund, it is hoped that this letter
can be entered into the record.

The purpose of this letter is to insure that if the Permanent
Fund is allowed to invest in Equities and Bonds, that as
long as Alaskan Brokerage houses can be competitive that

they should be permitted to participate in the purchase and
sale of Securities.

Alaska has four major brokerage houses at present, all with
world wide offices and major institutional trading depart—
ments in New York and San Francisco.

I wouxd like to be kept advised of our request and if
necessary | would like the consideration to introduce Legis—
lation to protect the Alaskan Brokers who are taxpayers and
residents.

DLW/dm
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DEPARTMENT OF COMMERCE &
ECONOMIC DEVELOPMENT PEDUCH D

JOJNEAU. ALASKA
DIVISIOM OF INSURANCE VtHONE: 465-2515

March 17, 1902

Honorable Bob Mulcahy
Alaska State Senate
Pouch V

Juneau, Alaska 99811
Dear Senator Mulcahy:

Re: CS SB 684 Informational Request

In insurance language "Capital™ is invested money by in—
vestors that is not encumbered.

"Surplus™ 1is added funds accumulated over a period of tiime.
These funds are not encumbered.

"Capital™ and "Surplus” are for the benefit of all polfrcy-
holders should the need arise for their use.

"Reserves" in insurance language is the amount of money”

set aside for known losses or losses incurred but not rceport?d.
"Reserves"™ 1in insurance language is encumbered money.

Director
KCM/U3/12

cc: Charles R. Webber, Commissioner

99811



ID; r
Mu IS

LEGISLATIVE AFFAIRS AGENCY

M EMORANDUM May 14, 1981

SUBJECT: Confirmation of appointees of the board o:
trustees of the Alaska Permenant Fund

TO: Senator Arliss Sturgulewski

FROM: John B. Chenowefh4

Legislative Q~unj~S”

You have directed my attention, to two provisions relating to
legislative review and confirmation of the members of the

board of trustees of the Alaska Permanent Fund:

The Legislative Budget ai d Audit Committee has the
power to:

(90 hold public hearings on the confirmation of
the members of the Board of Trustees of the Alaska
Permanent Fund Corporation

AS 21.20.201(a).-
The Legislative Budget and Audit Committee shall

(¢)) report to the legislature its recommendations
reljiting to the confirmation of appointees to the Board
e of Trustees of the Alaska Permanent Fund Corporation

AS 24.20.206. You have inquired as to "the right of the
legislature to hold confirmation hearings for appointees to
the permanent fund board of trustees™.

Legislative confirmation on these appointees may not
constitutionally be required. The decision in Bradner v.
Hammond, 553 P.2d 1 (1976), contains the most pertinent
discussion of the underlying reason:



ss SturgulewsV

"In Alaska State-Operated School System v. Mueller, 536
P.2d 99~ 103 (Alaska 1975), we observed that 1[tJhose
who wrote our constitution followed the traditional
framework of American government. The governmental
authority of the State of Alaska was distributed amng
the three branches, the executive, the legislative, and
the judiciall. Analyzing this tripartite form of
government provided for Alaska, this court concluded,

in Public Defender Agency v. Superior Court, Third
Judicial District, 334 P.2d 94f, 950 (Alaska 1975).
that . . . it can be fairly implied that this state
does recognize the separation of powers doctrine.

4(*

"A problem inherent in applying the doctrine of
"separation of powers®™ stems Tfrom the fact that the
doctrine is descriptive of only one facet of American
government. The complementary doctrine of checks and
balances must of necessity be considered in determining
the scope of the doctrine of the separation of powers.

EE

"In the instant appeal, the parties, 1in recognition of
the controlling nature of the issue, dispute the meaning
of the doctrine of separation of powers, and its impli—
cation for the determination as to whether Chapter 82

is violative of Alaska®s constitution. In our view,

the doctrine 1is of importance to the resolution of the
merits of this appeal, for if the doctrine clearly
precludes legislative intervention (by confirmation) 1in
the appointm nt of executive officials, or requires
"strict departmentalization,” then Chapter 82, which
purports to authorize legislative "meddling®™ 1in the
.exercise of an executive power, 1is unconstitutional
because it would be violative of separation of powers
requirements.

"In determing if Chapter 82 violates the doctrine of
separation of powers, which 1is implicit in Alaska“"s
constitution, it is necessary to answer whether the
appointment of executive officers is a legislative or

executive function.



A A A

<

"Appellee [Hammond] contends that the appointment of
executive officers is an executive function. Ue find
appellee™s contention most pursuasive. In addition to
vesting the executive power of the state in the governor,
Section 16 of Article 111 provides that "[u]lhe governor
shall be responsible for the faithful execution of the
laws ™. In view of the responsibilities 1imposed by
Section 16, and the authority granted by Section 1, the
governor 1is necessarily clothed with the power to
appoint subordinate executive officers to aid him 1in
carrying out the laws of Alaska. Thus we conclude that
the appointment of executive officers 1is an executive
efunction; for without such a power, the responsibility
of executing executive duties would be diffused and the
goal of separation of branches of government avoiding
too great a concentration of power in one branch, would
be defeated.

"[1]t is then necess- v to determine the nature of the
legislature®™s confirmation powers. Here we are in
agreement with appellee®s analysis that under Alaska“"s
constitution confirmation is a specific attribute of
the appointment power of the executive. Other courts
which have been called on to resolve th: issue have
been unanimous in their holdings that confirmation 1is
not a distinct legislative power, but rather a part of
the executive power of appointment which in turn has
been delegated in some specific instances by consti—
tution to the legislative branch of government.

"In light of the nature of the legislature®s power of
confirmation, the question whether Sections 25 and 26
.of Article 111 describe the outer limits of the legis—
lature®s confirmation authority, or whether the legis—
lature may be statute require confirmation of other
high-level, policy making officials within the

executive branch, admits of but one resolution. As to
this 1issue, we think the provisions of Sections 25 and
26 of Article I1ll are clear and unabigums. Thus we

conclude that Sections 25 and 26 mark fhe full reach
of the delegated, or shared, appointive function to
Alaska®"s legislative branch of government"



"The lack of ambiguity in Sections 25 and 26 of
Article 111 of the Alaska Constitution mandate that
this court interpret these express provisions as
embodying not only the maximum parameters of the
delegation of the executive appointive authority
through the legislative confirmation function but,
further, that they delineate Tthe full extent of

the constitution®s express grant to the legis—
lative branch of checks on the governor®s power to
appoint subordinate executive officers. |In our view,
the separation of powers doctrine requires that

the blending of governmental powers will not be
inferred in the absence of an express constitutional
provision."” (Emphasis and bracketted material added,
footnotes omitted). 1/

1/ I cannot find that, 1in preparing the many drafts of the
T980 permanent fund legislation, this office ever formally
advised a committee or member of the legislature that the
confirmation requirements under consideration were unconsti—
tutional. There is only a handwritten note from the revisor
to the file:

For the file: The appointment and removal provisions
violate Bradner v. Hammond re confirmation. This 1is
not (1) a regulatory board, (2) a board at head of
dept. Confirmation 4s unconstitutional.

However, the governor had the benefit of timely advice:

e "The bill has some provisions which are in conflict
.with the constitution; however, they appear to be
severable, and the bill should otherwise be effective

and valid.

"The unconstitutional provisions are those which provide
or relate to the legislature®s confirming the appointment
of board members or to the legislature®s vetoing their
removal. In Alaska, the constitution prescribes which
offices are subject to confirmation, and the legislature



Apparently, it is the position of the attorneys 1in the
executive branch that the requirement of confirmation

of permanent fund trustees is a requirement of Chapter 18,
SLA 1980 which 1is severable. Hence, they have suggested
that the legislation may be carr:- ad out as if the unconsti
tutional provision did not exist. Quoting, again, from
the adivsory better:

As a general rule, unconstitutional provisions may be
treated as severable and the remainder of the. bill
upheld if (1) the bill would be whole and effective so
severed, and (2) the legislature would have enacted the

bill even without the severed provisions. Here, the
bill obviously forms a whole and effective law without
the unconstitutional provisions. Additionally, the

Eleventh Legislature®s enactment of legislation pre—
scribing the fund®s management was its number one
priority. We cannot conceive of its not enacting this
legislation with or without its unconstitutional
features. Accordingly, they are severable, and the
bill should be applied j"Jzt as if those provisions did
not exist.

Letter of the Attorney General, April 7, 1980, pp. 1, 2.

There is support for the position taken by the Attorney
General 1in his letter, chiefly in a“lengthy consideration of
the applicability of severability principles in Lvnden.
Transport, |Inc. v. State, 532 P.2d 700 (1975):

1/ Continued

has no power to addto that list without aconstitutional
"amendment. Bradner v. Hammond, 553 ?.2d 1(Alaska 1976).
The constitutional also prescribes which executive actions
are subject to a legislative veto, and the legislature

has no power to addto that list without aconstitutional
amendment. State v. A.L.1_.V_.E. Voluntary, P.2d
(Alaska 1980). Accordingly, those provisions of the

bill which require legislative confirmation of appoint—
ments and authorize a legislative veto of removals from
office are unconstitutional.™

Letter of the Attorney General of April 7, 1980, p. 1.



May 14, 1981

"[AS 01.10.030] contains the following general savings
clause:

"Any law heretofore or hereafter enacted by the
Alaska legislature which Jlacks a severability
clause shall be construed as though it contained
the clause in the following language, "If any
provision of this Act, or the application thereof
to any peison or circumstance is held invalid, the
remainder of this Act and the application to other
persons or circumstances shall not be effected
thereby."

"This 1is designed to preserve to as great an extent as
possible all valid portions of enactments by the Alaska

State Legislature.

"The federal rule with regard to specific severability
sections which are enacted as part of a challenged
statute is relatively well settled. In Carter v.
Carter Coal Co. [298 U.S. 238, 80 L.Ed.17T60 (1936)] ,
the Supreme Court stated the effect of such a
provision:

"In the absence of such a provision, the pre—
sumption is that the Legislature intends an act to
be effective as an entirety -- that is to say, the
rule 1is against the mutilation of a statute; and
if any provision be unconstitutional, the pre—
sumption 1is that the remaining provisions fall
with it. The effect of the statute, [specific
section] 1is to.reverse this presumption in favor
of inseparability, and create the opposite one of
separability. Under the nonstatutory rule, the
burden 1is upon the supporter of the legislation to
show the separability of the provisions involved.
Under the statutory rule, the burden is shifted to

the assailant to show their 1inseparability. But
under either rule, the determination, 1in the end,
is reached by apply the same test - namely, What

was the intent of the law makers?

"Under the statutory rule, the presumption must
overcome by considerations which establish 1the
clear probablity that the 1invalid part being
eliminated the Legislature would not have

been satisfied with what remains.1



"By interpreting the statutory severability provisions
as reversing the common law presumption that a statute
void in part was void in its entirety, the Supreme
Court intended to provide a rule pf construction which
nay sometimes aid in determining that [legislative]
intent. But it is an aid merely: not an inexorable
command.™ (Footnotes omitted).

536 P.2d 700, at 711, 712. There 1is additional support
provided in Sutherland®s treatise on Statutes and Statutory

Construction:

"Although there is no measureable differences in effect
between general separability acts and particular
separability clauses 1in individual statutes, it 1is
reasonable inference that because a general act cannot
control subsequent legislative intent and therefore 1is
questionable evidence if it, less weight may attach to
such a general rule of separability than to the clause

in a separate act. Thus general separability statutes
have been regarded as mere codifications of a canon of
statutory construction. One state has given the same

effect to a general severability statute as to
particular saving clauses, applying the usual federal
rule that it substitutes a presumption in favor of
severability in place of the common-law presumption
against it. But generally these statutes are treated
only as aids to interpretation and not as commands.

"If the valid parts are dependent or not severable from
the invalid parts, all must fall. The valid parts must
be enforceable as a separate law. IT the remaining
valid portions would not be passed by the legislature
without the 1invalid, the statute must fail in its
entirety. When the most 1important features or the

e paramount intent 1is 1invalid, the entire act must Tfall.
.Thus the rules concerning normal separability are still
present.

"The principle of separability is sometimes separately

enacted as general law applicable to all acts subsequently
adopted in the state irrespective of whether such subsequent

acts contain their own separability clauses. Courts
have considered these clauses as codifications of
general rules of interpretation, not binding as Tixed

rules of law."



2 Sutherland, Statutes and Statutory Construction, sec, 44.11
(4th ed., Sands-] 1973). Lynden Transport, and cases cited
therein 1} which construed Alaska®s severability clause,

AS 01.10.030, enunciate the general rule:

The test for determining the severability of a statute
is twofold. A provision will not be deemed severable
"unless 1t appears both that, standing alone, legal
effect can be given to it and that the legislature
intended the provision to stand, in case others
included in the act and held bad should fall." 3/

432 P.2d 700, at 713. Clearly, 1in the case of the permanent
fund legislation, Chapter-1S, SLA 1980, the remaining pro—
visions of the legislation may stand even absent the legis—
lative confirmation requirement.

From the record of the legislation, 1 cannot say that the
legislature intended the entirety of the bill to be set
aside in the event the confirmation requirement would be

found invalid. The legislature did not specifically include
a provision setting aside the bill in its entirety in the
event any portion of 1t were set aside. While the legis—

lature did underscore the significance of legislative
oversight of permanent fund corporation activities, 4J the
confirmation requirement 1is not particularly significant to

that "oversight™ when considered 1in" context.

2/ State v. Baker, 363 P.2d 892 (Alaska 1964) and
Speidel v. State, 460 P.2d 77 ~"Alaska 1969).

3/ Quoting Dorchy v. Kansas, 264 U.S. 286, at 290, 68 L.Ed.
7>86 at 690 (1924).

4f See Sec. 1, Chapter 18, SLA 1980:

FINDINGS. The legislature finds that there is a sub-—

stantial need for oversight of the performance of those
. agencies of the state which perform lending or invest—

ment functions since those, functions do not receive the



In conclusion, | share the Attorney General 3 counsel to the

governor expressed in his April 7, 1980 letter. The con—
firmation provisions are unconstitutional and almost
assuredly are severable. You should not expect the governor

formally to submit the names of individuals appointed as
trustees of the Alaska Permanent Fund for your committee %
review and legislative approval.

JBCrljb

4/

Continued

detailed review to vrhich other expenditures of public

money are subject, and therefore the knowledge

necessary for sound legislation in this area is not

readily available. There is a need for legislative
oversight which will provide information on the policy

and performance of these agencies, the extent to which

the agencies conform to statutory intent, and the 1impact

of their performance on the economy and the state treasury.
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Willxam L. Means
Legislative Budget and Audit
Steven Rieger
Department of Law
Laura Davis

INVESTMENT

DISCUSSIONS



The question that rose most frequently in New York was "What is the objective
of the Alaska Permanent Fund?" The near unanimous opinion was that this question
must be addressed by the Trustees before meaningful discussion can occur on such
questions as allocation of investments and investment strategy. Robert Salomon,
of Salomon Brothers, asked whether the Board of Trustees realized that if the
Permanent Fund paid out more than 3% to 5/. of its earnings, a level of earnings
above inflation which might be attainable, the Trustees would be operating a
fund with diminishing real capital and real income. At such time that the Permanent
Fund ceased to grow in real terms, either through inflation or i fall in contri—
butions, it would become self-liquidating. The crucial decision is whether the
Permanent Fund is going to pay out rea] *.;.nings, all earnings or a portion
thereof. This is a grave problem being faced today by a growing number of foundations
and university endowments. The Rockefeller Foundation, a $] billion foundation, has
grown substantially in nominal terms, but has experienced an actual 35% contraction
in real earnings power while the Ford Foundation, a S2.5 billion foundation,
has contracted in real earnings power by 55%. If nothing is done to curb these
foundations®™ spending programs, Robert Salomon stated that he could project for their

trustees the dates on which they would be totally self-liquidated.

Once the objective of the Permanent Fund has been decided, much will be
determined as to level of risk which will be required to meet that objective.
Long term studies, for example, have indicated that it is unrealistic to expect
to earn more than a 2% real rate of return on a high grade fixed income portfolio,
whereas a 3% to 5% real rate of return has been attainable in common stock over

an extended period of time. Questioning Salomon Brothers as to what percentage



of common stock that they thought might be appropriate to the Permanent Fund
given an earnings objective of a 3% to 5Z real rate of return, the response was 80%.
U. S. Steel Pension Fund, a pension fund in a mature industry, has approximately
80Z of its assets currently in common stock, 10-15% in real estate, and the
balance in fixed income securities. As reported by the S. E. C., the typical
large corporate pension plan is approximately 55% invested in common stock. The
normal asset mix of a portfolio under management by the Prudential Insurance
Company of America, is 40% to 60% in common stock and 20% to 30% in real estate
equity, with the balance in fixed income securities. Mr. William Field, Senior
Vice President of Prudential®s Asset Management Department, indicated that for
reasons of political toleration a 20% commitment to common stock might be more

advisable for the Alaska Permanent Fund.

Mr. William Field, Mr. Robert Salomon and Mr. Heath McLendon, President of the
investment management firm of Bernstein-Macaulay, Inc. agreed that the Trustees
should seek authority from the Legislature to invest in domestic common stock,
foreign securities, and real estate equity. They also volunteered that in their
respective opinions, the timing for purchases in foreign securities and real estate
was not good. However, they all felt that there would be better opportunities in the

next two or three years, and any program to make major commitments in foreign secu—

rities and real estate should be understood by all to be a three to five year program.

However, 1in their judgment, it is highly desirable to obtain authority as soon

as possible so as to maximize flexibility.

»



With the exception of the U. S. Steel Pension Fund, it was the opinion of
those that we contacted that the Alaska .Permanent Fund, as a consequence of its
sheer size, should utilize an index fund approach for its core holdings of
common stock. Mr. William Field suggested that otherwise the investment manage—
ment fees would become prohibitively expensive. It was suggested that outside
managers be utilized in such specialized areas as high technology stocks, energy
development stocks, foreign securities, and real estate equity to provide the
Permanent Fund an extra increment of yield above that which an index fund would
provide. It was the unanimous opinion of those to whom we talked that the
significant danger in hiring a number of investment managers to manage the common
stock portfolio was that the Permanent Fund would endup de facto as an expensively
managed index fund. The [largest acceptable number ofoutside managers suggested by
anyone was six, and these six would cover the full gamut of investments from
domestic common stock, foreign securities, to real estate equity. |If more
are hired, the feeling was expressed that the Trustees and staff are apt to find
increasingly large segments of their time devoted to monitoring the managers
performance and trying to determine how new flows of investable funds are to be al—

located among the various investment managers.

Typically most large corporate pension plans are handled by outside
investment managers with a number of plans managing onlyfixed income assets in
house. Among the people we visited, only the managerof the U. S. Steel Pension
Fund unqualifiedly thought that the entirety of the Alaska Permanent Fund could
be managed in house in Alaska. The U. S. Steel Pension Fund is managed entirely

in house with a staff of eleven investment professionals. This staff consists



of nine Certified Financial Analysts, one trader, and one specialist in money
market and fixed income securities. It is interesting to note, however, that
although the headquarters for the U. S. Steel Corporation is in Pittsburgh, the
Company chose to run its pension fund out of New York City. Also the manager

of the Fund felt that they were not close enough to the European markets to run

a portfolio of European securities out of their New York office. Mr. William Field
of the Prudential Insurance Company of America, on the other hand, felt on the basis
of his experience with governmental bodies that the Trustees would likely have
great difficulty in obtaining funding from the Legislature to run an in house
operation with first class talent. To attract a top administrator to the
Permanent Fund would require, 1in his opinion, a salary of approximately $250,000

per annum with other positions scaled down to $70,000.

The consensus opinion was that, if the Trustees chose to run fixed income securiti
in house, an index fund for core domestic stock holdings, and to choose outside
investment managers for other specialized investment areas, a staff of four invest—
ment professionals plus clerical help would be adequate to manage a $6 billion or
larger fund. Assuming a staff of four investment professionals, one should specialize
in fixed income securities; one should manage the index fund; one should monitor
the outside managers; and one should have expertise in the field of real estate

investments.

In selecting investment managers, the general feeling was that enough
informat ion is published regarding the performance of investment managers that the
Board of Trustees should utilize its staff to select the most promising managers
to make investment presentations before the Trustees. It was also strongly urged

by Mr. Heath Mclendon and Mr. William Field that the Permanent Fund staff make visits



directly to potential managers®""offices to meet their staffs and discuss with

them their investment philosophies and how they visualize investing for the Permanent
Fund. It was felt that only after the Permanent Fund staff has made its selection of
potential managers should a consultant he hired for the specific purpose of review—

ing this list to see if any managers of merit have been missed.

It was interesting to note the generally low regard held for performance
measurement analysts by most people we visited. While agreeing that they are
necessary for public®"bodies in order to provide an element of comfort to thenm,
they felt that they are expensive and that undue heavy reliance on them may result
in inappropriate comparisons. In measuring performance, Mr. William Field
strongly urged that the Standard & Poor®s 500 not be used as the measurement of
performance. Rather, 1in his opinion, the measure should be the ability of a fund to
earn aspecific positive rate of return above inflation on a consistent basis.

Consistency, in his view, is the most important element of measurement.

In conclusion, there are two basic questions which the Board of Trustees

should address before deciding questions of organization and investment strategy.
As Robert Salomon said these are questions which your Trustees cannot avoid for
they will ultimately be held responsible for the answers whether or not they address
the questions directly or leave them to members of their staff. The questions are
as follows:

1. What is to be the objective of the Alaska Permanent Fund?

2. How is the corpus of the Alaska Permanent Fun- to be allocated

to different types of investments?



Once the first question is answered, much will have been determined about the
level of liquidity which can be maintained and the parameters of risk that the
Permanent Fund will have to assume in order to attain its objective. Quite
obviously the level of risk toleration would have to be sustantially higher should
the Board seek to obtain a 5% real rate of return as opposed to a 21 real return,
and the allocation of investments would have t:o be concentrated in those areas

which have a higher element of inherent risk but also offer potentially greater

investment rewards.



Monday - July 6

9:30 A. M.

12:00 Noon

Tuesday - July 7

11:30 A. M.

Wednesday - July 8

10:00 A. M.
3:30 P. M.
6:00 P. M.

Thursday - July 9

11:00 A. M.

3%9Q p-,m.

INVESTMENT MEETINGS
New York City

Bache Halsy Stuart Shields Inc.

Bache Building

100 Gold St.

6th Floor

New York City, N. VY.

Sam Plia, Lou Auer, Executive Vice President
212-791-2467

(To include lunch)
Prudential Insurance Company
Newark, N. J.

William Field 201-877-7979

(To include lunch)

Shearson Loeb Rhoades Inc.

2 WorH Trade Cente.r

106th Floor

John McDougall 212-577-2718

The. First Boston Corporation
20 Exchange Place

8th Flo r

(To include lunch)

Gene Boehringer 212-825-2096

Discount Corporation of New York
58 Pine Street

Rodney Bird 212-248-8931

(To include dinner)

The Leash Club

41 East G3rd St.

(To include lunch)

U. S. Steel Pension Fund

General Motors Building

767 Fifth Avenue

Graham Harrison, President & John Van Duesen,
212-826-8472

Buck Consulting Group

Vice President



INVESTMENT MEETINGS - New York City Continued

Friday - July 10

(To include lunch)
Salomon Brothers
One New York Plaza

42nd Floor
R. S. Salomon 212-747-7000

10:00 A. M.



DEPARTMENT OF LAW

POUCH K = STATE CAPITOL

JUNEAU, ALASKA 99811
OFFICE OF THEATTORNEY GENERAL PHONE: 19073 465-36C0

July 31, 1981

Mr. EImer Rasmuson, Chairman
Board of Trustees

Alaska Permanent Fund Corp.
Box 600

Anchorage, AK. 99510

Re: Legal assistance re
investment practices

Dear Mr. Rasmuson:

I am writing to inform you of the current activities
of the Department of Law relating to the investment of state
funds. As background, the current status of the investment of
state funds may be summarized as follows:

The monetary assets of the State of Alaska now con—
sist of four funds: the general fund, the public employees*®
retirement system fund, the teachers®™ retirement system fund,
and the permanent fund, all of which are managed and 1invested
by the Treasury Division of the Department of Revenue, under
the authority and supervision of the commissioner of revenue.
The approximate aggregate balance of these funds at present
is $4.9 billion (approximately $510 million in the PERS fund,
$385 million in the TRS fund, $1.8 billion in the permanent
fund, and $2.2 billion in the general fund). These figures
represent the amount of money for which the treasury has in—
vestment management responsibility (not the amount available
for appropriation or expenditure), and they vary from, day to
day depending on the flow of income and the demand on-state
warrants.

The 1investment of each of the four funds 1is regu-—
lated by a .separate statute (AS 14.25.180, TRS fund; AS 37.-
10.070, general fund; AS 37.13.120, permanent fund; and AS
39.35.110, PERS fund), and in the case of the permanent fund,
by a constitutional provision requiring investment only in
income-producing assets. Alaska Const., art. 11X, 8 158 These
statutes vary in terms of the list of specific types of in—
vestments which are authorized, but each contains a general
provision commonly known as the prudent-man or prudent-inves—
tor rule.



Mr. Elmer Rasmuson, Chairman July 31, 1981
Alaska Permanent Fund Corp. Page #2

There is a large body of law interpreting the pru-
dent-investor rule in the context of both public and private
funds. It is our opinion that prudence in the management of
all of these state funds requires the development and imple—
mentation of consistent: procedures and practices for the eval —
uation of investment opportunities, and the execution of in—
vestment agreements, which conform to the prudent-investor
rule. The development of such routine practices and. proce —
dures is particularly important at present, because of the
rapidly expanding variety of investment alternatives, the vol —
atility of financial markets, and the rapid expansion of the
state treasury.

While in New York with the permanent fund and trea-—
sury staff, | met with members of two law firms (Shearman &
Sterling, and Debevoise, Plimpton, Lyons, and Gates) to dis—
cuss their ability to provide legal assistance on matters re—
lated to state investment practices. I also met with the
chief general counsel in the Investment Management Group of
Citibank, N.A. to discuss matters related to the function of
general counsel to an institution which manages large invest—
ment funds.

We have retained Shearman & Sterling to assist us
in preparation of an agreement related to investment 1in gold
by the retirement funds. We are now discussing with both
firms their ideas for assisting us in the development of stan-—
dard investment practices and procedures as discussed above,
and hope to retain one of them for this purpose in the near
future. We believe that the development of such investment
practices with the assistance of a law firm which 1is actively
involved in advising major public and private financial insti—
tutions will be 1important in helping our investment managers
to carry out their fiduciary responsibilities for our rapidly
increasing state funds over the next several decades. Our
current work 1in this area, is aimed primarily at investment
management for the retirement funds and the general fund, but
will be directly relevant to developing investment management
guidelines for the permanent fund.

Sincerely yours,

WILSON L. CONDON
ATTORNZ?Y GENERAL

LLD/pjg
cc: Thomas K. Williams By:
Robert W. Ward Assistant Attorney General

George Rogers
Peter McDowel"
Jim Rhode
Peter Bushre
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Memorandum to the Trustees of the Permanent Fund
After a Year - Some Decisions we all Face H .. .
«yV -
-y -

INTRODUCTION

The objective of this memorandum is to take stock of where we are with the
Permanent Fund, identify where we are going, and indicate some of the policy
decisions on which the Governor and the Legislature would want our views.

The decision which the Trustees made early last year to work in close liason
with the Governor®s office and the Legislature in evolving operational and future
policy has proven a wise one. Everyone has been kept informed, and participation
has been sincerely invited, including from the general public. Since the time for
any legislative recommendations from our Board is rapidly approaching, 1 am setting

down various pbservations for purpose of discussion, amplification and final decision,
not later than our December meeting.

‘— . .
I. History

A) The Permanent Fund was created by constitutional amendment in 1976. The
key features are:

1) "no less than" 26% of royaltyand related mineral income goes into the
Fund automatically (about 10% of total oil receipts today).

2) The money is to be used only for "income producing investments", this
precludes using the principal for government spending, presumably rules

out barren assets such as gold, and could bar taking equity positions
that have delayed income.

3) Fund income goes into the general fund "unless otherwise provided by
law”, which the framers considered the most neutral place for the
income pending legislative action.

B) Following a determined .legislative struggle of four years, the Permanent
Fund Act of 1980 provided: *

1) Management by six trustees, three from the public,, .the Commissioner of
Revenue, and the Governor®s choice of any two other commissioners.

2) Independent staffing, internal or retained, with (rare) authority to
hire without the normal restrictions and pay scales of the civil
service.

3) A consciously restricted investment list (largely to forstall financial
adventures by the Fund), focusing on U. S. government securities, money
market paper, bank CD"s, mortgages and other fixed income paper. Common
stocks, 1income property, and foreign assets were not allowed.

4) Unusual rules were imposed to insure full disclosure of the Fund's
activities and financial health, including special legislative oversight.
These rules have since become a model for the laws governing other state
corporations.
Il. Possible Changes in the Permanent Fund

A) Perspective

1) In order to play a stabilizing role in state affairs (and to guard the
independence of the Fund) , changes ought to be careful and gradual.

2) The sheer magnitude of the Fund requires caution in making changes.
a) If all goes well, the Fund will have over $4 billion by next July.
Alaska®"s economy, with $4.5 billion personal income last year, could
not absorb this level of investment. Department of Revenue forecasts

estimate the Fund to be $28 billions by the year 2000.

b) Even if we could force a large Dart of this money into our economy,
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2)

3)

a)

\Y)

b)

The "savings-income approach"™ is to convey the principal of the Funde
to future generations, while both current and future residents enjoy the
income.

The "full-scale development approach” is to have the Fund take the central
role in the growth of the Alaskan economy, either by direct lending, the
mguarantee of business and municipal borrowings, or even the building of
capital projects that earn user fees (at a market rate).

There are many problems with this second, "full-scale development approach".

The evidence presented to the Trustees is that major., sound business
proposals do not lack investor! here and from Outside. Indeed, the
Native corporations, which-have powerful reasons to find investment
opportunities in Alaska, have a continual problem in finding new
businesses for their money. A so-called "capital gap"™ “usually turns out
to be a gap in managerial skill or markets or labor costs between here
and other places.

Asking the Fund to carry out this role nay only result in displacing
private capital, and may take us into risks and losses that betray the
name of a "Permanent Fund."

If we choose to favor a sector of the economy with special programs, |
believe that decision belongs in the Legislature. Even there, as we
know, it is difficult to measure success, efficiency, and the fairness
of programs. Correcting problems seems harder still. Cut off from
elected officials, such programs seem bound to be a case of public
money used for private policy.

i believe, however, there is a proper role for the Fund to play in our
economy, as part of having a balanced portfolio. A year ago, 1 set out
some of my first ideas on this matter. Essentially, a Fund taking part i
Alaskan investments on equal terms and conditions with other investors is
not the same thing as being the "Lender of First Resort."

n

Implications of the Basic Choice

A)

D

2)

3

Management under the "savings-income approach", with its clear aims, is
fully consistent with the present independent status of the Fund. But 1
would ask you to consider these changes.

The effective supervision of a large investment pool, one day the largest
of any state, cannot be an occasional thing. It is not for any of us today
and the challenge can only increase. I believe that recognition of the
time expected of each trustee is best made by an ample, but not full-time
salary. In this way, people of the necessary background can be retained,
without the Board ever becoming a place to reward political allies.

Many large corporations compensate their directors on this basis.

If the true responsibilities of each trustee are extensive, their selection
must be made, not only on a basis of special competence, but also on
availability for the job. This raises a question as to availability of
Commissioners for future trustee duties, since they presumably are already

burdened with full-time responsibilities. The participation of the
existing Commissioners has been excellent in this formative policy period
but we will soon pass to an operational stage. Probably the Commissioner of

Revenue should always be a trustee because of the information he brings as
chief fiscal officer of the state and the consequent ease in coordination
with tne major force in Alaska"s economy.

A Fund of this kind will not require a large, locally based staff. At
this point, | see a place for some internal staff, both to share in placing
the portfolio and to monitor specialty firms that will have to be retained.
We cannot hope to draw people who are expert in some special areas of

investment and,even if we could, they would be too far away from market
centers.

The criteria for selection of _investment managers necessarily depend
unnn ®Ho *m»n ~i n. a k~: *j » —— o



B) If our basic choice is the “Savings-income approach"”™, then we have to deal
with inflation. We may not have to spend principal for long decades, but

a fall.in real principal (adjusted for inflation) always brings a like fall
in real income.

1) The first defense is to widen the list of legal investments to include

, some equities— both in stocks and real estate. All that "equity" means
is residual ownership, after any debts have been satisfied. We ail know
that debts are paid off in fixed sums of money. Thus in times of inflation,

the increased value of the property or security belongs to the equitable
owner— the common stockholder.

This is the advise we are receiving from our visiting advisers and
financial consultants outside the state. Our investments should be
broadened to. include some common stocks, income property and perhaps
even foreign assets. Changes of this kind can be done prudently; \it we
irtust come to understand what it means to invest for the long term, which
involves a patient outlook.

2) A second defense of the real principal is to return a portion of the
Fund*s earnings to the Fund for reinvestment. Perhaps we can limit
outgo to real income, or simply half the earnings. One of the most
powerful and prudent ways to expand the Fund (and at the same time offset
inflation) is by reinvestment of income. Certainly, for the time being
the General Fund of the state is not in need of supplements from the Fund.

Let me illustrate what happens if we do nothing. Suppose we had a

$10 billion Fund earning 15%, and paid all of it out despite a 10% in—
flation. The result in 30 years is a fall in real income from $1.5
billion to $86 million at the end. To make the same point, a $1.5 billion
Permanent Fund dividend will then only buy what $86 millions buys today.

3) This emphasis on maintaining purchasing power gives the clue to evaluating
investment performance. We have been advised that the best measurement
of performance should be the ability of the Fundtoearn aspecific rate
of return above inflation on a consistent basis.

Inflation can be tracked through the Consumer Price Index (CPI). Some
investment managers recommend comparison with the Gross National Product
(GNP) defiater as a less volatile indicator.

The advantages of this approach is that the Trustees and Legislature can
agree on a percentage above tre inflation rate as being the target real
income. This fits in with the concept of total asset management- both
short and long term. It avoids striving for excessiveand speculative
returns which could lead to eventual losses.

C) Under this "savings-income approach"™, a number of uses for the income
suggest themselves.

1) Cash dividends. This 1is already on the books, but pending, as you know,
before the U. S. Supreme Court, and may have to be changed. This certainly
brings the widest possible constituency for the Fund, but not a few have
various problems with this approach, especially the problem of in-migration
as the plan now stands.

2) Others speak of using the Fund income to cover future budgets for as
long as possible. But there are serious doubts about this, first about
our readiness to put the large sums aside in time, secondly about the
wisdom of giving (another) blank check to the state government.

3) I want to offer a third approach, which compliments the idea of the
dividends, although these are tax-free. It would be to endow central
programs in the budget, those which benefit the widest cross-section of
the public. They include education, housing, block grants to cities and
boroughs, Alaskan oriented research, possibly energy.

Some of the thoughts expressed in my memorandum of November 21, 1960, are
equally applicable today in our formulation of policy. They a-e thus incorporate
herein by reference.



The desirable changes in the legislative act creating theAlaska Permanent
Fund are simple inconcept and appear to need only be three innumber. Most of
the policy decisions and operating procedures of the Fund can better be defined
through Board of Trustees Resolutions. This gives flexibility and, at the same
. i %

time, clarity to the public.
/

The three legislative changes can be classified as follows:
1. Structureof the Board of Trustees to achieve a desirable degree of
independence.
2. Expansion of the legal investments of the Fund to include equities-
e both in securities and in real estate.
3. Permission for the Trustees to reinvest part of the investment income of

the Fund to offsetthe impact of inflation and to permit growth of theFund.
These changes are discussed in supporting memoranda.

Structure of the Board of Trustees
YHe

The most fundamental part of the Permanent Fund and the determining factor
in its success or failure is the Board of Trustees. Water cannot rise higher than

its source.

The Board sets the policy for:
1. The goals of the Fund.
2. The 1investments within the limits set by the Legislature.

3. selection of investment managers- whether in-house or outside.

In addition, the Board operates in close coordihation in policy and practice

with the executive and legislative branches of the state government.
The public image and confidence in the Fund rests with the Board.

Qualifications of the Trustees:
It is not reasonable to expect that the Trustees should be especially skilled
in investment management. The prime requisites are that the Trustees be Alaskans

of integrity and favorable public image.

However, it is desirable that each Trustee have a background in decision



ap

appointment by the Governor, it is essential that the Board be reasonably insulated
from the fluctuating winds of politics- either executive or legislative.

This 1is in order to:

1. Enable consistency in policy, to be developed and implemented.

2. Give confidence to prospective staff in recruitment and in retaining of
investment managers.

3. Attract top quality trustees.

The recommended independence has adequate safeguards built in for protection
against ar. irresponsible independence of the Board.

From the standpoint of the executive branch, this results from the fact that
the Governor:

1. Appoints all trustees and may remove themat will.

2. There isa continuous liason throughthe Commissionerof Revenue.

From the standpoint of the Legislature, this results from the fact that the
Legislature:

1. Sets the legislative guidelines (i.e. the charter) ofthe Fund, which can
be changed by any succeeding Legislature.

2. Determines the dispositiqn#ff the earnings of the Fund.

3. Has review on a continuous basis through the joint Legislative Budget and
Auditing Committee.

Conclusion:

The trustees can neither in theory nor in practice operate without joint
support and confidence of both the Governor and the Legislature. The degree of
independence recommended is merely to slow down precipitous action. This enables-a
reasonable time to:

1. Develop proper organization and investment strategy.

2. Evaluate the Board"s policies and action by the Giivemor , the Legislature
and the public.

The greatest safeguard from undesirable action by the Board, political office
holders, or the public is through accepted tradition- and the next three years are
crucial.

Implementation:

The movement towards" beneficial ~independence can be facilitated by a change 1In
the composition of the Board of Trustees to limit the cabinet representation to

the Commissioner of Revenue and have fnur nnhl ir nom«orp .48V f ~r



However, because of the close relation necessary with the Department of Revenue,
the duties of its Commissioner naturally flow into the work of a Fund Trustee.

The closelidentity with the Governor % office inherent in having half of the
Trustees represented by Commissioners has been very effective in the organizational
stage of the Board. However, the operational stage which is forthcoming, will
involve considerable travel, probably monthly meetings and numerous consultations,
thus requiring commitments difficult for Commissioners to include in their busy

time schedules.

e|If this change in composition of the Board is acceptable to the Governor-and
the Legislature, the necessary enabling legislation could be passed at the forthcoming
session. Attached is a schedule showing the effect of the suggested change 1in

composition and terms.

With the operational stage of the Board developing, it is logical to change
the compensation of the public members by eliminating the honorarium for attendance
at meetings and substitute an annual fee for all personal services of each public
Trustee.

Reasoning:

The attendance honorarium is illogical in that it assumes that the Trustees”
services are performed only at a stated meeting. It ignores the fact that the
Board 1is a working body involving continuous services in committees, traveling,
consultation with staff, investment managers, other fund trustees, participation

>
in work shops with legislators, interested public groups, etc.

It is suggested that the public members receive- an annual fee on a par with
that of the legislators. This does not introduce an employee relationship but
assumes the fiduciary relation comparable to that of directors of a corporation.

1. The suggested compensation would be in line with compensation of legislators,
state of Alaska staff and private industry.

2. It assumes a dedication of 25% to 50% of the public members®™ time,
depending on assignments.

3. The suggested fee is set to be midway between the value of the Trustee®"s
services in the market place and a pure donation of time which is not within the

ability of many fine, potential Trustees. It is not so large as to be a sought-



Accountability of the Board:

The Legislature has provided for independence of Board management of the Fund
by transfer of _.Fund assets to the Permanent Fund Corporation and instructions to
manage ané invest. However, there are problems of identity which soon will be
upon us and deserve clarification.

1. There 1is no place under present law where the complete financial performance
of the Fund is summarized and disclosed. i Administrative and other expenses (e.g-
supplies, safe keeping, travel, auditing”~.consultants® fees, ?tc.) are paid by the
General Fund and are not included in the statements of the Permanent Fund., This
is so significant an omission that our auditors have to mention it through foot-—
note. This has also been commented on in public hearings. The forthcoming large
expenses in staff and management consultants, this lack of centralization of all
income and expenses of the Fund will prevent any proper accountability of Fund
performance and the published statements will be a distortion of results.

2. To the extent that professional in-house investment management is built
up, certain key personnel will probably require compensation at rates higher than
presently contemplated in statF salary structures. Those individuals are highly
trained and, since the best are limited in supply, command specialty compensation.
To the extent that investment managers are retained, their services, based on
market value of assets co”ld be greater than any previously paid state departments.

3. Another requirement for proper management of the Fund is strict confi—
dentiality during sensitive operations. This includes the negotiation with
investment managers, decisions on investment strategy, receipt and study of
evaluations of both securities and the performance of investment managers. While

the security portfolio held by the Fund would be published in detail, the decisions

during the purchases and sales would require confidentiality.

A simple and straightforward solution to the foregoing problems is to designate
the Permanent Fund Corporation as a separate entity for budgetary and accountability”
purposes. All income and expenses attributable to the Fund operation should flow
through the Fund accounts. By this means, the financial statements of the Fund
would disclose all results of operation and the complete performance of the Board
Management could be easily monitored by the Governor, the Legislature and the

public.



and then fixed by the Legislature if they so desire.

Expansion of Legal Investments of the Fund
The Legislature has charged the Board with the obligation of "conserving a portion
of the state"s revenues from mineral resources to benefit all generations of

Alaskans." (Sec. 37.13.020u ).

It would be of little benefit to future Alaskans to hand on tothem a Fund
of the same dollars but of sharply reduced purchasing power becauseof inflation.
This has a double doleful impact, because a fall in real principal (adjusted for

inflation) always brings a like fall in real -hcome.

The advise we have received from visiting advisers, financial consultants
and the fund managers in consistent. Our investments should be broadened to

include equities— both in stocks and real estate.

The reasoning of the advice is clear and simple. Under present Jlaw, the only
legal investments for the Fund are debt instruments. Debts are repaid in fixed
sums of money. In times of inflation, the increase in value of the underlying
property of a company belongs not to the debt holder but to the stockholder.
Therefore, to offset inflation, the Fund needs to have a substantial part of its

investments in the form of equity ownership.

There is another compelling reason for the Fund to hold common stocks and
that is to share in the growth of the company and the country. With population
...lcreases in Alaska, the per capita value of the Perqapent Fund can be increased by
adding to the Fund"s principal at a faster rate than the population growth. But
this ability to add to the capital may not continue indefinitely. Furthermore,
why turn down the opportunity to share in the economic growth of the companies

whose securities are available for investment?

An obvious and legitimate concern in the expansion of the legal investment
list is the matter of risk. There are three main types of risk to which the Fund
management must address itself.

The first risk is the erosion of value through inflation. By confining the

investments only to debt instruments, this risk is assured and devastating.



.in market value than debt instruments. However, 1in recent years, bonds of both
medium and long term have experienced as great a market risk. No one recommends
that a large pension or endowment fund be concentrated entirely and permanently in~
short-term, investments. The answer to this type of risk is to have a long-term
outlook in investments- a patient capital approach. Statistical summaries for
practically any ten year period selected, show a positive appreciation for

equity investments.

The third risk is variability in rate of investment return. This should be
of great concern to all interested in the performance of the Permanent Fund. Con-—
sistency of return will yield better long term results than a fluctuating return.

Dependability in return is necessary for making budget forecasts by those who are

designated to receive the income.

The factors which must be considered in this type of risk are varied and
complex. However, modem portfolio management has learned to overcome such risk.
Diversification of investment by security, issuer, industry and location is a
useful tool. The impact of business cycles, interest movements and political
changes can be dampened out by a proper mix rf equity and fixed income securities
in the portfolio. The risk in investment management is best countered by having a
number of managers with their performance monitored by professional experts and

their retention based on their results.

Changes by the Legislature in the investment guidelines for the Fund should
be gradual and step by step. Fortunately, there exists a precedence in the investment
authority for the Teachers Retirement System and the Public Employees Retirement
System which is familiar to the Legislature. It appears that the investment criteria
for these retirement funds could-be flexible enough for a positive performance by

the Permanent Fund.

It should be noted that the permission to the Retirement Funds to invest in
gold is not desired for the Permanent Fund. The constitutional requirement for
investments to be income producing would probably eliminate it anyway.

The proportions of the Fund to be invested in stocks should best be left to
the discretion of the Board and will vary over years as the mix between equities

and fixed income securities is determined to meet the objectives of the Fund.



The retirement funds of the state of Alaska allow real estate investment in

national pooled funds. This would be the principal kind of real estate Investment
for the Permanent Fund. In the opinion of the writer, there are profitable and very
1 t

safe investments that could be made directly in improved real estate on a selective
basis. However, if there is any hesitation on the part of the Legislature to
grant this kind of real estate investment authority, itcould await further experience

in the management of the Fund.

Permission to Reinvest Part of Investment Income
of the Fund

The most important legislative change necessary to enable the Board to carry
out its implied mandate to conserve the real principal of the Fund for future
generations is to permit reinvestment of investment income. Investment 1in equities
will help the Fund grow. But if a permission to invest in equities 1is granted, it
need be coupled with a redefinition of income to include dividends and capital
gains. Then, regardless of the rate of income, if all income is transferred to the

the B 3 ) B, , -
Permanent Fund, the value of/Fund will inevitably decline in purchasing power and

income.

i
To illustrate the point: If the Fund has $10 billion,earning 15%, and pays

all of it out despite an inflation of, say 10%, in 30 years there would be a fall

in real income from $1.5 billion to $86 million at the end.

Redefinition of income:

IT equities are permitted for investment by the Fund,the income therefrom,-
dividends, rents and capital gains and losses- must be netted out and included in
that investment income.” This is necessary to compute the true income of the

investment and to yield the cash for purposes of distribution to beneficiaries

as determined by the Legislature.

IT this expanded definition of income is made in the existing law, it should
be coupled with a change to charge all security losses to income as incurred. This

would be in accordance with generally accepted principles of accounting.

Amount of income to retain in Fund.

The most effective way to retain income is for the Legislature to authorize



A portion of this income, say one-half, should be carried to surplus and
permanently retained as part of the pincipal of the Fund. The resultant earnings

would aid in the dollar growth of the Fund and help in part to offset inflation.

The other half can best be carried to a reserve, subject to appropriation
by the Legislature. The decision as to how much to appropriate, and for what, can
perhaps better be done later. A good argument can be made to not appropriate the

entire half, but let inflation and investment results enter also in the picture.

The practice of the Harvard Management Company is helpful in this regard.
This is a growing fund of approximately $1.7 billion at present. Income distribution
is predicated on the anticipation that total investment return will be 8% annually
on market value over the long term. 4% 1is distributed to University Departments
and is used for planning purposes. The other 4% 1is retained for reinvestment.
The actual earnings in most years have been higher and the excess of the
distributable 4% goes into a stabilization reserve so as to meet the budgeted
distribution rate. It should be noted that an 8% anticipated return on market

value of investments is substantially more than on historical cost.

Elmer Rasmuson



Unde"r present law: Inception Expiration

First year of office of new Governor -

Commissioner of Revenue . 1983 Pleasure of Gov
Two other Commissioners 1983
One public member 1983 1986

1

Second year of office -

One public member 1984 1987
Third year of office -

One public member 1985 1988
Fourth year of office -

«
No new appointment

Result: Under present law, four of the six trustees are appointed
by the incoming Governor within six months of his office.

Under proposed law: .
if approved at next legislative session:

Governor Hammond would appoint -

Commissioner of Revenue 1981 Pleasure of Gov
One public member 1982 1986
(present term of Elmer Rasmuson)
New Governor would appoint in first year of office -
Commissioner of Revenue ) 1983 Pleasure of Gov
One public member 1983 1987
(present term of George Rogers)
Second year of office -
One public member 1984 * 1988
(present term of Peter McDowell) “c
Third year of office -
One public member 1985 1989
Fourth year of office - 1
One public member 1986 1990
Stability consequences of proposed legislation:
1. None of the terms of the present public members would be abridged.
2. Governor Hajrircand Would maintain his right to have the Commissioner of Revenue

on the Board, and his present authority to appoint a public member in 1982 would not

be changed.

3. The three public members appointed by Governor Hammond would continue into

the administration of the" succeeding Governor.

4. The incoming Governor would have the right to appoint his Commissioner of



ALLIANCE CAPITAL MANAGEMENT CORPORATION®

INFLATION IMPACT

1975-1979 ¢ 9 mos. 1980
Consumer Price Index NT.9% 9.57
Standard & Poors 500 ' 99,9 21,0

Alliance Equity Fund Composite 191,1 « 28,0
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STOCKS, BONDS, RISK FREE ASSETS S INFLATION
Compound Growth Rates: 1926 - 1979

NOMINAL REAL
COMMON STOCKS (S S P 500) 9.0 = 6,1%
1
LONG-TERM CORPORATE BONDS 3,8% e 1,0%
fi
TREASURY BILLS 2, %  (0,2%
INFLATION 2, %

%

. Source: Ibbotsen-Sinquefield



WEFAI TH iwnmpfi OF INVESTMENTS INTHE U.S. CAPITAL MARKETS
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THE CASE FOR EURODOLLAR DEPOSITS AND C. D.s

Eurodollar time deposits and Eurodollar certificates of deposit
are time deposits denominated in U. S. dollars and accepted or issued by
the London branches of major European, United States, Canadian, and
Japanese commercial banks as veil as the international subsidiaries of
United Kingdom clearing banks. The Eurodollar deposit and C. D. markets
grew rapidly in the 1960"s in response to measures taken by the United States
to restrict the outflow of dollars. Significant growth is also attributable
to the tight money -periods of 1966 and 1969 when short term rates in the
United States rose above the maximums U. S. commercial banks could pay on
domestic time deposits in accordance with Regulation Q. This forced U. S.
banks to borrow heavily from their branches abroad where interest rates
were not regulated.

As the result of recurrent balance of payments problems during the
1960 %, such foreign investment controls as the Interest Equalization Tax,
Voluntary Foreign Credit Restraint Guidelines, and Overseas Foreign Direct
Investment Regulations were instituted. Although these controls effectively
closed the U. S. capital.markets to foreign borrowers and prevented U. S.
.Firms from transferring capital abroad, they contributed significantly to
the development of an active market for U. S. dollars on deposit outside
the u. S. In early 1974, these control, programs were all eliminated. Many
observers thought that the Eurodollar market as a result would disappear.
However, since no reserve requirements were levied on these deposits, the
continued growth of the Eurodollar market was assured. The lack of reserve
requirements enabled banks to pay higher interest on deposits while at the
same time charging a lower rate on loans and still to increase profits.
The volume of outstanding Eurodollar negotiable C. D.s continued to grow
to its present size of approximately $32 billion while the much larger
Eurodollar deposit market has grown to an estimated $425 billion.

Most Eurodollar negotiable C. D.s are issued with maturities up to one
year by prime international banks. Banks usually quote rates for three,
six, and twelve month maturities, corresponding to their loan rollover
requirements, rather- than for all maturities as in the United States. U. S.
purchasers of Eurodollar C. D.s include coraraer %Wial bank portfolios and trust
departments, corporations, 1insurance companies and various other institutions.
In addition, a large number of foreign entities are active participants in
the Eurodollar C. D. market. [Investors generally receive an additional
1/8 to 1/4% in yield over domestic C. D.s of the same issuer and maturity
while a holder of a non-negotiable Eurodollar time deposit normally picks up
still an additional 1/8 to 1/4%. These spreads may change as the result
of the recent (November 13, 1980) requirement that U. S. and foreign agency
banks hold 3% reserves against their net balances due to foreign branches. It
still too early to determine what the likely impact of this reserve require—
ment on the Eurodollar markets will be.

Many investment bankers and commercial banks actively trade Eurodollar
C. D.s providing liquidity to these investment instruments. The standard
trading units are multiples of $1,000,000. The trading volume of Eurodollar

is



C. D.s has grown steadily from a monthly average turnover of about

$2.1 billion in 1974 to more than $12 billion in mid-1979 with trades of
$20 to $25 million not uncommon. Trading activity in the market 1is
influenced not only by normal seasonal pressures affecting the domestic
C. D. market but also by periodic loan rollover pressure and foreign
exchange developments which may have a significant impact on rases,
thereby presenting opportunities for the investor.

With regard to credit risk, the deposits are general obligations of
the issuing bank under the laws of England where they are issued and
payable. Holders of these deposits are creditors of the entire bank and
not just the issuing branch. |If a branch failed to pay a C. D. because
of insolvency, it could be enforced against the head officp of the bank..
A depositor or C. D. .older could be negatively affected by government
action in two ways. One would be an action of the English government such
as its imposition of currency controls or interest limitations and. the
other would be by the action of the bank ® head office. This could take the:
form of modification or termination of the issuing bank®"s liability
regardless of where the holder sought payment. The chances of such
governmental action are viewed as highly unlikely.



Yields ol Three,and Six Monlh-Eurodollxr Certllicate* ol Depoelt
.er.d their Yield Spreeda above U.S. Prime Certifies!** of Deposit

. . Yield Spreads-
T ) Yield*- Euro $vs. U3. CJO.»
Eurodollar C.D. (In Basle Polnla)
Three . . Six Three Six
First of Month Month ¢ Month Month . ¢ Month
1974-Jan. 10.00% 10.00% + 80 +150
Apr. 9.81 9.81 + 6 ,+ 51
July 13.11 1331 +121 +151
Oct. 11.69 e ; 1175 + 89 +105'
1975-Jan. 9.63 944 ¢ 53 + 74
Apr. 6.56 6.94 + 46 + 54
July ‘ 630 7.00 + 20 + 30
Oct. 7.63 835 + 53 + 20
1976~Jan. 5.63 * 6.25 + 13 + 30
Apr. 531 5.88 + 11 .+ 28
July 5.88 6.50 + 14 + 30
Oct. 5.56 5.75 +21 + 25
1977-Jan. 4.88 5.00 + 23 +
Apr. " 5.06 531 . + 16 + 16
July tox * 5.63 5.81 '+ 25 +21
Oct 6.69 6.94 - + 29 + 24
1978-Jan. . 7.00 735 + 20 + 25
Apr. 7.20 . 7.50 + 35 + 20
July 8.35 8.70 + 25 + 15
Oct. 9.30 * 9.60 + 40 + 35
1979-Jan. 11.45 12.00 " + 55 + 50

Apr. 10.35 10.62 i+ 35 + 32



Volume Outstanding ol U.S. and Eurodollar Certi.'lc* ?a ol Deposit
and Secondary Market Turnover ol Eurodollar Ce.rtlicales ol Deposit

. (Billions ol OS. Dollars)

113. C.Dj . Eurodollar C.Da
¢ MId-monlh Total Total Secondary
(Approx.) Outstanding (1) Outstanding (2) Mark*ITumover(3t
1974-Jan. . 65.6 111 2.3
Apr. . 71.8 ' e "137 Z0
July 83.0 . 130 e 14
Oct 88.7 . 125 ZB
1975-Jan. S14 .o* 116 3.3
Apr. . 853 .113 ' 2.2
July 803 11.8 21
Oct 83.3 ' 124 . . 37
1976-Jan. 79.1 I 13.3 '51
Apr. 69.9 * - 141 4.6
July 69.5 14.9 . 5.0
Oct 64.6 15.7 5.4
1977-Jan. , 62.8 15.9 . 63
Apr. . 599 ¢ .. 17.0 « 5.7
o July 623 - 19.0 . 63
Oct. 683 21.7 ;6.1
) . t
1978-Jan. 75.8 219 7.4
April . 80.7 21.9* 75 **
July 87.3 220 - 4.7
Oct. 90.0" 235 ' 68
1979-Jan. . 96.5 . 273 11.6
Apr. 86.5 281 9.3
July " e 793 322 124



REAL ESTATE INVESTMENT MARKET
& REAL ESTATE EQUITY POOLS

Until the early 1960°s the real estate investment market in the United States was
primarily controlled by the real estate developer and the small investor or invest—
or group. There were few large real estatie projects and those that were built were
either financed or owned by one of a few insurance companies purchasing for their
own investment account. Industrial property was usually owned by the corporate user
or leased from local investors. The market place was highly fragmented and very
much an activity at the local level. Develop rs had small organizations and essen—
tially seat-of-the pants entrepreneurs.

The 1960"s saw an explosive demand for manufacturing warehousing, retail, commercial
and office facilities. The larger industrial and office park concepts were created
and the increasing demand for capital led most corporations to a leasing posture.
This was appropriate for warehousing and office facilities as a way to conserve
capital for business and as a strategy which allowed reaction to changing markets.
Family formation growth led to rapid residential suburban growth and as residental
developments grew so did retail and commercial developments. The shopping center
grew from infancy to maturity as regional enclosed mall centers creating a mini-
dowr.-own which had a major impact on residential and commercial growth patterns.
During this period a very few pension funds began to acquire industrial and commer—
cial properties for investment. At the same time, more insurance companies began
to add properties to their investment portfolios. The institutional real estate
investment market began to take on the characteristics of a regional and in some
cases a national market.

As we moved into the 1970"s real estate projects increased rapidly in size and com—
plexity demanding a broader range of professional skills. The size of real estate
development organizations expanded to handle regional as well as national areas as
well as a national market.

The 197A-1>76 recession dampened much corporate involvement in real estate but the
demand and growth for investment grade real estate product remained intense. De—
mand for pension fund real estate investments during the latter part of the 1970°s
drove down the current cash return on investments. Appreciation in value and rap—
idly rising rental rates created even more demand as real estate appeared attractive
as an alternative pension investment vehicle.

As we move into the 1980"s, commercial and industrial grade real estate will become
more and more an institutional market. The long term mortgage market is likely to
see a radical change necessitating substantial equity to be raised for larger real
estate projects. This will squeeze the smaller developers or will force them to
sell or joint venture their projects with institutions and pension funds. The very
large development projects will become exclusively an institutional and pension

furd market.

Consequently, the demand for real estate facilities from the user side is currently
very strong and promises to remain so during the 1980"s and beyond. The demand for
quality investment grade real estate by institutions and pension funds will be even
stronger. This will predictably result in lower current returns and stretched out
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periods to realize long terra return on investment objectives. The demand from both
the user and investor side combined with the effects of inflation and government
regulations will continue to push real estate up at a substantial rate. Commercial
and industrial real estate investments should continue to provide superior long-term
returns on investments.

In the last 10 years many trust, pools or funds have been established to participate
in the advantages of real estate investments. They consisted of larger mortgage
companies, banks, brokerage houses and insurance companies to name a few. Insurance
companies led the way since in many cases they had been involved in real estate
lending or purchasing for their portfolio for the past 100 years or longer.

Real estate is not a passive investment. It is a highly complicated field requiring
creative ability, qualitative as well as quantitative analysis, and most of all ex—
perience. Owned real estate has its own risk parameters quite different from those
of other investments. Once purchased, it has to be managed properly. Real Estate
eis susceptible to vacancies, demographic change, imbalance of income to expenses,
and overbuilding to name a few. Major insurance companies have the expertise as
well as offices all over the country, and this is a major advantage not available to
most other managers. Real Estate pools offer protection against downside risk due
to vacancies or rapidly escaxating operating costs. Prudently selected and main—
tained Real Estate can be considered a viable supplement to other portions of a
portfolio.

Funds accepted for real estate pools are limited to the properties available for
purchase in any given period. You advise them of your intention to join and give
them an indication of the amount you would like to deposit. They will accept your
funds on a quarterly basis only, and then only if they have sufficient properties

in line for purchase the following quarter. They will not guarantee acceptance of
your funds in a specified time frame. They will not purchase unqualified properties
just because funds are available.

Just as it is sometimes difficult to get in a real estate pool, it also takes time
to withdraw. It must be realized that real estate investments are relatively il—
liquid and should be considered long term investments. They will not force sell a
property just because you want to withdraw your funds. Most pools require 90 days
written notice prior to any quarterly date. This allows them time to find other
investors who want to invest in the pool, thus allowing you to withdraw. However,
if cash available in the pool is sufficient to allow your withdrawl earlier, they

will honor your request.

We"re sure everyone will agree that any investment portfolio, pension fund or per—
manent fund in this case, should have the ability to diversify its investments. We
have all witnessed the is and downs in stock and bond markets over the years. Good
real estate on the other hand on average has always increased in value. [Investment
decision makers have finally been convinced that real estate deserves a place in a
well diversified portfolio. We believe that the current trend toward real estate as
a major investment asset is both justified and of growing importance.
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Many investment managers have been aware of the advantages of real estate investing
but were discouraged from participating in real estate due to the lack of liquidity
and risk characteristics associated with outright ownership. Real estate pool in—
vestments are designed to overcome these problems. Pool investment offers well
managed diversification characteristics tailored to meet the risk to expected return
and liquidity requirements of .participants. The pools offer the investment advan-
tages of a portfolio of high -quality real estate, diversified by property type,
lease term, tenant type and geographic location, combining a potential for capital
appreciation with an attractive level of current income.

That last sentence says it all and deserves expanding upon:
Advantages

Real Estate equity pools are designed to deliver all of the advantages investors
seek from real estate, without the complexities of outright ownership.

Return Potential

Over the years, carefully selected real estate has demonstrated a consistent ability
to produce attractive yields.

Inflation Hedge

A rapid increase in real estate values has become increasingly evident in recent
years as escalating construction costs have exerted upward pressure on the replace—
ment cost of commercial and industrial properties. An attractive hedge against in—
flation.

Portfolio Diversification

Real estate assets produce very positive diversification characteristics when in—
troduced into the typical portfolio of stocks, bonds, mortgages and money market
investments to name a few.

A real estate pool also provides diversification of property types such as shopping
centers, apartment and office buildings, motels, hotels, industrial and warehouse
buildings, etc. Geographic diversification is provided through purchases of pro—
perty from coast to coast including Alaska. ,

As more and more investors become aware of the advantages of diversification and
returns available on these pools, the demand has been increasing. With this demand
there has been an increasing number of pools going on line, which makes good real
estate investments harder to find.

The better real estate pools do not speculate as Real Estate Investment Trusts
(REIT®) did back in the late sixties and early seventies. Real Estate Investment
Trusts began in 1960 when Congress passed the Real Estate Investment Trust Act.
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The purpose was to provide more capital to satisfy the growing demand for long term
investment money by opening the field to individual investors. The mortgage type
REIT created the surge of popularity between 1969-71. Underwriters encouraged banks
and others to establish trusts because the shares were easily sold and good fees
were to be made. The REIT"s borrowed heavily from banks and others to support their
demand for more money to lend construction and development projects. Serious prob—
lems began to surface in 1974 when the prime rate soared past 12% and some construc—
tion loans reached 18% to 20%. Many could not pay and projects could not be com—
pleted and many failures resulted. Insurance company pools do not sell shares to
the public, do not get involved in development projects until completed, and best

of all do not borrow monev to purchase real estate investments.

The insurance companies described on the following pages, it. our opinion, are among
the best in the industry. Other pools are available, some managed by non insurance
companies, and other insurance companies also have pools. Ve presently have retire—
ment systems funds in the pools with companies used as examples.



PRUDENTIAL INSURANCE COMPANY OF AMERICA

Prudential is the largest private real estate investor in the United States. As of
June 1980 their estate investment department employed a professional staff of almost
500 persons located in Prudential Corporate Headquarters and 71 field offices in the
United States and Canada. They manage nearly $18 billion of real estate investments,
including $14 billion in mortgages, $3 billion in wholly owned properties and over
$1 billion in joint ventures throughout the United States.

Because of their nationwide structure, the real estate department has established
direct working relationships with regional and national real estate developers,
brokers, managers, and investors. These relationships allow Purdentia.l to consider
property opportuni ies on a national basis.

Prudential Property Investment Separate Account (PRISA)
($2 billion) Annual Historical Performance

Breakdown of

Year Gross Net Net Return

Ending Return Return Income Appreciation
12-31-79 25.4% 23.9% 8.8% 15.1%
12-31-78 20.9 19.5 _ 9.0 10.5
12-31-7/ 12.0 10.7 7.8 2.9
12-3.1-7C 9.8 8.5 7.5 1.0
12-31-75 9.5 8.3 7.0 1.3

Geographical Lr"tacion

As of 6/30/80-% Regions (30 States)
22% West
20% South
18% Mid-West
40% East

Property Diversification

39% Office Buildings
23% Industrial Buildings
16% Hotels & Motels
19% Shopping Centers

3% Apartments



AETNA LIFE INSURANCE COMPANY

Aetna®s Real Estate Department has been in operation for over 100 years, anti in the
last 10 years has established an equity unit responsible for buying and managing
equity real estate. Aetna"s real estate and mortgage portfolio exceeds $5 billion.
The real estate department is comprised of 130 employees with a variety of backgrounds
in real estate. The department utilizes both correspondents and direct lending
capabilities. They are affiliated with over 85 mortgage bankers in major metro—
politan areas who are under contract to produce real estate and mortgage investments.
Their internal National Accounts unit deals directly with major real estate develop—
ment companies which operate on a national basis.

Aetna Real Estate Separate Account
($300 MM) Annual Historical Performance

Total
Yield Appreciation Return
Jan.-Dec., 1978 7.73% .827. 8.55%
Jan.-Dec., 19n9 9.03% 3.54% “ 12.57%

Geographic Distribution

As of 6/30/80-% Regions
30% Rockies

16% South
18% Mid West

3% East

33% West

Property Diversification

45% Retail Buildings
2% . Land

20% Office Buildings
19% Industrial

14% Waiehouse Buildings



JOHN HANCOCK MUTUAL LIFE INSURANCE COMPANY

The John Hancock®"s Real Estate Department has been in existence for over 100 years
and currently manages a portfolio of commercial and agricultural real estate and
mortgages of all types in excess of $4 billion. In addition to a staff of in-house
professionals including 50 mortgage investment officers, they have advisory and or—
igination capability from a network of 58 mortgage banking firms and their branch e
offices located in major metropolitan cities from coast to coast. They also have
eight agricultural loan agencies in the major farm areas of the country, and main—
tain extensive contact with major property developers as well as the mortgage and
real estate brokerage community.

($350 ) Equity Real Estate Account (ERA)
Annual .Historical Performance

Total*

Yield Appreciation Return

Jan. - Dec., 1977 9.1% 1.2% 10.3%
Jan. - Dec., 1978 9.3 2.5 11.8
Jan. - Dec., 1979 10.2 8.8 19.0

Geographic Distribution

As of 6/30/80-% 7 Regions (21 States)
11% New England
13% Middle Atlantic
15% Southeast
30% Midwest
5% Southcentral
13% Mountain/Southwest
13% Pacific

Property Diversification

32% Industrial Buildings
8% Hotel

28% Warehouse Buildings

13% Office Buildings

17% Shopping Centers

3% Retail Stores



EQUITABLE LIFE ASSURANCE COMPANY

Equitable®s Real Estate Department has been in operation for over 115 years and has

been involved in equity real estate ownership and management for over 25 years with

over $3 billion under management. The real estate department presently has a staff

of over 500 full-time real estate professionals. The department utilizes both cor—
respondents and direct lending capabilities with their own nationwide network of 40

offices. They are also the investment advisor to Equitable Life Mortgage and Realty
Investors, a Boston based real estate investment trust listed on the New York Stock

Exchange.

Equitable®s Equity Real Estate Account
($1 billion) Annual Historical Performance

Year e Total
Ending Yield Appreciation Return
12-31-75 9.8% (2.2%) 7.6%
12-31-76 8.7% 1.5% 10.2%
12-31-77 9.1% . 2.2% 11.3%
12-31-78 9.2% 4.7% 13.9%
12-31-79 9.3% 5.5% 14_.8%

Geographic Distribution

As of 6/30/80-% * Regions
32% Southern
29% Central
15% Western
14% Mid-Atlantic
10% Northeastern

Property Diversification

64% Retail

16% Office

15% Industrial
2% Hotels

2% Land



PERFORMANCE FIGURES - POOLED REAL ESTATE ACCOUNTS

INVESTMENT RETURN NET OF INVESTMENT FEES

YEAR INSURANCE COMPANY

Ending Prudential John

12/31: PRISA Aetna Hancock Equitable
1973 23.9% 12.6% 17.8% 13.9%
1978 19.5 8.6 10.8 14 .4
1977 10.7 - 9.3 10.0
1976 m 8.5 -- - 8.9
1975 8.3 -- - 6.3

Assets at

Market 12/79
(000) $1,493.70 $184.75 $180.02 $903.09



THE CASE FOR INTERNATIONAL DIVERSIFICATION

International diversification of an. investment portfolio can provide
four benefits: reduction in the volatility of the portfolio; an in—
crease in the return; an increase in the marketability of the portfolio
as a whole; and protection against an unexpectedly high rate of in—

flation in the United States.. > .
. "SV * e m =
1. Protection from Inflation )

Diversification into markets of different countries with different
economic cycles and different rates of inflation reduces the risk that
an entire portfolio will show* a low real rate of return. The return of
the international element of the portfolio will not be impaired by an
unexpectedly high level of inflation in the United States. Indeed it
will tend to.benefit since the growth of the inflation differential is
likely to be reflected in exchange rates so that overseas holdings will
rise in terms of the United States dollar. A rise in the exchange rate
of the United States dollar might lead, on the other hand, to the re—
turns on® overseas investments not matching those on United States in—
vestments. Any fall in the United States rate of Inflation would,
however, be highly beneficial to the performance of United States in—
vestments. Since the propo7.*tion invested in overseas markets would
likely be relatively small, the overall performance of a portfolio with
90 per cent invested in the United States and 10 per cent in overseas
markets would still be quite satisfactory during this period of low
domestic inflation. International diversification protects the assets
of a fund in that it provides a higher return on overseas securities at
the time it is most needed - when the rate of domestic inflation is

unexpectedly high.
2. Reduced Volatility

The prices of different shares in any one market tend to move
fairly closely together, but the correlation between share price move—
ments in different markets 1is low.

Correlation coefficients between United States and Foreign Stock
Markets 1970-1979.

United States 1.00
United Kingdom .54
Japan .52
Germany .51
France .48

Hong Kong .45



One study has indicated that the reduction in volatility for the
period 1959 to 1979 for a portfolio with 90 per cent invested in the
Standard & Poor®"s Composite Index and 10 per cent equally divided among,
the equity markets of France, Germany, Japan, and the United Kingdom (as
represented by the Capita] International Index for each of these mar—
kets) from the volatility of a portfolio invested wholly in the Stand-—
ard & Poor"s Composite Index would have been nearly half that which
would have been obtained by holding 10 per cent of the portfolio in cash
equivalents. International diversification thus leads to a substantial
reduction in volatility.

3.  Greater Return A . - g

The rate ci return in the years 1959 to 1979 was generally greater
in the major markets outside North America than in the United States.
A study made by InterSec Research Corporation shows the rates of return
achieved by investment in the Capital International Indices of the
markets of Canada, France, Germany, Japan, and the United Kingdom and in
the Standard & Poor®"s Composite Index in the United States over rour
periods (1959 to 1979, 1965 to 1979, 1970 to 1979, and 197A to 1979),
after taking account of dividend yield and adjusting for fluctuations in
exchange rates. The returns in every period werehigherin each of the
overseas markets than in the United States except in the case of the
French market in thelongest period. The rate of vreturnof a portfolio
divided equally among the four markets outside North America would have
been higher by about 70 per cent in the-first period, 150 per cent in
the second period, 160 per cent in the third period and 85 per cent in
the final period. The investment of even a small proportion of a United
States portfolio in international markets would, therefore, have re—
sulted in a significant increase in the return of the whole portfolio.

A. Increased Marketability

Capital International has published figures for turnover in 1979 in
1A stock markets in Europe and the Far East. Turnover in these 1A
markets amounted to $220.7 billion, over 86 per cent of the turnover of
the United States and Canadian equity markets in the same year. Capital
International has also published figures for the market capitalization
of equities on 16 stock exchanges outside North America. At the end of
1979 the total amounted to $755 billion, almost 71 per cent of the
combined market capitalizations of the United States and Canadian stock
markets at that time. The size of markets outside North America is thus
considerable, and turnover forms a larger proportion of market capital—
ization in them, taken as a whole, than in North America. Moreover,
there were 127 companies listed on these 16 markets outside North America
with a market capitalization which was greater than that of the 200th
largest listed United States company at the end of 1979. There is thus
considerable opportunity for large scale investment in markets outside
the United States and Canada.



5. Investment in International Bond Markets

The total capitalization of the Eurobond market and the nine national
bond markets of Australia, Denmark, France, Germany, Japan, the Nether—
lands, Sweden, Switzerland, and the United Kingdom at the end of 1979
was about $1,414 billion. By comparison, the taxable bond market in the
United States had an estimated capitalization of about $1,400 billion
and that of Canada a capitalization of about $105 billion. The large
size of international bond markets provides United States investors with a
further means of benefiting L.om international diversification, but with
a lower degree of volatility than that involved in equity investment.



Some return comes from currency exchange
rate changes. ,

Compound annual return 1974-1979
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Studies show that international diversification
reduces risk substantially.

. Risk relative to U.S. market
0 20 40 60 80 100%

U.S. market
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Foreign markets have shown better returns
than the U.S. market for the past ten years.

Compound annual return in dollars 1969-1979 (percent per year)
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Foreign markets have shown better returns
than the U.S. market for the past five years:

Compound annual return in dollars 1974-1979 (percent per year)
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Foreign markets have shown better returns
than the U.S. market for the past two years.

Compound annual return in dollars 1977-1979 (percent per year)
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Inte r'S eC RESEARCH CORP. Consultants on International Diversification

TOTAL

BEFORE

U.S.

Japan

U.K.
Germany
France
Switzerland
Australia
Canada

EAFE™*

Registered Investment Advisers

for Pe nsion Managers

RETURNS ON INVESTMENT -FROM MAJOR WORLD STOCK MARKETS

AND AFTER U.S. INFLATION FOR THE FIVE YEARS 1974- 78+

TOTAL
LOCAL

RETURNS TOTAL RETURNS INFLATION TOTAL RETURNS
CURRENCY U.S. $ TERMS in U.S. AFTER U.S.
INFLATION
4.29 4.29 7.94 -3.38
9.48 17.72 *9.06
14 .54 11 .61 3.40
11.65 21.04 - 12.14
6.70 10.13 2.03
1.37 16.84 8.25
9-92 4.44 w e o -3.24
5.40 "1.93 “%.57
12.11 «3.86

N"Europe, Australia, Far East Indices of sixteen markets, weighted
according to their size. Prepared by Capital International, Geneva.
+ percent per annum, compounded.

122 East 42nd Street, New York, N.Y. 10017, Telephone: (212) 697-8303 Telex: 428552



I n te I’S ecC RESEARCH CORP Consultants on International Diversification

Registered Investment Advisers f°r Pension Managers

TOTAL RETURNS ON INVESTMENT FROM MAJOR WORLD STOCK MARKETS*®

BEFORE AND AFTER U.S. INFLATION FOR THE THREE YEARS 1976-"78+

TOTAL RETURNS TOTAL RETURNS INFLATION TOTAL RETURNS
LOCAL CURRENCY U.S. $ TERMS in U.S. AFTER U.S.
INFLATION
U.S. 6.92 6.92 6.86 .06
Japan 21».49 30.73 22.33
U.K. 17-12 17-42 9.88
Germany 3.82" 19-49 -~ 11.82
France 10.28 12.93 I 5,68
Switzerland 2. 34 20.76 13.00
Australia 10.31 7.16 0.28
Canada "14.77 9.13 2.12
EAFE™ 18.39 10.79

*Europe, Australia, Far East Indices of sixteen markets,#weighted
according to their size. Prepared by Capital International, Geneva.
+ percent per annum, compounded.

122 East 42nd Street, New York, N.Y. 10017, Telephone: (212) 697-8303 Telex: 428552
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