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Alaska State Legislature
House

P.O. BOX V
State Capitol
Official business Juneau, Alaska 99811

April 21, 1987

Barry L. Haight, President
Fairbanks Central Labor Council
A. F. of L. - C. 1. O.

819 First Avenue

Fairbanks\ AK ,99701

. the House Sta”e Affairs Committee passed out
House B Ill 2157, The committee report 1is attached. Its next
referral i1s to the Finance Committee.

I agree with your position that the bill addresses an unfair
situation and |1 believe the proposed remedy 1is appropriate.
Thank you for writing to share your concerns.

) Sincerely,

Fran Ulmer, Chair
House State Affairs Committee



F airbanks entral L abor C ouncil

AFofL-Cl o0

X19 FIRST AVENUE
FAIRBANKS, ALASKA

April 6, 1987

Representative Fran Ulmer, Chairwoman
House State Affairs Committee

P.O. Box V rr®» vbh *ow
Juneau, Alaska 99811 V-t-

Dear Fran:

The Fairbanks Central Labor Council supports passage of H.B. 215.
Enactment of this legislation will resolve a longstanding problem
in the public employee workplace.

A number of AFL-CIO members 1in the Fairbanks area have recently
discovered that they have service not credited for retirement
just as they were ready to retire. The problem of uncredited
service tends to be worse with public safety employees who are
more likely to suffer from occupational injuries or illness than
other workers.

Because of contract language many City of Fairbanks employees
continue to pay into the Public Employee retirement system even
when they are on workmen®s compensation. House Bill 215 will
resolve this unfair situation.

Sincerely,

. Haight, President
Central Labor Council

cc: Representative Mark Boyer
Representative Niilo Koponen

BL: jb



Public Employees Retirement System
Teacnc's Retirement System
Judicial Retirement System
Elected Public Officers Retirement System
Natjonal Guard Retirement System
Territorial Retirement System o
Retirees Voluntary Denfal Vision-Audio P<in
Supplemental BeneMs System
Group Heaitn Lite insurance Benefits
DIVISION OF RETIREMENT & BENEFITS Deterred Compensation P'an . o
Public Employers Social Security Contributions
PLEASE REPLY TO:

Cc P.O.BOX CR O 2600 DENALI ST. SUITE 401 STEVE COWPER, GOVERNOR
JUNEAU. ALASKA 99811-0203 ANCHORAGE. ALASKA 99503
PHONE: (907)465-4460 PHONE (907) 277-7504

April 7 1987

The Honorable Fran Ulmer
Chairman

House State Affairs Committee
P.O. Box V

Juneau, AK 99811

Dear Madam Chair:
Re: House Bill 215

In accordance with Alaska Statute 24.08.036, 1 am providing
the analysis below on House Bill 215. The analysis includes
the long-term and short-term costs to the State if the bill
iIs adopted and the impact the bill will have on the
actuarial soundness of the Public Employees®™ Retirement
System (PERS) and the Teachers®™ Retirement System (TRS)
funds. Required changes to the appropriation for the
Division of Retirement and Benefits are discussed in a
separate fiscal note.

This bill would allow PERS members to receive credit for
periods of leave without pay for which they receive workers*
compensation payments. They would only have to pay the
employee®s contribution for that equivalent service. It is
estimated to result In a .02% increase In PERS employer
contribution rates In FY 83 and level thereafter. The State
PERS payroll 1is estimated to be $521,290,584.00 in FY 88 and
remain level each year thereafter. This would result iIn an
annual State cost of $104.3 iIn FY 88 and in succeeding years
(the PERS contribution rate increase of .02% times the State
PERS estimated payroll of $521,290,584.00).

In addition to the State costs above, there would also be an
increase iIn political subdivisions FY 88 contribution rate
of .02%. This would result in an increase in their annual
costs by $65.9 (rate increase of .02% times the estimated
political subdivision payroll of $329,282,769.00).

Note. Please Include Your Social Security Number InAll Correspondence s Requests Concerning Your Benetils
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Rep. Fran Ulmer
House Bill 215

PO Box V

Juneau, AK 99811

Dear Ms. Ulmer:

I have been employed with the City of Fairbanks Fire Dept, since 1970.
In the 17 years |1 have been employed 1 have been hospitilized twice for
smoke inhalation and sustained a neck and shoulder injury in 1975 after
falling through a roof in the line of duty. Subsequently, 1 have had
three surgeries for this injury for which 1 am currently recuperating
from the third surgery in February 1987. | should be able to return

to work by the end of April.

As a result of the job related injuries sustained over the years | have
been off work for approximately 7 to 9 months cumulatively. In the past
we were all under the understanGing that time off for on the job injuries
were for full credited services. Under the new APERS system any on the
job injuries under 10 days 1is full credited service while injuries or
illness requiring more than 10 days in considered LWOP non-credited
service from date of injury.

I have given you a brief outline of my work and medical background to
aiveyou an idea although 1'm sure you are already aware of the hazards
of this line of work. | feel we are penalized under the current APERS
laws system for job related injuries and would like your support for
House Bill 215.

Sincerely,

Ronald G. Willis

cc:  Nilo Koponen
Mark Boyer

Ron Willis
1716 Southern Ave
Fairbanks, AK 99701
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POSITION PAPER

HB 115

This bill would allow Public Employees®™ Retirement System (PERS) members who
take more than ten days leave of absence without pay (LWOP) in a calendar year
because of an on-the-job injury or work-related illness and who are receiving
workers® compensation benefits to receive service credit in the PERS. The
members could establish an indebtedness for that LWOP service in an amount
equal to their employee contributions which would have been paid had they been
working.

Because the department is sympathetic to the concerns represented, its
position 1is neutral even though the bill has a cost of $104.3 in FY 88 during
a time when the administration is struggling with holding personal services
costs down. If it is determined to address these concerns with service credit
in the PERS, it could be addressed at approximately one-half the cost if
treated as in the Teachers®™ Retirement System (TRS). In the TRS, the member
can receive credit for LWOP service by paying both the employee and employer
contributions. Even though this would still result in a cost, this would help
to offset the cost to the employers and thereby make this bill more fiscally
conservative.

The department 1is neutral on this bill due to the cost. However, the
department would support the bill if it were amended as described above.

Date
Department of Adminiscration

20/6D1/0406-02/5



Alaska State Legislature
House

P.0O. BOX V
o ' State Capitol
Official Business Juneau, Alaska 99811

COMMITTEE ON STATE AFFAIRS

April 13, 1987

Barry L. Haight, Chairman

Fire Fighters Legislation Action Committee
P.O. Box 784

Fairbanks, AK 99707

Dear Mr. Haight:

Thank you for your letter on House Bill 215. The State
Affairs Committee considered this bill on Wednesday, April 8, and
passed 1t on to the Finance Committee. |1 have enclosed a copy of
the State Affairs Committee report for your information and will
send your letter on to the Finance Committee.

Thank you, again, for writing.

Since”™eUT,

Fran Ulmer, Chair
House/State Affairs Committee

Enc.



Fire Fighters Legislative Action Committee

P.O. Box 784 Barry L. Haight, Chairman Fairbanks, Alaska 99707

April 6, 1987

Representative Fran Ulmer, Chairwaran
House State Affairs Committee

Rost O ffice Box "V"

Juneau, Alaska 998l!

A Chronology - Workers' Compensation payments as Creditable Service under the Public Errployees
Retirement System

1960- The Public Employees Retirement System (PERS) is created, Later review by an Alaska Court
and the Alaska Public Enplovees Retirement Board determined that legislative intent was for Workers'
Ccnpensation payment to be included as creditable service. The Department of Administration
followed this practice until 1979.

1977- Statutory definition was changed, dropping "subsistence and maintenance" language.

1979- The Department of Administration decided to change its interpretation of A.S. 39.35.680(8) to
find that "compensation" and therefore, creditable service under A.S. 39.35.300 should no longer
include payments for Workers' Co m'sation.

It is interesting to note that in 1979, the department requested an opinion fan the Attorney
General regarding the 1977 statutory amendment to "compensation" under the PERS Act; the Attorney
General, relying on rules of statutory construction, ruled that Workers’ Compensation payments were
included within the definition of "compensation”. A month later, at the request of the department,
a second opinion was issued without any legal citations. The Attorney General revised his opinion
to state that the portion of an employee's salary paid through Workers' Compensation payments should
not be included as "compensation". Thereafter, the department revised its policy. A Board of
Review at a later date described this maneuver as a "self-serving rationalization".

1982- The legislat re passed a statutory change to the PFRS Act and Workers' Compensation was
expressly added to a list of itemized exclusions.

Thus, we have three classes of employees:

1) Those hired previous to 1979 with whom not only are Workers' Compensation payments creditable
service, but also unused leave payments.

2) Those employees hired between July 1, 1979 and lJuly 1, 1982, who receive Workers'
Ccnpensation payments as creditable service, but not unused leave.

3) Enplovees hired after July 1, 1982, to whom neither Workers' Conpensation payments nor unused
leave is creditable service under PERS.

Therefore, current law dictates that an employee injured on the job is penalised by having his
retirement benefits reduced. The more severe the injury and the greater the lengtti of time out of
work, the greater the penalty.

The Fire Fighters Legislative Action Committee supports passage of House Bill 215 as a reasonable
method of solving inequities of Workers' Compensation under the Public Employees Retirement System.

xc: Representative Niilo Koponen
Representative Mark Boyer
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Alaska State Legislature

House
P.O. BOX V
State Capitol
Official Business Juneau, Alaska 99811
COMMITTEE ON STATE AFFAIRS
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1. HB 215: AN ACT RELATING TO CREDITED SERVICE UNDER THE

PUBLIC EMPLOYEES' RETIREMENT SYSTEM FOR CERTAIN PERIODS
OF LEAVE OF ABSENCE WITHOUT PAY; AND PROVIDING FOR AN
EFFECTIVE DATE.

2. LETTER FROMJ.K. HUMPHREYS TO REPRESENTATIVE ULMER,
DATED APRIL 7, 1987

3. POSITION PAPER, DEPARTMENT OF ADMINISTRATION

A.  MEMO FROM CHERIE SHELLEY TO REPRESENTATIVE ULMER, DATED
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STATE OF ALASKA 1987 LEGISLATIVE SESSION

FISCAL NOTE
Bill Version: hb 215
REQUEST Publish Date:
Revision Date: Agency Affected: Administration
Title: An Act relating to credited BRU: Retirement and Benefits
service under the PERS.
Sponsor: Boyer Components: Retirement and Benefits
Requestor:
EXPENDITURES/REVE 'iUES: (Thousands of Dollars)
FYy 87 FY 88 FYy 89 | FY SO Fy 91 FY 92
OPERATING | |
PERSONAL SERVICES 0 0 0 | 0 0 0
TRAVEL 0 0 0 | 0 0 0
CONTRACTUAL 0 0 0 0 0 0
SUPPLIES 0 0 0 | 0 0 0
EQUIPMENT 0 0 0 | 0 0 0
LAND & STRUCTURES 0 0 \ 0 0 0
GRANTS, CLAIMS 0 0 g ! 0 0 0
MISCELLANEOUS 0 0 0 i 0 0 0
TOTAL OPERATING 0 0 0 i 0 0 0
CAPITAL 0 0 0 i 0 0 0
REVENUE 0 0 0 i 0 0 0
FUNDING: (Thousands of Doll ars)
GENERAL FUND 0 0 0 0o 1 0
0o !
FEDERAL FUNDS 0 0 0 0 1 0 1 0
OTHER 0 0 0 0 0 i 0
TOTAL 0 0 0 0 0 1 0
POSITIONS:
FULL-TIME 0 0 0 0 0 0
PART-TIME 0 0 0 0 0
TEMPORARY 0 0 0 0 0 0
ANALYSIS: Attach a separate page if necessary
An analysis of the impact of this bill on the actuarial soundness
of the Public Employees’ Retirement System (PERS) is provided in the
attached letter to Representative Ulmer.
Prepared By: J.R. Hummpufcyg Phone: A<
Division: Rcti rement/and”genefits // 1 N N Date
Approved by Commissioner. Garrey Peska/yp”™p™ Date
Agency: Department of Administration’
Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(ies) Rev. 9/16/86

Senate Secretary Page J of | 20/6D1 70706-02



POSITION PAPER

HB 215
This bill would allow Public Employees’ Retirement System (PERS) memoers who
take more than ten days leave of absence without iay (LWOP) in a calendar year
because of an on-the-job injury or work-related "ilness and who are receiving

workers' compensation benefits to receive service credit in the PERS. The
members could establish an indebtedness for that LWOP service in an amount
equal to their employee contributions which would have been paid had they been
working.

Although the department is sympathetic to the concerns represented by this

bill, it does not support a bill with a cost of S104.3 in FY 88 during a time
when the administration is struggling with holding personal services costs
down. In addition, it has always been the department's position to oppose

service credit for any form of LWOP in any of the systems. Allowing this type
of LWOP would only serve to open the door to allow credited service for other
forms of LWOP. If it is determined to address these concerns with service
credit in the PERS, it could be addressed ft approximately one-half the cost
if treated as in the Teachers' Retirement System (TRS). In the TRS, the
member can receive credit for LWOP service by paying both the employee and
employer contributions. Even though this would still result in a cost, this
v/ould help to offset the cost to the employers and thereby make this bill more
fiscally conservative.

The department is opposed to this bill.

20/6D1/0406-02/5
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Public Emoioyees Retirement Svr,"m
Teachers Retirerrent System
Judicial Retirerent System
Hlected Public OMicers Retir 7
Netional Guard Retirerent Sy -
Temitorid Retirerent
Retirees \oluntary Dental Visionm

department of administration %WUWMB
DIVISION OF RETIREMENT & BENEFITS Deleted Conpensation Pian

Pubic Social Security Contributions
PLEASE REPLY TO: Employees v

Z P.0.BOX CR Z 2600 DENALI ST. SUITE 401 SIBE CONPER, GOVER\CR
JUNEAU. ALASKA 99811-0203 ~ ANCHORAGE. ALASKA 99503
PHONE: (907)465-4460 PHONE (907) 277-7504

April 7 1987

The Honorable Fran Ulmer
Chairman

House State Affairs Committee
P.0. Box V

Juneau, AK 99811

Dear Madam Chair:
Re: House Bill 215

In accordance with Alaska Statute 24.08.036, I am providing
the analysis below cn House Bill 215. The analysis includes
the long-term and short-term costs to the State if the bill
is adopted and the impact the bill will have on the
actuarial soundness of the Public Employees®™ Retirement
System (PERS) and the Teachers®™ Retirement System (TRS)
funds. Required changes to the appropriation for the
Division of Retirement and Benefits are discussed in a
separate fiscal note.

This bill would allow PERS members to receive credit for
periods of leave without pay for which they receive workers”
compensation payments. The”™ would only have tc pay the
employee®s contribution for that equivalent service. It is
estimated to result in a .02% increase In PERS employer
contribution rates in FY 88 and level thereafter. The State
PERS payroll is estimated to be $521,290,584.00 in FY 88 and
remain level each year thereafter. This would result in an
annual State cost of $104.3 in FY 88 and in succeeding years
(the PERS contribution rate increase of .02% times the State
PERS estimated payroll of $521,290,584.00).

In addition to the State costs above, there would also be an
increase in political subdivisions FY 88 contribution rate
of .02%. This would result in an increase in their annual
costs by $65.9 (rate increase of .02% times the estimated
political subdivision payroll of $329,282,769.00).

Note: Please Include Your Social Secunty Number In Al Correspondence & Requests Concerning Your Benelils.
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Fire Fighters Le%islative Action Committee J -
' PO. Box 784  Barry L. Haight, Chairman Fairbanks, Alaska 99707

% C>-A03D
April 6, 1987

Representative Fran Ulmer, Chairwoman
House State Affairs Corrmittee

Post Office Box "V”

Juneau, Alaska 99811

A Chronology - Workers' Compensation payments as Creditable Service under the Public Employees
Retirement System

1960- The Public Employees Retirement System (PERS) is created. Later review by an Alaska Court
and the Alaska Public Employees Retirencnt Board determined that legislative intent was for Workers'
Compensation payment to be included as creditable service. The Department of Administration
followed this practice until 1979.

1977- Statutory definition was changed, dropping "subsistence and maintenance" language.

1979- The Department of Administration decided to change its interpretation of A.S. 39.35.680(8) to
find that "compensation” and therefore, creditable service under A.S. 39.35.3CO should no longer
include payments for Workers' Conpensation.

It is interesting to note that in 1979, the department requested an opinion from the Attorney
General regarding the 1977 statutory amendment to "compensation' under the PERS Act; the Attorney
General, relying on rules of statutory construction, ruled that WorK-~s' Conpensation payments were
included within the definition of "compensation”. A month later, at the request of the department,
a second opinion was issued without any legal citations. The Attorney General revised his opinion
to state that the portion of an employee's salary paid through Workers' Conpensation payments should
not be included as "conpensation". Thereafter, the department revised its policy. A Board of
Review at a later date described this maneuver as a "self-serving rationalization".

1982- The legislature passed a statutory change to the PERS Act and Workers' Compensation was
expressly added to a list of itemized exclusions.

Thus, we have three classes of employees:

1) Those hired previous to 1979 with whom not only are Workers' Ccnpensation payments creditable
service, but also unused leave payments.

2) Those employees hired between July 1, 1979 and July 1, 1982, who receive Workers'
Conpensation payments as creditable service, but not unused leave.

3) Employees hired after July 1, 1982, to whcm neither Workers' Conpensation pavments noL unused
leave is creditable service under PERS.

Therefore, current law dictates that an employee injured on the job is penalized by having his
retirement benefits reduced. The more severe the injury and the greater the length of time out of

work, the greater the penalty.

The Fire Fighters Legislative Action Comnittee supports passage of House Bill 215 as a reasonable
riEthod of solving inequities of Workers' Ccnpensation under the Public Enployees Retirement System.

xc: Representative Niilo Koponen
Representative Mark Boyer



&laft Ua ££5tatc legislature FAIRBANKS

REPRESENTATIVE 1098 LAKEVIEW TERRACE
FAIRBANKS, ALASKA 99701
MARK BOYER (9071 456-6473
HOUSE FINANCE COMMITTEE JUNEAU
PO.BOX V
STATE CAPITOL
JUNEAU, ALASKA 99811
$ousc of Ecprcscntntibes (907) 465-3466
MEMORANDUM
TO: Representative Fran Ulmer, Chair

House State Affairs Committee
Committee Members

FROM: Representative Mark Boyer

SUBJECT: HB 215 - Credited Service under PERS/
Workers Compensation

DATE: April 6, 1987

Under current law, participants in the Public Employees
Retirement System who are forced to take leave without pay due
to on-the-job injury suffer a break in credited service which,
upon retirement, reduces their benefit. This loss of credited
service also negatively impacts date of eligibility for
retirement, particularly for public safety employees eligible
for the "twenty and out™ provision. An employee electing to
retire on the twentieth anniversary of date of hire who went
on leave without pay while receiving workers compensation will
be denied retirement until an additional period of time equal
to that leave 1is worked.

Prior to 1979, certain periods of time lost due to
job-related 1injury were considered credited service under
PERS, if employees were receiving the portion of normal
compensation not covered by workers compensation through sick
or annual leave. When Payroll section verified an employee”s
service to the Division of Retirement and Benefits, Payroll
reported no leave without pay for periods when the employee
was on workersmcompensation and was receiving payments from
the state charged against leave. This practice was changed in
1979, when Retirement and Benefits directed Payroll to report
periods of time attributed to workers®™ compensation, vrather
than to sick or annual leave, as leave without pay.

It is inherently unfair that public employees injured on
the job should be doubly penalized by reduced income while on
workers® compensation and reduced pension benefits due to loss
of credited service upon retirement. HB 215 would remedy this
situation by allowing employees to pay an amount equal to



oV

normal PERS contribution for time spent on leave without
to job-related injury or illness. Similar provisions
in statute allow credited service for military service,
employment with a BIA school, and temporary service with the
state. There will be minimal fiscal 1impact on public
employers, since there 1is no cost other than the normal
contribution which would have been made had the employee not
been injured in the course of their employment.
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DEPARTMENT OF ADMINISTRATION
DIVISION OF RETIREMENT S BENEFITS
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z 2600 DEKALI ST. SUITE 401

ANCHOR/CE. ALASKA 99503
PHONE (907) 277-7504

z P.O.BOXCR
JUNEAU. ALASKA 99811-0203
PHONE: (907,465-1460

April

The Honorable Fran Ulmer
Chairman

House State Affairs Committee
P.0. Box V

Juneau, AK 99811

Dear Madam Chair:

Re: House Bill 215

In accordance with Alaska Statute 24.08.036,
The analysis

the analysis below on House Bill 215.
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have on the

is adopted and the impact the bill will
actuarial
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Note: Please Include Your Social Security Number In All CorresDonaence d  Requests Concerning Your Benefits
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Although there will not be a significant adveise impact on
the actuarial soundness of the PERS fund if the bill becomes
law, the unfunded liability will increase by $600,000.00 and
the funding ratio will decrease by .05%.

Director

JKH/RLS/nl

20/6D1/0406-02/1

cc: Commissioner Garrey Peska
Department of Administration
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Fire Fighters Le%islative Action Committee J A
wP 0. Box 784  Barry L. Haight, Chairman |b ..3O§bbanks, Alaska 99707

April 6, 1987

Representative Fran Ulmer, Chairwoman
House State Affairs Committee

Post Office Box "V"

Juneau, Alaska °98IlIl

A Chronology - Workers' Ccnpensation payments as Creditable Service under the Public Employees
Retirement System

1960- The Public Employees Retirement System (FERS) is created. Later review by an Alaska Court
and the Alaska Public Employees Retirement Board determined that legislative intent was for Workers'
Compensation payment to be included as creditable service. The Department of Administration

followed this practice until 1979.
1977- Statutory definition was changed, dropping "subsistence and maintenance” language.

1979- The Department of Administration decided to change its interpretation of A.S. 39.35.680(8) to
find that "ccnpensation" and therefore, creditable service under A.S. 39.35.300 should no longer
include payments for Workers' Conpensation.

It is interesting to note that it. 1979, the department requested an opinion frcm the Attorney
General regarding the 1977 statutory amendment to "conpensation™ under the PERS Act; the Attorney
General, relying on rules of statutory construction, ruled that Workers' Conpensation payments were
included within the definition of "compensation”. A month later, at the request of the department,
a second opinion was issued without any legal citations. The Attorney General revised his opinion
to state that the portion of an employee's salary paid through Workers' Conpensation payments should
not be included as "ccnpensation”. Thereafter, the department revised its policy. A Board of
Review ac a later date described this maneuver as a "self-serving rationalization".

1982- The legislature passed a statutory change to the PERS Act and Workers' Conpensation was
expressly added to a list of itemized exclusions.

Thus, we have three classes of employees:

1) Those hired previous to 1979 with whom not only are Workers' Ccnpensation payments creditable
service, but also unused leave payments.

2) Those employees hired between July 1, 1979 and July 1, 1982, who receive Waorkers'
Conpensation paynrents as creditable service, but not unused leave.

3) Einployees hired after July 1, 1982, to whom neither Workers' Ccnpensation payments nor unused
leave is creditable service under PERS.

Therefore, current law dictates that an enployee injured on the job is penalized by having his
retirement benefits reduced. The more severe the injury and the greater the length of time out of
work, the greater the penalty.

The Fire Fighters Legislative Action Committee supports passage of House Bill 215 as a reasonable
method of solving inequities of Workers' Ccnpensation under the Public Employees Retirement System.

xc: Representative Niilo Koponen
Representative Mark Boyer
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Public Eplovecs Relirenont S#1
Teachers Retireent System
| Judicial Retirerrent Syitem
t Flected Public OHieors Relw
National Guard Retirenent S> 2 _
Taritorid Retireent System

Retirees \oluntary Dental Vision s
. - Supplerrental Benefits System
»EIM itTMEINT OF VI»IIM STH \TI0O\ Group HeelthVLife Insurarce Berefits
DIVISION OF RETIREMENT & BENEFITS Deferred Compensation Plan o
Public Erployers Social Security Contributiont

PLEASE REPLY TO:

P.0.BOX CR © 2600 DENALI ST. SUITE <L SIBE CONPER GOVERNCR

JUNEAU. ALASKA 99811-0203 ANCHORAGE. ALASKA 99503

PHONE: (907)465-4460 PHONE <Q07) 277-7504

April 7 1987

The Honorable Fran Ulmer
Chairman

House State Affairs Committee
P.0. Box V

Juneau, AK 99811

Dear Madam Chair:
Re: House Bill 215

In accordance with Alaska Statute 24.08.036, | am providing
the analysis below on House Bill 215. The analysis includes
the long-term and short-term costs to the State if the bill
is adopted and the impact the bill will have on the
actuarial soundness of the Public Employees®™ Retirement
System (PERS) and the Teachers®™ Retirement System (TRS)
funds. Required changes to the appropriation for the
Division of Retirement and Benefits are discussed in a
separate fiscal note.

This bill would allow PERS members to receive credit for
periods of leave without pay for which they receive workers”
compensation payments. They would only have to pay the
employee™s contribution for that equivalent service. It is
estimated to result in a .02% increase in PERS employer
contribution rates in FY 88 and level thereafter. The State
PERS payroll is estimated to be $521,290,584.00 in FY 88 and
remain level each year thereafter. This would result in an
annual State cost of $104.3 in FY 88 and in succeeding years
(the PERS contribution rate increase of .02% times the State
PERS estimated payroll of $521,290,584.00).

In addition to the State costs above, there would also be an
increase in political subdivisions FY 88 contribution rate
of .02%. This would result in an increase in their annual
costs by $65.9 (rate increase of .02% tih"s the estimated
political subdivision payroll of $329,282,769.00).

02-B4LH Note: Please Include Your Social Security Number In All Corresoondence & Requests Concerning Your Benefits.
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Although there will not be a significant adverse impact on
the actuarial soundness of the PERS fund if the bill becomes
law, the unfunded liability will increase by $600,000.00 and
the funding ratio will decrease by .05%.

Director
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cc: Commissioner Garrey Peska
Department of Administration
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Fire Fighters Le%islative Action Committee J
- PO. Box 784 Barry L. Haight, chairman .. _ Fairbanks, Alaska 99707

>

April 6, 1987

Representative Fran Ulmer, Chairwoman
House State Affairs Conmittee

Post Office Box "V"

Juneau, Alaska 99811

A Chronology - Workers' Compensation payments as Creditable Service under the Public Employees
Retirement System

1960- The Public employees Retirement System (PERS) is created. Later review by an Alaska Court
and the Alaska Public Employees Retirement Board determined that Legislative intent was for Workers'
Conpensation payment to be included as creditable service. The Department of Administration
followed this practice until 1979.

1977- Statutory definition was changed, dropping "subsistence and maintenance" language.

1979- The Department of Administration decided to change its interpretation of A.S. 39.35.680(8) to
find that "compensation" and therefore, creditable service under A.S. 39.35.3CO should no longer
include payments for Workers' Conpensation.

It is interesting to note that in 1979, the department requested an opinion from the Attorney
General regarding the 1977 statutory amendment to "compensation” under the PERS Act; the Attorney
General, relying on rules of statutory construction, ruled that Workers' Compensation payments were
included within the definition of "compensation”. A month later, at the request of the department,
a second opinion was issued without any legal citations. The Attorney General revised his opinion
to state that the portion of an employee's salary paid through Workers' Compensation payments should
not be included as "conpensation". Thereafter, the department revised its policy. A Board of
Review at a later date described this maneuver as a "self-serving rationalization".

1982- The legislature passed a statutory change to the PERS Act and Workers' Compensation was
expressly added to a list of itemized exclusions.

Thus, we have three classes of employees:

1) Those hired previous to 1979 with whom not only are Workers' Compensation payments creditable
service, but also unused leave payments.

2) Those employees hired between July 1, 1979 and July 1, 1982, who receive Workers'
Ccnpensation payments as creditable service, but not unused leave.

3) Employees hired after July 1, 1982, to whan neither Workers' Compensation payments nor unused
leave is creditable service under PERS.

Therefore, current law dictates that an enployee injured on the job is penalized by aving his
retirement benefits reduced. The more severe the injury and the greater the length of time out of
work, the greater the penalty.

The Fire Fighters Legislative Action Conmittee supports pr-sage of House Bill 215 as a reasonable
method of solving inequities of Workers' Compensation under the Public Enployees Retirement System.

xc: Representative Niilo Koponen
Representative Mark Boyer
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REPRESENTATIVE 1098 LAKEVIEW TERRACE
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MARK BOYER 907) 456-6473
HOUSE FINANCE COMMITTEE JUNEAU
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MEMORANDUM

T0: Representative Fran Ulmer, Chair
House State Affairs Committee
Committee Members

FROM: Representative Mark Boyer

SUBJECT: HB 215 - Credited Service under PERS/
Workers Compensation

DATE: April 6, 1987

Under current law, participants in the Public Employees
Retirement System who are forced to take leave without pay due
to on-the-job injury suffer a break in credited service which,
upon retirement, reduces their benefit. This loss of credited
service also negatively 1impacts date of eligibility for
retirement, particularly for public safety employees eligible
for the "twenty and out"™ provision. An employee electing to
retire on the twentieth anniversary of date of hire who went
on leave without pay while receiving workers compensation will
be denied retirement until an additional period of time equal
to that leave is worked.

Prior to 1979, certain periods of time lost due to
job-related 1injury were considered credited service under
PERS, 1if employees were vreceiving the portion of normal
compensation not covered by workers compensation through sick
or annual leave. When Payroll section verified an employee®s
service to the Division of Retirement and Benefits, Payroll
reported no leave without pay for periods when the employee
was on workers® compensation and was receiving payments from
the state charged against leave. This practice was changed 1in
1979, when Retirement and Benefits directed Payroll to report
periods of time attributed to workers®™ compensation, rather
than to sick or annual leave, as leave without pay.

It is inherently unfair that public employees injured on
the job should be doubly penalized by reduced income while on
workers®™ compensation and reduced pension benefits due to loss
of credited service upon retirement. HB 215 would remedy this
situation by allowing employees to pay an amount equal to



their normal PERS contribution for time spent on leave without
pay due to job-related injury or illness. Similar provisions
are in statute allow credited service for military service,
employment with a BIA school, and temporary service with the
state. There will be minimal Tfiscal 1impact on public
employers, since there 1is no cost other than the normal
contribution which would have been made had the employee not
been injured in the course of their employment.
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MEMORANDUM

TO: Representative Fran Ulmer, Chairperson
State Affairs Committee

FROM: Cherie Shelle
Executive Director

SUBJECT : HB 215 - Credited Service 1in PERS

DATE: April 6, 1987

The Alaska Public Employees Association urges the committee to
recommend passage of House Bill 215. This legislation will
correct an injustice suffered by employees with occupational
illnesses or on-the-job injuries. HB 215 1is an important
addition to statutory rights and benefits guaranteed disabled

workers.

This bill will allow employees to receive retirement credit for
periods during which workers compensation benefits were being
received. Employees would be required to pay the full amount of
employee contributions for the period of disability. Employees
would also be required to pay interest on the indebtedness
beginning on the date the employee retu®"ns to work or terminates
employment as prescribed by regulation. Retirement benefits
would be actuarially reduced if there is an outstanding liability
to the system at the time the employee is appointed to

reti rement.

This legislation conforms to a recent court decision which
granted credited service under similar circumstances.

Employees disabled in the course of their employment or unable to
work because of an occupational 1illness should not suffer the
double injury of reduced retirement benefits. This legislation

corrects this injustice

We urge the committee to act favorably on House Bill 215.

Fairbanks Field Office Anchora%e Field Oltice Juneau Field Office
825-D College Road 333 Gambell Street. Suite A 227 4th Street
Fairbanks, AK 99701 Anchorage, AK 99501 Juneau. AK 99801

Telephone: (907) 456-5412 Telephone: (907) 274-1688 Telephone: (907) 586-6305
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STATE AFFAIRS COMMITTEE
HOUSE BILL 217
FILE CONTENTS

1. HB 217 AN ACT RELATING TO PURCHASE OF FOREIGN
INVESTMENTS BY THE BOARD OF TRUSTEES OF THE ALASKA

PERMANENT FUND

2. LETTER FROM DAVID ROSE TO REPRESENTATIVE ULMER, DATED
APRIL 13, 1987, AND ATTACHMENTS

3. GOVERNOR'S TRANSMITTAL LETTER

FISCAL NOTE

A, PERMANENT FUND CORPORATION: 535,000 IN FY 88; 5500,000
IN FY 89



HOUSE COMMITTEE REPORT

*(11) *
Date referred: 5/4/87 FURTHER REFERRALS:
DATE:
The Finance. Committee has considered HB 217

"An Act relating to purchase of foreign investments by the board of trustees
of the Alaska permanent fund."

REOOMKUjMnS!
CM4  replace with Co n [ 1 the same title
[ ] attached amendment(s) [ 1 a new title
d° pass
[ ] do not pass
[ ] no recot.jnendation
[ ] individual recommendations
[ 1 additional referral to the Committee
ADOPTS: [ 1 letter of intent

HEW FI1SCAL NOTE(S) :

fiscal impact [ ] same as previous fiscal note
] zero fiscal note published
1 zero with analysis [ ] same as previous zero fiscal
note published
sion THER
ADAM .
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Chairman®s signature



STATE OF ALASKA BELL VERSION: C~ HB

1988 LEGISLATIVE SESSION PUBLISHDATE: _
DPnTIPM FISCAL NOTE

REQUEST: o -

Revision Date: Agency Affected:. Revenue

Tide . An Act relating to purchase of . BRU: Permanent Fund Corno>-aMrm

foreign securities hv PFC.
Sponsor: Rules Components
Requestor: Governor

EXPENDITURES/REVENUES: (Thousands of Dollars)
OPERATING FY 88 FY 89 FY 90 FY 91 FY 92 FY 93

PERSONAL SERVICES - - _
TRAVEL - - - - -
CONTRACTUAL - 35.0 500.0 500.0 500.0 500.0
SUPPLIES _ _

EQUIPMENT _ — B
LAND & STRUCTURES — — — — _
GRANTS, CLAIMS _ — _ _ _
MISCELLANEOUS — - — — — —

TOTAL OPERATING - 35.0 500.0 500.0 500.0 500.0
CAPITAL 1 - - - i - - -
REVENUE - - ; . : 1.

FUNDING: (Thousands of Dollars)

GENERAL FUND }

FEDER/ L FUNDS - - - - -
CTHER - 35.0 500.0 500.0 500.0 500.0

TOTAL - 35 0 Wy, V
POSITIONS:

FULL-TIME . ) - . -
PART-TIME - - - - — —
TEMPORARY - - - - -

ANALYSIS : (Attach a separate page if necessary)

FY 89: Coatractual services for manager search.

FY 90 - FY 93: Management fees.

Prepared by Alaska Permanent Fund Corporation Phone 465-2047

Division: _ , Y Date: February 87? 1988

£ . /E£Lx.
Approved by Commissioner: David A._Rose r Fixernjrocirryr- z—~~Dnts; February 8, 1988

Agpmuy: Alaska Pernnnenr Pnnd CntiprITr4I-\n_n'—-',/ ..V, 0 II
or ] - ge«
Distribution (by preparer): \vA K'7 1}’
Legisladve Finance ku r Lk v
Legislative Sponsor FID 1] Ti$d

Requestor
Office of Management and Eudgct
Impacted Agency(ies) LFcGiSIATi7E FIVAtiCZ page - L_ of -1---
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STATE OF ALASKA DILL VERSION -
1988 LEGISLATIVE SESSION PUBLISH DATE:
REQUEST:
Revision Date: Agency Affected: Revenue
Title : An Act n»Jat:In>: t< purrlmm- of BRU :. .I'ArAnn.ui; rim<j_jlba.quir:.J:J euu_
forniun r.grur.i tios h's !' T
Sponsor :  Rules Components

Requestor: Over::-.-

LXPENDITURESIREVENUEO: (‘'rnousar.dsofPoUr.nl
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EQUIPMENT _ -
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TOTAL OPERATING S J|_Q ) 500.0 500.0 500.0 500.0
capital
L REVENUE _ - - - 1 -

FUNDING: (Thousanﬂﬁr%ﬁ%a.liars)

o'W e —U,
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OTHER - 35.0 500.0 500.0 boo.o | 500.0
TTH™= : 33.0 m-ji*  .-i00.0J,
POSITIONS:

ANALYSIS : (Attachasgparate page ifr.-a-say)
Fv 89 Contractual service,® for; o sen e

IT m fv 12 Managanunt ®TV..

p-—P-.r,x ' AL i.Ein Perr-.-n:c:u: L~ E- Phone”
Division : Z Data :
zZ
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HOUSE COMMITTEE REPORT
(7)

Date referred: 3/27/87 FURTHER REFERRALS: Finance
DATE: F?
The State Affairs Committee has considered 217

"An Act relating to purchase of foreign investments by the board of trustees
of the Alaska permanent fund."

RKCOHHKHDS :
[ 1 replace with
[ 1 attached amendment(s)
1 do pass

[ 1 the same title

[ 1 a new title

] do not pass
] no recommendation
individual recommendations

] additional referral to the Committee

ADOPTS: [ ] letter of intent

ATTACHES HEW FISCAL NOTE(s):

. . N
[ ] fiscal impact [ ] same as previous fiscal note
[ 1 zero fiscal note published 3/2-7
[ 1 zero with analysis [ 3 same as previous zero fiscal

note published jJ

/ Chairman's signature



310 Second Street
Juneau, Alaska 99801
(907)586-2323
March 4, 1988

The Honorable Al Adams, Chairman
House Finance Committee

Alaska State Legislature

P.0. Box V

Juneau, AK 99811

Dear Al:

On Monday, March 7 you will be considering HB 217 relating to
foreign investment by the Alaska Permanent Fund.

We have reviewed the Bill and strongly support the legislation
as set forth in the committee substitute.

The Alaska State Chamber favors passage for the following
reasons:

1. The Fund has developed (and earned) a reputation for
conservative, careful, and deliberate investment. It
clearly has the professional competence to utilize the
additional proposed investment tools for the betterment of
the State and its citizens.

2. The expansion of investments to the 1international arena
provides further diversification of the Fund®s stock and
bond portfolios. This blending and diversifying permits the
Fund to continue 1its investment mission at lower risk than
that currently being experienced.

3. Generally, foreign investments generate higher earnings than
domestic investments, ".his is evidenced by the performance
of such investments in State PERS and TRS. While this
should not be a compelling argument for foreign investment,
it is clearly indicative that expected returns, over time,
will be at least equal to domestic investments.

4. Finally, and perhaps most important from our viewpoint, 1is
the by-product benefit of foreign investment. The contacts
made by the Fund will be extremely valuable. As it
researches foreign corporations; confers, meets, and enters
into business arrangements with major nondomestic bankers
and financiers; and creates dialogue with business leaders
throughout the world, the Fund will bring business visitors
and potential investors to our state. As these visitors



establish relationships with the Fund, they will gain
firsthand exposure to Alaska and its business and economic
opportunities.

The global outreach which will be facilitated by international
investment is most timely in these difficult economic times for
Alaska. We must do everything possible to expand our horizons
and develop increased economic activity. Enactment and
implementation of the Committee Substitute for House Bill 217
will help us accomplish this.

We recommend its adoption.



The Honorable Ben Grussendorf
Speaker of the House

Alaska State Legislature

P.0O. Box V

Juneau, AK 99811

Dear Representative Grussendorf:

Under the authority of art. 1IlI, sec. 18, of the Alaska
Constitution, I am transmitting a bill relating to the
purchase of foreign 1investments by the board of trustees
of the Alaska Permanent Fund. The bDbill specifically per—
mits the purchase of foreign securities by the board.

Returns from foreign 1investment have exceeded those from
investments 1in the United States over most recent 10-year
periods. In addition, the United States represents less
than one-half of the world"s equity capitalization, and
that share 1is declining as foreign economies experience
more rapid long-term growth. No one national market con-—
sistently produces superior or inferior returns, and for—
eign securities markets exhibit a low correlation with the
U.S. market. Consequently, the ability to 1invest 1in those
foreign securities will reduce overall ©portfolio risk
while providing an 1increased return when compared to a
portfolio of solely U.S. equities.

In sec. 2 of the bill, capital and surplus requirements
are reduced in recognition of different international ac-—
counting conventions. For example, it has been reported
in Barron®s National Business and Financial Weekly that,
if U.S. regulators required U.S. banks to establish a mod-—
est 10 percent reserve against their loans to the six ma-—
jor Latin American debtors, it would cost Chase Manhattan
Bank $4.82 a share this year and Manufacturers Hanover Trust

Co. more than twice that amount. On the other hand, some
German banks reserve more than 30 percent against
lesser-developed-country loans. IT we were to require

$500,000,000 in capital and surplus of all foreign banks,
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we might be forced to eliminate 1investments 1in banks with
smaller reported capital but very large unreported re—
serves, which might make them some of the safest banks in



THE IMPORTANCE OF INVESTING GLOBALLY IN A SHRINKING WORLD

Why foreign investments? This is a question which
wouldn"t even have arisen 20 years ago. In 1967, the United
States® financial markets represented over two-thirds of the
world®s equity market capitalization, and the United States
was the world®"s unquestioned financial and industrial lead—
er. By the end of 1987, it represented only 33% of the
world®"s equity market capitalization, and many economists

predict that this percentage will continue to shrink.

The world"s investable capital markets, excluding cash
and real estate, totaled some $13 trillion at the end of
December 1986. The world fixed-income markets amounted to
some $7.4 trillion while the world equity markets totaled
$5.6 trillion. Some statisticians are projecting that by
the year 2000, world GNP will be over $15 trillion, with 75%

outside the United States.

With the breakdown of exchange controls and rapid
technological advances in communications, the 1internation—
alization of the world"s financial markets has been pro—
ceeding at a rapid pace. To put into perspective the
magnitude of these changes, one only has to consider that in

1973 television news 1in Juneau was delayed at least a day



and all scheduled programs were delayed a week. The tapes
had to be flown to Juneau from Seattle, and not infrequent—
ly, bad weather delayed their arrival. The only access to
current world news and the financial markets was the tele—

phone.

Today, thanks to satellite telecommunications, the
Alaska Permanent Fund Corporation has instant access not
only to world news but also to the world"s financial
markets. In our office in Juneau, each of our investment
officers has two television monitors on which we are able to
obtain Reuters and Telerate financial services. We have
instant access to the stock market, the U.S. Government bond
market, foreign exchange quotations, commodities, financial
futures, worldwide financial news, and trading in U.S.
Government bonds 1in both London and Tokyo as well as New

York.

The rapidity with which the world has been shrinking
has been truly breathtaking. Worldwide global telecommuni —
cations and the integration of the world"s financial markets
is no longer a dream but well on the way to being an accom—

plished fact.

During the past 17 years, a period of explosive change,

the non-U.S. markets have offered significant investment



opportunities for U.S. investors. Many of the world"s
fastest growing economies today are located in the Pacific
Basin, and investments in this area offer some of the most

attractive opportunities currently available.

Opportunities can be seen both in the form of return
enhancement and risk reduction. A number of statistical
studies have shown definite benefits from foreign invest—
ment, both in the level of return and the reduction of risk.
It has been demonstrated that the inclusion of foreign
investments in a domestic portfolio reduces the volatility
(risk) of that portfolio since the world"s financial markets
do not all move 1in concert. The degree of benefit demon—
strated varies from one study to another depending upon the
particular time span used, the countries covered, and the
types of investments, but the positive conclusions persist

through all of them.

Global 1investing isn"t restricted to only a few com—
panies; it includes most of the world"s major industries.
The number one oil company in the world is Exxon. Numbers
two and three are foreign companies - The Royal Dutch Shell
Group and British Petroleum. The two largest food companies
are European - Unilever of Dutch and British ownership; and
Nestle, a Swiss concern. The number two and three chemical

companies in the world behind Dupont are German - Bayer and



Hoechst. And the top four banks are Japanese - Daichi
Kangyo, Fuji, Sumitomo, and Mitsubishi. Some of the most
significant research for modern wonder drugs 1is being
undertaken by a number of major Swiss and British pharma—

ceutical companies.

Currently the world is involved in fierce competition
to determine which companies will be the winners in the
fields of capital goods, consumer electronics, and tele—
communications. A large number of the most rapidly growing
firms are situated outside the United States, reflecting
fast expanding overseas markets and abundant overseas
supplies of industrial raw materials and of labor at various
skill levels. In some instances, investors can only parti—
cipate in certain areas of technology by investing in

foreign firms.

Over the ten year period ending December 1986, the
Stai dard & Poor"s 500 Index managed a very healthy com—
pounded return of 13.7% annually. The Capital International
Europe, Australia, Far East Index returned an annual 22.3%
for the same period. The next decade may be just the con-—
verse with the S&P at 22.3% and EAFE at 13.7%. Even 1if this
is the case, one can be fairly certain that there will be

countries, securities, and whole asset classes that will



outperform the U.S. for periods of time during the next

decade.

The United States® inability to stand apart from the
rest of the world as an independent entity 1is, above all,
the reason to factor international investing into investment
plans. In addition, a number of analysts suggest that the
prudent man rule and the prudent expert rule require
investors with fiduciary responsibilities to look carefully
at developments worldwide and to put in place plans for an
uncertain future - a future of unpredictable global influ—

ence on investments.

We don"t know how the U.S. market will compare to
foreign markets over the next twenty years. The analysis of
international markets should be embraced because it can
protect a securities portfolio against unforeseen dangers.
Uncertainty about the future should be a compelling force

leading investors to diversify as widely as possible.



1986 WORLD CAPITAL MARKETS

EQUITIES ($5.6 Trillion) BONDS ($7.4 Trillion)
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TOTAL ANNUAL RETURN (U.S. DOLLARS)

Switzer- Hong S&P
Germany land u.K. Australia Kong Japan Singapore Canada 500
J - r n
1977 25.8 28.7 58.0 11.9 (11.2% 15.9 5.9 (2.1) (7.2)
1978 26.9 21.9 14.6 21.8 18.5 53.3 45.1 20.4 6.5
1979 (2.2) 12.1 22.1 43.6 83.5 28.5 51.8 18.5
1980 I'M > i (7.3) 41.1 55.3 72.7 30.3 62.8 22.6 32.4
1981 (8.2) 59.5) (10.6 ) o (15.8) 15.8 18.3 (10.7) (4.9)
1982 12.3 3.4 9.2 (22.6) m m (0.5) (16.7) 2.4 21.5
1983 25.9 19.3 17.2 56.0 24.9 31.7 33.4 22 .4
m m
1984 (3.8) (11.1) 5.4 (12.6) 46.8 17.1 (7.6) 6.2
m m
1985 140.9 108.9 53.4 21.0 51.6 43.9 16.1 31.7
m -w
1986 37.2 34.3 27.1 43.8 56.0 99.7 45 .2 10.77? 18.2
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Components of The MSCI Europe, Australia,
Far East (EAFE) Index December 31, 1986

Japan 53.8%
Total Capitalization .
Australia 2.5%

Uu.s. $2,053.4 Billion
Hong Kong 1.5%
Singapore/Malaysia 0.9%

United Kingdom 13.3%

Belgium 1.1%

France 4.4%

Germany 8.0%

Italy 4.3%
Netherlands 2.7%
Spain 1.2%
Sweden 15%

Switzerland 3.9%

Source: Morgan Stanley Capital Intemational Astra, Denark, Novey o « %



INTERNATIONAL EQUITY MARKETS
ANNUALIZED RETURNS IN U.S. DOLLARS

1970 - 1986
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INTERNATIONAL EQUITY MARKETS
ANNUALIZED LOCAL AND CURRENCY RETURNS
1970 - 1986

Local Return a Currency Impact Versus U.S. Dollar
16.2
\\
nV 13.8
V.‘XQI
X \ Vv 12.1
8 .3 8._3/\/
a W
4.9 X
Jv
3 .8
\\>/|r>r.-
* oV « #JCUA Lo
A -m KD Tgav
X Vv X L e L
kVVVV]
\F,v‘
2.8
Germany Non-U.S.

Uu.sS. Japan Uu. K.



INTERNATIONAL EQUITY MARKETS
STANDARD DEVIATION OF RETURNS IN U.S. DOLLARS
1970 - 1986
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CORRELATION OF RETURNS
BETWEEN U.S. AND MAJOR FOREIGN MARKETS

Percentage of Movement Explained by Cross Correlation
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INTERNATIONAL FIXED INCOME MARKETS
ANNUALIZED RETURNS IN U.S. DOLLARS
1970 - 1986
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INTERNATIONAL FIXED INCOME MARKETS
ANNUALIZED LOCAL AND CURRENCY RETURNS
1970 - 1986
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INTERNATIONAL FIXED INCOME MARKETS
STANDARD DEVIATION OF RETURNS IN U.S. DOLLARS
1970 - 19386
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Irsterraatiorial Diversification
by United States Pension Funds

The investment portfolios cf United States pension
funds, which have been the largest single source of
funds for this country's capital markets, are currently
undergoing profound changes. One of these is the
diversification into foreign securities in order to reduce
the risk of variability of return as well as to raise the
level of return. While the absolute amount going abroad
is still rather small, the percentage is gradually increas-
ing. Considering the extremely rapid rate at which the
pension funds are growing, this diversification could
be regarded as capable of having important domestic
and international implications.

Many tens of billions of dollars are being invested
by the pension funds each year. The greater part is
from private pension plans, primarily those sponsored
by corporations. Private pension fund assets totaled
S450 billion at the end of 1980, having grown by more
than 100 percent in just five years (table). A sharp
improvement in the market value of equities contributed
to an unusually large rise last year. But even in the
absence of this development there would have been a
very substantial increase. An explosion of investable
resources will most probably continue throughout the
decade. This will happen even after allowing for infla-
tion. A study prepared for the Department of Labor

In Rreparl_ng this study tho author had the benelit ol many interviews
with pension plan executives and officials of various typés ol inter-
mediating financial institutions. They generally requested anonymity
with regard'lo information provided concerning amounts, approaches,
techniques, and views, but the author wishes 10 express her aDpre-
cialion to all of them. She is also ?ratelul for assistance received
from stall members ol the Deoartmenl of Labor and the Securities

and Exchange Commission.

two years ago estimated that, measured in constant
(1975) dollars, thn assets of private pansion funds
wtil have more than doubled between 1975 and 1985
and will have increased by another 90 percent by 1995."

Close to 40 percent of the private pension fund as-
sets at the end of 1980 was managed by the insurance
companies. The remainder, over 60 percent, was han-
dled by banks and adviser/managers. It is estimated
that, of the total $450 billion, roughly $9-10 billion was
invested in foreign assets. More than half of these
foreign assets represented pension fund monies in-
vested by the insurance companies, mainly in debt in-
struments and largely in Canadian assets, although the
holdings included fixed-inoome securities, most.y dollar
denominated, of a number <f non-Canadian govern-
ments. The foreign investments by the other managers
were much more diversified. Geographically, they en-
compassed assets in aLout twenty countries, predom-
inantly in Europe and Japan, and smaller amounts in
countries elsewhere. Less than one third comprised
fixed-income securities (including international agency
and other securities denominated in United States dol-
lars, as well as foreign currency securities); more than
two thirds consisted of equities.

>ICF Incorporated. A Private Pension Forecasting Mooel (Ociobar
1979?. The forecast for 198S. in consiant 19759P_0|Jars. iS approxi-
mately S475 billion and lor 1995. almost S900 billion. The forecasts
are based on a number of assumptions, including labor force demo-
graphics, economlc”([;rowt,h rates, and pnco developments. As is
always ihe possibility with long-range forecasts, some ol the
assumgnons might tufn out to be"quile”a bit off the mark, as tho authors
themselves caution.
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While state and 'ocal government retirement funds
total less than half as much as private pension funds,
they also constitute a huge pool of investment monies.
At the end of 1900 they totaled slightly over $200
billion, having not quite doubled since 1975 (table).
These funds operate for the most part under rather
rigid investment constraints, but modifications are be-
ing slowly introduced. Two states already have started
diversifying into foreign assets, and others may even-
tually follow. Still, it will be many years hefore state
and local funds could conceivably account for a sig-
nificant volume of foreign investments.

Although there can be little question that, short of
some cataclysmic event, private pension funds will
be increasing their foreign investments during the rest
of the eighties, one can only hypothesize about the
pace of the outflows. A good ball-park guess might be
that the share of foreign assets in total private pension
fund portfolios will rise during the decade at an annual
average of about A percentage point from the approx-
imately 2 percent they were at the end of 1980. The
dollar outflows implied by this assumption would be
substantial, but they would not be so large as to have
harmful effects on either domestic financial markets or
the value of the dollar in foreign exchange markets.

This article examines in further detail (1) the motiva-
tions of pension plan sponsors for diversifying into
foreign assets, (2) the considerations that in past
years restrained the outflow, (3) the activities of finan-
cial intermediaries that have sought a role in carrying
out the pension funds' international transactions,
(4) the manner and quantity in which funds are being

Assets of Private and Public Pension Funds
In billions ol dollars; yoar-end valuas*

placed abroad, and (5) tho possible implications for
the United States balance of payments and financial
markets.

Motivations for International diversification

Two goals are sought by pension plan officials who
decide to broaden their portfolios to include foreign
assets. The first is a reduction of the risk associated
with variability of investment return. The second is an
improvement in the level of return. In the private
sector, failure to improve return necessitates larger
corporate contributions to meet actuarial funding re-
quirements; in the public sector, failure to improve re-
turn implies that, as pension commitments rise, larger
tax appropriations are required.

Not surprisingly, the pioneers in foreign asset diver-
sification were primarily pension funds sponsored by
large corporations whose officials were already fa-
miliar to some degree with foreign economies. How-
ever, many sponsors of smaller private funds are now
also involved in such diversification. Most recently,
some officials responsible for public employee pension
funds have begun to shed their diffidence concerning
foreign asset diversification. The states of Alaska anc
Vermont have been leaders in passing the requirec
laws and purchasing foreign assets, and there may he
other states considering enabling legislation. However
the great majority of states still have laws that prohibi
public pension funds from making foreign investment:
other than in Canada. Public pension funds governet
by New York State law are prohibited from investing
even in Canadian corporate equities, although the-

Stats and local

. . government

Private nonmsured Pnvate insured Total retirement

Year pens.on (unds pension tundsf private* funds
Us.5 60.8 176.3 88.0

146.8 722 219.0 104.8

171-9 99.0 260.9 120.6

178.5 1015 280.0 132.6

'98.6 119.1 377 153.0

222.4 139.2 361.6 170.1

286.1 164.6 450.7 202.7

« "Hgures rolloct equities at market value and other assets at book value,

t Includes noninsured "soparate account" ponsion lunos at the life insurance companies.
* Includes pension lunds and deferred profit-sharing lunds ol corporations, unions, multiemployer

groups, and nonprofit organizations.
Source: United States Securities and Exchange Commission.
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may invest in foreign debt that is denominated In
United States dollars—1.6., in Eurodollar debt rated A
or better or in what are called Yankee bonds (bonds
issued in the United States by foreign entitles). None-
theless, there is a growing tendency to loosen the
very rigid restraints that still limit most public pension
fund investment activities.

A number of institutional changes in pension fund
practices over the past decade that have dramatically
increased pension costs have added to the incentives
-to seek new avenues for improving investment returns.
These changes include (1) heavier weighting of fater,
higher earning years in calculating pension benefits,
and (2) steps to adjust both workers' and retirees’ in-
comes to compensate for increases in the cost of
living. Pension fund officers have consequently come
to regard pension plan liabilities increasingly as a
purchasing power liability rather than as a fixed-dollar
liability and thereby have been additionally stimulated
to look for higher returns than those from the more
traditional investments.

Enactment in September 1974 of national legislation
'popularly referred to as ERISA (Employee Retirement
Income Security Act), which governs virtually all pri-
vately sponsored employee benefit plans, added to the
interest in diversification. Previously, pension fund and
other fiduciaries had heen required by individual state
laws to handle funds as “a prudent man" would. In
addition, a number of states provided detailed guide-
lines regarding permissible and prohibited invest-
ments, although these were not applicable when a
trust agreement governing the creation and adminis-
tration of an employee benefit trust gave the trustee
full investment discretion. ERISA replaced the states’
comparatively simple id sometimes restrictive rules
with a directive that added considerable complexity
to the prudent man rule. Pension fund fiduciaries must
now make investment decisions "with the care, skill,
prudence and diligence . .. that a prudent man . . .
fan liar with such matters would use". Moreover, their
prescribed duties include "diversifying the investments
within portfolios so as to minimize the risk of large
losses". Consequently, the national rule is not only
more demanding than most of the earlier state laws
but in effect insists on diversification. It has thus
opened the door to investments in certain types of
assets that pension fund officers had previously re-
garded as impermissible.

Already in the sixties, the spreading knowledge of
modern portfolio theory principles had led to wide
diversification of portfolios among domestic firms and
industries to reduce the risk of variability of return.
Increasing numbers of fiduciaries are now hecoming
convinced that diversification beyond United States

markets would further reduce thi3 risk. United State
securities markets no longer dominate the worl
scene to the extent that they did: capitalization |
equities markets outside the United States compris
approximately one half of the world total, and foroig
bonds more than one half the outstanding total. More
over, many foreign industrial firms have a very respec-
able capitalization. In addition, foreign business an
interest rate cycles have generally not coincided wi*
those in the United States. Although the world ha
grown more interdependent over time, this has bee
an erratic development and the correlations betwee
the United States equities markets on the one sidt
and foreign markets on the other, remain considerabl
lower than the correlations of most United States ir
dustry groups with the total United States marke
For this reason, sufficiently broad diversification acros
national boundaries is likely, over a period of trm
to dampen the variability of total return. Many per
sion fund officials have therefore concluded that ther
are numerous prudent investment possibilities abroa
and that these permit investments to be made that ca
be expected to help achieve the ERISA-mandated go;
of minimization of risk.

Many pension fund executives also think interm
tional portfolio diversification provides opportunitie
for increasing the absolute rate of return*for any give
degree of risk. A large number of the most rapid:
growing firms are situated outside the United State:
reflecting fast expanding overseas markets and abur
dant overseas supplies of industrial raw material
and of labor at various skill levels. Moreover, whil
opinions differ, some managers believe many foreig
securities markets are less "efficient" than .Unite
States markets, resulting in more opportunities fc
finding undervalued securities. There is, in addition, th
possibility of boosting returns by moving funds aroun
to take advantage of the different cyclical stages cha
acterizing business conditions, equities markets, flxec
income markets, and exchange rates in the variou
countries. Interest was also spurred by negative a
titudes toward domestic investment. The lag in Unite
States government and industry policies in adjustin
to the steep rise in energy prices, and the delay ¢
certain United States industries in responding to fo
eign innovations, enabled numerous enterprises abroa
to become very competitive and profitable whil
United States firms lost markets and ran into financi:
difficulties. Many pension fund executives have als
been displeased with the performance of manager
of domestic portfolio investments. Gi/on such consic
orations, a growing number of pension fund officia
have come to feel they might gain a higher retur
by investing part of their funds abroad.
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dations. At the same time, steps have heen taken by
groups abroad to produce information that would be
more comparable and comprehensive. Federations of
financial analysts have been set up within the past
two or three years in France. Germany, and the United
Kingdom with the explicit intention of trying to develop
reporting standards that would be similar for all Euro-
pean business firms. How quickly this goal will be
achieved remains to be seen.

The liquidity issue
Many pension fund sponsors have been cone- med
that foreign securities markets were not sufficiently
liquid. Compared with the United States market, some
markets do indeed have only a few stocks that are
very actively traded. In Europe and Japan together,
there may be only about one hundred issues that are
extremely liquid. However, there are many stocks in
which the trading is about on a par with trading in the
United States in "special situation" stocks. On an
overall basis, a number of markets are at least as
liquid as the United States market, and in some coun-
tries, including markets as different in size as Japan
and Hong Kong, the annual turnover rates, measured
as a percentage of capitalization, are even higher.
Intermediaries who take a positive view toward the
liquidity of foreign markets sometimes stress that, in
the absence of broad and deep markets, it is intimate
knowledge of the participants in the markets that is
most important. Transactions can be successful if one
knows who the stockholders are and works through
appropriate channels.

The question ol costs

Higher transaction costs have disturbed some spon-
sors. It has been estimated that turnover costs for a
"round trip" in the market—1.e., a purchase and a sale

— would generally ame jnt to about 8 percent in Eu-

rope and 6 percent in Japan, including the brokerage
fees or commissions, the spreads quoted by market

makers, and the government "stamp taxes" or "trans-

action fees". These figures contrast sharply with the
1 or 2 percent prevalent in the United States. Manage-
ment fees and custodial fees are also higher abroad.
Some United States managers comment that, because
of the various higher costs, they have to be particularly
careful in revamoing a foreign portfolio. Others ob-
serve, however, that on a net return basis the higher
foreign costs are not very significant, inasmuch as the
yields from foreign market investments may be many
percentage points greater than those from comparable-
risk United States investments.

Some of the larger intermediaries deny that trans-
action costs are necessarily higher overseas. Unlike

the current situation in the United States, mori foreigr
markets are still on (ixed-rate schedules and one can-
not negotiate commissions on a trade-by-trade basis
but discounts can be obtained in certain countries. Ir
Japan, for instance, where rates are xed by the
Mi. istry of Finance, a bank or other financial ir™* *itutior
can receive up to a 20 percent discount from tho lee
normally charged by a securities broker. Similarly ir
Germany— where, as in other countries on the Conti-
nent. the brokers are usually banks— discounts of up
to 25 percent can be o”.ained by banks, insurance
companies, or other large institutions. In Austrat a. one
can get a discount whenever there are big blocks o
shares around.

Foreign withholding taxes on interes* and dividenc
payments are, however, a cost that presents a parhc
ularly thorny question to pension fund officers. Since
pension fund investments are not subject to income
taxes in the United States, pension plan sponsor:
often do not ngard it appropriate to pay withholding
taxes abroad. Although not every market that is pop
ular with United States investors imposes withholdine
taxes— Hong Kong and Singapore are such excep
tions— bilateral tax treaties between the United State
and many countries in Europe, as well as with Aus
tralia, Canada, and Japan, for example, do contai;
provisions for withholding taxes. The percentage
vary from country to country, but are generally les
for interest payments than for dividends.3

Exchange rate and capital transfer problems

The ~isk of unfavorable exchange rate development
is another reason some pension plan executives hav
been wary of international diversification. It would ap
pear, however, that most of those who have overcom
their hesitation feel they do not have to worry aboi
short-term currency fluctuations since current liabil
ties constitute only a minor part of their total pensio
fund liabilities. Hence, they would never be obliged t
liguidate the (relatively small) foreign portion of the

1Under the lax treaties, withholding laxes on dividends are usually
15 percent. In some countries, the gross lax initially withheld is mgner
than 15 percent, and lho Untied Stales investor has lo reclaim the
excess. Ina lew countries (including Austna and Canada), tho rat
lax is less Ihan 15 percent. As lor mte it income, ihe United Slates
model lax treaty calls lor no withholding tax. but some counines are
unwilling lo go along with this. Germany, the United Kingdom, ano lho
Netherlands do, but Belgium and Canada, lor examole. nave a
withholding lax ol 15 percent, France and Japan 10 percent, and
Switzerland 5 percent. There is usually r.o withholding lax on caoital
%ams. A new model tax treaty has heen dralted oy iho United Stales
reasury Department, but it will probabl* not alfect tax rales lor

institutional investors. Some counines. il should be noled, provide the
possibility ol exemption Irom withholding taxes lor certain categories
ol investors.
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pension fund assets on short notice, when currency
movements might make such a step undesirable. Re-
garding the medium and long term, some pension
fund managers believe it is possible to forecast the
direction in which a currency will move largely on the
basis of fundamental economic considerations such as
likely inflationary developments, the probable rate of
real growth, and expectations regarding the foreign
trade or current account balance. Others take the
"neutral” position of making no currency assumptions
since they believe. (1) it is impossible to predict what
the currency developments are likely to be, and (2)
other factors are more important in the choice of
foreign investments. In some cases, foreign currency-
denominated Investments are being hedged.

Another type of conversion risk is the erection of
government barriers to the withdrawal at will by for-
eign i vestors of earnings or liquidation proceeds.
MA.dy of the nonindustrial countries already have regu-
lations that impose certain explicit limits ~n with-
drawal. Others provide for ad hoc admini:'- .ive de-
cisions by some government agency. Of 140 member
countries of the International Monetary Fund (IMF)
covered in a 1980 Fund report, only thirty-three had
nn restrictions of any kind on capital payments.* Of
these, sixteen were either industrial or oil-exporting
countries.

Although a country might not have restrictions on
capital payments, it might have, or choose to im-
pose, restraints on foreign capital inflows. A number
of countries that hold strong attractions for foreign
investors limit such investments through either legal
or regulatory barr.ers. During the past year, however,
there has been some small evidence, with actions by
Mexico as one example, of a possible tendency to
ease these restraints, partly in the belief that eco-
nomic progress could be furthered more rapidly if
foreign private capitai were allowed to make more of
a contribution.

The intermediaries (or pension fund diversification

As pension plan sponsors began to display a growing
interest in foreign portfolio investments, partly in
response to suggestions by a few outside advisers,
financial intermediaries of various kinds strove to
position themselves to compete in this new field.
These included the traditional managers of pension
funds, namely, commercial banks and insurance com-
panies, as well as the other rypes of investment man-
agers that had acquired a significant share of the

*|nternational Monetary Fu id. Annual Reoort on Exchange Arrange-.
ments and Exchange Restrictions F198'0). For two additional countries,
the IMF was unaoie to detormino the situation.
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pension fund business beginning in the 1960s. Others
sought to gain entry by showing that, unlike most
United States pension fund advisers and managers
who had had little experience with foreign markets and
therefore were unable to produce relevant track
records, they, on the contrary, had tho requisite
knowledge and experience. Still others found a niche
for themselves by establishing services that were
ancillary to the international investment* management
function itself.

The banks

Bank trust departments are still the principal managers
of pension plan funds—and now also of a large portion
of the internationally investea assets. Even the larger
banks that have become active in foreign asset man-
agement had initially to intensify their knowledge in
certain relevant areas, while others had to work from
| much lower base to acquire expertise on foreign
economies and companies, foreign securities markets
and currency markets, and the relevant networks of
foreign intermediaries. A few put securities analysts
and investment managers on the scene in existing
foreign branches. Others have gathered information
on foreign firms and monitored economic developments
in part through extensive visits abroad. Over time,
some of the banks have established new foreign affili-
ates of various kinds, with one purpose being to handle
the foieign investing or, as a minimum, the associated
foreign research activity for the banks' United States
clients. Where these foreign offices are managing the
investments, they deal with foreign brokers. These are
usually London or other European brokers if the man-
ager is operating out of London or some other Euro-
pean city, and Japanese brokers if the manager is
operating out of Tokyo or Hong Kong in connection
with Asian and Australian investments. A number of
banks are also providing global master custodianship
services (box).

The banks have been using commingled funds es-
pecially established for foreign investments as the
principal vehicle for investing those portions of clients’
pension funds that have been designated for invest-
ment abroad, although a few banks also manage for-
eign assets for pension funds through separate ac-
counts. In addition, some relatively small amounts are
invested in foreign securities for pension fund clients
who have not explicitly allocated a portion for foreign
investment. This occurs when some other type of com-
mingled fund to which some of a client's assets have
been allocated (whether it be a diversified common
trust fund, for example, or a growth fund or some
other specialized fund) includes securities of foreign
firms that fit within the framework of that particular



Custodial Services for Pension Funds’ Foreign Investments

Under ERISA's rules concerning fiduciary responsi-
hility, the so-called indicia (evidence) of ownership of
foreign assets held for employee benellt plans must bo
maintained In locations subject to the jurisdiction of
United States district courts, except as might be other-
wise authorized by the Secretary of Labor by regula-
tion. Prior to 1977 there were many questions concern-
ing the effect of this rule on holding indicia abroad.
Inthat year, however, the Department of Labor, which
is the agency with primary jurisdiction over employee
benefit plan fiduciary responsibility, Issued a regulation
specifying that indicia could be held abroad Il the
related assets were under the management and control
of a United States bank, insurance company, or invest-
ment adviser/manager registered with the Securities
and Exchange Commiss'on, providing these met certain
given criteria. Otherwise, the indicia could be held
abroad onlz if in Ihe é)hysi_cal possession of a United
States bank or an SEC-registered broker or dealer, or
if in the custody of an entity designated by the SEC
as a "satisfactory control location".

Many United Stales banks were not happy with the
1977 ruling since only brokers and dealers, but not
banks, may appear before tho SEC. Thus, for foreqn
locations where a bank did not have a branch that could
render custodial services. lhe bank had to have a
broker or dealer intercede with the SEC lor approval of
a foreign custodial agent, or else had to utilize the ser-
vices of a branch of a competitor United States bank.
In response to appeals Irom banks and the American
Bankers Association, the requirements were eased
effective March 30 of this year to permit United States
banks to keep the indicia in the custody of a foreign
bank or other specified types of foreign entities as
long as the custodian is suFerwsed or regulated by a
government agency or regulatory authority in the host
country. _ o

Several United States hanks are now also providing

fund. At the end of 1980, international commingled
funds amounted to 2 percent of all employee henefit
commingled funds set up by banks and approximately
Iz percent of the aggregate employee benefit funds
managed by them as either trustee or investment
managing agent.1

1Federal Financial_Institution Exammathons Council. Trust Assets OL
Banks and Trust ComO%mes— 1560. These daia are ('homrplgsd r[)yl e
Board ol Governors_ol the Federa Jaeserv?_Sgsl? , the Fe er'ﬂ

ltgp%sulﬁép]sct;rance Corporation, and Ine Orlico of Ine Comptroller ol

so-called global master custodianship services that
further facilitate the handling of foreign Investments
for a_nydglven pension Plan sponsor. These services are
rovided regardless of who the managers are. Chase

anhattan 8ank i3 the major global master custodian
for United States-basod sponsors, having started this
activity in the early seventies before enactment or
ERISA. It ha3 relied upon its foreign branches as sub-
custodians in most of the countries where it has
branches and has used foreign bank3 in the same
capacity in other countries. Citibank also has providod"
such services for a number of years. In the past few
years there have been several additional United States
entrants into the field. Some of these actually relz
heavily upon another large domestic or foreign ban
and its network of branches or correspondents for the
custodial services required in the many locations where
large corporate plan sponsors may have foreign in-
vestments. A particularly mterestln%/| recent entrant is
the Mitsubishi Bank of California. Many of the clients
for its global master custodianship services are re-
gional banks that are master trustees for pension plans
with rather small amounts invested overseas. To p/o-
vidr its global custodianship services, the Mitsubishi
Bank makes use of the worldwide facilities of the
Mitsubishi Sank of Japan and the latter's various finan-
cial affiliates. S _

The global master custodianship services offered are
more comprehensive at some banks than at others,
but among those ﬂenerally available are safekeeping
of the indicia, collection of dividends and interest,
currency translation, and centralized reporting of all
investments and income. Thus, no matter in how many
countries the funds of a pension plan are invested, and
no matter how many managers are handling portions
of that plan's funds, overall responsibility for the cus-
todial, bookkeeﬁing, and accounting operations can be
placed in the hands of a single overseer.

The Morgan Guaranty Trust Company pioneered in
establishing an international commingled fund for
ERISA accounts. It informed all ERISA clients in 1974
that, unless the client opted otherwise, a modest pro-
portion of their pension fund reserves would be in-
vested in foreign equities, to be built up at about 1
percent a year to around 5 percent by 1978.* Subse-

+Only a lew clients reacted Morgan's plan, and ihis "slrong" approach
is Known lo have oeen loiloweo 0y three more oanks. Olher Danxs
propose foreign commingled lund investing to their clienls on an
‘Invitation" oasis.
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quently, the maximum allocation was raised to 10
percent, and Morgan now has one equity lund and
two bhond funds holding most of the assets purchased
with ERISA reserves designated for foreign invest-
ments— about 6-7 percent of the total discretionary
employee benefit funds under its management. Citi-
bank, which set up its first international fund for
ERISA clients in 1978, does all the foreign investing
of allocated reserves through commingled funds. Cur-
rently, its international equity and bond funds total
close to 3 percent of its aggregate discretionary em-
ployee benefit funds, and it is recommending to most
clients that they increase their international allocation
to 10 percent over the next few years.

Since the mid-1970s a number of other banks have
also estaDlished international commingled funds. The
smallest is the Girard Bank, which has only about
S800 million of total employee benefit funds under
management but nonetheless introduced an interna-
tional pooled fund this May. In contrast, some banks
that are among the largest holders of ERISA funds
hesitated for quite some time hefore deciding to offer
international investment services to such clients. Now
they are ready to join the competition. Bankers Trust
has reorganized a commingled fund that had been
relatively dormant for fifteen years and is currently
talking to clients about the desirability of foreign di-
versification. Chase Manhattan Bank has two interna-
tional commingled funds starting operations, and plans
to ask all of its ERISA accounts to put in 2-3 percent
of their reserves. And the Bank of America has just
established a commingled fund with three divisions,
for investments in equities, fixed-income securities,
and/or international cash. This apparently is the first
international fund with a separate cash division; it
will enable a pension plan sponsor to make a specific
allocation for investment in highy liquid foreign assets.

At all but the very largest hanks, the complexities
and costs of handling foreign investments generally
rule out separate accounts as opposed to comi/.ingled
funds. At any institution where an account is ha idled
separately, the client is not only charged a higher fee
but is generally required to undertake a minimum for-
eign investment of several million dollars. The main
reason for this latter rule is that prudent minimization
of risk is regarded as necessitating diversification into
securities in ai least five different countries.

The life insurance companies

Life insurance companies rank second to hanks in the
volume of pension funds managed. At the end of 1980,
pension fund assets accounted for 35 percent of the
companies’ total assets. These pension funds are
handled either as part of each insurance company's
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"general account", where the funds are mingled with
lite insurance and health insurance funds, or individ-
ually as "separate accounts". Most states impose
severe restrictions on general account investments,
including rigorous restraints on foreign investments.
New York State, for example, limits portfolio invest-
ments outside the United States to stipulated percent-
ages of an insurance company's assets, namely, 1C
percent (or Canadian securities and 1 percent for all
other foreign securities.7 The rules of New York State
are important even for insurance companies hased ir
other states since they must be in "substantial com-
pliance" with New York regulations if they wish to dc
any insurance business in this state. About half the
states are even more restrictive than New York. Neigh
boring New Jersey, however, is among the less restric
tive sta'es. That state imposes no limit on investment:
in Canada, deemed not to be a foreign country to
investment purposes, and permits investments in othe
foreign securities of up to 2 percent of assets, althougi
investments in any one foreign country are not K
exceed 1 percent. Ten states have no statutes at a
regarding foreign investments.1

In many states the life insurance companies hav-
some extra leeway for general account foreign invest
ments by way of a catch-all investment clause, referre
to in the industry as the "basket” clause, which per
mits a small percentage of total assets to be held i
almost any way an insurance company sees fit. In Ne\
York State this "basket" amounts to 4 percent; in Ne-
Jersey it is 5 percent. Most companies prefer to utiliz
this leewry for domestic investments, but a few may b
making use of part of it to add to foreign investment
beyond the limits otherwise permitted.

“Separate accounts” were introduced in the ear:
1960s, when strong competition for pension fund bus
ness began to emerge from new sources, and sponsoi
were manifesting discontent with the returns froi
their traditional investments with the life insuranc
companies. The separate accounts have no restrictior
regarding foreign or any other types of investment
although ERISA "prudent man" responsibilities hoi
for the management of these accounts as for ottr
accounts.

r The hig insurance comoany's asseis that are usea as me case lor
determining (ha indicated amounts are a_ctuallgl the comoany's
"admitted assets", a term denoting asseis thaf are in good Standing.
The aoove-montioned permitted foreign investments are in addition :
investments in any foreign country where tho company is authorized
to do ousiness. The tatter investments are not to exceed one and
one-nall times the comoany's reserves 3nd other obligations m mat
country, or tho amount it is required by law to invest in the country,
whichéver is greater.

1 The author is indebted lo the Amencan Council ol Lile insurance lor
mlormation on the various stale laws.



Ona insurance company— The Prudential Insurance
Company of America, the largest United States life
insurance company— moved more quickly than others
in diversifying into foreign assets. As early as 1976
it established a commingled fund for pension and
profit-sharing funds called PRIVEST, whose assets
were to consist primarily of private (l.e. direct) place-
ments, traditionally an important part of life insurance
investments. One 0l the initial guidelines specified that
up to 10 percent ol the portfolio could be allocated to
Canadian investments and up to 5 percent to other
foreign investments. This year, in another move, Pru-
dential embarked on two pilot programs of SEO million
in foreign bonds and S2S million in foreign equities to
test and develop its acquisition, trading, and other
operations in the foreign securities markets. The com-
pany expects that by the beginning of 1982 it will be
able to offer a pooled fund for foreign bonds and one
for foreign equities to any pension plan sponsor wish-
ing to diversify internationally. It also anticipates es-
tablishing an internal unit to handle foreign currency-
denominated investments for its general account; such
investments would, however, be constrained in size
by state regulations regarding foreign investments.

Aetna Life Insurance Company has chosen a differ-
ent path. In June it combined with Warburg Investment
Management International, an SEC-registered British
firm that already was managing a sizable volume of
ERISA funds, to form a jointly owned United States
subsidiary, Aetna Warburg Investment Management In-
ternational. Aetna is responsible for the marketing
operations and Warburg, operating out of London, for
the investment and administrative activities. In this
undertaking, clients" funds are being handled in sep-
arate accounts.

Other life insurance companies are already think-
ing of following suit via one channel or another that
would enable them to provide foreign investment
facilities to employee benefit funds. One is actively
studying the alternative routes for entering the foreign
portfolio investment area, with the expectation that a
decision will be made within the coming year. Another
is contemplating the introduction of foreign investment
services when it considers exchange rate conditions
more opportune. In at least one state where the regu-
lations regarding foreign investments are even more
restrictive than in New York, steps are being taken to
try to get these changed, which would open the way
for insurance companies to offer pension funds for-
eign investment opportunities.

Some insurance companies have been especially
interested in foreign investment in Mexico. In 1979 the
life insurance industry attempted to gain passage by
the New York State Legislature of a bhill allowing

‘ (F/(A)onl 21, ?931).

the companies to invest up to 10 percent of th
general account funds in Mexican securities—
can he done with Canadian securities. When thi3 ell
failed, the approach was shifted to obtaining t
statutory changes- (1) an increase in the general ¢
ing on foreign asset Investments from the pres
1 percent to 2 percent; and (2) permission for an ac
tional 1 percent of total assets to be placed in Me
can investments. These changes came vBry close
passage in 1980, and their sponsors are fairly hope
of actual passage this time around.

Investment advisers and other intermediaries

The third group ol portfolio managers, those cal
investment advisers by the SEC, play a particula
important role in handling pension fund assets
the larger United States corporations. They are a
avid contenders for the new foreign investment bi
ness. There were only a very few such managers t
years ago, but a total of about forty today." Curr
competitors include foreign as well as United Sta
firms and also United States subsidiaries set up
foreign firms or jointly by United States and fore
firms. The recent development in this country
mergers resulting in large financial conglomerates t
encompass a wide range of financial operations it
make for an increasingly varied picture.

Those managers of ERISA-subject pension fur
that are not United States banks or insurance cc
panies must be registered with the SEC. While a nu
ber of foreign-based managers are registered, mf
do not wish to make known all the information t
SEC registration requires. They avoid this by sett;
up special subsidiaries, usually in the United States,
deal with ERISA clients. Apparently the majority
these subsidiaries are, at most, contact points w
United States clients. The actual foreign investmi
activity and relevant research is generally undertak
from an office located in a foreign market center.

In general, firms of foreign origin are able to disp.
a longtime knowledge of, and experience in, forei
securities markets that puts them, in the opinion
some pension plan executives, a hig step ahead
domestic managers, even those that have opened
foreign offices. A number of the foreign firms have be
active for many decades rather than for just a f
years— although in most cases their foreign investmt
operations until rather recently did not Include Asi
and other areas outside Europe that are now attra
ing considerable attention from international invostc
United States managers, on the other hand, are oft
considered to have an advantage because of their f:

r a listing, Sea Pensions and Investment Ago, 'International Protile
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quently greater familiarity with sophisticated Invest-
ment tools, including modern portfolio theory and
advanced statistical techniques. Moreover, for many
sponsors, the ability of a management firm to shosv It
has a well-structured decision-making process is of
greater importance than the nationality or location of
the firm.

Some domestic firms seek to acquire the familiarity
with foreign markets and foreign securities necessary
for managing foreign investments by placing staff
abroad. Others rely upon the availability of increasing
amounts of published information from around the

world and facilities for instant global communica-

tion. Neither tactic, however, provides the track record
sponsors often want to see. Hence, another approach
has been to team up with an experienced foreign
money manager to form a United States subsidiary.
There are now a number of such joint ventures. What-
ever the setup, where there are both foreign and do-
mestic offices, the United States-based representatives
generally act primarily as contact persons while the
overseas personnel are the ones most directly involved
in.the substantive issues of portfolio diversification. As
is the case with the foreign firms, overseas offices deal
with foreign brokers. Although a few United States
brokerage firms have established new offices abroad
during the past two years, the business of these
branches is more in the retail end and with foreign
institutions that wish to invest in the United States rather
than with United States institutional investors who are
putting money into foreign assets.

A handful of firms have found a very special niche
for themselves in providing advice to pension plan
sponsors regarding international portfolio managers
and other matters relevant to foreign diversification.
Most expanded into the international field after ex-
perience of a similar kind in the domestic area. Inter-
sec Research Corporation, however, was established
in 1975 as a new firm; the first United States counselor
in the international area, it also advises portfolio man-
ager. Among the services generally rendered by these
counselors are: assessment of a pension plan's ob-
jectives and needs and the appropriateness of foreign
investment for that plan, analysis of the foreign invest-
ment: "style" or "philosophy" of managers, monitoring
the performance of managers, and recommendations
regarding retention or discharge of existing managers
and/or the choice of new managers.

The foreign investment services offered by the in-
dependent managers have paralleled those by banks
and insurance companies with regard to handling pen-
sion fund3 as separate accounts or combined with
other accounts, although the latter are actually mutual
funds. However, in a recent development that is con-
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tributing to tho ongoing blurring of lines between trac
tional types of financial institutions, several Indepe
dent managers, as well as consultants and brokerai
firms, have established or taken over state or nation
chartered trust banks. These will enable the flrm3
set up commingled funds and provide custodial se
vices in exactly the same way banks can.

The increase in international diversification

The number of companies that have put some portfc
of their pension funds into foreign assets has grov
dramatically during the past few years. A recent su
vey of almost eleven hundred of the largest Americ:
corporations found that, of those companies inte
viewed that ranked among the Fortune top 100 indu
trials, the number holding foreign assets had increase
from 17 percent in 1977 to 34 percent in 1980; amor
Fortune's second 100, the number had grown fro
7 percent to 29 percent. Interest had intensified mo
among firms responsible for funds with assets of ov
§250 million, but smaller pension funds had also b
come much more involved. Fully 11 percent of all If
firms surveyed had some portion of their pension fur
reserves in foreign assets at the end of 1980, and a
other 18 percent said they were planning to start i
.vesting internationally during 1981 or 1982." Thus t
the end of next year almost one third of the surveys
firms may have become international diversifiers.

The "style" of investment

Many of the pension plans that are prepared to plac
a fairly sizable amount abroad apportion the func
among more than one manager, sometimes includir
different types of intermediaries as well as both Unite
States-based and foreign-based managers. If a spoi
sor has only one manager, which would be general
the situation for smaller investors, this would be
"global" or "international" manager, responsible ft
investments in many countries all over the glob
either through a commingled fund or otherwise,
there is more than one manager, there might be
global manager, and/or a "regional" manager fc
managers) responsible for investments in only a pa
(or parts) of the world. Sometimes a sponsor mz
choose “specialist" managers limited to a specif
type of investment such as equities or bonds, or cha
acterized by a specific way of approaching the ma
kets such as market "timing". Finally, some of tf
managers are given permission to invest part of the
international allocation, when they consider it desi

"sGroanwicn Resoarch Associates, Largo Corporals Pensions 1981
Report lo Panicioants, The approximately 1,100 companies surveyed
ranked among the 1,600 biggest firms in’lho country.



able, in dollar-denominated assets either in the United
States or in the Eurodollar market. In other cases, how-
ever, the sponsor's guidelines allow dollar-denominated
assets to be held only for liquidity purposes.

The sponsor also has a choice of several types of
commingled funds. Some aro index (passively man-
aged) funds; others are actively managed funds. The
index funds are regarded as a way to obtain widely
diversified foreign assets for a relatively low manage-
ment fee. They also have been utilized a3 a yardstick
against which to measure the performance of a plan's
other portfolio managers. However, the index fund3
are much less popular than the other international
commingled funds. Among the actively managed com-
mingled funds are a few that are limited as to type of
enterprise and number of countries in which they in-
vest, often blue-chip companies in the most advanced
industrialized countries. These are sometimes charac-
terized within knowledgeable circles as "closet index
funds". Other commingled funds may emphasize
growth companies or some particular type (or types)
of industry or, at a given time, may even have a
majority of assets in only one favored country. Still
others, in contrast, choose broad diversification, either
by type of firm or industrial sector or national econ-
omy, with investments in some cases being made in
as many as twelve or more countries. While a few banks
and other management firms offer just one international
securities fund, a number offer several different funds
that vary as to type of security or currency. This provides
a sponsor with greater flexibility in allocation choices
as well as greater ease of guideline modifications.

Once a decision has heen made to diversify inter-
nationally, a pension plan sponsor may rely on new
cash flows as a source of funds for such investments.
At some banks, however, when a client has agreed
to allocate a given portion of its reserves to an in-
ternational fund, ihe bank simply liquidates a corre-
sponding amount of the client's domestic holdings.
Many sponsors have built up foreign investments
only when economic and financial conditions seem to
favor such moves, but others have kept up their
planned outflows regardless of the changing interna-
tional constellation of interest, exchange, and inflation
rates and of capital market conditions. For them, the
basic, long-term considerations that led to their origi-
nal decision to commit part of their funds abroad re-
main the determining investment motivation. Relative-
ly few pension plans that have invested abroad
have engaged in any net reversal of such investments.
This positive attitude seems likely to continue. Of the
Fortune top 100 industrial firms already investing
abroad in 1980, over 75 percent have said they expect
to increase such investments during 1981-82, and

roughly 60 percent of those that rank among the nox
300 firms have expressed the same intention,”

The amounts invested

Currently, relatively few firms have more than 5 por
cent 0l their pension fund reserves invested in foroig
securities, but the number Is rising, and soma ar
shooting for 10 or even 20 percent in the not too dl:
tant future.’ Moreover, as many as one in four of th
respondents to a 1980 survey said that they expecte
to hold between 2 percent and 5 percent at the end ¢
that year in contrast to the one in ten that were hole
ing such amounts twelve months earlier.3

One can do no better than make an educated gues
regarding the total amount of foreign securities a
ready acquired for employee benefit fund portfolio
The Department of Labor, which obtains an annu.
financial report from all ERISA-covered employe
benefit plans, does not require that foreign investmen
be reported separately from domestic investment
Thus, only by going through thousands of reports, ar
identifying all the securities listed, could the foreic
investments be sorted out, but this is not being don
Furthermore, reports on purchases and sales of fc
eign securities filed on United States Treasury forn
and used for United States balance-of-payments st
tistics do not indicate which of these are transactiot
for pension fund accounts and often do not indue
transactions for such accounts that are executed :
managers from overseas offices or even by Unitt
States-based managers who transmit their transacts
orders directly to foreign brokers. A few pension fui
consultants try to keep tabs on the amounts invests
but none of these estimates are complete.

Banks managed $229 billion of employee bene
funds at the end of 1980." Approximately S1.5 hilli.
of this total was in the international commingled func
The banks held additional foreign assets for the e
ployee benefit funds either because of internatior
diversification for separate accounts or because
foreign securities the hanks purchased for commingl
funds that were not international funds.ll Howev

aGreenwich Research Associates, op. cit.

1 The two stale retirement lur.ds that hold foreign assets have 5 cercer
as their current allocations, and at least one would not hesitate to
go as hign as to oercent.

Blnstitutional Investor (Aonl 1980).
> Fedoral Financial Institutions Examination Council, op. oil.

15Foroign socuntjes purchases for "domestic" commingled accounts
olton“are securities lor which Amencan Depositary Receipts aro
available, and therefore might frequently roPresent purchases from
United States residents ratfier than new’cuttlows.
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these latter types of holdings apparently did not
exceed SI billion, or $2 billion at most. Thin would
imply that roughly 1-1Vi percent of the employee ben-
efit assets with banks was invested abroad, including
investments in Canada and in United States dollar-
denominated foreign issues. This compared with an
estimated Vi percent a year earlier, when employee
benefit funds managed by banks totaled $205 billion.

Life insurance companies, which had assets totaling
$479 billion at the end of 1980, were responsible for
the management of $165 billion of private pension plan
funds: $33 billion in separate accounts and $132 hillion
in the general accounts. Among the insurance com-
panies' total' assets, approximately $20 billion (4 per-

cent) consisted of foreign securities. Debt securities, -

which always bulk large in life insurance company
portfolios, accounted for $19 billion of the $20 billion.
Most of this comprised Canadian paper (government,
government agency, and corporate) and some small
amount of international agency bonds, but there were
also bonds of the governments of Mexico, Japan,
France, “weden, Israel, and some other countries, as
well as debt of non-Canadian corporations." Foreign-
issued stock probably amounted to no more than $1 bil-
lion. Almost all the foreign investments were for the
life insurance companies' general accounts, and only
a very small part for the separate accounts. Since
roughly 30 percent of the total general accounts con-
sisted of pension fund monies, pension funds might be
regarded as the source of approximately $6 billion of
the foreign asset investments (compared with about
$5 billion the previous year), even though the pension
funds did not have the responsibility for stipulating
how their funds were to be invested.

While intermediaries outside the insurance and
banking communities have significant amounts of pen-
sion fund reserves under management, again only
estimates are available concerning the foreign securi-
ties investments they managed at the end of 1980. One
compilation suggests the total was almost $1 billion, up
approximately $200 million from 1979."

In summary, the foregoing estimates suggest that at
the end of 1980 roughly $9-10 bhillion, approximately
2 percent, of private pension fund assets was held in

foreign securities through all management intermedi-

aries, including the portion of insurance company

general account foreign investments allocable to pen-

sion funds. The additional foreign assets managed

internally by private corporations at that time apparent-

ly totaled less than S100 million. However, some ‘arge

"« American Council ol Lila Insurance, J987 Ule Insurance Fact Book.
ir Informalion Irom Intersec Research Corporalion.
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sponsors who now have their own staffs managing do-
mestically invested pension funds anticipate they will
be able to undertake internal management of at least
part of their foreign investments in another five years
or so, after the staff has gained more knowledge about
foreign markets and foreign securities.

As pension funds continue to increase throughout
the 1980s, a net outflow would have to occur each
year just to maintain an unchanged foreign Investment
percentage— unless the market value of the existing
foreign holdings took a sudden jump. Any growth of
the portion allocated to foreign assets would expanc
the flow further, although it is likely that the annua:
increase in total allocations will slacken after a number
of years. Part of the rise that must be expected durinc
the eighties will undoubtedly reflect the very recem
change in attitude of a number of big banks and lift
insurance companies that have decided to compete
in providing new foreign asset investment opportuni
ties for ERISA clients. The same is true concernine
the entrance of independent managers, brokers, anc
consultants into the business of trust banking. With ar
increasingly active and diversified group of intermedi
aries available as foreign asset managers and custodi
ans, it seems likely that additional pension plan spon
sors will be attracted to international diversification

Assuming that foreign diversification grows over th-
reat of the decade at a rate that raises the share ¢
foreign assets in total private pension fund portfolio
by an annual average of about VZ percentage point, b
1990 foreign assets would comprise roughly 7 percer
of total private pension funds, with many large func
reaching well beyond 10 percent. On the hasis of th
forecasts of pension fund reserves made by ICi
7 percent in foreign asset holdings in 1990 woui
amount to approximately $120 billion (in current, ie
inflated, dollars)." This would imply that during eac
of the next few years the outflow would remain belo
$10 billion and would rise above that level only sorr
time in the middle of the decade. The amounts wou
be larger if a significant number of state and loc
pension plans were to start investing abroad.

Implications for United States markets

What might be the implications for the United Stati
balance of payments and financial markets as pensic
funds increasingly diversify into foreign assets? T!
foregoing estimates suggest that during the first h:
of the decade net outflows might expand from the a
proximately $2% billion of last year to something shi

'« The ICF "cycicio_ng" model on which this |i9ura is based assumed th

consumer once index would show a nse ol 7 oercont in 1936 and
6.5 oercent in 1990. The ICF estimate ol total orivato oension plan
assets m 1990 came to approximately SI.7 trillion (ICF. op. at.).



of S10 billion by tho 17117™19803.* These aro not par-
ticularly large sums when compared with other types
of capital outflows. For example, during the last five
years. United States banks increased their dollar claims
on foreigners (excluding claims on their own foreign
branches) by an annual average of almost S18 billion.
And new direct foreign investments by United States

residents amounted to an annual average of over $4

billion. Inclusion of reinvested earnings would increase
this figure to S16 billion. *

A growing international orientation by United
States pension funds will presumably affect to some
extent the location of their short-term liquid reserves,
the volume of which can fluctuate considerably. For
example, since 1978, "cash and deposits" of private
noninsured pension funds have accounted for 4 per-
cent of total assets after having constituted only 2
percent for many years, and at the end of 1980 such
liquid assets amounted to S9.3 billion.1 This un-
doubtedly reflected the diversion of funds from long-
term investments in 1978, due to the drop in bond and
stock market prices and the surge in short-term in-
terest rates. Thereafter, liquid reserves were kept at
high levels presumably because of uncertainty about
the outlook for capital market developments and the
continuing attraction of short-term rates. In the future,
at similar junctures, when short-term rates abroad are
also attractive, pension fund managers may pay in-
creased attention to the alternative foreign liquid
investment possibilities (as perhaps indicated by the
establishment of an international cash division in the
Bank of America's new international commingled fund).
A persistent trend toward greater international diver-
sification of shortterm investments would introduce
the possibility that the management of such invest-
ments would contribute to exchange market volatility.

However, these flows would be just one stream in a

multitude of many fluctuating sources of supply and
demand in the huge short-term financial markets.

At the same time that United States investors have
begun to look abroad, the incentive to diversify and
the breadth and depth of United States capital markets
have led additional numbers of foreign investors to
look to the United States. Indeed, throughout the past

1111 is lo bB noled that, even when foreign lixed-income investments are
United Slates dollar denominated, as Ihe bulk ol Ihe insurance
company investments have been, the borrowers generally convert
the lunds into foreign currencies, resulting in llows through the
exchange markets.

3 Board ol Governors of the Federal Resorve System, Federal Reserve
Bulletin, and lhe United Slates {Department ol Commerce. Survey
ol Current Business.

n United Slates Secunties and Exchango Commission, SEC Monthly
Statistical Review (May 1981).

Hit Foraign Securities Purchaaos by
Private Investors

I?Lillions ol dollars

Net purcnases of
10 United States secunties----------
by foioign pnvate investors

P A I I (Y K R I K A I R |
970 71 72 73 74 N 6 77 8 79 8

* No data available on components of net purchases
by United Slates private investors.
Source: United States Oepartment of Commerce.

Bureau ol Economic Analysis. Survey ot
Current Businoss. Juno 198l

decade, except for a bulge in outflows during the yeat
1974 through 1977 resulting from the elimination of th
interest equalization tax and the reemergence of th
Yankee bond market, foreign private inflows into th
United States securities markets were considerab
greater than outflows into foreign securities marke
by all private United States investors—pension fund
foundations and other institutions, businesses, and inc
viduals (chart).3 Thus, any diversion to foreign marke
of pension fund resources that might otherwise ha\
been invested in domestic capital markets has in me
years been much more than offset in amount by inflov
from private foreign residents. In addition, there ha-
been considerable investments in United States priva
securities by foreign official agencies.

Some pemson fund outflows aro not recorded in these figures, par-
ticularly. as noied aoove, wnen managers are operating out ol overser
otlicos and/or foreign brokers aro being used.
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The clear-cut existence of a two-way flow of funds
in an increasingly interdependent world, but one
where the United States continues to exert an extraor-
dinarily strong pull on foreign investors— not only into
the securities market but also into real estate and
direct investments— makes it appear improbable that
the nve in investments abroad by United States pen-
sion funds (and other institutional investors) will lead
to a secular downward pressure on the United States
dollar. The current Administration's general attitude
concerning the need to encourage investment, and
its budget and tax policies, may reinforce foreign-
ers’ interest in investing in this country. Moreover,
the longer term foreign investment strategies that
United States pension plan sponsors have by and
large followed, and the relatively low weight most of
them give to short-run exchange market conditions,
means that the management of these funds is not
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likely to be a significant source of instability in ex-
change markets. Indeed, the presence of more inter-
national capital flows that are governed by a longer
view could actually be a source of stability.

Thu3, the growing international diversification o
United States pension fund portfolios seems, from the
vantage point of 1981, to be a development that it
capable of providing benefits for both pension plar
sponsors and pension fund beneficiaries— if the spon
sors are sufficiently knowledgeable to make the prope
choices concerning guidelines and managers. More
over, the expanding diversification appears unlikely tc
have any noticeably adverse effects on the exchang>
rate for the dollar or any perceptibly negative effect
on United States financial markets. The outflows wil
not be particularly large, compared with other capita
outflows, and investment.3 in this country's markets b'
foreigners will probably continue to be much greater

Edna E. Ehrlic
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INTRODUCTION

Intermational investing by American pension
funds isa relatively recent phenomenon. Inmany
ways, the institutional part of the business was
born in 1974 when Morgan Guaranty Trust
launched the first commingled fund for pension
funds to invest in intemational securities.

The birth was controversial in several ways.
First, 1974 was the beginning of life with
ERISA- a formalization of prudence. This new
law created major turmoil among plan sponsors.
Second, itcame at the end of a two-year period
of rapidly declining domestic equity prices, in
1973 and 1974. Third, Morgan Guaranty did not
ask its clients for approval. Instead, clients that
did not want intemational exposure were forced
to say "'no," which was in keeping with Morgan
Guaranty"s traditional sense of responsibility.

In hindsight, the timing of the move was al-
most perfect. The bottom of the market was
reached very quickly, international performance
in the early years was very strong, and the inter-
national investment management business as we
know it today hegan to grow in earnest.

We have come a long way in just a decade.
Much has been tried—and much more learned
bﬁ plan sponsors and investment managers alike,
The purpose of this seminar on International
Equity Investm% I to bring this learning together
and to seek to channel future thought as the busi-
ness moves from the rapid growth phase that
has characterized it during the past several years
into a more mature growth phase.

Before turning to adetailed examination of the
business itslf, it is useful to step back foramo —
ment and look at the market forces that are driv—
ing the business— primarily America"s largest
pension funds. Pension funds are a trillion dollar
business. They are also growing at an underlying
rate of 12-15 percent per year. This rate of growth
means that pension funds spawn a BANbusiness
totalling nearly 5150 billion each and every year.
Truly, the business of managing pension funds isa
very large, rapidly growing, and increasingly prof—
itable business for investment management fims.

rrhational Investin
the Opportunities

g. The Challenges

To put international investing by American
Pensmn funds into perspective, four different fac-
ors should be examined:; first, the numberof(ﬂrn-
sion funds that invest abroad: second, the COIarS
they invest abroad today, and their intentions
to change these investments in the future; third,
the EaSONS pension funds invest internationally;
and, fourth, the reasons pension funds do not
invest internationally. This background will serve
as a springboard for each of the subsequent
speakers who will discuss more specific aspects
of international investing.

INTERNATIONAL INVESTING BY
AMERICAN PENSION FUNDS

The number of American pension funds investing
internationally has increased S|Ign|f|cantly in re-
cent ?]/ears. Each year in the fall, Greenwich Re-
search Associates conducts extensive research on
the investment policies and practices used by
large corporations in the management of their
employee benefit funds. The Greenwich Research
Associates universe includes the nation's 1,600
largest companies. These companies range from
AT&T down to companies with plan assets as
small as $10 million. In aggre%ate, their assets
total more tnan $475 billion; they represent 8o
percent of all corporate pension assets in Amer-
Ica, and they account for the lion's share of the
present dollars invested internationally.

More Plans Getting Involved

As shown in Table 1, the number of companies
investing internationally more than doubled from
8 percent in 1979 to 17 percent in 1981. Growth
slowed during the following two years with only
a 1 percent increase each year to 18 percent in
1982 and to 19 percent this past year. This equates
to approximately 250 Iar?e corporations  that
presently invest a portion of their employee ben-
efit funds outside the United States.

~ Companies with larger plan assets more often
invest internationally, Table 1 shows that almost
two thirds of the companies with plan assets over
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TABLE 1. How companies Investing abroad have been
changing

1979 1980 1981 192 1983

Plan assets
over Sl billion 26 400 5% 60  63%
1z 51-1,000 million 2 5 ) 40
$100-250 million n 14 18 23
Under $100 million 3 6 8 9
Total companies B 13 17 18

Source: Greenwich Rerearth Associates.
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$1 billion currently invest abroad. In contrast,
approximately one-third of the companies with
plan assets of 5250 million to SI billion invest
abroad; one fifth of the companies with plan as—
sets of $100 million to $250 million invest abroad;
while only 6 percent of companies with plan as—
sets under $100 million presently invest interna—
tionally. Intemational investing isclearly a large-
company phenomenon.

Dollar Commitment Is Growing Rapidly

Dollars invested abroad by corporate pension
funds have also increased rapidly- and signifi—
cant further growth is projected during the next
three years. As shown in Table 2, pension assets
invested intemationally more than doubled from
$4 billion in 1982 to almost $9 billion in 1983.
This increase is ahead of last year's expectation
of an increase 1o S8 billion in 1983. This is partic—
ularly interesting in light of the strong U.S. stock
market and the strength of the dollar during that
period.

Looking ahead, corporate pension funds ex—
pect to increase intemational investments more

TABLE 2 How projected dollars invested

abroad have been changing

192 1983 19%

Actual Actual Projected
Plan assets
Over St billion $2420+ $7,118 $17,346
s251- 1.000 million 1.067 1,26 4.462
$100-250 million 313 288 775
under $100 million 157 7 24

Total companies $3,%7 $8,/6l $22,807
*Mllas ndllos

Sounc: Greenwich Research Associates

* e erm ey

than two and one-half times to a projected 523
billion by the end of 1986.

Assets invested intemationally are concen—
trated among the very largest funds. In fact, 85
percent of present assets and 76 percent of pro—
jected 1986 assets are concentrated among com—
panies with plan assets over Sl billion.

What is driving this expected 514 billion
growth in assets invested intemationally during
the next three years? There are three different
factors involved:

Total pension assets (net contributions plus
investment gains) are growing at an underly-
ing rate of 12-15 percent per year. This "nor-
mal" growth in pension assets accounts for
almost one-third of the projected growth of
international assets from $9 billion in 1983
to 523 billion in 1986. With pension funds
becoming increasingly well funded, a larger
percentage of future growth will come from
Investment gains as opposed to net contribu-
tions.

More companies are making initial commit-
ments to International investing. In fact, 9
percent of the companies included in our
1983 research indicated they plan to Startin-
vesting abroad by the end of 1984, This will
bring the total number of companies invest-
ing Internationally to approximately 375, as-
suming all these expectations are fulfilled.
During the fast four years, however, only
55 percent of the intentions to start investing
abroad were actually fulfilled. Therefore,
companies investing abroad for the first time
account for slightly less than one-fifth of the
total projected asset growth.

Plan sponsors that presently invest abroad
are increasing the of assets invested
intemationally. This increase inasset mix ac—
counts for fully one-half of the projected $14
billion growth in intemational assets.

But Commitment Remains Low as
Percentage of Total Assets

While intemational assets presently account for
less than two percent of employee benefit
fund assets, the companies that invest abroad
presently invest only slightly less than four per—
cent of their assets intemationally. As shown in
Table 3, these companies plan to increase interma-



TABLE 3 How percent of total assets
Invested internationally is

changing

Percent 1983 1%6

invested Actual Projected
None 84.0% 710%
1 30 20
2 30 20
3 3.0 20
4 10 10
s 20 6.0
6-10 20 4.0
over 10 0.0 0.0
No answer/uncertain 20 120
Mean* 338 5.6
Median 30 50

* Note: Mean and median exclude None.
Source: Greenwich Research Associates.

tional investments by 180 basis points to nearly
six percent by the end of 1986. Interestingly, none
of these funds now invest—or plan to invest—
more than 10 percent of their total pension assets
abroad. Because equity investments are 50 to 60
percent of total assets, international investments
could total more than 10 percent of e(iUIty assets,
but not more than 10 percent of tofal assets.

REASONS TO INVEST ABROAD:
THEORY AND EVIDENCE

Corporate pension funds invest abroad for two
primary, and complementary, reasons. To in-
crease investment returns and to reduce total
portfolio risk. _ _

Initially, a majority of companies favored in-
ternational investing as a way to reduce total
portfolio risk by increasing diversification. As do-
mestic equity markets improved, the pendulum
beglan swinging the other way to the point where
in last year's research, reasons to invest abroa
favored-increasing returns over reducing risk by
a 70 t0 30 margin.

Return Experience

Empirical research shows that retumns earned iIn
intermational markets have exceeded retums
earned domestically over long-time horizons. For
the 10 year period 1973-1983, shown in Table
4, the compound annual rate of returm for the

ital Intemational EAFE inde< was 11.1 per-
gggf ,Am tw inpé~ t be

TABLE 4 Time weighted rates of
return

Five years Ten years
1978-1983  1973-1933
EAFE Index 10.1% 111%
sstp 500 17.3 10.6
CPI 84 8.2

of the S&P 500 by an average of 50 basis points
annually over the entire period.

Relative to inflation, EAFE returns were also
superior—outperforming the annual 8.2 percent
increase in the Consumer Price Index by 290 basis
points annually over the past decade. _

During the past five years, however, the pic-

ture was different. For the period 1978-1983, the
domestic market was stron(}; with the S&P 500
return of 17.3Percené?ptrer orming the 10.1 per-
cent return of the Il I dex by a whopping
720 hasis points. Dm is same period, the
EAFE Index again outp._. ,.med the 8.4 percent
increase in the Consumer Price Index by an aver-
age of 170 basis points.
. The_Ion?-t.erm case for increased returns from
international investing is strong. The past five
}/ears have not provided siv :or returns, but re-
urns have exceeded the increase in consumer
prices.

Risk Experience

Total portfolio risk has also been reduced by in—
vesting in intemational markets. As shown inTa—
ble 5, the standard deviation of the EAFE Index
during the ten-year period, 1973-1983, was
slightly higher than that of S&P 500- 18.4 per—
cent versus 18.2 percent. However, because re—
tums from intemational markets are not highly
correlated, total equity portfolio risk has been
reduced by investing abroad. For example, by in—
vesting 10 percent of a domestic equity portfolio
intemationally, total equity portfolio risk was re—
duced to 17.8 percent- a decline in total equity

TABLE 5 Sstandard deviation of returns

Ten years

1973-1933
EAFE Index 184%
sitp 500 18.2
s&p/EAFE—90/10 17.8
s&pP/EAFE—80/20 175



risk of a littke more than two percent. By increas—
ing the intemational component to 20 percent,
total equity portfolio risk was further reduced
to 17.5 percent, almost a four percent reduction
inrisk. _

During the past ten years, therefore, domestic
investors were rewarded for investing interna-
tllolgally both by increased returns and reduced
risk.

REASONS NOT TO INVEST
ABROAD

Corporate pension executives who do not invest
abroad cite four reasons as most important in
their decisions:

Senior management reluctance;

Lack of international experience internally;
Foreign currency risk; and

Political risks.

Interestingly, two concerns voiced by invest-
ment professionals about putting money abroad

are not shared byTpIan sponsors, First, is the con-
tinued strength of the U.S. dollar. A number of
investment organizations want to see the dollar
weakened before committing assets abroad. This
factor is not holding large corporations back.

A second concern to investment managers,
but not to plan sponsors, is the perceived near-
term attractiveness of the American stock market.

CONCLUSION

American pension funds have moved interna-
tional investing from an emerging growth busi-
ness into a new, but more mature growth busi-
ness. More companies are investing abroad, more
money is being invested abroad, and plan spon-
sors are increasing the Fercentage of assets in-
vested internationally. All of these trends are cur-
rently positive, making the challenges facing plan
sponsors and investment managers increasingly
important—and exciting. With this as back-
ground, let's proceed now to look at the SPeC_IfIC
challenges of managing international portfolios.



International rates of return

Equities: Annual leturns in local currencies

% pa 1975 1976 1977 1973
USA 37.3 2.7 -13 6.6
Japan 192 24 - 31 %0
UK 120 2.2 £0.1 85
Canada 183 9.2 6.2 3.6
Germany 4.8 -39 12.2 9.7
Australia 575 338 6.7 2.2
Switzerland 46.0 3.2 54 - 14
France 5.1 - 14 0.2 5.9
Singapore 7.8 2.7 04 4.6
Netherlands 61.8 70 1.7 47
Hrng Kong 118.6 05 - 124 2.2

Bonds: Annual returns in local currencies

P pa 1975 1976 1977 1978
USA 9.7 16.6 01 -04
Japan 139 10.9 2.9 3.8
UK 4.8 123 0.1 - 34
Canada 17 183 5.2 0.7
Germany 175 155 177 29
Australia 41 49 2.3 16.2
Switzerland 4.8 16.7 96 103
France 61 4.7 99 17.0
Netherlands 1ns5 109 1.7 5.2

Equities: Annual returns converted into US dollars
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Vo pa 19/5 "976 1977 197s 1970 1950 198/ 1932 1983 1984 H-HA

USA ¥ A -7 719 B-5 2B 6
Japan s 26 19 %-16 X 9 -1 27
UK n7-14 68 B 21 46 -9 9 1 5
Canada 5 o -2 24 2 2-10 3 -7
Germany D 7 2% 24 -4 010 10 241. 5
Australia.  49-10 12 2 4 H-24.2 %. 13
Switz 4 i P A 122 -8 -9 3 -1

France 45 -2 6 .3 X0 -2-29 -3 ¥ 6
singapore 0 M4 5 46 20 & BB-17 R -27
Neth 5 7 7 2 20 B-4 7 83
UK 14 4 -11 18 88 74-16 -45 -3 47

etixcluding German lax credit.
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1980 1981 1982 1983
26 -50 216 2.6 6.2 14.8
9.5 173 6.0 5.2 2.4 14.8
.4 137 2.2 2.1 3.9 3.7
240 - 107 6.5 38 - 14 554
4.0 40 194 4.2 1n2 125
4.0 - 0.2 - 10" 0.3 - 48 B.1
29 - 81 148 P4 59 10.0
10.7 - 102 14.9 68.0 2.2 194
5%.9 1558 - 41 2.7 - 249 179
212 -04 4.7 61.0 2.6 2.2
n.7 7.0 - %.6 168 47.8 2.6
dvc
1980 1981 1982 1983 1984 w34
-32 1.1 43.0 0.3 146 7.2
6.3 13.0 103 102 21 9.6
213 14 55 16.2 7.2 19.0
13 -35 4.7 93 156 8.2
0.7 43 29 4.8 554 9.8
- 102 .50 » 32s 9.1 145 1.7
01 0.2 106 26 33 6.4
26 35 195 2.6 203 10.7
2.7 54 2.1 76 a7 94

Bonds: Annual returns converted into US dollars

Ave
“bpa 1975 1976 19771975 1979 1980 1981 1982 1983 1984 75-84

USA O ¥ 0 0 -2 -3 1483 0 5 7
Japan 2 5 5% 8-24 5 4 3 12 1 1
UK 2 -6 ® 3 ¥4 0-19 31 4-15 n
Canada -1 9 -3 -7 -2 -1-3 40 8 9 5
Germany 8 8 ;3 8 5-11 -9 16 -9 0 7
Austraia -1 -9 26 17 -7 -4 -9 16 0 5 3
Switz n 5 3 H-1-10-1-1-6-1 6
France 5 -6 1 -1-9-B8B 1-2 4 2
Neth 4 2 7 2 5-8 -9 2 -8 .1 6



THE 10 LARGEST MARKET CAPITALIZATIONS
AND THEIR SHARE OF NATIONAL STOCK MARKETS

X xof
BA nil 1llon totAl
IBM 77860 4.5
BEXXON RP 41381 24
GENERAL ELECTRIC 2,020 1.6
AVERCAN TEL & TH. 21751 1.3
CENERAL MOTCRS 21608 1.2
STANDARD OIL _INOIANA 15402 0.9
QJ RONT CE \eMOLRS 1329 0.0
ATLANTIC RICHFIELD 12813 0.7
GBRN a4 0.7
MOBIL 12435 0.7
TOTAL TGP TEN 26101 14.8
TOTAL STOK MARKET X 1732 billion
X of
CANADA m 1Mo t o Al
BAL 601S 5.2
IMPERIAL OIL 46l 5.0
NORTHERN 4030 3.1
FARAM QO B2 3.0
AULF CANAA B2 2.6
327 25
CANMOIAN PAC ENTERPRSES 3226 25
CANAOIAN PAC | TO 3128 24
ACAN ALLMN 244 1.9
SH1 CANMDA 2429 1.9
TOTAL TCP TEN 30.1
TOTAL STOK MARKET X 130 Qil 1llon
S X of
FRANCE m 1llon total
AOQUITAINE (ELF) SNEA 2429 5.0
AYIONS Doéou'?r 6REQLET 1651 34
AR LIQUICE 1639 34
L'OREAL 1050 2.2
moet- henmessy ™ 20
BSN-GERVAIS DANONE 919 1.9
FRANCAISE [ES PE'ROES &6 I.B
a1 17
OES EAKX 79 15
ESO 67 14
TOTAL TP TEN 11745 24,3
TOTAL STAOK MARKET S 46 b 111on
s Xxof
HING KING m 1llon totl 1
HONGKONG SHANGHAL BANK 3231 10.U
HANG SH\NG BANK 17% 5.6
154 48
MUTCHISON  WHAVROA 1521 4.7
CHNA LIGHT 4 FONR 149 4.6
HONGKONG 1301 4.0
HONOKONG ELECTRIC 1265 4.0
HONGKONG 1269 3.9
SAIRE PACIFIC 1266 3.9
80 25
TOTAL TCP TEN 15531 48.0
TOTAL STOK MARKET X 32 blllion

1 X of
million total

SNAHEN
\VelVel 1871 9.2
AFA 123 6.1
ERICSON 1163 5.8
SAAB-SCANA 917 45
9Qo 45
PHARMAOA a1 39
ASTRA 710 35
A SVENKA CHLULCBA 671 33
SKANOINAV.  ENS<UDA BANK &4? 31
KANSKA 614 3.0
total ten 9576 46.9
total market X 20 bl llion

Market capitalisation

listed shares, excludlrII:g
to the Namyo <«change

companies,

only,

that of J
See quarterly ssues of” CAPITAL InTC

X X of
JAPAN riilion total
SUMTCOMD BANK 14821 2.3
DAIICMI  KANGYO BANK 14162 2.2
TOYOTA MOTCR GCRP 13374 21
MTSUBISCHL BANK 13321 20
FUJI BANK 13233 20
SANWA BANK 12615 19
MATSUSHTA BLECT IND 10465 1.6
INDUSTRAL BANF GF JAPAN 9280 14
HTACH LD oao47 14
TCOKYO ELECTRIC ROMRR 8/01 13
TOTAL TP TEN 119039 = 18.2
total stock market S 651 billion

X * of
ERVANY million total
SBVENS A3 91
DAIML ER-9EKZ 7369 8.2
ALLIANZ VEPSICHERUNG 4449 SO
DEJISOE BAK 4384 49
BAYER 493 3.9
KOBCHST #4335 3.8
BAS- 2955 3.3
RAE 252 25
MUINCHENER  RUCKYERSICH 2010 2.2
VEOA 1958 2.2
TOTAL TGP TEN 40468 45.1
TOTAL STAK MARKET X 90 611 1lon
X X of
SNTZERLAND million total
538 11.7

SCHAEZ BANKGESHL. UBS 4615 104
CIDA-GEIGY 3600 7.0
SCHABZ BankvEREIn S 3BZ7 7.8
hoffmann- la rccme 2481 54
SCHWEIZ KREDItanstalt 2428 5.3
1577 34

ZURCH YERSQVERING 1227 2.7
SCHAHZ RUKYERAIQVERING  106S 2.3
WNTERTHLR XBr 21
TOTAL TP TEN 27 53.9
TOTAL STAK MARKET X 46 6111lon

X X of
million tota 1

ITALY
FIAT 2826 105
ASSICURAZIONI  GENERALI 2726 10.1
245 7.6
P 1501 5.6
OLIVETTI 1409 5.5
SHM 1112 41
SON m2 29
ALLFANZA ASSICURAZIONI 751 28
MVEDIODA*'A 713 26
BANG .-mmerclALE 698 2.6
TOAL TGP TEN 1633  54.3
TOTAL STOK MARKET X 27 6111ton

X X of
m 11lon total

SPAIN
THEONCA NACIONAL 2469 17.2
MURCH ECTRICA ESPANCA 0% 6.0
1BEROUERD 77 51
BANDD (E SANTANCER 705 4.9
banco central 632 4.4
BANDO ESPANQ. (B CREDITO 6B 4.2
BANDO (E BILBAO 428 3.0
UNION electrica- fenosa 415 29
HAl 24
BANCO MSPANO AVERICAND 20 21
total top ten 7473 52.2
TOTAL SOI'EO( MARKET X 14 DIl lion

X Xof
UNTEO KINGOOM million tota 1
BRITISH PETRCLAM 12340 .
BRITISH THECM 10080 2?
SHLTI T OS1 4.0
6261 2.6
BAT INDUSTRIES 5019 24
IMPERIAL GHEMICAL 5838 24
HAre 22
AAXO HOLANGS X419 2.2
MARKS 4 PENCER 4408 1.6
QP 3239 13
TOTAL TGP TEN 60783 280
TOTAL STOK MARKET X 245 bill |
X X of
AUSTRALIA million total
BROKEN HILL PROPRETARY 4020 7.6
A 202 4.2
W\ESTPAC 125 24
MM HOLDINGS 1006 21
AV GROP HLANGS 104? 2.0
R %B7 18
VESTERN MINING 2 |.B
NATIONAL ALUSTRALIA BANK 84 16
QOVALAO 607 |I.S
SANTCS 80 15
TOTAL TCP_TEN 26.5
TOTAL STOK MARKET X 8 billion

NETHERLANDS

ROYAL QUICH PETRCLEM
PHILIPS

UNLEVER
NATIONALE-NECERLANO
A<D

ALCHENE BANK NEDERIAO
HENEKEN

AEY
AVRO 3ANK
AN

JOTAL TCP_TEN
TOTAL SIOK MARKET

Is doflnod as tho total number of sharos outstanding times per share prlce (at % Aprll

Tre 10 ost companies for all countrlos aro seloctod from the 1600 col INTERNATI

Tho total market cap»talllat lon for oacn country Is an estimate of tho aggregat

foreign securltles ad investment trusts. The total markot

aﬁ& to first Section only, for industry classlfilcallon of the
PERSPECTIVE.

cp1al

15774
3420
3156
1876
1252
1021

&5
779

772
770

X3b billi

X X of
million total

3.4

9.4
3.7
5.2
2.4
2.8
23
71
21
21
81.5
on

.S Xof
million total

SINGAPCRE
QBC OERSEFA CHINESE KK 2000 7.7
SMVE DARBY 70 31
CEVELCPVENT B< SINGAPCRE 73 3.0
UNTED OVEREAS 771 3.0
MALAYAN BANKING 702 2.7
SNGAPCRE PRESS HOLDINGS 676 2.6
QONSCLIDATED PLANTATIONS 613 23
STRAII\TES; TRAONG o ot
49 1.7
KERONG 44 17
TOTAL TGP TEN 7787 79.0
TOTAL STAOK MARKET X 26 billion

X X of
BELGIWM mil lion total
petrofina 1670 134
INTERCCM 1014 31
BES 8713 7.0
SOCIETE GBN (B E}EI_AGN%T 56 4.8
GOUHE BRUELLES | 53 4.2
A 513 4.1
SOOETE. GIN [E BANQLE 353% 59
2.9
KREQIETBANK 328 26
royale CHGE VIE AOC 01 24
TOTAL TCP TEN 641 .4
total stock market X 12 billion
.985).
ies includod In CAPITAL ONAL
market value of all

al Ion of the UBA refers
above



3. INCREASED RETURNS:

The rewards which may be derived
from investments inmany of the
world"s fastest growing markets,
sectors and stocks. This isshown
very clearly by the fact that inonly
one year since 1977 has the U.S.
been among the top five performing
markets.

TOP PERFORMING MAJOR

STOCK MARKETS WORLDWIDE SINCE 1977
(% change vs. prior yejr — U.S. dollar terms)

Yer 1 2d 3d 4th 5h

1977 UK Shitz. Gamay  Jgen Hdlad
+5H *28 *24 *15 -15

Jgoen Srg Mt Itay Bdgum
+68 +52 +44 +29
199 Noway HgkogGrech Asrdia Sng/Mai

+77 +80 +50 +42 +28

18 Iy Hugkog Sing/Mai. Adrdia UK
+78 +71 +62 -52 -39
1B Saedn  Demak Sng/MHE. Jgen
+36 +24 +18 -15 +11
I® Sdkn USA Hilad Gamary UK
+23 21 +15 -9 *8
1983  Noway

Deman Agrdia Speden Hdand

+79 +63 +53 *49 -36

¥ Hrgkoyg SEn Jgen Bdgum  Hodlnj
+45 % +7 H1

1% Ada Gamay ity Snitz artae
+177 m®© 133 -10)7 -55

Only once since 1977 has the U.S. stock market been
among the five best performers in the world.

Sarce Gyatd Inerdtiod. SA, Garera Al figures shoanin
US ddlar temrs, catd goredation dus dvideds.

4 ADDED CURRENCY GAINS:

An investment inan overseas stock
market will have exposure to
currency changes as well as stock
price movements.

If the dollar weakens, the value ofa
stock in such a market will go up in
U.S. dollar terms.

An investment cart be made to take
advantage of a rise in an overseas
stockmarket. Ifitisanticipated that
the U.S. dollar will strengthen, the
currency can be hedged to protect
against such strengthening.

Thus, inone case there is
opportunity, and in the other,
protection. A very potent and
attractive combination.

CUMULATIVE PERFORMANCE OF

MAJOR STOCK MARKETS 1977-1985
(total return with dividends reinvested)

I 2d 3d 4th 5h
UK japan Ity Hilad jermarnv
*417 *370 -353 -316 -290

These figures lor curmulative performance 1977-1985
become even nore inpressive when conpared with the
U.S. +171% (12th) over Ihe period.



HOW WORLD STOCK MARKETS DID IN 1986
— AND A FORECAST FOR 1987
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