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Senator Gene Therriault, Chairman February 21, 2002
Senate State Affairs Committee

Capitol Building, Room 121

Juneau, Alaska 99801

Chairman and Members o f Senate State Affairs,

My name is Jay Hogan, my wife and | live at 10741 Horizon Drive in Juneau Alaska and

I am here today representing no one other than myself. For the record let me stipulate that
at an earlier time, it would never have occurred to me to appear before any committee of
the Alaska Legislature in opposition to a measure introduced by the Legislative Budget

and Audit Committee!

In January 1970, Governor Keith Miller requested introduction o fthree measures to
establish a “resources permanent fund” . In a transmittal letter, Governor Miller stated, the
“objective is to assure maximum long-term growth [ofthe fund] while providing an
annually increasing source ofincome to the general fund.” The two bills in the package
passed the Senate but failed to move in the House. The third, a Constitutional
amendment, made five percent o f permanent fund market value annually available for
“appropriation for general purposes”; this resolution failed to pa:- uie Senate.

In March 1975, prompted by public concern over the disappearance o fthe $900 million
North Slope lease bonus, 36 Members ofthe House co-sponsored HB 324 establishing
the “Alaska mineral lease bonus permanent fund”. Fund principal was to be “invested in
perpetuity”; fund income could be, “appropriated to provide funding for operating or
capital expenditures for loan or grant programs” eligible for funding under the law. The
Legislature passed this statutory permanent fund only to have it vetoed by Governor Jay
Hammond as an “unconstitutional dedication o f revenue” .

In January of 1976, Governor Hammond submitted a sponsor substitute for HJR 39, his
1975 end-of-Session “fix” for the dedicated revenue problem. The substitute was a
Constitutional amendment establishing the Alaska Permanent Fund. In his transmittal
letter Governor Hammond emphasized, “The income ofthe fund would be deposited into
the general fund without any permanent fund restrictions.” The Resolution as introduced
read; “All income from the permanent fund shall be deposited in the general fund.”
House Finance added, “unless otherwise provided by law” completing the sentence as it

stands today, unchanged from 1976.

Mike Bradner, Speaker ofthe House in 1975-76, wrote in the March 1988 Juneau Report:
“The constitutional action creating the fund was also “not about” a lot ofthings. It
was not about dividends, investment policy, unreserved income, and in fact, did not even
attempt to tell Alaskans “when” and under “what” circumstances the proceeds o f the fund
might one day accrue to future Alaskans.
Discussion over the Permanent Fund often takes on a biblical connotation. But
amidst all this rhetoric, the simple foundation o f the Fund is embraced in the two



previously stated commandments - to preserve aportion ofcurrent oil income, and to
preserve it as afuture “trust

All the rest ofthe development ofthe Alaska Permanent Fund is essentially left to
statutory construction. Future Legislatures through general law, as opposed to
constitutional law, were left to fill in the details ofthe Fund. These details included
creation o fthe Alaska Permanent Fund Corporation, the rules of“inflation-proofing”
(injecting some Fund earnings into the principal to account for inflation), creation o f the
dividend program, investment policy, and so on. These details were to be created, and to
be changed as need be, by future generations o f lawmakers.

What the lawmakers of 1976, in creating the Fund, were trying to avoid was
“playing god”. They did not want to try to foretell the future - to dictate future policy.
As much as possible, commensurate with the basic task o f creating the fund, the
architects o fthe Fund did not want to tie the hands o f future generations o f lawmakers.”

On average, SJR 13 would reduce by one third the amount o f Permanent Fund income
annually available for appropriation by the Alaska Legislature. Currently the Legislature
appropriates that “third” as shown in the following appropriation from Chapter 60, SLA
2001:

“Sec. 8. ALASKA PERMANENT FUND CORPORATION, (a).. .

(b) After money is transferred to the dividend fund under (a) ofthis section, the
amount calculated under AS 37.13.145 to offset the effect o finflation on the principal of
the Alaska permanent fund is appropriated from the earnings reserve account (AS
37.13.145) to the principal ofthe Alaska permanent fund.

The 2001 Permanent Fund Corporation Annual Report gives credit to the long running
success o f this method o fappropriation for inflation proofing. On close inspection, the
caption for the inflation graphic on page 17 reads, “Inflation has eroded the purchasing
pOWer o f $1.00 in 1982 to 48 cents in 2001 . . — buinflationproofing hesmaintainedthoFund'sred

value' .

Unlike most other state permanent funds, the Alaska Permanent Fund has been inflation
proofed for the past 20 Years. Largely “under reported” throughout the 26-year history of
the Alaska Permanent Fund is the part played by the Alaska Legislature in increasing

Fund principal. Relegated to the “Notes to Financial Statements” on page 38 ofthe
Permanent Fund Corporation’s Annual Report 2001, the principal balance o fthe Fund at
June 30, 2001, was listed by source:

Dedicated State revenues $7,070,741,000
Appropriations from theState 6,885,906,000
Inflation-proofing 6,929,350,000
Settlement earnings 161,582,000
Total Principal $21,047,579,000

The Constitutional provision dedicating 25% o f certain mineral revenues to the
Permanent Fund produced a $7.1 billion Fund principal as o fJune 30, 2001. But, with the
numerous special Legislative appropriations and 12 years o f Legislative appropriations



for inflation proofing, the Legislature has nearly tripled Fund principal over that funded
bv the Constitutional dedication of revenue.

The Permanent Fund Corporation Board o f Trustees proposal contained in SJR 13 and
HJR 15 would repeal existing Legislative authority to appropriate Permanent Fund
income established 25 years ago. With the State’s Constitutional Budget Reserve Fund
approaching “empty” and increased national/state concern with internal security matters,
does this Legislature really want to repeal the existing authority to use aH Permanent
Fund earnings for what ever purpose this, or any future Legislature, determines to be the

best public use at the time?

If the existing flexibility to appropriate earnings is to be changed, | would suggest that
discussion and resolution o fthe part Permanent Fund earnings/payout are to play in the
annual State budget should run concurrently with deliberation o fthe Trustees’ proposed
amendment to imbed inflation proofing o fthe Permanent Fund in the Constitution. |f the
2002 Legislative Session is not the time for deliberation and resolution ofthe statutory
use o faH Permanent Fund earnings/payout, consideration o fthe Trustee’s amendment
should be postponed to atime when aH Permanent Fund earnings/payout can be allocated
by statute. The existing statutory system of annual appropriations for, “the amount
calculated under AS 37.13.145 to offset the effect ofinflation on the principal o f the
Alaska permanent fund” has done the job well, and can continue to do so.

Thank you very much for providing this opportunity to appear before the Senate State

Affairs Committee.

Jay Hogan
PO Box 21073
Juneau, Alaska 99802



THE ALASKA PERMANENT FUND - PERMANENT FOR WHAT PURPOSE?

During the 1976 Legislative Session, four Alaska daily newspapers editorialized on the
proposed fund, some more than once.

Anchorage Daily News - Place a check on state spending . . . offer loans to
businessmen, builders and fishermen .. . “Most importantly, the permanent fund
addresses that day when the oil runs out.”

Fairbanks Daily News-Miner - “What could be more exciting than the prospect of
true economic stability for Alaska?” ... much like a savings account... the interest
derived would be used to sustain certain state programs that would benefit all Alaskans. .
fund a viable agricultural industry . .. loans to Alaskans to build their own homes ...
boat loans to revitalize a depleted fishing industry . .. and avoid careless state spending.

Southeast Alaska Empire - “What happens if, when Prudhoe runs dry, there isn’t
another massive oil strike on state land?”. .. if there is no contingency fund, state
government will lead Alaska back to the boom and bust economy we’ve been in since
1867.

Anchorage Times - There are reasons aplenty to set aside some oil income rather
than “spend them in an orgy ofpork barrel raids on the treasury”. .. “However, sealing
up a share ofthe revenue in a bank account... has drawbacks”. .. others suggest
reducing state debt, reducing or eliminating the state income tax, or revenue sharing to

reduce or eliminate local property taxes.

The Alaska State Chamber of Commerce prepared the 1976 Official Election Pamphlet
statement in favor ofthe Permanent Fund proposition. It read in part:

“Just as a wise and prudent family sets aside money in a savings account for the
future, so should Alaska’s state government set aside a rainy day fund to benefit this and
future generations of Alaskans....

Today, as the result of anticipated oil and gas revenues, Alaska stands on the
brink o funprecedented prosperity. No one, but no one, argues that these non-renewable
resources will last but for a few decades. Similarly, no one should fail to recognize that in
those years ahead the cost o f state government will continue to spiral upwards. Now is
the time to ask ourselves the question: ‘when the oil and gas is depleted, where will the

funds to feed our giant government come from?’ The answer is: the ‘Permanent Fund’.

October 22, 1976, an Anchorage Daily News article summed up diverse opinion:

“Nobody knows exactly how the fund will be used; that decision will be made by
legislative action in the future. Although the fund is protected against certain kinds of
usage, its precise organization and management have been left flexible by designers.. ..

There have been many proposals for possible fund uses. They range from paying
direct dividends to Alaskans to using the money to underwrite such vast projects as
hydroelectric dams. But, whatever use it is put to, the permanent fund money would have
to be a money-maker. Politicians could spend the interest, but never the principle.”

Two days later, in a lengthy article the Anchorage Times detailed diversity:
“Those promoting the permanent fund, including Gov. Jay Hammond, see it as a
way ofproviding development capital to diversify the state’s economy, strengthen



renewable resources - such as fisheries, timber and tourism - and make possible large
projects such as dams, which couldn’t otherwise be financed.

They also view it as a savings account, to keep some o f the state’sincome from
oil and gas out ofthe general fund so it can’t be spent. They point to the $900 million the
state received from the 1969 Prudhoe Bay lease sale, which now is nearly all spent.

Others see the fund as a source ofloans for community development, such as
home mortgages, small business loans; for power development, ports, utilities, roads, or
health, education or social needs, such as day care centers.

Malone [Rep. Hugh Malone, D-Kenai] said the fund could go for all three of
those uses. The legislature would decide what per cent o fthe fund would go to each use..

Other options include reinvesting the earnings in the permanent fund, pledging the
earnings as security for state and local bonds, additional revenue sharing, letting earnings
flow into the general fund, lower state income taxes, or return dividends as tax credits.”

Thus informed, Alaskans went to the polls and voted almost 2 to 1for the constitutional
amendment establishing the Alaska Permanent Fund.
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MEMORANDUM February 12, 2001

SUBJECT: Alaska Permanent Fund (W ork Order No. 22-LS0534\C)

TO: Senator Gene Therriault, Chair

Legislative Budget and Audit Committee
Attn: Heather Brakes

FROM: Tamara Brandt Cook

Director W

You ask for my observations on this draft resolution proposing an amendment to the state
constitution dealing with the permanent fund. The title does not reflect the contents of
the resolution and, because ajoint resolution is supposed to be treated like a bill under the
Uniform Rules, normally the title is drafted to reflect the contents. However, because
Art. Il, sec. 13 only applies to bills, the title defect in this situation is only a procedural
and not a constitutional problem. Likewise, a new subsection is normally added as a new
bill section and the material is not underlined. The way subsection (b) has been added
does not conform to the Legislative Drafting Manual, but will not be fatal to the validity
o f the resolution if it is adopted by the legislature and approved by the voters.

Substantively, | observe that it makes little sense to retain the distinction between
principal and income in subsection (a), since appropriations allowed under subsection (b)
are based on averaged market value ofthe fund and no longer on income generated by the
fund. Furthermore, by retaining the distinction between principal and interest, the
provision that addresses permanent fund investments applies only to investments of
principal. There is no constitutional requirement that interest retained in the fund also
"be used only for those income-producing investments specifically designated by law as
eligible for permanent fund investments." This seems a bit puzzling, but the legislature

can address the investment of interest by law, so the approach probably does not create

any great problem.

Subsection (b) is not as clear as might be desirable, but | think it can be applied.
However, from my conversation with Mr. Jim Kelly, | gather that it is expected that only
income of the fund will be available for appropriation. If this is the intended result, it has
not been achieved. That is to say, if fund income is low for a period of years, it will be
mathematically possible for an appropriation to be made based on the average of the
market values formula that includes some fund principal. Perhaps, this possibility is so

remote as not to be a serious problem.
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Senator Gene Therriault, Chair
February 12, 2001

Page 2

I think it will be awkward for the constitutional amendment to spring into effect in the
middle of a fiscal year and suggest that a July 1, 2003 effective date be added.
Otherwise, for part of the year the legislature will be able to appropriate fund income,
while at the end of the same year it will have access to an amount based on maiket value
of the fund. Also, | am hot sure about the status of the balance in the earnings reserve
account on the day the amendment takes effect. | assume the entire balance on that day is
available for appropriation under the constitutional language as it read prior to the

amendment.

TBC:Imb
01-044.1mb



Wyoming hasjust begun to inflation proof State Permanent Funds. During the 2000
legislative session, the Wyoming State Treasurer, “ was instrumental in getting legislative
changes passed that authorized ‘returning’ a portion ofincome to the corpus o fthe
permanent land funds to compensate for inflation. The amount to be returned is based on
the beginning balance o feach permanent land fund account multiplied by a portion of
that year’s inflation rate (this year that portion was 5 percent ofthe inflation rate). The
first such transfer was made at the end of FY0O0 and totaled $1,390,322.” By statute, the
inflation rate “multiplier” is increased 5% per year to reach “100% o fthe inflation rate”
over a 20-year period. [Wyoming State Government Annual Report 2000, page 3.20]

Phone conversations with Treasurer’s Office staffindicate that the recently enacted
inflation protection statute is currently under review and that a new spending policy
proposal will be placed before the Legislature during the 2002 session. The new plan
would replace incremental increases in inflation proofing with the adoption o fan “annual
spending policy” authorizing “an amount equal to eight percent (8%) o fthe previous five
(5) year average market value ofthe trust fUnd, [the permanent Wyoming mineral trust
fund and the common school account within the permanent land fund] calculated from

the first day o fthe fiscal year”. The 8% offund value payout would be decreased by
.375% per year until fiscal year 2010 when it would reach and remain at “5% percent of
the previous five (5) year average market value o f [the trust fund or the school account]”.

Wi ith either system, Wyoming will use a multi-year transition to reach the goal o f full
inflation proofing. The transition will give the State time to phase inflation proofing into
the budget and time to hopefully increase the annual income from the mineral trust fund
and the common school account. Stable annual income from both funds is necei sary to
maintain the current level o f annual operating and capital programs.



Keeping Pace With
pin?lat?on

T he State of Wyoming is considering changes to the

investment ﬁrograms impleménted “for the
Permanent Funds that Should enhance the spending and
stability of spending made available from the funds and
?Ilowt e Fund's assets to keep better pace with Infla-
ion.

The State Loan and Investment Beard oversees the
investment of the Permanent Funds. They follow an
Investment Policy to guide the selection of managers and
use of other service providers, set and monitor Invest-
ment performance expectations, and to set asset mix
Bollmes. Every auarterthe Board receives an Investment

erformance " Report from the State's Investment
Consultant (RVK) to ensure the State’s Investments are
structured and performing per the requirements of the
investment Policy. A Select Committee on Capital and
Investments regularly meets to become familiar with the
State's Investmients to review and consider any neces-
sary legislation.

In past years, spendlng generated by investment earn-
Nngs (income) on the Permanent Funds varied year to
gear directly with investment income. In addition,  the

tate's Permanent Fund Investments were comprised
primarily of bonds and cash investments which generally
do not produce enough return In excess of spending to
grow the assets to keep up with inflation.

The following exhibit lllustrates the volatility In spending.

Historical Spending

Hirtorid) Spnatfni

By constitutional definition funds available for spendmg
consist of interest, income, dividend income and realize

capital gains. Funds available for spending In the past
have varied quite dramatically over time and have been
expended instead of being “used to hel? protect the

Permanent Funds from the favages of inflation.

In 1996 the State Land and Investment Board approved
Eartlmpatlon in stock investments for the Permanent

unds for purposes of en_hancmg? return.  The basis for
domE S0 Was (%rounded in the Tundamental belief that
stocks would outperform bonds over a long period of time.
RV. Kuhns & Associates completed an analysis for the
State's Loan and Investment Board that illustrated the
impact of adding slocks to the then current fixed Income
investments. It was assumed that stocks would offer a 9-
10% return while bonds would onIY offer 6-6.50%. It was
decided that up to 25% of the portfolio would be placed in
stocks and because of the stock market's volatility, the
25% position would be achieved gradually over approxi-
mately a two-year period.

Even with up to 25% of the assets invested in equities,
RVK advised that the real value of assets would never
increase with the current spending policy. The next gFraph
illustrates the expected ?rowth in the Permanent Fund
assets after accounting for inflation. The exhibit shows
changes ;i assets given the current equity maximums of
25% and 50% equity. All of the scenarios assume main-
taining spending at current levels plus an additional $20
million. ~The graph demonstrates that if the projected
spending is maintained, the value of the assets will fall in
real terms except If approximately 50% of the assets are
;Flaced in equities. For simplicity, the Permanent Mineral

rust Fund 1s represented. Similar results can also be
found for the Common School Fund.

pwrr Ttil Peal Afvitl

If the State had implemented these changzes 5 years
?go, Permanent Fund Assets would currently be much
arger.

T Total Yaar End Ace.to
Ataun%mtonca PaaaC é%%a Fartorrunca

The current Investment environment has produced chal-
lenges in supporting spending at current levels due to

the general decrease in interest rates that has occurred
in the last decade. In addition, dividend income has
(iieS%/reased for the average stock levels of 1.0% and
270,

Facing the chal,len([;es of mamtammﬁhncreasmg spend-
ing and the desire {o Inflation proof the Permanent Fund
assets; the State is considering. makm% a change to
increase the 25% equity to approyumatelP{ 0%. Because
the stock market has been historically volatile, R.V.
Kuhns and Associates pointed out that in some years it
may bhe Eossmle that the amount planned for spending
may not be earned by the portfolio.

In light of tnis and the Constitutional requirement to dis-
allow invasion of the corpus or spend unrealized losses,
a reserve account will be established for each
Permanent Fund. These reserve accounts will be used to
"bank" actual returns in excess of sPendmg policy for
purposes of supplementing more lean years when
|n\{estment income is* insufficient to meet spending tar-
gets.

If the reserve accounts reach a size nearing a large pro-
Pomon of a year's spending target, any excess above
hat level will revert to the principal base.



The proposed new e%uny level 0f50% for the Permanent
Funas closely resemble the mix of Investments of other
!onﬁ-term orignted portfolios. An example within the state
is the Wyoming Slate Retirement Fund, which has a cur-
rent stock exposure of approximately 57%. In the follow-
|r(ljg exhibit the State's current investment program is list-
ed as one of the equity markets of a universe of large
public funds. The State’s equity allocation is represented
In yellow (highlighted in blue).

0533 Domesﬂtﬁﬁaﬁig]ﬁyﬂcation

The next exhibit demonstrates that having a greater equi-
ty exposure benefited the universe funds” investment
returns last year, The State's annual return is represent-
ed in yellow; 2nd bar from the right Indicated by ihe blue
arrow.

Annual Total Fund Ralumi

01033

In another universe comparison, the Permanent Funds
current e?UItY participation is also very small compared to
a national collection of endowments dnd foundations, As
of June 30, 1999, the average fund had an equity alloca-
tion of 63% compared to less than 10% for the State.

House 3ill 21 has been drafted to allow Permanent Fund
assets to grow. It is expected that the change in the invest-
ment program will enable the goals of incréased spending
to help address the projected shortfall In the next bienni-
um.

With these goals in mind, it is highly recommended that
the spending policy House Bill 21 De passed to assist The
State of Wyoming meet its current and future fiscal needs.

THE STATE OF
W Ol\/IINGO

Permanent Fund

Spending Policy
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INCOME EARNINGS RECOGNIZED ON INVESTMENTS

During Fiscal Year 2001

Water Development
Worker's Compensation
Tobacco Settlement Trust Fund

Miners' Hospital Permanent Land Fund
Public Buildings @ Cap Permanent Land Fund
Fish Hatchery Permanent Land Fund
Common School Permanent Land Fund
Common School 1

D.D. & B. Permanent Land Fund

Carey Act Permanent Land Fund

Omnibus Permanent Land Fund

State Hospital Permanent Land Fund

State Training School Permanent Land Fund
Penitentiary Permanent Land Fund
Agriculture College Permanent Land Fund
University Permanent Land Fund

Permanent Mineral Trust Fund

Other Funds

Total Income - Treasurer's Investments

REGULAR
INVESTMENT
INCOME

56,954,082.27
17,099,416.66
1,606,993.77

0.00
0.00
0.00
53,661,578.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00

91,480,232.74

0.00
5170,802,303.44

CASH POOL
INTEREST
07/01 - 06/30

5325,460.14
5,006,026.68
160,751.51

1,313,113.78
31,399.23
12,144.00
5,906,992.19
289,101.40
38,409.01
13,621.29
222,099.17
61,201.60
14,111.42
76,156.96
312,604.29
785,987.70

9,965,840.49

71,212,415.65
595,757,436.51

766,559,739.95

TOTAL
INVESTMENT
INCOME
RECEIVED

57,279,542.41
522,105,443.34
51,767,745.28

51,313,113.78
531,399.23
512,144.00
$59,568,570.19
$289,101.40
538,409.01
513,621.29
5222,099.17
$61,201.60
$14,111.42
586,156.96
5312,604.29
5785,987.70

5101,446,073.23

571,212,415.65
$266,559,739.95

Note: Realized yield for all state investments is 6.20%for FYOL1. This is an approximation besed on income recognized
versus end-of-month investments at current amortized cost, and includes investment menagers but excludes WYO-STAR.

* All or aportion of the investment income from these funds ultimately goes to the General Fund and is included in the

830,046,858.48 General Fund Income.



INVESTMENT ACCOUNT BALANCES

As OfJune 30,2001
CASH & NET DISC/PERM
FUND/ACCOUNT NAME RECEIVABLES INVESTMENTS PURCHASED
Miner's Hospital 522,991,625.14
Public Buildings At Capitol 75,405.45
Fish Hatchery 218,235.96
Common School 165,166,812.69 * 5760,379,527.04 *o
Common School Il 5,000,000.00
D.D. & B. Asylum 671,097.20
Carey Act 335,130.33
Omnibus 1,506,753.39
State Hospital 986,726.80
State Training School 301,044.60
Penitentiary 658,754.46
Agricultural College 5,489,106.54
University 13,671,032.56
Subtotal-Permanent Land Fund 217,071,725.12 760,379,527.04
Mineral Trust Fund 282,423,892.59 1,557,268,027.92 *** (526,195.73)
Tobacco Settlement Fund 973,071.85 33,995,548.79
Subtotal-All Permanent Funds 500,468,689.56 2,351,643,103.75 (26,195.73)
Worker's Compensation 71,107,981.29 284,262,140.15 ***
Water Development 90,599,797.02 65,587,938.54 ***
TOTAL 5662,176,467.87 52,701,493,182.44 (526,195.73)

*  Docs not include debt service deposit ($57,984,859.00).
**  Indudes loars receivable.
*** All or aportion of these funds arc now invested by Investment Managers, rather than directly invested by the State Treasurer.

ACCOUNT BALANCE
(Corpus)

$22,991,625.14
75,405.45
218,235.96
925,546,339.73
5,000,000.00
671,097.20
335,130.33
1,506,753.39
986,726.80
301,044.60
658,754.46
5,489,106.54
13,671,032.56

977,451,252.16

1,839,665,724.78
34,968,620.64

2,852,085,597.58

355,370,121.44
156,187,735.56

$3,363,643,454.58

“Cash and Receivables” is actually included with, and part of, the State Agency Pod investiments.  This investment Podl represents the cash balance of
all funds and accounts for which specific investments have not been mede. The State Agency Podl investments arc not summarized in this report.

26



PERMANENT WYOMING MINERAL TRUST FUND: CORPUS

JUNE 30,2000
CORPUS BALANCE

Beginning Balance $1,629,332,131.71

Severance Tax
Coal
Stripper Oil
Oil
Gas
Condensate-Gas
Tertiary-Oil
Wildcat-Oil
From General Fund per 2001 Ch 139 Sec300(h)

TOTAL REVENUE ADDED TO CORPUS

30

REVENUE

$16,499,375.51
2,995,108.83
16,833,866.22
71,344,950.01
1,485,710.03
1,173,694.43
888.04
100,000,000.00

$210,333,593.07

JUNE 30,2001
CORPUS BALANCE

S1.839.665.724.78



THE UNIVERSITY OF TEXAS SYSTEM

AVAILABLE UNIVERSITY FUND

Report to the Legislature and Governor
Pursuant to Rider No. 4 to Available University Fund
Appropriations
S. B. 1, 77thLegislature, Regular Session, Page 111-71

December 2001
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B. AVAILABLE UNIVERSITY FUND

1. RATIONALE FOR
DISTRIBUTION FROM
PERMANENT UNIVERSITY FUND

The Texas Constitution, as amended
in November 1999 by adoption of
Proposition 17, defines the Available
University Fund (AUF) as consisting of
distributions f.om the total return on all
investment asseLS ofthe Permanent
University Fund (PUF). The U. T. System
Board of Regents adopted a policy at its
November 11,1999, meeting designed to
provide the AUF with a stable and
predictable stream of distributions over
time, as well as to maintain the purchasing
power of both the PUF assets and AUF
distributions.

The amendment contained in
Proposition 17 limits the discretion of the
U. T. System Board of Regents to
determine the amount of PUF distributions
in any given year by stipulating that
annual distributions cannot exceed 7% of
the average market value of PUF
investments. Also, distributions cannot
increase year to year if the purchasing
power of PUF investments has not been
preserved over rolling 10-year periods.

The only exception would be to pay annual
debt service on PUF bonds.

The Board of Directors of the
University of Texas Investment
Management Company (UTIMCO)
recommended, and the U. T. System Board
of Regents approved, total distributions of
$338,433,636 and $317,081,112 from the
PUF to the AUF for the fiscal years ending
August 31. 2002 and 2001, respectively.
The fiscal year 2002 distribution is equal to
4.5% ofthe average market value of PUF
assets for the trailing 12 fiscal quarters
ended February 28, 2001, as illustrated in
Appendix A. The distribution rate of4.5%
satisfies the limitations in the Constitution.
On August 9, 2001, the U. T. System Board
of Regents set the distribution rate for
fiscal year 2003 and beyond at 4.75%.

The PUF distribution for fiscal year
2002 represents a 6.7% increase over the
distribution for the fiscal year 2001. Money
credited to the AUF is administered by the
State Comptroller and, along with other
funds of the State, is invested in accordance
with State law.



Table 1

THE UNIVERSITY OF TEXAS SYSTEM
AVAILABLE UNIVERSITY FUND

FY 2000-FY 2004

Income and PUF Distributions

Divisible with Texas A&M University
Investment Income and Distributions
Surface & Other Income

Expenses of Revenue Bearing Properties

Net Divisible Income and Distributions
Less: A&M Share (1/3)

U. T. Share (2/3)
AUF Interest Income

Income and Distributions Available to U. T.

Transfers/Expenditures
Debt Service on PUF Bonds
J. T. System Administration:
Administration
Information Technology & Distance Education
J. 7. Austin:
Excellence
Systt m-Wide Technology & Telecommunications
Build ng Revenue Bond Reimbursement
National Center for Educational Accountability

Sandia National Laboratories Project
Total Transfers

Vet Surplus/(Deficit)

Actual
FY 2000

$ 297,562.712

6,173.996
(2.719.540)

301,017.168
(100.339.056)

200,678,112
10.034.605
210.712.717

(132.470,830)

(19,759,754)
(2.742,142)

(88,727,618)

(1,060,000)
(3,385,007)

(248.145.351)

$. 137.432.634)

Actual
FY 2001

$ 317,081,112
9,265,625

326.346,737
(108.782.245

217,564,492
12.381.690
229.946.182

(60,743,924;

(24,841,384
(4,348,003;

(102,500,000)

(1,060,000)
(3,391,581)

(196.884.892)

Note: FY 2002 Budget and FY 2003-4 Projections are subject to change due to market

conditions and unforeseen emergencies or opportunities.

Source: U. T. System Administration Financial Statements, Annual Operating Budget, and

jrojections from the U. T. System Office of Finance.




PERMANENT UNIVERSITY FUND

Beneficiaries ofthe Fund

The Permanent University Fund (PUF) is a public endowment contributing to the support of institutions of The
University of Texas System (UT System) and the Texas A&M University System (A&M System). The
Constitution of 1876 established the PUF through the appropriation of land grants previously given to The
University of Texas plus one million acres. Additional land grants to the PUF were completed in 1883 with the
contribution of another one million acres. Today the PUF contains 2.1 million acres located in 24 counties

primarily in West Texas.
Responsibility and Management ofthe Fund

The State Constitution vests fiduciary responsibility for the PUF with the Board ofRegents o f The University of
Texas System. The Board has entered into a contract with a nonprofit corporation, The University of Texas
Investment Management Company (UTIMCO), for UTIMCO to invest funds under the control and
management o f the Board. UTIMCO may not engage in any business other than investing riinds designated by
the Board under the contract. Specific investment decisions are handled by the investment staff as well as

unaffiliated investment managers who are employed from time to time.

Investment Objectives

The primary investment objective shall be to preserve the purchasing power of PUF assets and annual
distributions by earning an average annual total return after inflation of 5.5% over rolling ten-year periods of
longer. The PUF’s success in meeting its objectives depends upon its ability to generate high returns in periods
oflow inflation that will offset lower returns generated in years when the capital markets undcrperform the rate

ofinflation.

The secondary fund objective is to generate a fund return in excess of the Policy Portfolio benchmark over
rolling five-year periods or longer. The Policy Portfolio benchmark will be established by UTIMCO and will be
comprised ofablend of asset class indices weighted to reflect Fund asset allocation policy targets.

Market Value and Book Value ofthe PUF

On December 31, 2001, the market value and book value of the PUF was S7.2 billion and S7.4 billion,

respectively, exclusive of land acreage.

K:\Fites\Reports\SemiAnnua\PUF\PUFSemiAnnual200112.doc 1



PERMANENTUNIVERSIT, JrCIND

Comparison Summary of Investment in Securities, at Value
Atigtst 31,2001 and 2000
tos)

Equity Securities

Domestic Common Stock S

Index Funds
Comﬂrgled Investrrents
Limited Partnershigs
Foreign Common Stock
Ouer

Total Equity Securities

Deht Securities

US Government Gallgana“s (Directand Garantegd)
US Gwemment’ré%@m (Nn

Foreign Governmert and Provincial Qbligations
Dollar Denomiret

Foreign Government and S%nmad Chligations
(Non=US, Dollar Denominated)
oot
e
Foreion eBords
oA
0
Other

Total Debt Securities
Preferred Stock
Domestic Preferred Stock
Foreign Preferred Stock
Total Preferred Stock
Convertible Securities

Cash and Cash Equivalents
Money Markets and Cash Held at Sa TreasLry

Total Investment in Securities S
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PermanentUniversity Fund

to FianadtlSittcmcan
Note 1 Organization

(A)  The Permanent University Fund %PUF) is a state endowment contributing to the support of
eligible institutions of The University of Texas .3{]5“3”] (U.T. System) and the Texas A&M University
System frAMU System). The PUF was established in the Texas Constitution of 1876 through the
appropriation of land grants previously given to the Unlversnﬁ of Texas plus one million acres.

Additional land grants to the PUF were completed in 1883 with the contribution of another one million
acres. Today, the PUF contains over 21 million acres ofland located in 24 counties primarily in West

Texas (PUF Lands).

PUF Lands produce two streams of income: mineral and surface. Mineral income is contributed to the
PUF and surface income is distributed to the Available University Fund (AUF). The investments of the
PUF are managed bg The University of Texas Investment Management Company (UTIMCOQ). The PUF

Lands are managed by U.T. System administration.

(B)  Amendments to the Texas Constitution were approved by voters in a statewide election held on
November 2, 1999. The amendments were effective November 29, 1999, and allow for a) distributions
to the Available University Fund (AUF) from the “total return” on PUF investments, including income
return as well as capital gains (realized and unrealized) and (b) the payment o f PUF expenses from PUF
assets. Before the effective date of the amendments, the constitutional provisions governing the PUF
prohibited the expenditure of corpus, and consequently, gains and losses on sales o f securities remained
In the PUF. Conversely, the Texas Constitution mandated that all dividend and interest income he
distributed to the AUF on an accrual basis. The amendments directed the Board of Regents ofU.T.
System to establish a distribution politﬁ/' that provides stable, inflation adjusted annual distributions to the
AUF and preserves the real value of the PUF investments over the long term. Accordingly, distributions
to the AUF in any given fiscal year are now subject to the following: (1) A minimum amount equal to the
amount needed to pay debt service on PUF bonds; (2) No increase from the preceding year (except as
neqessarg to pay debt service on PUF bonds) unless the purchasing power of PUF investments for any
rolling 10-year period has been preserved; (3? A maximum amount equal to seven percent of the average
net fair market value of PUF assets in any fiscal year, except as necessary to pay debt sendee on PUF
bonds. The PUF distribution to the AUF for the year ending August 31, 2002, in the amount of

§338,433,636 was paid September 4, 2001,

(C)  The accompanying financial statements report the investment in securities of the PUF, including
the assets, liabilities and investment income. Beginning November 29, 1999, expenses related to the
PUF's invesnnents and PUF Lands are also included in accordance with the constitutional amendments.

The PUF Lands are not included in this report.

These financial statements follow the form and content of investment company financial statements and
related disclosures in accordance with accounting principles generally accepted in the United States of
America. The principles followed will differ from the principles applied in governmental and fund
accounting. The Schedule of Changes in Cost of Investments and Investment Income h is been prepared
for the purpose of complying with the reporting requirement of Section 66.05 of the Texas F.ducation

Cod?.

The annual combined financial statements of U.T. System arc prepared in accordance with Texas
Comptroller of Public Accounts’ Annual Financial Reporting Requirements and include information
related to the PUF. The accompanying financial statements may differ in presentation from

6



REAL PER CAPITA APPROPRIATIONS, FISCAL 1979-2000

General Fund General Fund Permanent Fund Progran
Operating Appropriations Total Appropriations Appropriations
July 1 June Real Per
Alaska  Anchor- Per Real Per Per Real Per PFD Capita
Fiscal Popula- age Capita Capita Capita Capita Program Total
Year tion CPI-U Operating Operating Operating Total Total Total Cost Plus PFD
(millions) (FY 1999 $) @illions) (FY 1999 $) (millions) (FY 1999 9$)
1979 413,700 713.9 803 1,942 3,844 1,083 2, 617 5,179 5,179
1980 419,800 §1.7 924 2,200 3,939 1,160 2,764 4,948 4,948
1981 434,300 89.0 1,314 3,024 4,970 2,587 5, 957 9,789 9,789
1982 464,300 95.6 1,661 3,576 5,472 3,445 1,420 11,353 11,353
1983 499,100 37.8 1,829 3, 664 5,479 2,848 5,706 8,533 219 9,189
198'5) 524,000 102.7 1,868 3, 565 5,076 3,087 5,891 8,390 175 8,865
198 543,900 104 .7 2,005 3, 686 5,149 3,662 6,733 9, 405 217 9,963
1986 550,700 108.3 1,998 3, 628 4,900 2,832 5,142 6, 944 303 7,687
1987 541,300 108.3 1,715 3,169 4,280 2,398 4, 430 5, 982 391 6, 958
1988 535,000 108.4 1,789 3,344 4512 2,255 4,216 5, 688 424 6,757
1989 538,900 110.9 1,975 3, 664 4832 2,379 4,414 5821 460 6,947
1990 553,171 116.9 2,009 3,632 4,544 2, 441 4,413 5522 482 6,612
1991 569,063 123.3 2,167 3,809 4,518 2,555 4, 490 5,326 491 6,349
1992 586,684 127.3 2,195 3, 742 4,299 2,172 4,724 5, 428 488 6,383
1993 596,808 1315 2,197 3, 682 4,095 2,705 4,532 5,041 525 6,019
1994 600,765 134.3 2,248 3,742 4,075 3,201 5,328 5,803 558 6,814
1995 601,646 138.2 2,242 3,726 3,943 2,470 4,106 4, 345 565 5,339
1996 604,966 141.8 2,192 3,623 3,737 2,419 3,999 4,125 643 5221
1997 609,311 1441 2,206 3,621 3,675 2,432 3,991 4,051 149 5,299
1998 621,400 146.3 2,169 3,491 3,491 2,355 3,790 3,790 893 5,221
1999 633,729 148.9 2,172 3,421 3, 367 2,324 3, 667 3,602 999 5,151
2000 646,302 151.6 2,200 3,404 ',285 2,304 3,565 3, 440 1,078 5,049
Population estimates from Department of Labor as of July 1 (beginning of each fiscal year).
Population for FY 99 and FY 2000 estimnated by OMB.
Inflation assumptions for FY 99 and FY 2000 taken-from DOR Revenue Sources book (reference case).
FY 2000 spending based on Governor's proposed budget and March Permanent Fund projections.
OMB/BP Total Appropriations do not include special PF appropriations.
Sa-/01-16:07

Pierce



L AW S o F AL AS KA

1980

Source

SCS CSHB 509(Rules) %

AN ACT
Ma m?owépnegm? ag#ropfl 3 %t the Alaska permanent fund;

BE ITENACTED BY THE LEGS ATURE OF THE STATE OF ALASKA

THE ACT FOLLOWS ON PAGE 1, LINE 9

ApProved by the Governor; May 21, 1980
Actual Effective Date: July 1, 1980

Chapter No.

Chapter 35

AN ACT
Making a special appropriation to the Alaska permanent
fundi and providing for an effective date.

* Section 1. The sum of $900,000,000 is appropriated from the general
fund to the Alaska permanent fund (art. 1X, sec. 15,Constitution of the

State of Alaska).
* Sec. 2. Beginning July 1, 1980, the commissioner of revenue shall make

monthly deposits to the Alaska permanent fund of the appropriation made by
this Act. Amonthly deposit to the Alaska permanent fund shall be in an
amount determined by the commissioner of revenue to be in excess of the
general fund revenues necessary to finance state government operation for the

J[imonth in which the deposit is made,

18

19

D

pl
2
23
2
25

26
27

2

2

* Sec, 3. This Act takes effect July 1,1980.

-1- SCS C3HB 509(Rules)



L AW'S o F A LAS KA

1981
Chapter No.
61

AN ACT
Makin special appropriation to _the Alaska permanent fund,
an mgakln P Pro rﬁ’g‘glo%s to the Department o? Admlnlstratlon
and the Dep a\r ment o Communlty and Regional Affairs for alg
to municipalities and unincorporated communities; and providing

for an effectlve date.

* Section 1. The sum of $1,800,000,000 is appropriated from the general
fund to the Alaska permanent fund (art. IX, sec. 15, Constitution of the
State of Alaska, AS 37.13.010).

* Sec. 2. Beginning July 1, 1981, the commissioner of revenue shall make
monthly deposits to the Alaska permanent fund of Che appropriation made by
uec. 1 of this Act. A monthly deposit to the Alaska permanent fund shall be
In an amount determined by the commissioner of revenue to be in excess of
the general fund revenues necessary to finance state government operation
for the month in which the deposit is made.

* Sec. 3. The sum of $380,000,000 is appropriated from the general fund
to the Department of Administration for payment of entitlements to qualified
municipalities for the fiscal year ending June 30, 1982, in accordance with
legislation authorizing the payments.

* Sec. A The sum of $24,987,000 is appropriated from the general fund

to the Department of Community and Regional Affairs for payment of entitle-

ments to unincorporated communities in the unorganized borough for the

fiscal year ending June 30, 1982, in accordance with legislation authorizing
-1- FOCSHB 1

Chapter 61
the payments.

* Sec. 5. The sum of $73,800 is appropriated from the general fund to
the Department of Administration for costs of administering the entitlements
for which anappropriation is made by sec. 3 of this Act.

* Sec. 6. Thesum of $252,800 is appropriated from thogeneral fund to
the Department of Community and Regional Affairs for costs of administering
the entitlements for which an appropriation is made by sec. 4 of this Act.

* Sec. 7. Theappropriation made by sec. 1 of this Actis not aone-yeat
appropriation and it does not lapse under AS37.25.010.

* Sec. 8 This Act takes effect or. the effective date of a version of
Senate Bill No. 168 entitled "An Act relating to state assistance for
municipalities and unincorporated communitiesi and providing for an effective
date."

-2 - FCCSHB 1



Alaska Permanent Fund Cor Eoratlon

.OS. Box 25500 Juneau, AIaska
(907) 465204

MEMORANDUM

DATE: April11,2001

TO: Senator Gene Therriault, Chair
Senate State Affairs Committee

FROM: Robert D. Storer
Executive Director

SUBJECT: Senate Joint Resolution 15 - Permanent Fund
Constitutional Inflation-Proofing Amendment

This is to requesta hearing atyour earliestconvenience on Senate Joint
Resolution 13, "Proposing amendments to the Constitution of the State of Alaska

relating to inflation-proofing the permanentfund.”

SJR 15 accomplishes inflation-proofing by constitutionally limiting the annual
payoutof Fund income to no more than 5 percentofthe Fund's five-year average
marketvalue. This amountcomprises all of the Fund's expected "real," i.e.,
inflation-adjusted, income. For example, the Board's current assetallocation is
designed to earn 8.25 percentannually and inflation is expected to average 3.25
percent. By retaining that difference between what is earned and whatis paid
out, the purchasing power of the Permanent Fund is fully protected against

inflation.

The Board is unanimous in its support for this proposal. They believe its benefits

are compelling:

1. Provides constitutional protection againstinflation for the total Permanent
Fund, thereby more effectively safeguarding the Fund and increasing the

amount protected.



Senate Joint Resolution 13
April 11,2001

Page 2

2. Establishes alim it on annual distributions which helps ensure that the Fund
w ill continue to grow in perpetuity in both nominal and real, inflation-

adjusted dollars.

3. Maximizes the totalamount of Fund income which can be paid outin the
future, atleastas compared to higher payout rates, and provides for
intergenerational equity by striking a fine balance between short-term and

long-term distributions.

4. Beginning in 2003, makes available $175-$300 million per year, depending on
the Fund's marketvalue, for purposes other than inflation-proofing and
dividends. This amountwill grow overtime as the Fund grows.

5. Uses the percentof marketvalue (POMV) payout methodology which
smoothes volatility, treats realized and unrealized income equally as
investmentreturn, and is consistentwith generally accepted accounting

principles and modern endowment practice.

6. Lets lawmakers know in advance, within arelatively narrow range, how
much Fund income will be available for appropriation each year.

In short, the Trustees believe SJR 13 serves the best interests of the Fund and the
people of Alaska, and we requestan opportunity this session to begin discussing
with the members of your Committee the very important issues addressed in this

resolution.

Thank you for your consideration.



Trustees Request Your Support for
Constitutional Inflation- P ofln
of the Permanent Fund

Clark Gruening, Chair Board of Trustees
Jim Kelly, Director of Communications

Alaska Permanent Fund Corporation

Senate State Affairs Committee
April 26, 2001

VW-.apJc-.org Redta Ranarat fud Qapdatids

Board of Trustees unanimously supports HIR 15/5JR 13

why\%hoyuﬁi IMas grqtsasnt}par?grt it?

ftlasHa Peimanent Fund Coioorerion



'Inflation is like athief in the night.”

In fla tio n

19® 2

Br-jer Rasmuson

First chair, Permanent Fund Board of Trustees

erode s

Aada Ranarert Fud Gapadion

value of dollar*

2*000

Asda Rainaat Rrd Gipuiation

S1.00

50.80

$0.60

$0.40

S0.20

$0.00



General Election

Novem&ber 5, 2002

Section 15. Alaska Permanent Fund, (a) At least twenty-five per
cent of all mineral lease rentals, royalties, royalty sale proceeds, federal
mineral revenue sharing payments and bonuses received by the State
shall be placed in a permanent fund, the principal of which shall be used
only for those income-producing investments specifically designated by
law as eligible for permanent fund investments. All income from the
permanent fund shall be deposited in the permanent [GENERAL] fund
[UNLESS OTHERWISE PROVIDED P\ LAW].

(b) For any fiscal year, appropriations from the permanent fund shall be
limited to five percent of the average of the year-end market values of
the permanent fund for the last five fiscal years, including the fiscal year
just ended. No other appropriations from the permanent fund may be

made.
Yes [V] No [ ]

Rere Ranarart Rud Gapreiion

W hat is PO M V ?

percent Or Market value = 10tal Investment return
8.25% x $28hillion = $2.3 hillion

Percent Of Market valie = REtain for inflation-proofing
325% x $28bill'jn = $0.9 hillion

Percent Of Marker Value - PayOUt of Fund income
500% x $f8hillion=$14 billion

fieda Ranarat Furd Qipdaion



Benefits of PO M V

1. Preserves the Fund's purchasing power

2. Maximizes distributions over the long-term

3. Minimizes fluctuations in annual payouts

(ieshe. Ranarat furd Gapoaion

W hy I|imit the payout to 5 % ?
5% real rate of return is at the high end of
what is achievable for the Permanent Fund

5% is the maximum sustainable payout rate
that stiil maintains the Fund's real value

5% allows greater distributions over time
than a higher payout

5% iswhat the majority of endowments
pay out

Rsdd Rineren Rurd Gpddian



(%)

Rolling Annualized Return

Rollingyg

-10%

-15%

SOURCE:

5 -year real return for

(net of 5 b payout

Number of periods with returns < 0%: 126
Number of periods with returns > 3%: 95
Total number of 5-year periods: 281

Calian Associates, Inc.

6 0 % s tock /4 0% bond m i

- la st 75 years)

0.59%

BBSS Rolling 5-Year Return
Average 5-Year Return 1926-

CP11926-2000: 3.3%

Alaska Permanenf Fund Corporation

X



Fund statutory net income vs. state oil revenue

(Dollars in billions)

EHXS333
$7 hilion

imr%)ufg n[];‘llt
Sl
%Ha llion

prooing

Oil revenue

iiultuil) (projainl) m

filesha RanaraT Furd Gapaiatich

How is this different

from the status quo?

- Constitution vs. statutes
- Total Fund vs. principal only

- Limits withdrawals from the Fund -
currently all of the earnings reserve is
available for appropriation



Keep it
permanent

cent limitprotects
A?gi rman nt Fund

B YA el MR s
IVrivac| (Vt|e|»w«m|t *7s, u>>> orT)
Mtev%flrlJuftVr ]m( md I Iw&xﬁﬂng'f
8*%1])” ot fmkﬂmnfk ﬂhku II»M at Car‘{g{;iﬁu"j}nlﬂt\/l\/1 t"»
Urukjto/f.Sit. T-M hmnl %bg %ﬁ
t[%a\h% Il |adm|alwmv‘nl -
AMdlac w F%O%ﬁ% " NthRRA
(i (W] o‘IV\Arraml\? otpmn|
] ?u i}/;dtamun%o Wl IV 055U d <aVUne .
HI| |I| mm %\&EHNUC ﬁ.hnr afu"‘s»;iv fsed P u b | I C
n'c%wat jjuonli*acn«r’| Ki ilt /nto*
lion, u rril &I “Maaim
(\)all\}/(n?ffwwal?wn?meﬁenmml Anchorage Daily News editorial, W | | |
W@m{\g‘a E@ﬁg) gﬁ’%’i Aprill7, 2001
E[ngl R rorrr0|r¥I
L et Ve .
ngl@mw@’?ﬁf 3R decide!
}% pEp
tWta Y rln T«torr
mg %%Er tﬂ;nﬁllllj otni a rrese
Asda RFanarat fud Gypoaian
Five myths about how the
Perm anent Fund w orks

.1t is possible to be precise about how much total
investment return the Fund will produce in the future.

2.The distribution policy which has worked well for the
last 20 years will work well for the next 20 years.

3.Any change can be made to the current use of Fund
income without affecting the PFD.

4. The Permanent Fund is big enough to be all things

for all people.

5.Permanent Fund dividends always go up.

ReeH) Ranarat Rud Gapodtion



Alaska Permanent Fund Cor Eoratlon

6. Box 25500 Juneau, Alaska
(907) 465204

MEMORANDUM

DATE: April 11,2001

TO: Senator Gene Therriault, Chair
Senate State Affairs Committee

FROM: Robert D. Storer,M'/N
Executive Director

SUBJECT: Senate Joint Resolution 15- Permanent Fund
Constitutional Inflation-Proofing Amendment

This is to request a hearing atyour earliest convenience on Senate Joint
Resolution 13, "Proposing amendments to the Constitution of the State of Alaska

relating to inflation-proofing the permanent fund.”

SJR 15 accomplishes inflation-proofing by constitutionally limiting the annual
pa> ut of Fund income to no more than 5 percent of the Fund's five-year average
market value. This amountcomprises all of the Fund's expected "real," i.e
inflation-adjusted, income. For example, the Board's current asset allocation is
designed to earn 8.25 percentannually and inflation is expected to average 3.25
percent. By retaining that difference between what is earned and what is paid

out, the purchasing power of the Permanent Fund is fully protected against

inflation.

The Board is unanimous in its support for this proposal. They believe its benefits

are compelling:

1. Provides constitutional protection againstinflation for the total Permanent
Fund, thereby more effectively safeguarding the Fund and increasing the

amount protected.



Senate Joint Resolution 13
April 11,2001

Page 2

2. Establishes alim it on annual distributions which helps ensure that the Fund
w ill continue to grow in perpetuity in both nominal and real, inflation-

adjusted dollars.

3. Maximizes the totalamountof Fund income which can be paid outin the

future, atleastas compared to higher payoutrates, and provides for
intergenerational equity by striking a fine balance between short-term and

long-term distributions.

4. Beginning in 2003, makes available $175-$300 million per year, depending on
the Fund's marketvalue, for purposes other than inflation-proofing and
dividends. This amountwill grow over time as the Fund grows.

5. Uses the percent of marketvalue (POMV) payout methodology which
smoothes volatility, treats realized and unrealized income equally as
investmentreturn, and is consistent with generally accepted accounting

principles and modem endowment practice.

6. Lets lawmakers know in advance, within arelatively narrow range, how

much Fund income will be available for appropriation each year.

In short, the Trustees believe SJR 13 serves the best interests of the Fund and the
people of Alaska, and we requestan opportunity this session to begin discussing
with the members of your Committee the very important issues addressed in this

resolution.

Thank you for your consideration.



Alaska Permanent Fund Cor orat|on

.5 Box 25500 Juneau, Alaska 99802
GMMQ

MEMORANDUM

DATE: April 11, 2001

TO: Senator Gene Therriault, Chair
Senate State Affairs Committee

FROM: Robert D. Storer,~2v>
Executive Director

SUBJECT: Senate Joint Resolution 15 - Permanent Fund
Constitutional Inflation-Proofing Amendment

This is to request a hearing atyour earliest convenience on Senate Joint
Resolution 13, "Proposing amendments to the Constitution of the State of Alaska

relating to inflation-proofing the permanent fund.”

SJR 15 accomplishes inflation-proofing by constitutionally limiting the annual
payoutof Fund income to no more than 5 percent of the Fund's five-year average
marketvalue. This amountcomprises all of the Fund's expected "real," i.e.,
inflation-adjusted, income. For example, the Board's current asset allocation is
designed to earn 8.25 percentannually and inflation is expected to average 3.25
percent. By retaining that difference between what is earned and what is paid
out, the purchasing power of the Permanent Fund is fully protected against

inflation.

The Board is unanimous in its support for this proposal. They believe its benefits

are compelling:

1. Provides constitutional protection againstinflation for the total Permanent
Fund, thereby more effectively safeguarding the Fund and increasing the

amount protected.



Senate Joint Resolution 13
April 11,2001

Page 2

2. Establishes alimit on annual distributions which helps ensure that the Fund

w ill continue to grow in perpetuity in both nominal and real, inflation-

adjusted dollars.

3. Maximizes the total amountof Fund income which can be paid outin the
future, atleastas compared to higher payout rates, and provides for
intergenerational equity by striking a fine balance between short-term and

long-term distributions.

4. Beginning in 2003, makes available $175-$300 million per year, depending on
the Fund's marketvalue, for purposes other than inflation-proofing and
dividends. This amountwill grow over time as the Fund grows.

5. Uses the percentof market value (POMV) payout methodology which
smoothes volatility, treats realized and unrealized income equally as
investmentreturn, and is consistentw ith generally accepted accounting

principles and modem endowment practice.

6. Lets lawmakers know in advance, within arelatively narrow range, how
much Fund income w ill be available for appropriation each year.

In short, the Trustees believe SJR 13 serves the best interests of the Fund and the
people of Alaska, and we requestan opportunity this session to begin discussing
with the members of your Committee the very important issues addressed in this

resolution.

Thank you for your consideration.



Dale Printed: October 24, 2001 Produced by: Alaska Department of Natural Resources, Land Records Information Section



/Milne Pl.Unit ~/Sandpiper Unit

Beaufort Sea

http://www.dog.dnr.state.ak.us/oil

N orth S lope Oil and G as Activity

February 2000


http://www

: f
land Ownership

77,666"™M00 \Y;
Total Acres *

Rrenc
) 10-2%. |

Private
43.9%

13



Slate of Alaska

State Lands AlaSka
on the North Slope ] . Oﬂ\Htural (053
,\bm Slope Oll ard GaS ACUVIty Forillustration purposes only.
or
ental ve)[
provS(] ands
ra I rvation
Uncares
Roads NPRA - Natione]\I Petroleum

Reserve - Alaska

ANWIR -Arcti? National

Wildlife Retuge
Noatak National Preserve
Gates of the Arctic National
Park & Preserve '\
Kob_uk\/laIIO)I(
Bering Land Bridge
Nat?onaFPreseR/e
SelawikNallonal
Wi ildlifo Rofugo
Yukon FlatsNagional
-J" Nationa i S!Af#e Re}uge
I Rofuge
'm Kqyykuk National
J W|Y(Hhe Refuge
Irfnoko Natjonal
WP(?IlPe Refuge e

| Wildlife Rofuge

Date Primed: October 24, 2001 Produced by: Alaska Department of Natural Resources, Land Records Information Section



Stale of Alaska

State Lands

on the North Slope

North Slope Oil and Gas Activity
or |

provedLands
/\/ raI ; r\/atlm MW Foe

Uncaries Viiiss
N Roads NPRA - Nation?l Petroleum

Reserve - Alaska
AN

Sri

NoataK National Preserve

Gates of the Arctic National

X - W T, Park & Preserve '\
L M1 r
) Notonatpon Y S giM
1 n__i iJ ,m )
. 4
L b { _,CI'n:anu“ ' Yukon FlatsNational
r** .3 National t"p pig e
Wildlife
! Rofugo'
I Ko IiukN tional
1 W|Y(H|eRef%ge
|
al

1 Nowitna National
I Wildlife Refuge

Date Printed: October 24,2001

Produced by: Alaska Department of Natural Resources,

Alaska
of Natural Resources

For illustration purposes only.

Arctic National
Ife %e?uge

I-and Records Information Section



Slate of Alaska

State Lands AlaSka
on the North Slope _ o of Natural (053
North Slope Oil and Gas Activity
or i
entgg%iﬂi Detail Area
proveaLands
N Federdl rvation
nit
nares

N Roads

NPRA - National Petroleum
Reserve -A?aska

ANWR - A.ctic National
Wﬁdl@e Re?uge

a n

Noatak National Preserve

. . ff1S p - X i,
GaPteskod‘ e Arctic National AP !
V ark 8t Preserve '\ o
' n = A, I’jf ol 1f r
Kobuk Vnlloy Pvf
. i Nationnl Park ~ / |_ tJ J >1
Bermg Lapd Brldrqle o CVf < f
Natlonal Preserve
wiiaito Retuaar | "L i rr rrf> f /
’ M V. i
v Yukon Flats.National
National
Wildllto
J Rofugo'

1 ) Ila
o e

ll%?el\geaetgggg | _ p i n
1 Nowltna National
I Wildlife Refuge

Dale Printed: October 24, 2001 Produced by: Alaska Department of Natural Resources, Land Records Information Section



Date Printed: October 24,2001 Produced by: Alaska Departmentof Natural Resources, Land Records Information Section



http://www .dog.dnr.state.ak.us/oil

Map Legend

North Slope Oil and Gas Activity o OHFI9Id/Accumulation
0 SifcfdWHIs
February 2000 o Proposaa/ActrvoMils


http://www.dog.dnr.state.ak.us/oil

http://www.dog.dn r.state, ak.us/oil

Mep Legend

North Slope Oil and Gas Activity o OilFlold/Accumulation
0 SafactadWille '
February 2000 o Proposed/ActrvaWails


http://www

Kupnruk River

Colville Rivey P U Thells®™™ .
Unitv
TOtptC/xl.
2R,
tm y V Jsal
Nlidat® t
Nfli* 1] :
i e Kupartik
Alnljlr P West$m

Ininter North S2
itweterNorthttC  C &(ati:ﬂ HI

Offigater South 11

http://www.dog.dn r.state,ak.us/oil

Milne PI. Unit

— WC

OvryayrMt

}/SS?Xy springs !
Prudhoe Bay

Prudhoe Boy Unll

N orth S lope

February

0

./Sandpiper Unit

*NorlhrtorUnit

[-PL Milntyre
/IfmnsiiSF W

—Sag Delta North

Duck Island Unit

~  Tern ISland/Liberty

Bsdem|

tsiturne .
Miltkelson.

an d G as Activity

2000

Beaufort Sea

Hammerhead< 3 ~

Kuviuml

Thomson Unit

oStlnton

1y o e
r' "V.

\

Atclic Nnti.vnl Wil JlilV Ucliiu? DO&G 02/00

Map Legend
(51 Units

p> OilField/Accumulation
o S¥*ctod Walls

o Proposed/Active Walls


http://www

State TrustlLand Map

StateTrust
11.6%

.o

Private



oo O

m -;rfijif 'UnitamMHn iy .
i -

S o

n

Y

v com| omd owm

if*' e

" A | mYVE

|

Land Ownership

77,666,406
Total Acres

» '.;>.\ 1« T"?Ot.gedtl“ (9$’

. 'y ;”Native J
.1 i Artlerican ¥ sy

StateTrust]
11.6%

Private



3yil7 —faog ' POT p-im
nus.~u.*“m * R ' -HrS
. 7ixbfL*wn n>H

I
ir 1@t?fete’WWgB\]

FIHII Iﬂ:cb “I

!JTJ

Small black squares and blocks of =

black are trust land.

Al

6

N S w
BMREBREE=

@%ESBH

BB oo
BN oo~

\
J
|
|

86'0_\0\|

3132333435

S[V)i<! L'lui- Wtfinji fuc

RN ﬁ[t ]
’.'!mm\l«f'l|»n/\tl./ Filii.. o ' ;
A B )

- omy r
i'/mm, ' m
i - Y
w SV
=3V
glg1 pis



6 5 4 3\/\@*1 Land Oyvtferiship
7 89 010 2 77,666,400
, 18 71065 14 13 Total Acres
L gD222B% ) _
#2 VDIBAXLS (If’-l\,\rlnate ca
|]4\)(r.u.rJ 1_11r IJ i 1 2B ADI .l 10.2%
jon'MAdil vi? T e StateTrust)
m 4d 'i|>| g . 11.6%
A'iSiVi-e» m (7]
: jvt,
B AV i
B O R <AV WV
Vit w g

Small black squares and bldcks of:|?:
black are trust Ipnd;  mJ -



Percent of Market Value—talking points

Analysis of proposals affecting the Permanent Fund boil clown to three questions
1. What happens to the Earnings Reserve account?
2. What happens to PFDs?
3. What happens to the fiscal gap?

The answers are not as simple as the questions because the words everyone uses to
describe their plans are very slippery and the questions (like the plans) are several layers

deep. Back to the questions.

1. What happens to the Earnings Reserve Account (ERA)?

Be concerned about:

Future flows— does income go anywhere other than the reserve account?

The Balance— does it remain available to replenish the CBR or for other
appropriations?

Inflation proofing— transfers to principal are off-limit forever. Are we putting in
too much? Too little? It shouldn’t matter whether inflation proofing is by statute
or by constitution as long as the ERA can support the transfers and the legislature

does support transfers.

The key point is that any reduction in Permanent Fund balance (including the ERA)
reduces future earnings, which reduces future dividends.

2. What happens to PFDs?

Be concerned about:

The formula vs. money-in-pocket— retaining the current formula is no guarantee
that dividends won’t change. Back to the key point from #1. The current formula
w ill reduce dividends if money is diverted from the sum of Permanent Fund

balance and ERA balance.

3. What happens to the fiscal gap?

Dividends, inflation proofing and surplus earnings in the ERA are “o ff budget” in
that they do not affect the fiscal gap. Under virtually any proposal, dividends and

inflation proofing will remain off budget.
Earnings not used for dividends and inflation proofing can affect the fiscal gap if

the surplus earnings are considered general fund revenue.



The “Simple” Proposal by the Permanent Fund

The constitutional amendment appears simple when compared to versions of HB 411
(last year’'s bill). The appearance of simplicity is primarily because the constitutional
amendment simply adopts a percent of market value (POMV) payout without describing
what happens to the payout stream.

Although the bill appears simple, here are some points to consider:
1. What happens to the Earnings Reserve Account (ERA)?

Future flows— Permanent Fund income would be deposited in the Permanent
Fund instead of the general fund. This has huge implications.
The Balance— the ERA is no longer available as budget reserves because the only
money that can flow from the Permanent Fund is the 5% annual payout. The ERA
cannot be used to reload the CBR or otherwise fill the fiscal gap.
Inflation proofing— earnings remaining after the payout can be considered
inflation proofing. No appropriation is necessary. Expect inflation proofing to be
considerably more than under the current system because

the entire account will be inflation proofed and

any “extra” earnings beyond the payout remain in the Permanent Fund as

inflation proofing.
2. What happens to PFDs?

Although the bill is silent, PFDs will be affected by the bill. If we retain the
current formula for computing dividends, there are two possibilities
The 5% payout is less than the current formula would pay— dividends decline.
(This is unlikely— annual dividends take only about 4% of the market value,
or 80% of the 5% payout.)
The 5% payout exceeds what the current system pays out as dividends—
dividends are not immediately affected, but decline over lime because
earnings decline as the balance declines due to the higher payout.
If we replace the current formula, dividends would not necessarily decline in the
near future. Some money from the 5% payout would be available to prop up
dividends.

4. What happens to the fiscal gap?

The impact on the fiscal gap depends on how much of the payout goes to the
general fund and how much to dividends.

Earnings not used for dividends would reduce the fiscal gap.

If the entire payout went to dividends, PFDs would increase by about 25%. This
would, of course, leave no money to close the fiscal gap.



If inflation is higher than expected, the “up to five percent” clause becomes
interesting. There may be some pressure to appropriate less than 5% if it meant
less than full inflation proofing. This would leave less payout to reduce the gap.

There are two additional issues raised by the proposed bill

1 Is 5% an appropriate payout rate?
2. What is the impact of basing the payout on a five-year moving average?

A five percent payout is specified because 5% is the projected long-term real rate of
return (real return means “after adjusting for inflation”). Just accept the rate as the best
estimate. But realize that the rate and the moving average are closely linked.

The 5% rate of return applies to earnings on the current balance, while the 5% payout is
based on an average balance. For afund that constantly increases because of royalty
deposits and inflation proofing, more years in the average translates to a lower average
balance, (e.g., the 10-year average balance is $18 billion, the 5-year average is $23 billion

and the current balance is $27 billion).

Using a moving average gives a more stable payout, but it makes the effective payout rate
lower as well. A 5% payout on a 5-year average balance is equivalent to a 4.3% payout
on the current balance. The difference between the 4.3% payout and the 8.25 % rate of
return remains in the Permanent Fund, so that inflation proofing is close to 4% rather than
the 3.25% required to cover actual inflation.

The result:
the payout is not as aggressive as the Permanent Fund implies,
the fund is “over inflation proofed,”
some money (.3% or $100 million) remains in the general fund to help close the
fiscal gap, and
PFDs fall slightly over time because money is transferred from the Permanent
Fund to the general fund.

The payout rate and the balance to which it applies are a philosophical debate. A shorter
averaging period or a higher effective payout rate would transfer more money to the
general fund. Remember that any money transferred to the general fund reduces future

dividends.
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CSFOR HOUSE JOINT RESOLUTION NO. 15(JUD)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-SECOND LEGISLATURE - SECOND SESSION

BY THE HOUSE JUDICIARY COMMITTEE

Offered:
Referred:

g%onsors : HOUSE RULES COMMITTEE BY REQUEST OF THE LEGISLATIVE BUDGET AND AUDIT
MMITTEE

A RESOLUTION
Proposing amendments to the Constitution of the State of Alaska requiring income of
the permanent fund to be deposited into the permanent fund and Ilimiting
appropriations from the permanent fund to six percent of the year-end market values of

the fund for the last five fiscal years.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. Article IX, sec. 15, Constitution ofthe State of Alaska, is amended to read:

Section 15. Alaska Permanent Fund. £a) At leasttwenty-five per cent ofall
mineral lease rentals, royalties, royalty sale proceeds, federal mineral revenue sharing
payments and bonuses received by the State shall be placed in a permanent fund, the
principal of which shall be used only for those income-producing investments
specifically designated by law as eligible for permanent fund investments. All income
from the permanent fund shall be deposited in the permanent [GENERAL] fund
[UNLESS OTHERWISE PROVIDED BY LAW],

(b) For any fiscal year, appropriations from the permanent fund shall be

limited to six percent of the average of the year-end market values of the

1- CSHIR 1S(UD)

New Text Underlined [DELETED TEXT BRACKETED]
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permanent fund for the last five fiscal years, including the fiscal year just ended.

No other appropriations from the permanent fund may be made.
* Sec. 2. The amendments proposed by this resolution shall be placed before the voters of
the state at the next general election in conformity with art. XIII, sec. 1, Constitution of the

State of Alaska, and the election laws o f the state.

CSHIR 15(UD) 2-
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P.O. Box 25500 Juneau, AK 99802-5500
Telephone (907) 465-2047
Facsimile (907) 586-2057

MEMORANDUM

DATE: November 23,2001

TO: Jesse Kiehl
Chief of Staff to Senator Kim Elton

FROM: Jim Kelly
Director of Communications

SUBJECT: APFC forecasts ofresidual income available
assuming an annual 5 percent payout ofthe Fund's

five-year average marketvalue

You have asked whether the projections regarding residual income presented in
the spreadsheet titled "Alaska Permanent Fund Corporation Hypothetical Look

Backwards at the Effects of SJR 13," are still valid.

The short answer is that the numbers presented in the spreadsheetwere never
intended to be valid as projections going forward because, as indicated in the
April 1,2001 memorandum which accompanied that spreadsheet,

"The spreadsheet overstates the amountofincome available for
distribution because it does not show the effect of actually paying
out the residual income available under the 5 percentlim it;"

However, there was one projection in that memorandum which was valid then

and remains valid today:

"The APFC believes thatthe amount ofresidual income available
w ill likely be in the range of $175 - 300 million peryear."



Jesse Kiehl
November 23,2001
Page 2

There are three points to keep in mind regarding this projection:

1. Expenditure of that $175 - 300 million would not place inflation-proofing
in jeopardy; the Fund would still be able to retain sufficientincome over
time to provide long-term protection of the total Fund's purchasing

power.

2. Any appropriations out of the Fund, in addition to dividends per existing
statutes, would cause dividends to decline relative to che status quo.

3. This range ofrepresents the APFC's mostinformed estimate of likely
outcomes over the next ten years - taking volatility ofinvestmentreturns

into consideration.

W hy the APFC thinks it is importantto take volatility into consideration. In
recent years, the APFC has moved away from providing forecasts which focus on
individual numbers and instead has preferred to talk in terms ofranges of likely
outcomes. This shift recognizes thatitisnotonly impossible to produce reliably
accurate single point-in-time numbers for future years, it is misleading to
indicate that any of us can assess the impacts of future events such as financial
market performance with "laser-guided precision."”

W ith that cautionary note, there are two fundamental principles - one relating to
investment policy and one to spending policy - with which one can assess the
soundness of any proposed change to the current use of Fund income.

e« Time greatly reduces - butdoes not eliminate - the volatility in annual
returns. Thatiswhy from aninvestmentpolicy perspective, ..sset
allocation, diversification, disciplined rebalancing and long- cerm time
horizon are all key elements of a successful investment prcgram. In this
regard, the important question to ask is, "Does a particular proposal have
a neutral, apositive or an adverse effect on the Board's investment

strategy?"

« From aspending policy perspective, the bestway to moderate the impact
of volatility is averaging. So, for example in the case of the Alaska
Permanent Fund, which - with its 53 percenttarget allocation to equities -
has a one-in-four chance of a negative total Fund return in any given year,
averaging returns over five years reduces the likelihood of a negative
return to one-in-twenty. This moderation of the impact of volatility
provides avaluable cushion to ensure stability of distributions. In this
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Jesse Kiehl
November 23,2001
Page 3

regard, the important question to ask is, "Does a particular proposal
enhance ordiminish the Fund's ability to produce a sustainable and
stable income stream (afterinflation) to benefit current and future

generations?"

| hope this is responsive. If you have any further questions, please letme know.



Alaska Permanent Fund Corporation

P.O. Box 25500 Juneau, AK 99802-5500
Telephone (907) 465-2047
Facsimile (907) 586-2057

MEMORANDUM

DATE: January 7, 2002

TO: Melanie Lesh,
Aide to Representative Bill Hudson

FROM: Jim Kelly
Director of Communications

SUBJECT: "lAJhal would happen if the Permanent Fund's earnings
reserve account (ERA) were called upon by the legislature to
effectively replace the CBRF as the sourceforfunding the
budget gap when the CBRF runs out?"

The Department of Revenue estimates that the CBRF will be depleted late in
calendar 2004 and thus will be unavailable to fund the expected $'1,099 billion
budget gap in FY 05. Based on the APFC's current projections, the Fund's ERA
most likely would be sufficientin FY 05 to fund the budget gap thatyear and pay
dividends per currentformula. However, there is a chance that the ERA itself
could be depleted by that date in the event of continued negative investment

returns between now and then.

The full answer depends on whether the Board-proposed percent of market
value (POMYV) payoutlimitation has been placed in the constitution by the time
the legislature needs to use the Permanent Fund for the state budget.

If the constitutional amendment has been passed. The APFC's analysis of the
constitutional amendment proposed under HJR 15/SJR 13 indicates that the
Permanent Fund is likely to be able to produce earnings to supportan annual
payout of five percent of the five-year average marketvalue of the Fund. Thatis



%

Response to Rep. Hudson's question
January 7, 2002
Page 2

estimated atfrom $1.2 billion to $1.4 billion per year in inflation-adjusted 2001
dollars. That payoutwould be for all purposes approved by the legislature,
including the dividend and the general government budget. If you assume no
change in the presentdividend statute, which is based on realized income rather
than marketvalue, some $175 million to $300 million would be available each
year for budget purposes other than the dividend. These estimated ranges are

narrow because of the five-year smoothing builtin to the payout proposal.

That constitutional amendmentwould protectthe Permanent Fund. If the
statutes that specify other limits on spending from the ERA conflicted with the
legislature's needs, they could be amended orrepealed without posing arisk to

the Fund.

If the constitutional amendment has not been passed, however, there would be
two very large differences. First, the amount available for the legislature to
appropriate each yearwould vary much more widely. Instead of arange of $1.2
to $1.4 billion, it could be as little as a few hundred million to well over $2 billion.
Second, all the existing, specific limits on the ERA would have to be maintained,
aswould the inflation-proofing statute, in order to protectthe Permanent Fund

againstinvasion of principal and againstinflation.
To illustrate the first point, consider the following numbers:

First, note the current projected June 30, 2002 balance in the realized ERA, after

dividends and inflation-proofing: $1.9 billion.

Second, note the annual swings in statutory netincome over the pastfour years

plus 2002 projected:

1998 $2.6 billion
1999 $2.5
2000 $2.2
2001 $1.2
2002 $1.2

Third, note the annual "Net Change" in the realized ERA for the same period:

1998 $1,282 million
1999 $1,201
2000 $382
2001 - $588

2002 - $471



Response to Rep. Hudson's question
January 7, 2002
Page 3

The first number, $1.9 billion, is the beginning size of the cushion in the realized
ERA. When thatis gone, or nearly gone, the legislature would be completely
subject to the wide variability demonstrated by the second setof numbers in
terms of appropriations for all purposes. The third setof numbers shows what is
leftfor funding the budget gap after paying dividends and inflation-proofing.

In short, the Fund - even with the POMYV limitation - is just notlarge enough to
be all things to all people. Although it gains increased stability with the POMV
limitation, the Fund cannot continue to pay dividends per the existing statutory
formula, retain sufficientearnings for inflation-proofing and completely fund the
fiscal gap. If asked to do too much, instead ofa Permanent Fund, you would

have atemporary fund.

Here's another perspective on whatwould happen if the ERA were to be treated
as the "new" CBRF and no structural changes were made to the Fund nor any

new state revenues established:

First, future Fund earnings would begin to diminish as: (a) the Fund's growth is
reversed due to unsustainably large payouts from the ERA, and (b) the Fund
earns a lower rate of return as the Trustees shorten the Fund's investment
horizon to reflect the increased annual distributions. Then, asthe ERA begins to
shrink in size, it becomes vulnerable to an extended period oflow or negative
investmentreturns, high inflation, and/or low oil prices, and eventually - and
perhaps quite suddenly --is completely dissipated, leaving no income at all for
inflation-proofing, dividends or the budget gap. Thatis the nightmare scenario.

Thatis how Alaska's fiscal situation goes from bad to much, much worse.
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Memorandum

To: Sen. Gene T'-riault

From: Joe Balash, State AffairsCommittee  Aide

Date: 1/27/01

Subject: APFC Trustees’ proposedconstitutional amendment

You have asked for my thoughts on the APFC Board of Trustees’ proposed constitutional
amendment. In particular, you asked about what other steps would be required to carry
out this proposal. 1 have included a brief description of what the language does, what
questions it raises in my mind, and where able to, my answers to those questions.

The proposed language does two things. First, it takes the existing section of the
Constitution establishing the permanent fund and changes the disposition of the earnings
of the fund. Currently, the constitution reads “all income from the permanent fund shall
be deposited IN the general fund unless otherwise provided by law.” The existing law
puts all income in the earnings reserve. Within the earnings reserve are the realized and
unrealized earnings. The PFD formula is based upon the realized earnings of the fund.
The proposed amendment would change this set-up by depositing all income from the
permanent fund in the permanent fund. The significance is that the permanent fund is
off-limits from spending; if all income from the fund is going to be deposited back into
the fund, there will have to be additional changes made to the constitution if the PFD
program is going to be maintained. Which leads to the other ‘half’ of the proposal.

The second part of the proposal would add another paragraph to Article IX, section 15 to

state:
“(b) For any fiscal year, an appropriation from the permanent fund to the

general fund shall be limited to five percent of the average of the year-end market
values of the permanent fund for the last five fiscal years, including the fiscal year
just ended. No other appropriations from :he permanent fund may be made.”

This would be quite a change from existing interpretations/opinions on how the
permanent fund may be used. This language allows the principal to be spent, but limits
that spending to 5% of the five-year rolling average of the fund’s market value (about
$1.24 billion in FY02). This is a big departure from the way people have been looking at
the Permanent Fund for some time now. If such a change is going to be made, the
repercussions need to be fully explored with an eye toward the long-range use of the
fund. Also, the public’s perception of what is beirg proposed will be critically important
since they will be voting on the measure.

The constitutional amendment proposed by the APFC Board of Trustees raises some
interesting questions about the future of the Permanent Fund and the state’s fiscal policy.
They break down into three broad categories: (1) is this really a measure to protect the
Permanent Fund from inflation? (2) what are the other pieces that make this work
mechanically? and (3) what happens to the PFD program?



Question 1: Is this really a measure to protect the fund from inflation?

The title of the resolution drafted by the APFC Trustees reads, “Proposing amendments
to the Constitution of the State of Alaska relating to inflation-proofing the permanent
fund.” Not to suggest that the Board of Trustees is somehow disingenuous, but the
change proposed here, if adopted, will drive additional changes that ultimately can
determine Alaska’s course of fiscal policy for some time. And the manner in which they
suggest the fund be inflation-proofed is not rearty inflation-proofing per se.

The Trustees propose managing the fund on a “percent of market value” (POMYV) basis.
It is slightly different from what the Legislature proposed in 1999 in that the language is
permissive rather than explicit. The All-Alaska Plan would have created a revenue
stream that would be paid out every fiscal year. This language appears to allow a
revenue stream to be paid out, but does not require one. Instead, it allows the Legislature
to make a limited appropriation each year. This does not explicitly inflation-proof the
fund. Rather than insuring that a defined pot of money, the principal, be increased
according to the CPI so that the pot has the same value at the end of the fiscal year that it
had at the beginning of the fiscal year, this approach 'limits the amount of the fund that
can be “spent”. Basically, this is supposed to prevent the fund from being “overspent”.

While it is certainly true that over the long-term, limiting spending to something less than
5% will protect the integrity of the fund, it does not guarantee that the fund will not lose
value in a given year. The first year that total returns do not equal inflation plus the
appropriation made to the general fund, observers will point out that the fund lost value.
The public needs to understand that there should be a long-term view taken when looking

at the fund.

Question 2; What are the other pieces that make this work mechanically?

Overall, the language appears to be aimed at a long-term goal/view for how the fund
should be used. However, there are some steps that will have to be taken between what
we have now and what is proposed. First, is the earnings reserve going to be rolled into
what we now consider the principal? If so, that can be accomplished with two steps—
making an appropriation from the earnings reserve to the principal and then repealing the
statutes establishing the earnings reserve. There would be some timing issues to work
out, though. If for example, the amendment were on the ballot in 2004, the appropriation
would have to be made after the appropriations for FY2004’s dividends and inflation-
proofing and the statutes would probably have to be repealed effective June 30/July 1,
2005. Which raises additional timing questions. Would the same legislature that put the
amendment forward pass these additional pieces of law contingent upon the amendment’s
passage? Or would the task fall to the next legislature? There could be some trickiness
here similar to what the legislature encountered in 1999— lay everything out so the public
knows what will be happening or hold back a little so as not to make it appear as a done
deal (thereby incurring their wrath in that same general election).



If the earnings reserve is not going to be rolled into the rest of the fund, what is to be
done with it? This is somewhat important since the reserve accounts for something close
to 23% of the entire fund’s current value and would affect the availability of funds in the
future. Since | don’t think that the Trustees intend to keep the earnings reserve separate, |
haven’t spent a lot time thinking about the potential down-side.

Question 3: What becomes of the PFD?

This question has bedeviled every plan proposed to this point that | am aware of. It is
certainly important to the public since it will impact them quite directly. Since the
current PFD formula is based on realized earnings, it would become useless under a
“percent of market value” (POMV) method. In all likelihood, the PFD pool would be
based on a given percentage of the fund’s market value. However, this, too, would
require statutory changes—which again raises questions of timing similar to those
mentioned above. Also, would this appropriation be the full 5% of the rolling average
allowed by the Trustees? If not, there would almost certainly be a drop in the value of
the PFD checks. Would everything be on the table and contingent upon the adoption of

the amendment by the voters?

There is an additional “problem” created by the new language. The section that allows for
“spending” up to 5% of the permanent fund in a given fiscal year appears to require that
the appropriation only be made to the general fund. If this is the case, and PFDs continue
to be paid, then PFD growth will impact the state’s bottom line. Is it the Trustees’ intent
to have PFDs compete with all other GF spending by the Legislature? A lot of effort has
been made to differentiate between GF and all other spending, including PFDs. This
would most definitely blur that line. In addition, if PFDs are competing with other GF
funding one has to consider the possibility that the judiciary may be tempted to infringe
on the Legislature’s appropriation power. Decisions will be forthcoming in the next 18
months that may give a better idea of whether this is likely or not (GRF/Medicaid for

abortions, k asayulie).
General Conclusions

What the Trustees have presented is not all that bad when considering all the
implications. Their proposed language impacts the PFD and the general fund in very
significant ways. Needless to say, this proposal goes much further than simply inflation-
proofing the permanent fund. In the resolution adopted by the Trustees last December,
the legislature is urged to reject all other amendments affecting the section of the
constitution containing permanent fund. This would appear to mean that they would
reject all other proposals— creating a formidable roadblock for competing visions of the
fund, thereby framing the debate on any “Long-Term Fiscal Plan”.
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Subject: SJIR13
Date: Thu, 26 Apr 2001 18:14:57 -0800
From: Mary Griswold <mgrt@xyz.net>
To: Jim Kelly <jkelly@alaskapermfund.com>
CC: Joseph Balash <Joe_Balash@legis.state.ak.us>

April 26, 2001

Hi Jim,

| listened to your presentation at the SSTA committee meeting this
afternoon. | think you made a good case for SJR13. | signed up to

testify, but it turns out that Therriault lost the slip of paEer with m
name on it. His aide just called me to apologize and let me know that

can testify next week.
| am concerned about one concept as you presented it.

| think it is deceptive or at least confusing to say that the principal
will not be eroded with a %% payout which is further limited to the
income in the earnings reserve account. | agree that the acquired
principal will not be eroded, but what we really expect to maintain is
the inflation-proofed principal, which IS subject to erosion because the
inflation-proofing dollars are inseparable from the other dollars in the

garnings reserve account.

Earlier in this process, | was concerned that the principal was not
truly inflation-proofed if its inflation-proofing dollars were left in
the ‘earnings reserve account. | wanted periodic transfers from the
earnings reserve to the principal in times of plenty to protect the
principal in leaner dags. However, because only 5% of the fund's market
value may be aPproprla ed each year, the principal is in fact fully
inflation-proofed as much as market models permit. | am wHImH to
accept the small risk thac the real value of the principal of the
permanent fund may be occasionally eroded in a prolonged down market.

| stress that it is very important to limit the payout to no more than

5% to make this an acceptable risk.

Regardin(i Tamara Cook's memo of February 12, 2001, | would remove from
the resolution at the end of line 7 to" line 8 "the principal of" and
add to the end of the sentence at line 9 "and for the Rurpose provided
in (b&," meaning that all funds in the permanent fund shall be used only
to make money and to provide for a 5% payout even if this erodes the
value of the principal (which is very unlikely).

As | mentioned in an earlier e-mail, | think life would be a lot simpler
i f We_%;ot_ rid of the earnings reserve in the statutes to complement the
constitutional amendment. 80% fadjustable) of the 5% would go to
dividends, 20% (adjustable) would go to government. The constitution
does not recognize "the earnings reserve account. It was created by
statute to distribute income under the current system based on earnings,
but it is not necessary or even relevant for distribution. It can
only confuse people. 1 offered statutorby changes to 37.13.140 and .145
(a-e) to delete it in Bill Hudson's HB35.

| plan to present some of this at next week's committee meeting if they
remember me.

Mary

4/27/01 8:05 AM
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Subject: SJR13
Date: Wed, 25 Apr 2001 20:52:29 -0800

From: Mary Griswold <mgrt@xyz.net>
To: Joseph Balash <Joe_Balash@Iegis.state.ak.u.s>

April 25, 2001
Dear Senator Therriault,
Thank you for scheduling a hearing on SJR13.

| enthusiastically support imposing a 5-year rolling average % market
value payout restriction on the Permanent Fund.

The main reason | support this constitutional amendment is that it
provides a better money management framework. POMV payout reduces the
pressure to manage the permanent fund for return over value. Managing
for value is generally considered a better fiscal approach., A 5%
payout is generally recognized by large endowments as the highest
sustainable payout, beyond which” the real value of a fund would diminish

over time.

A secondary benefit is that this methodology will provide a reasonable
moner stream for government if the legislature chooses to use it. Right
now the money sitting in the earnings reserve account is available for
legislative appropriation for purposes other than dividends, although
the Ieglslature has not ever spent it. There will be ’more pressure in
the future for the legislature to use this money. SJR 13 will limit the
amount the legislature can use to a predictable "and modest amount.

It is important to recognize that our dividends are as much as they are
because the Ieg%lslature made special appropriations from the earnings
reserve account to the_PrmmpaI and because it did not spend the
earnings available to it. Any use of permanent fund earning.- for
Burposes other than dividends will decrease the value of oui checks
ecause whatever is spent will not be available to earn mo:e money.
However, our dividends could be cut by much more under the curren
payout system than under POMV.

5 POWV payout combined with allocating 80% for dividends and 20% for
government would preserve the status quo dividend formula with the
understanding that the 20% transfer from the fund will reduce the fund's

future income producing potential.

| believe it is time to allocate some permanent fund earnings to
government and see 5 POMV payout as the best way to do that. But most
Importantly, | see 5 POMV payout as a better money management tool which
will keep the permanent fund permanent for future generations.

Thank you for your consideration.

Mary Griswold
Homer

4126/01 8:12 AM
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The private benefit arguably represented by the dividend program continues to fall into a
gray area in terms of public purpose. At one end of the spectrum are the approved
disaster insurance programs. The IRS found a sufficient governmental purpose to help its
citizens protect themselves against natural disasters in the wake of significant disasters
with profound economic consequences for the state. The IRS may have been particularly
persuaded by the suggestion that, absent such programs, the financial consequences
would be borne more directly by the state. At the other end of the spectrum are the
prepaid tuition programs, which the IRS characterized as private investment schemes
wrapped in the stale’s cloak of tax exemption. It may be difficult to argue that the
dividend program is more like the former than the latter.

It is an open question whether dividend payments to individuals outside the context of a
higher education purpose (or some other “approved” governmental purpose) will suffice
to satisfy the public purpose criterion.

Morrison & Foerster believe that as long as the income from the Fund clearly accrues to
the State and no individual has a vested right in the income or assets )f the Fund, the
income and assets are those of the state alone, and thus not subject to federal taxation.
How the state chooses to appropriate or spend its revenues should have no impact on this
determination, except perhaps to further reinforce the argument that the investment
activity is an integral part of the State and essential governmental function. And as long
as the dividend program is implemented as a matter of legislative grace, M&F believe
that it will be difficult for the IRS to argue that, having earned the income (investment
being an appropriate public purpose and essential government function), it is not entirely
within the discretion of the State to appropriate it as it sees fit, whether through
legislative allocation or annual budget appropriations.

To the extent that the Fund, or some portion of it, becomes irreversibly dedicated to the
benefit of private beneficiaries, or to the extent that the dividend program becomes an
entitlement that is beyond the reach of government, then it becomes more like the prepaid
tuition programs and is subject to potential challenge by the IRS as a private, rather than

public investment activity.



Corporate Status

Ownership of
Assets

Control an< Domination

Board Make-up

Employees

Source and Destination

IRS ruling

Source

Destination

Alaska
Permanent
Fund

State Fund;
managed by a
public
corporation
State

Investments
dictated by law;
LB&A Cmte has
oversight

state officials
and public
members

confirmed by the

legislature

state employees

State royalties
and settlements

Currently, a
matter of
egislative grace

none requested

Michigan
Education
Trust

Public
Corporation

Investors

Independent of
the State;
decisions could
not be
overridden by
any agency

Participants

private
beneficiaries

rejected

Florida
Hurricane
Catastrophe

Fund
State Fund

Reverts to the state
upon termination

state officials

Fund employees

and contract
advisors

nsrurers/Participan

ts; some
nonparticipant
funds

revenues

earmarked for the

fund

exempt

Hawaii
Hurricane
Relief Fund

Public
Corporation

Reverts to the
state upon
dissolution
Initial plan of
operations
subject to
legislative
review

state official and

public members
confirmed by
the senate

Administered by

a state agency

Participants +
additional state

funds (mortgage

recording fee)

'nsurers and the

nsured

exempt

California
Earthquake
Authority

State Agency

Transferred to
the state upon
termination
Initial plan of
operations
approved by the
legislature;
amendments
approved by the
insurance
commissioner
state officials

Employees
subject to state
civil servant
requirements

Equivalent of
state premium
tax collections;
some seed
money; sale of
fund premiums
nsurers and the
nsured

exempt



Integral Part Theory

Federal taxation does not reach income earned by a state— or an integral part of a state
¢ Congress may tax the income of states— but must do so specifically
¢ Morrison & Foerster (D.C. tax attorneys) contend this is the Fund’s strongest

argument

W hat constitutes an integral part of a state? Three essential elements are reviewed:

1. Corporate Status
2. State creation; control and domination; and declaration of state purpose

3. Source and destination of program funds

No single element is determinative in and of itself.

IRS looks very closely whenever a private benefit is created. However, sufficient indicia
of state control and public purpose can support integral part status, despite the existence

of significant private benefit.

There is nothing comparable to the Permanent Fund and its dividend program. The areas
where a private benefit has caused the IRS to get concerned involved mechanisms where
the individuals who paid into the entity (fund, corporation, agency) were the only
recipients of the private benefit. In our situation, the Fund comes only from royalties that
the state already owns, plus some additional grants of general fund dollars in the early
1980s. Payments cf dividends to private individuals from income of the fund does not
seem to be similar to any of the other “investment schemes” that the IRS required some
public purpose to justify the private benefits in question.
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DRAFT

Therriault to push adding PFD to trustees’ PF amendment

CTjHousestate Affairs Chair Gene Therriault says he doesn’t buy the argument
thafmaking the permanent fund dividend program a part of the Alaska
Constitution will threaten the fund’s tax exempt status, and the North Pole
senator says he wants to move forward with an independent legal analysis of a
plan to add the dividends provision to a constitutional amendment being pushed
by trustees of the Alaska Permanent Fund Corporation.

SJR 13, the trustees’constitutional amendment proposal, would require all
permanent fund income to be returned to the fund, and limit annual
appropriations from the fund to 5 percent ofthe fund’s market value, a level
trustees say will ensure full inflation-proofing. Therriault’s plan is to add
provisions mandating that a certain percentage ofany money withdrawn from the
fund be paid as dividends directly to Alaska residents. The Legislature would not
be required to pay dividends ifno money was taken from the fund.

At a March 21 hearing on SJR 13, Therriault provided members with copies of
legal opinions prepared for APFC by the national law firm of Morrison & Foerster
[see Lawyers say feds unlikely to tax permanent fund, ALASKA BUDGET REPORT,
November 4, 1998]. He noted that APFC witnesses cited the opinions ir February
as the basis for their conclusion that the federal government would likely try- to tax
the fund’s earnings if the dividend program were made a part of the state
Constitution [see APFC lawyer warns senators against putting dividend in
Constitution, ALASKA BUDGETREPORT, Februaiy 27, 2002]. He also

“I read through them and lunderstand the trustee’s concern,”said Therriault.
“There is a potential tax problem.” But Therriault said his reading of the opinions
Is suggests that there are ways to minimize any legal risk. He asked Joe Balash of
his staff to summarize the legal issues.

Balash said Congress has the right to tax the income of states, but must
specifically exercise this right, and has so far not done so. Based on this doctrine,
courts have generally held that activities and funds that are an “integral part”ofa

state government are exempt from taxation. The question then becomes: Is the
institution being considered for taxation an integral :rtofa state? Three factors

are considered:
« Legal status, whether incorporated as part of a state or separately,

* The degree of state control or domination of the institution, and
« The source and destination of the money or other assets of institution.




No single element is determinative on its own, Balash said, but applying the
tests to the permanent fund doesn’t suggest vulnerability to federal taxation, even
assuming a constitutional requirement that dividends share in any payout.

The Alaska Permanent Fund Corporation is a state-owned corporation with a
separate legal existence, but it’s officers are all state employees. Moreover, the
corporation doesn’t own the fund: it remains the property of the state government,
a point the APFC has emphasized in its recent annual reports. The “legal status”
provides a strong argument for exemption.

On the issue of “control or domination” Balash said there is no question that
the fund is under the state’s power and command. APFC is not allowed to spend
money except as the Legislature appropriates, and the Legislative Budget and
Audit Committee has statutoiy legislative oversight of its activities. State law,
Balash noted, defines what kind of investments are permissible and the

distribution of the proceeds.

Balash said the Internal Revenue Service has increasingly focused on the last
test: where the money comes from, and where it goes. Permanent fund dividend
payments could easily be considered a private benefit, a factor that would tend to
concern the IRS, but money coming into the fund clearly is not from private
sources, indicating that the arrangementwould be of less concern to the IRS. “Itis
only individuals investing their money, then earning a [tax-sheltered] return, and
then getting a benefit back that really caused the concern to the IRS."

Balash painted a far different picture than the committee received from APFC
officials. Speaking to the committee on February 21, Juneau attorney Ron
Lorensen, under contract to assist the fund, said that creating a private interest in
the fund, such as makmg dividends mandatory, would make the entire fund
taxable. “It’s not worth risking." Even if only “a little” of the fund’s earnings were
dedicated to dividends, “it all becomes susceptible as soon as the Legislature gives

up control over any portion ofit.”

Citing legal advice from Lorensen and the national law firm of Morrison &
Foerster, APFC Executive Director Robert Storer said at the February hearing that
the corporation opposes a constitutional amendment guaranteeing the dividend.

Therriault made it clear at the March 21 hearing that he has reached a
different conclusion, and that his approach to putting the dividends into the
Constitution—as a fixed percentage ofany money the Legislature decides to use
from the fund—would not mandate an annual dividend as some earlier proposals
[see Ogan PF dividend amendment moves despite tax worry, Alaska Budget
REPORT, April 12, 2000, and Trustees’amendment spawns confusion, May 2,
2001].

“Under die proposed percent of market value methodology [as proposed by the
trustees], if (here is to be a draw from the permanent fund, it must be limited to 5
percent. That's permissive—it doesn't dictate that you have to take a draw.”
Making the dividends a fixed percentage of any draw doesn’t force the Legislature
to take any money out of the fund. He claimed that the option would always open
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for other uses ofany money left in the fund because citizens could always change
the Alaska Constitution.

Therriault said he is comfortable now that the state would prevail if the
dividend program were linked to the percentage-of-market-value (POMV) limit
being pushed by the APFC’s trustees, and assuming that the Legislature would
have full-disci‘etion-to.seLthe_amount of the draw, up to POMV limit.

“Itis almost a siam-dunk in our favor® he said, citing recent IRS rulings on
AthertcixabltlLy of disasTerfnnds'established by Hawaii, Florida and California.
“When'you compare with these disaster funds, we've got a lot stronger case.”

Therriault said the state already is using some permanent fund earning's for
state government functions, and presumably would continue to do so, even if
dividends were constitutionally mandated as a share ofany money drawn from the
fund. He said that also strengthens the state’s case.

So what is the next step for SJR 13?

“Iwanted to have this discussion to bring you up to speed, give you my
interpretation, give you an opportunity to digest it, and see ifyou come to the
same conclusion,” Therriault said, indicating that he hopes the committee will
take some final action on SJR 13 sometime in the next two weeks."

Therriault noted that the possibility of taking a holiday from inflation-proofing
is under discussion in the House. “I’'m not sure that the Senate would ever agree
to not inflation-proofing, talcing a holiday from inflation proofing, or taking a 7 or
8 percent draw from the overall value of the fund.”

Sources say Therriault will bring the matter up in the Senate Majority Caucus
to be held ASK LOREN WHEN??.

On March 22 in the House, the day after the Senate hearing. Democrat Hariy
Crawford, joined by Democrat Eric Croft, introduced a constitutional amendment
resolution that embodies the Therriault proposal. Sponsor substitute for HJR 14
would establish the POMV scheme as proposed by the APFC trustees, but require
that “At least fifty percent of the amount appropriated ... during a fiscal year shall
be used during that same fiscal year for a program of dividend payments to state

residents established by law.”

The Crawford-Croft resolution contains a repealer provision that would wipe
out the dividend mandate if the courts give a finaljudgment that the fund is
subject to federal taxes. As originally introduces last year, Crawford’s HJR 14
would have restructured the constitutional budget reseive.

ASK CRAWFORD WHERE HE GOT THE IDEA.



Morrison & Foerster UP

SANFRANCISOO ATTORNEYSAT LAW NBWYCRK
ICSANGHES WASHINGTON, ox:
SACRAVENTO 200 PENNSYLVANAAVBNLE NW LONDON
ORANGECOUNTY WASHACTON DC. 2006-18** BRBHS
%TD TEEPHONE CBW-1500 HONGKONG

K TLFACSIMLH (KIBF-OTM SINGARCRE
CENVER TKYO

April 7,1998

Witer's Dirtci Dili Nunter
202-887-1598
By Overnight Delivery

Mr. James L. Baldwin

Assistant Attorney General

Alaska Departmentof Law

Civil Division

P.0. Box 110300 APR21 1998
Juneau, AK 99811*0300

Re: Alaska Permanent fond Coiporation SORENSEN & LORENSEW

Dear Jim:

You have requested an update ofthe Report (“Report “) that we provided to the
Alaska Permanent Fund Corporation (“APFC™) approximately 10 years ago, regarding
the question whether the Fund and APFC are subject to federal taxation. | have
reviewed the cases and rulings that have been issued since 1988, as well as the statutory
amendments made to Title 37, chapter 13 ofthe Alaska Statutes, Attorney General
opinions, and the recent annual reports. This letter summarizes and discusses the legal
developments relating to the central legal arguments addressed In our previous report.
We assume for purposes of this letter that the factual description ofthe Alaska
Permanent Fund (“Fund") and the APFC contained in the Report ait: still applicable,
apart from the legislative amendments which substituted references to the fimd for
references to the APFC, and other changes discussed below at page 32.

|.  Executive Summary

As before, we believe that there are three primary arguments supporting the
position that the income ofthe Fund and the APFC are not subject to federal taxation.

First, it might be argued that the constitutional doctrine ofimplied immunity of
state instrumentalities from federal taxation applies. Aswc concluded before, this
doctrine has been so narrowly construed that it offers only questionable protection. The
few legal developments under this doctrine have only reinforced our previous

conclusion.
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