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Dear Fellow Alaskans,

The Board of Trustees is pleased to present the fifth in a series of Trustee Papers
that trace and examine the major issues surrounding the establishment and develop-
ment of the Alaska Permanent Fund. This latest edition is entitled: “The Early History
of the Alaska Permanent Fund: Perspectives on the Origins of Alaska’s Oil Savings
Account.” It examines the initial debate that defined the Fund’s mission and its early
policy decisions.

This paper consists of four separate documents. The first, a speech by Elmer
Rasmuson, the Trustees’ first president, examines the establishment of the Alaska
Permanent Fund Corporation and the Fund’s early investment philosophy.

Joan Kasson’s “The Creation of the Alaska Permanent Fund Corporation” follows
the debate about the shape and powers of the corporation and the many purposes it
could fulfill.

The third section, “The Permanent Fund Dividend Program,” looks at Alaska’s
unique decision to distribute dividends directly to its residents instead of following
the more conventional program of using revenues to fund traditional governmental
programs.

The final document is an in-depth analysis of the “Legislative History, Intent and
Operations” of the Fund, and examines such policy decisions as the Fund’s intent, its
corporate structure, the dividend program and the prudent investor rule.

We hope you will find this paper as informative as the others that have preceded
it. If you have ideas or suggestions about future Trustee Papers, please don’t hesitate
Lo contact me.

Sincerely,

%@?mm-

Grace Berg Schaible
Chair, Board of Trustees
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Elmer Rasmuson, a respected long-time Anchorage banker, was the first Chairman of the Board of
Trustees of the Alaska Permanent Fund Corporation, and served on the board until 1986. The fol-
lowing paper is a transcription of his address to the 1993 annual meeting of the Corporation’s Board
of Trustees in Ketchikan on September 28, 1993

Mr. Chairman, Trustees, [.adies and Gentlemen:

First, [ wish to express my deep appreciation of the honor and privilege of addressing
you on the occasion of the 1993 Annual Meeting of the Alaska Permanent Fund
Corporation. The Fund will always be an institution in which 1 have a close and abiding
interest.

Concerns about the Permanent Fund usually cluster around three aspects:

- First, investment operations and results.
- Second, purpose and use of the Fund principal and income.
+ Third, social and political consequences and influence.

In my remarks tonight, I will touch on all three. Tam going to start with some review
of the history of the Fund and the basis for some of the early decision-making in which 1
was involved.

Fund History

Ordinarily, I do not spend much time in looking backward. Irather follow the philos-
ophy of that pitching great — Satchel Paige. “Don’t look back; the bastards may be gaining
on you!”

However, it has been well said also that, “Those who do
not learn from history are condemned to relive it.”

Another reason I feel it desirable to describe the basis of
some of the early decisions, is that it is not disclosed in the
official history of the Permanent Fund. When I was appoint-
ed to the Board of Trustees, I was the only member who was
not a resident of Juneau. The Board elected me chairman.
Much of the agenda of the early meetings was contained in
memoranda that I entitled “Thoughts of the Chairman.”
Nevertheless, when the Legislative History of the Fund was
written in 1986, I was never contacted, nor is the whole story
written of why certain decisions were made — both positive

Alaska’s great oil veserves made the Permanent Fund possible. and negative.
Here bidders crowd the Sydney Lawrence Auditorium for the In eva]ua(ing historical events, time is the greatest instru-

opening of North Slope oil lease bids offered by the state in 1969.

)
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ment of perspective. What is not supported by the test of
time can be dropped out. But recommendations, not supported originally, yet still perti-
nent, deserve (o be re-surfaced and hopefully followed.

I shall identify in these remarks certain recommendations which I continue to feel
would be beneficial for the long-run management of the Fund. In this connection, I might
mention that all of us who have had the responsibility of advocating courses for public
action, are alflicted at times by what T call “Cassandraism.” That is a word I have coined to



describe the fate of Cassandra, daughter of the king of Troy. She was granted the spirit of
prophecy but got crosswise with the god Apollo. The latter could not take away her gift
but ordained that her prophecies would never be believed.

'
Consfifurional Amendment Necessary
The dissipation, through state spending, of the bonus pay- ~
ments received from both the Cook Inlet and North Slope leas- i
es prompted many concerned Alaskans to vow to do better with " A

the royalty income. This resolution was led by Gov. Hammond.

However, because the Alaska Constitution prohibited any
dedicated funds, it was necessary to have an amendment there-
to. This was accomplished in the fall of 1976 when the people
of Alaska voted to set aside in a Permanent Fund at least 25 per-
cent of the state’s oil royalties and related income. Itis impor-
tant to note that, under the terms of the amendment, while the
principal of the Fund is permanently stashed away, the disposi-
tion of the income is completely up to the discretion of the

Legislature. The Constitutional Amendment that created the Permanent
In truth the Permanent Fund began, chiefly, with a “nega- Fund mandates that at least 25 percent of all oil royalties and
tive” goal, to place a part of the one-time oil wealth beyond the bonus bids be deposited in the Permanent Fund.

reach of day-to-day government spending. That this savings

approach has been accomplished is evidenced by the handling of the $41.8 billion of state

oil revenues received during the fiscal years 1977-1993. Eighty percent, or $33.5 billion,

has been spent in the General Fund. Eighteen percent, or $7.6 billion, has been saved in ii

the Permanent Fund. Two percent, or $691 million, has been saved in the Constitutional I" “ " rn “]E
Budget Reserve Fund.

[t took four years after the Constitutional authorization before the Legislature passed PE [ m ﬂ" E "r FU" [I
abillin 1980 creating the Alaska Permanent Fund Corporation, providing for independent .
management by a Board of Trustees, a cautious list of authorized investments — principally l] Eg ﬂ ", [: hl Eﬂ I.I g
government bonds — and a dividend program for the public from the Fund’s earnings. In

this interim period, there was much debate in the Legislature and press about the use of I.I.” “] ﬂ " Eﬂﬂ“ VE
the Fund, with emphasis on economic development and social benefits.

Fortunately, the Legislature limited the charge to the Fund trustees to investment uu ﬂl . r[l |] Iﬂ[: E a
responsibilities. The “soft dollar” allocations of oil money and economic stimuli were left
to other corporations or specific appropriations. This was a crucial and wise decision by pﬂ ” ﬂf “] E ﬂnE'
the Legislature. By restricting the duties of the Trustees to investment management, their G .
task was simplified, their performance could be objectively measured in the marketplace “ mE [I l I |.|.| Eﬂ "n

and they were freed in large measure from social and political pressures. In truth, much of

the success and prestige of the Permanent Iund is due to their singleness of financial stew- [] El_l u"[] ”] E [E ﬂ [:n
ardship. The contrast with the early performance of the Alberta Heritage Fund is eloquent

proof of the superiority of the Alaska course of action. Ul: u ﬂu i r[l i ﬂ ﬂl‘l

Board's First Meeting government

The first meeting of the Fund’s Board of Trustees was in September 1980. There were SI] E " [Il "u I "’
two obvious tasks confronting the Board. The first was to set up the organization that
could independently manage the investments belonging to the Fund but currently in the
custody of the Department of Revenue. The second was to establish criteria for developing
aportlolio and the mechanism for managing it.

Because these and other considerations would probably merit public input and cer- THE TRUSTEE PRPERS e VOLUME ";



tainly legislative action, it was agreed by the Board to use the first year to study the prob-
lem and then submit our recommendations for legislative authority. This was acceptable
to the governor and we established close working relations with the Legislative Budget
and Audit Committee so there would be no surprises when we submitted our legislative
proposals.

I think it is probably safe to say that none of the original Board of Trustees had had
any real investment( experience in Fund management. Certainly, [ did not. Twasa com-
mercial banker, not an investment analyst. However, being thrust into a situation wherein
I had no previous experience seems to be the story of my life. [ have found the best proce-
dure is to read what I can and learn from those who have good track records.

Consequently, I made arrangements to meet with available fund managers or policy
makers on the East Coast. These were around 10 of the largest business concerns, one
state manager and two university fund experts — Harvard and Yale. Subsequent to this
trip [ visited a smaller but representative group on the West Coast.

Researching Existing Funds

In the initial trip, I could not get any of the other Trustees to travel with me. The com-
missioners were busy with their departmental duties. The two other public members
apparently had other commitments of higher priority. This difficulty of enlisting Trustee
support for travel and management duties, outside of meeting attendance, has colored my
perception of what the Trustee responsibilities should embrace.

In each interview I asked questions seeking to identify a common thread of superior
investment performance and the preferred organization. Three principles came through
loud and clear. First is an emphasis on a common stock portfolio
— anywhere between 50 percent and 80 percent of assets. Second
is a continuous monitoring of performance and selection, using a
combination of in-house and outside management. Third isa
long-term adherence to the policy of reinvesting up to half of the
annual earnings as an addition to principal to cover inflation and
to increase earnings.

The pension funds were very helpful in determining best invest-
ment performance. However, their objective is quite different from
that of the Permanent Fund. Pension funds have only one concern
— to fund defined retirement benefits. Superior investment perfor-

Striking the right asset balance is a major consid-  mance does not increase benefits; it merely reduces the corporate
erdtion for the Board of Trustees, chaired by Grace  ¢ontribution.

Berg Schaible, shown here with former Gov. Bill

\htHlLM
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Most analogous to the Permanent Fund are the university endow-
ment funds. The objective of the latter is to maximize income
within the bounds of safety, provide a dependable amount of annual income to the aca-
demic departments and to preserve and enlarge the investment pool. The outside source
of additional capital to the Permanent Fund is the 25 percent oil royalty income. The simi-
lar infusion for university endowments comes from annual giving by alumni and friends.

Most helpful in developing my learning curve were the words of advice from
George Bennett, chairman then of State Street Investment Company. George had previ-
ously been treasurer of Harvard University and a key founder in the Harvard Management
Company. [ will relate an anecdote from our conversations.

On entering his office 1 noticed an abundance of yachting pictures on the walls. In
the course of our visit T asked him what was the best single guide in choosing an invest-
ment manager and evaluating his performance. His reply was that in yacht racing he did
not try to be the first in a race. His goal was to come in second or third, and if he could do
this consistently, he would win the regatta.



His point is that the top performer in a particular year is due largely to that investment
style coming into favor. Top performance carries more risk in volatility and the number one in
any year is likely to be a dud in the next. Diversification in style as well as security is essential.

Seeking Public Comment

During the course of this initial year of study, the Trustees sponsored a series of
seminars in different locations in Alaska. There was a twofold purpose in these semi-
nars. The first was to develop a more informed constituency among the Alaska pub-
lic. We invited lecturers of various views but with impressive credentials [rom study-
ing and advising other governments with large oil revenues. Most of these lectures
are preserved in the publication of “The Trustee Papers.” The second objective was to
obtain directly and informally views of the Alaska public.

With the benefit of ideas from these various sources, discussions with the
legislative oversight committee and input from each member of the Board of Trustees,
the task was begun of developing a consensus within the Board for official recommen-
dations for legislative action. My own ideas are set forth in some detail in a memoran-
dum to the Board in November 1981 on “Considerations for Permanent Fund

Legislation.”

There was unanimous support within the Board for broadening the investment
base to include equities, such as common stocks and selected real estate. This fol-
lowed the advice and experience of outside funds and meant the Permanent Fund
could benefit from the general economic growth of the nation as well as receive an
annual income.

The Legislature accepted this recommendation with respect to domestic stocks.
The Board also wanted to include foreign stocks. There are many reasons for this but
one statistic is illustrative. Twenty-five years ago, 75 percent of the listed securities of
the world were on U.S. exchanges. Today this percentage has dropped to around 25 per-
cent. The foreign stock issue failed largely because of parochialism of certain legislators.
The merits of this issue finally prevailed and the necessary authority was given in 1989.
The cost of this delay has undoubtedly been multi-million dollars in lost income.

Inflation-proofing was another issue which was accepted rather easily. Although this
concept was not in prominent discussion prior to the Enabling Act of 1980 and was not
mentioned in that act, the importance of reinvesting some portion of Fund earnings to off-
set the ravages of inflation and thus preserve permanently the purchasing power of the
I'und as well as its nominal value, was persuasive. Influential in this consideration were
the horror stories of what happened to the real earnings’ value of the Ford and Rockefeller
foundations. Also the Legislative Budget and Audit Committee had independently
received a legal opinion from a prestigious New York law firm that the legislative require-
ment of the “Prudent Investor” rule mandated selection of investments and procedures
which would maintain the purchasing power of the Fund dollar. Currently, the public has

overwhelmingly supported this concept by an 83 percent to 13 percent vote in a 1989 poll.

Corporafion is Insulafed from Polifics

The independence and composition of the Board of Trustees became a controversial
issue. At first blush, it would seem simple to comply with the legislative intent in the 1980
Act. This declares that the Permanent Fund Corporation is to be * ... managed by the
board of trustees. The purpose of the board is to manage and invest the assets of the cor-
poration in accordance with this chapter.” (AS.3713.040)

However, there is a double-ended elusiveness about the meaning of the term “man-
age.” On the one hand, how much is the Board independent of the governor and the legis-

Advice on how to structure the

Permanent Fund came from Milton
Friedman, the Nobel-Prize-winning
conservative economist from the
University of Chicago.

“There was
unanimous sup-
porf within fhe
Board for broad-
ening the invest-
menr base fo
include equi-
[ies, such as
common stocks
and selected real
esfafe.”
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The Alaska Permanent Fund Corporation public board members
in 1987 (from left): Hugh Malone, Byron Mallott, Clyde
Sherwood and Oral Freeman.
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lators? On the other hand, how much direction and supervision does the Board give to
the stall and vice-versa?

To appreciate the intricacy of the situation, a little background is helpful. There is no
doubt from the public and legislative debate that the majority view was to insulate the
management of the Fund from political pressures. This was ostensibly achieved through
the creation of a separate managerial corporation, providing for transfer of the funds from
the Department of Revenue and the appointment of three public members.

[owever, there is much subtlety in the political process, whether this be state or fed-
eral. The Permanent Fund Corporation was created at a time when the Legislature had fol-
lowed a practice in the creation of boards and commissions to name either legislative
members or executive commissioners over which they had confirmation or budget review.
Lilse why select three commissioners? The Legislature retains oversight authority through
its Legislative Budget and Audit Committee, maintains budget control over the
Corporation’s expenditures and has final decision over the eligible investment list.

Board Membership Issues

Being aware of this and having observed the participa-

i e o '3’,: L | tion of the Board members during the year of study, [ recom-
' mended in my memorandum to the Board that: “The move-
ment towards beneficial independence can be facilitated by a
change in the composition of the Board of Trustees to limit
the cabinet representation to the Commissioner of Revenue
and have four public members with staggered terms of office
of four years each.”

The then-incumbent Commissioner of Revenue argued
against reducing cabinet representation to only one commis-
sioner and in the interest of getting the full bill passed, I
dropped the issue. I submit to you, if there are valid argu-
ments to reduce cabinet representation (and possible guber-
natorial influence) from three to two, why not Lo one?

The question of compensation to the public members
proved an even thornier issue and one that I believe is of con-
tinuous and substantive importance to the management and
preservation of the Fund.

The 1980 Act provided for compensation to the public Board members to be an hon-
orarium of $400 for attendance at meetings. Believing strongly that in this practical world
you get what you pay for, I recommended that there be substituted an annual fee for all
personal services of each public member. [ stated my reasoning as follows:

“The attendance honorarium is illogical in that it assumes that the Trustees’
services are performed only at a stated meeting. Itignores the fact that the Board
is a working body involving continuous services in committees, traveling, con-
sultation with staff, investment managers, other Fund Trustees, participation in
work shops with legislators, interested public groups, etc.”

I suggested the annual fee be on a par with that of the legislators. My rationale was
that it be

«

* ... set midway between the value of the Trustee’s services in the market-
place and a pure donation of time which is not within the ability of many fine,



potential Trustees. It is not so large as to be a sought-after prize for political

appointment but it is enough to demand the commitment and time of qualified

Trustees.”

I got little support for this recommendation. The commissioners had no personal
interest. The public members apparently did not want an expanded role. The Legislature
was: suspicious of paying the Board members a salary.

When Gov. Hammond called me a year later to ask as to my availability to con-
tinuc on the Board of Trustees, I responded in the negative, followed up by a letter
from which I quote in part:

“I feel that my own contribution was possibly most significant in the orga-
nizational stage. | have personal obligations that can take all my time available.
[ am also persuaded that the Board should be heavily involved in operational
decisions. Unfortunately, the Legislature, by failing to provide for adequate
compensation to the public members, does not recognize the necessity of
Trustee participation. Twould not feel comfortable with the prospects of rele-
gating the future operations and destiny of the Fund to the staff.”

Governor May Replace Board Members " ;,f”

When the 1982 bill was developed, the Board and the Legislature gave great pushing his ideas for Alaska, Inc.

attention to structuring the terms of the Trustees with the idea that appointments
were permanent and stability of the Board are essential. The Enabling Act states
that, “The governor may remove a member of the board from office. A removal by the gov-
ernor must be in writing and must state the reason for the removal.” (Sec.37.13.070 AS)

[ was shocked when our present governor (Gov. Hickel) removed two of the public
members and 1 can find no written submission of cause. 1was disappointed that there was
no outcry from the press, the Legislature or the public.

Review in Conclusion

[ will conclude my remarks with an overall review of the Fund.

First, I would say that in the primary objective of the Permanent Fund, it has been a
resounding success. It has saved billions which would otherwise have been dissipated.

Secondly, it has had a superior return on investments. And through inflation-proof-
ing, it has maintained the real value of the Fund. Performance evaluation is a very com-
plex and even more difficult task than developing an investment strategy. Consequently, 1
will say no more on this subject except to comment that if I had been on the Board of
Trustees during its operational stage, | would probably have urged a higher allocation in
common stocks.

Thirdly, | am impressed with the clarity and completeness of the disclosures in the
annual reports. They are excellent in stating what has been done; they could be improved
in telling why. Some examples: reasons for deciding and changing investment allocations
in fixed income and equity instruments; why the Alaska residential mortgage portfolio was
sold; the criteria for real estate investments; the choice of passive vs. managed portfolios;
the basis for in-house vs. outside managers; the strategy for Alaska vs. outside investments.

Explaining why an action is taken is always good discipline for the decision-maker.
More important, sharing with the public the reasoning for taking various actions makes
the public more informed and hopefully a more determined champion of the FFund.

“In the primary
objective of fhe
Permanent Fund,
I has been a
resounding
SUCCess.”
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Corporation Board as State Fiscal Leaders?

I feel very strongly that the greatest expanded service that the Board of Trustees
could render all Alaskans would be to take on the conceptual leadership for the financial
policies of the state. We certainly need this leadership, and who else is going to do it? Any
governor or legislator, regardless of party, is focused on spending, operations and the wr'it-
ing of law.

Actually, this enlarged role for the Trustees involves more a concept of responsibrility
rather than any additional duties. 1 offer as a model the various boards of the Federal
Reserve Banking System. When that system was created, there was no thought that the
Reserve Board would have any responsibility for price levels or interest rates. They moved
into that role to fill a vacuum. The studies by the various Reserve Boards are eagerly
sought after today and serve as examples ol thoughtful and substantive reasoning.

Comparably, the Trustees of the Permanent Fund have the best access to all the eco-
nomic and financial data of the state, nation and world. The Trustees have the benefit of
top economists and analysts. Sharing the Board’s reasoning and conclusions with the gen-
eral public will not only enlighten the thinking of all of us but add to the Board’s stature
and influence.

I compliment the Board and stafl on the initiation of the educational program for ele
mentary students called Learning is Permanent which helps young Alaskans learn about
economics and about the Permanent Fund. I strongly urge the Board to reinstitute the
process of holding public seminars throughout Alaska with qualified experts to stimulate
thought and enlarge our horizons. This has an additional practical benefit in permitting
the Trustees to float trial balloons without attribution.

By the end of FY 1996, $5.71 billion of oil revenues had
flowed into the Permanent Fund. This grand view of the

Views on Permanent Fund Dividends

Finally, I will make some comments on the sensitive subject
of the dividend program.

Technically, the dividend program is not a responsibility of
the Trustees, even though it uses half of the Fund’s earnings.
However, the Trustees are Alaskans and, if the Trustees accept the
enlarged stature which I hope they will, they cannot escape being
drawn into the crucial debates which I envision will develop in the
near future.

Again, I believe that an inquiry into the history of the divi-
dend program is illuminating. In the intense discussion of the
uses of the Fund principal or income prior to the Enabling Act of

trans-Alaska pipeline looks south through the Brooks 1980, there is little indication that a dividend program was of
Range and Atigun Pass near Pump Station 4. much public interest. It appears to have been primarily a concept

8
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of Gov. Hammond. An original dividend program based on longevity of residency was
included in the 1980 Act but struck down by the U.S. Supreme Court as discriminatory.
While the litigation was in progress, the Trustees were carrying out their program

of public seminars. At each meeting, I made a specific point of asking whether the atten-
dees, either in their individual capacity or as representatives of an organization, wanted a
dividend or rather an appropriation of income that would benefit all the people of Alaska
through block grants or public works. I remember only one person who testified in favor
of the dividend program. In an address to the Anchorage Chamber of Commerce in
October 1981, where the use of the Fund income was discussed, I pointed out that if the
residency feature of the dividend program be stricken down, the problem of in-migration
could be serious.

The significance of this historical reference is that there is little indication that the



public was greatly interested originally in the dividend program. ITowever, there is no
doubt whatsoever that, like a chemical dependency, the public is now strongly supportive
of receiving the annual dividends.

Dividend Support is Broad, Fragile

Let us examine the consequences of the dividend program and particularly the impact on

the Permanent Fund.

The benefits of the dividend program are obvious in increasing indi-
vidual disposable income and at the same time expanding merchant sales,
to the extent the money is spent in Alaska. Another argument of popular
repetition is that the dividend gives a supportive constituency to mainte-
nance of the integrity of the Fund.

But like all single issues of popular support, there is a [ragility in this
protection. Up to now, the governor and the Legislature have pretty much
lelt the Fund and the Trustees alone because they have asked one thing
only — earn enough money to maintain the dividend program. What will
happen when oil revenue drops to a point where the spending appetites of
the Legislature are not satisfied? Then I predict there will be strong attacks
on the Permanent Fund.

The Legislature based its fiscal year 1994 budget on $18.38 per barrel
of oil. We are not averaging this and the current year deficit is estimated as ~ The Permanent Fund Dividend Program has grown
upwards of $500 million. Short of another windfall, the easiest additional into one of the largest economic forces in the state
source of money is the Constitutional Budget Reserve of $691 million and today, giving every qualified Alaskan, such as this
the Permanent Fund’s earnings’ reserve which is almost $1 billion.

After this is exhausted, the next target will be the inflation-proofing procedure. Don’t

Anchorage junior high student, an annual check.

automatically assume the Legislature will protect you there. Ever since the Fund was created,
the Legislature has placed the dividend fund as number-one priority ahead of inflation-proof-
ing. There are self-dubbed economists who actually argue that inflation-proofing is socially
undesirable. 1 call this the “Wimpy” philosophy: “Gladly would I pay next Tuesday for a ham-

burger today!” "”’IE[E ls no
Dividend Recipients Increasing doubt wharsoever

In the meantime, the eligible population, which is the denominator in calculating the per “] a |' I ||-| E ﬂ E he m | =
person dividend, is steadily increasing. This results trom births and in-migration of oldsters.

The developer of a senior housing co-op in Anchorage is quoted: [: d | [I E l] E" ﬂ E" [: I_I_
“But seniors are the fastest-growing group in Alaska. Although they l'hE l]”l]l": |5 " UI.I.I
make up about 4 percent of the population, as compared to an average of 12
percent in the lower 48, more and more seniors are wanting to stay here after 5 “ U " g | u S U I] I] [l |' I'—

they retire. In fact, there are seniors moving up here to retire now.”

At the same time more and more grumbling is heard from Alaskans who feel disenfran- WE nf [E [: EW' " g
chised from eligibility because of traveling restrictions and yet observe violations from those I'ne ﬂ " "u ﬂ |
who are not qualified within the intent of the law.
In evaluating the future consequences of the dividend program bear in mind that with the [IW' ne I []S "
dividend program taking one-hall of the Fund earnings and inflation-proofing needing close to ’
the other half, the Fund can never grow in the future except through infusion of mineral

receipts.
I mention these sobering realities because the decisions are a responsibility of all Alaskans

and fiscal soundness, like liberty, must ever be vigilantly defended and guarded. 9
[ will sum up by saying that money may not be everything, but I tell you, having the THE TRUSTEE PRPERS® VOLUME §

Permanent Fund gives us all a lot of confidence and determination for the future.
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By Joan Kasson

Fund: A Short Hisfory

Former Gov. Bill Sheffield, left, and former Fund Trustee Mar
Langland — shown here at the Corporation’s 1996 annual
meeting — played a key role in the Fund’s development.

“The Permanent
Fund is a savings
account geared fo
make money for
Alashans.”
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Writer Joan Kasson researched and wrote this paper for the Alaska Permanent Fund Corporation in
November 1983, as part of an early effort to record the history of the Fund. Publication in the Trustee
Papers Volume No. 5 marks the first time this paper has been widely available to the

public.

Infroduction: An Overview

In 1976, the voters of Alaska passed a Constitutional amendment establishing the
Alaska Permanent Fund. The amendment required the dedication of 25 percent of miner-
al bonuses, royalties and related income 1o a special fund to be put into income-producing
investments. On June 30, 1983, the assets of the Fund stood at about $4.3 billion, a helty
sum by any standard.

The Fund is operated as a public trust, much like trust funds established for pension
funds. This means Fund managers must balance the idea of “income producing” against
ordinary prudence about risk. In its simplest terms, the
Permanent Fund is a savings account geared to make money
tor Alaskans.

How the Fund came to exist, and how it came to be oper-
ated in this manner, is the subject of this history. The Fund
exists as a result of evolution of thought regarding state owner-
ship of wealth, and how that money should be managed to
best benefit all Alaskans, present and future.

This evolution occurred in three stages: first, the decision
on what was wanted; next, the decision on how it was to be
accomplished; and finally, the beginning of a process to decide
what itis to do.

Many people were part of this evolutionary process. The
execultive and legislative branches of state government played
major roles. The public, through voting and participating in
the legislative hearing process, contributed their views. What
are called special interests also played a large part. The busi-
ness community, banks, fishing and agriculture advocates all
registered their views on the Permanent I'und.

The evolution of the Permanent IFund took several years.

The seat of legislative power in Alaska, the Capitol building in During this time, many things happened in Alaska to affect it.
Juneauw, was the site of historic votes creating the Permanent Large oil and gas deposits were discovered on state-owned

Fund, the Alaska Permanent Fund Corporation and the divi-
|

dend program.
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lands. The state chose to raise taxes on the petroleum industry
to increase state revenues. These revenues increased even
more as the Organization of Petroleum Exporting Countries’ (OPEC) price hikes took
effect. Finally, state expenditures increased along with revenues.

The Alaska Permanent Fund is a trust. Early proposals and discussions considered
the use of the Fund as a vehicle to diversify the Alaska economy. However, the trust con-
cept for the principal of the Fund prevailed at every turn. The later issues debated during
the evolution of the Fund were, instead, questions regarding management and use of the
Permanent 'und earnings.



Backoround: Resources Belong fo Alashans

In 1955, Alaska was still a territory of the United States. Late that year, fifty-five peo-
ple met in Fairbanks to write a constitution in preparation for statehood. The resulting
document was viewed by many as a model constitution. Two themes present in the
Conslitution bear directly on the Permanent Fund.

The constitutional convention delegates saw the importance of

resource development. Alaska has long been dependent on its natural
resources. All the economic booms that Alaska had experienced, except

ment. Furs, gold, then fish, were harvested and in the eyes of the dele-
gates, the benelits from these harvests primarily went outside Alaska.
The constitutional convention delegates were not opposed to
resource development, but they wanted Alaskans to get the maximum
benefit. Thus, Article VIII of the Alaska Constitution, stressed just that:

Article VIIL, Section 2, General Authority. The legislature shall
provide for the utilization, development, and conservation of all
natural resources belonging to the State, including land and

| §2.000000000
the World War Il military boom, had been caused by resource develop- Y - o g

ROBBERY

waters, for the maximum benefit of its people. The Alaska Native Claims Settlement Act of 1971 extin-
guished Native rights to much land in Alaska. Some

The second theme was opposition to the dedication of revenues.
Dedication of revenues means that certain revenues are assigned to spe-
cial funds for special purposes, bypassing the appropriations process.
At the time of the convention, many states had such dedications. The delegates believed
that dedicated revenues constrained the government from pursuing the maximum welfare
for its citizens, so they forbade dedication except in certain, limited cases.

The delegates realized the importance of Alaska’s resources. They wanted Alaskans
to realize the maximum benefit from them. They did not, however, foresee that the state
would later become financially dependent on one source of revenue.

5300 Million 0il Lease Sale

On September 10, 1969, the state received $900,041,605.34 in bonuses from the
Prudhoe Bay oil lease sale. Earlier discoveries, in particular the Swanson River Oil Field on
the Kenai Peninsula, had increased state revenues, and therefore expenditures, but noth-
ing on the order of Prudhoe Bay had ever happened before. The $900 million, as it came
to be commonly called, was nearly as much as all previous state budgets combined. The
fiscal year (FY) 1970 budget had totaled only $172.8 million.

The question before Alaskans was what to do with all that money. Should it be saved,
or should it be spent to meet Alaska’s many needs, such as rural schools, sale water, trans-
portation and communication links? The Legislature appropriated money to look into the
question. The Brookings Institute held four seminars in late 1969 to decide what should
be done. Discussion covered issues as diverse as Alaskans themselves.

There are plenty of details, but the basic point is, we're going to invest in
Alaska — its people, through education, health and well-being opportunities, and
in the physical through esthetics and their preservation and natural resources,
using the non-renewable in the best interests of the state, both economically and
environmentally.!

Spending, then, was to be the course to take.

Natives protested sales of ol leases on the North Slope into
the early 1980s. The lease sales produced the initial income
of the Permanent Fund.

“The question
before Alaskans
Wwas what fo do
with all that
money. Should if
be saved, or
should it be spent
fo meet Alasha's
many needs. . ."
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Alaska.

The idea behind the Permanent Fund was to save a por-
tion of Alaska’s vast natural resource wealth for future
generations. Gold mining in the Interior brought the
benefits of mineral wealth to only a few.

The Idea: Saving Mineral Wealth

Although the Brookings seminars may have called for spending, the idea of investing
some of the state’s wealth was being mentioned here and there. Before the 10th Annual
Convention of the Alaska State Chamber of Commerce in October 1969, Robert Krantz, of
the investment firm Kidder, Peabody & Company, called for the establishment of a “per-
petual and permanent capital fund for the continuing development of Alaska.™* Krantz
envisioned a fund where the principal would remain intact but the income would be avail-
able for appropriation by the Legislature. His reasoning;

In the investment banking world, we are constantly exposed on an almost
day-to-day basis to situations which demonstrate the insatiability of the demand
for funds once they become available and the ease with which capital can be dis-
sipated. This is found at all levels — unfortunately in our own homes as well as
within business and philanthropic organizations. Itis at the government level,
however, that we find this intense pressure for current expenditure in its most
extreme degree.’

Krantz’s speech did not receive much notice nor was his idea new. Other states had
similar funds. However, it is the first written record of the idea of a permanent fund for

At the same time, Gov. Keith Miller was outlining his idea
for a resources permanent fund. He introduced legislation to create
the fund in 1970. It passed the Senate, but died in the House. It was,
however, a taste of things to come. It was the first formal legislation
on the subject, and it brought out issues that were to be major points
of contention later.

Miller’s resources permanent fund was not a dedicated
fund. Instead, the Legislature was to appropriate money to it. In
addition to this dedication question, the legislation showed that man-
agement would be a major issue. Who would control all that money?
Should it be the legislature or the executive, Republicans or
Democrals?

Not until 1975 was the idea looked at again. In the
meantime, state budgets increased annually, and the state began to
bond itself into debt based upon expectations of future income from
the oil fields. In 1972, $124.5 million worth of general obligation

bonds were approved, and in 1974, $189.5 million more.

Legislature Feels Pressure fo [nvest, nof Spend

By 1975, the idea of a permanent fund had gained a following in the Alaska
Legislature. The primary reason was negative reaction to the spending of the $900 million
received from the Prudhoe Bay lease sale. People asked, “What happened to the $900 mil-
lion?” - implying it had been wasted.

Committee Substitute for House Bill 324 amended Senate, (CSHB 324 am S),* “An
Act establishing the Alaska mineral lease bonus permanent fund; and providing for an
eflective date,” passed the Legislature during the 1975 session. Its purpose:

The legislature finds and declares that it is essential to preserve a portion of
the revenue derived from mineral lease bonus sales, a nonrenewable resource,

14 for future generations of Alaskans, and further, that this purpose hest can be
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CSHB 324 am S was the first bill passed by the Legislature that specifically created a
permanent fund for the benefit of future generations.

It is important to note the uses to which the money could be put. This bill dedicated

50 percent of mineral lease bonuses (money received for the sale of leases) to the fund.
This principal was to be invested as other state surplus funds and in approved
loan programs. The income resulting from this investment either could be rein-
vested in the fund, or appropriated for the administration of the fund or for
other operating and capital expenses of state government as provided by law.

This first successful attempt was promptly vetoed by Gov. Jay Hammond.
Hammond said that allocating 50 percent of mineral lease bonuses to the per-
manent fund was an unconstitutional dedication of revenues. The state
Constitution specifically prohibited such dedications. Therefore, Hammond
called for a Constitutional amendment, rather than a statute. He was, however,
fully in favor of a permanent fund.

Gov. Hammond Offers Plan

In 1976, lHHammond introduced Sponsor Substitute for House Joint
Resolution 39 (SSHJR 39) to the Alaska Legislature. The important section:

Sec. 2. Article IX, Constitution of the State of Alaska, is amended by
adding a new section to read:

Section 15. ALASKA PERMANENT FUND. Ten percent of all mineral
lease rentals, royalties, royalty sale proceeds, revenue sharing payments,
bonuses, and mineral production taxes received by the State shall be

fund. All income from the permanent fund shall be deposited in the
General Fund.

A committee substitute for SSHJR 9 passed the Legislature overwhelmingly and was
successtully put before the voters of Alaska at the November 1976 general election. The
important section now read:

Sect. 2. Article IX, Constitution of the State of Alaska, is amended by addi-
lion a new section to read:

Section 15. ALASKA PERMANENT FUND. At least twenty-tive percent of
all mineral lease rentals, royalties, royalty sale proceeds, federal mineral revenue
sharing payments and bonuses received by the state shall be placed in a perma-
nent fund, the principal of which shall be used only for those income producing
investments specifically designated by law as eligible for permanent fund invest-
ments. All income from the permanent fund shall be deposited in the General
Fund unless otherwise provided by law.

The state had its Permanent Fund. Now, the question was how to run it.

fAn Analogy: What fo Do With a Windfall

Let us suppose for a moment that you come from a large tamily and someone leaves
you a large sum of money unexpectedly; in short, a windfall. Your first inclination might
be to buy that house you needed and get the operation for one of the kids you haven't

In 1976, Gov. Hammond introduced a state
placed in a permanent fund, the principal of which shall be used only for constitutional amendment. that, as amended,

income investments. The legislature may appropriate additional amounts — won support in the November general elec-
- . . & g : T . . o o " :
to the permanent fund which shall become part of the principal of the tion and created Alaska's Permanent Fund.

“Hammond Said
that allocating 50
percent of mineral
lease bonuses fo
the permanent
fund was an
unconstitutional
dedicafion of
revenues.”
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been able to afford. Then, perhaps you buy a van to help out Aunt Millie’s catering busi-
ness. Now that home for wayward children down the street could sure use some money.

At some point you may realize that this money will not last forever. So, you decide to
save some for later. Do you put it into a straight savings account and earn 5 1/4 percent?
Not if you can earn 11 percent through one of those money market accounts. But wait, if
you invest it in the stock market you might even make more money. Then again, you
might lose some, too. Maybe you could make loans to all those relatives for what they
want and need. Will they pay you back?

The connection may seem a bit thin, but it illustrates the kinds of choices that were
available in 1977 on how to structure the Alaska Permanent Fund. In a 1976 working
paper, Robert Richards of Alaska Pacific Bank outlined a series ol investment
options. He identified the options as falling into three areas: social orientation,
economic orientation, and fiscal management orientation. Some examples:

* Social orientation — income redistribution from high-income to low-
income earners, subsidies to low-income families, geographic redistribu-
tion, i.e., from urban to rural environments, subsidies to any Alaskan to
improve the quality of life.

* LEconomic orientation — subsidizing small businesses, or traditional indus-
tries such as fishing and timber, or providing subsidies to create a more broad-
based economy.

» Fiscal management orientation — to save and invest the Fund conservatively
to hold for when revenues fell, or use the Fund to reduce state debt and/or taxes.

In a paper prepared for distribution prior to the 1976 election, the Department
of Revenue outlined its view of the objectives of the Permanent Fund. These
included economic diversification for the state, controlling expenditures by gov-
ernment, saving the money for the future, revenue sharing with local governments,
or perhaps community development through capital construction, increased social
services, direct aid to community businesses.”

It was up to the Legislature to decide which one or combination of the above

Rep. Clark Gruening was chairman in the Permanent Fund should be managed to achieve.

1977 of the Special House Permanent Fund
committee which held hearings around the

pate o lear how Avskans waned e Eirat EfFfForts: Seehing a Direction for the Fund

Permanent Fund to be managed.
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Anticipating the passage by the voters of HJR 39, Gov. Hammond expanded the size
of the State Investment Advisory Committee (SIAC), and directed it to look into organiza-
tional structures and investment options for the Permanent Fund. The committee was
composed of representatives from the business community, consumer groups, the execu-
tive branch, the Legislature and members of the general public.

[t became clear through the SIAC hearing process that the Permanent Fund was being
viewed as all things to all people. At a hearing held in November 1976, testimony called
for investment in fish hatcheries, loans for utilities, housing loans and creation of a trust to
save for the future.®

The SIAC, through the governor, introduced two bills to the 1977 legislative session.
The first, HB 210, passed quickly. It was an interim measure outlining management of the
Permanent Fund while the Legislature debated the long-term structure. HB 210 required
the Commissioner of Revenue to invest the Permanent Fund in conservative invesiments.
It was a holding pattern.

The second SIAC bill contained its plan for the long-term management structure.
Although it did not pass, the bill showed the direction the Permanent Fund was headed at
that time. The bill, 11B 298, called for a 50-percent contribution rate, up from the 25 per-
cent required by the Constitution. The money would be invested by percentages in ditter-



ent types of investments; 40 percent in investment-grade securities; 30 percent in Alaska
private industry where other capital from private entities was not available; and 30 percent
in community development through municipalities, public corporations and construction.
The management would be by a policy board appointed by the governor, and an invest-
ment committee, separate from the policy board, would make the specific investments. All
income would go to the General Fund. Investments would be limited by application of the
Prudent Investor Rule. No investment would be allowed where
other private capital was available, and the Fund would not be
allowed to manage any entity in which it had invested.

In his letter of introduction, Gov. Hammond stressed that
HB 298 was not necessarily the final product, but only a vehicle
for discussion.

The Iouse of Representatives, meanwhile, had appointed
a special committee to look into Permanent Fund management.
Chaired by Rep. Clark Gruening, the committee received all
bills introduced on the Permanent Fund. They also introduced
one of their own, very similar to the SIAC bill, but with a higher
contribution rate.

Also of interest in the 1977 session was the introduction of

The Alaska House of Representatives takes the oath of office
with Lt. Governor Lowell Thomas, Jr., presiding, at the start of
the 1975 legislative session. The House, under the leadership of

Hammond’s HB 525. This bill, which went nowhere, was the Rep, Hugh Malone (second from left), generated the Permanent
first to call for a cash distribution of Permanent Fund income to  Fund legislation that eventually made it to Governor Jay

individual Alaskans. Called Alaska, Inc., the plan called for pay- Hammond’s desk.
ments to registered voters of one share for every five years of
residency. This would be paid for by 50 percent of the Fund’s annual income.

Although none of the Permanent Fund bills introduced in 1977 passed, the discus-
sion was well under way. That discussion was focusing on a combination of development
and saving,

Public Hearings Guide Fund Design

During the interim between the 1977 and 1978 legislative sessions, the House Special
Committee on the Permanent Fund took its hearings on the road around the state. The
results of all those hearings were outlined in the committee’s final report, “A Proposal for
the Alaska Permanent Fund.”

The final report gathered up all the testimony presented to the committee and divid-
ed it up by what the public, the consultants, and the committee proposed. It gives a good
idea of where the Permanent Fund was headed in late 1977.

In summary, the public response to the hearings was worked into a general list of
points for the committee to follow:

*  The money in excess of current needs should be put into the Fund.

+  This money should not be used for current expenditures.

* The investments should not be in areas where existing private financing was

available.

* The income of the Permanent Fund should be used for the benefit of current and

future Alaskans.

* The structure of the Permanent Fund should allow public accountability.

* However, political decision-making should take place where necessary.

Appointed officials of the Permanent Fund should not make those types of
decisions.

“The Permanent
Fund was being
viewed s all
things fo all
people.”
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fund them.

After months of debate, the Legislature decides that the Alaska
Industrial Development and Export Authority, not the Alaska
Permanent Fund Corporation, is the appropriate vehicle to help
fund such economic development projects as the Idemitsu Corp.
coal terminal in Seward.

The consultants’ positions were also collated into general points. Their positions
became much more important later when serious legislative maneuvering took place.
Essentially, the consultants agreed:

Subsidizing, through cheap loans or bonds, industries or commercial enterprises
was not a good idea for the Permanent Fund.
+ If the project proposed was a viable one, then private financing entities would

- If private banks refused, then perhaps the project was not a good one.
In that case, why should the state take the risk?

The most aggressive (and in conventional terms, imprudent) lending policy
cannot, however, create an industry where resources, markets, skilled labor and other
requisites are missing, and the Fund’s managers should never become so “soft” as to
finance enterprises whose promoters are not taking a substantial risk themselves, or
which do not have convincing prospects of long-term viability.”

The consultants, however, did feel that medium and
small industries might benefit from Permanent Fund assis-
tance where “institutional barriers” may exist. In this case, the
barriers were defined as lack of knowledge, and distance.
Lending in small towns or the Bush is exceptionally
expensive; however, the cost of investigating and ser-
vicing small commercial, real estate and installment
loans and lease purchase contracts and the like, and
the costs of collection, foreclosure, repossession and
resale can easily exceed the potential earnings from
loan fees and interest. These excess cost burdens,
together with unfamiliarity with local conditions,
understandably make the statewide (Anchorage and
Fairbanks) banks and other financial institutions
reluctant to provide capital even for larger locally-
owned development, such as resorts, hotels, apart-
ment houses, fish processing plants, etc., and where
they do make loans they are willing to finance a small-
er portion of total investment.®

Fund Goals Become Clear

Based upon its hearings, the committee determined that
the first two goals of the Permanent Fund were to be perma-
nence and income production. These are in conflict in that
investments that may earn a very high return are likely to be
more risky than ones with a lower expected return. The goals

must be balanced against each other. The additional goal was that part of the Permanent
Fund he used for the short-term benefit of Alaskans. In effect, these required a trust con-
cept for the principal of the Fund.

It also realized, however, that the Permanent Fund is only one of several financing

18 vehicles available to the state and that it was unnecessary, as well as unwise, to try to

THE TRUSTEE PAPERS® VOLUME 5 design a Permanent Fund to do all things.”




The compromise the committee worked out was introduced in the 1978 session as
HB 596. The legislation created two entities: The Alaska Permanent Fund Corporation
and the Alaska Enterprise Investment Corporation. The former, receiving the bulk of the
revenues, was 1o be severely restricted on the type of investments it could make. The ulti-
mate goal of the Permanent Fund Corporation was to maintain safety of principal. The
second entity, the Enterprise Corporation, was the answer to providing short-term benefit

to Alaskans. Tt was to provide funds to “financially sound small- and
medium-scale productive private enterprises and community develop-
ment projects.”

Two points must be made here. First, people began to realize that
the Permanent I'und really wasn’t that large of a part of state revenue. In
FY 1978, contributions to the Alaska Permanent Fund totaled $50.4 mil-
lion, while total unrestricted revenue to the state was $787.4 million.
There was other money available to fund the miscellaneous projects peo-
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Second, in 1978, other entities began to be created to handle these
assorted wants. The first real etfort to do just this was a result of the P
House Special Committee’s efforts. Many of the people testifying before
the SIAC and the House Committee wanted to further renewable resource industries and
break Alaska’s dependency upon one nonrenewable source of revenue — oil. As a result,
the House committee introduced legislation, which later passed, to create the Alaska
Renewable Resources Corporation. The purpose of this corporation was to give grants
and other financial assistance to “projects and programs that identify and demonstrate
new products, markets and technologies in renewable resources.”

During the interim, the Senate also had a Special Committee on the Permanent Fund
working. In addition, the executive branch was still involved through the Division of
Policy Development and Planning. The result of all this studying of the question was the
introduction of several bills in the second session of the Tenth Alaska Legislature in 1978.

1378-1380: Subsidized Loans vs. Free Trade

In a memo o two consultants dated September 2, 1977, a staff assistant to the House
Finance Committee outlined the prevailing state of affairs:

Where to invest the Permanent Fund seems to be the question of whether a
developing economy (isolated, with leakage of an estimated 64 cents on the dol-
lar, but mostly literate and skilled), based largely on a depleting resource (trans-
fer payments from the oil and gas industry), and having few apparent options
for some time should have a policy of government intervention. In short, a poli-
cy of loans at the going market or subsidized loans, or even subsidized infra-
structure loans (which may be possible in some cases) versus a policy of free
trade. 'V

The question of how the Permanent I'und should be invested had from the beginning
centered on the development bank versus the trust. There were different approaches with
each bill, but all of them took some [orm of one tack or the other. From 1978 to 1980, the
development issue remained but instead, focused on the Permanent Fund earnings.

The major Permanent Fund management bills introduced in 1978 were Lo be the
basis for three years of discussion. The main bills in 1978 were HB 596 and SB 429. In
1979 and 1980, SB | traveled through the legislative process, first encompassing the
Senate’s ideas and then the House’s. It finally became a compromise bill in free
11

conference'! committee and was adopted by the Legislature.

Debate over the purpose of the Fund took three years

“The commifree
derermined fhat
the first fwo goals
of the Permanent
Fund were fo be
permanence

and income
production.”
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Prudent Investor Rule fo Guide Invasiments

All of the versions reflected the recognition on the part of legislators that the principal
of the Permanent Fund should remain inviolate. It should be invested with an eye toward
safety of principal first. The Prudent Investor Rule, well established in
common law, was to guide the investments. The greatest danger of
substantial erosion of the Permanent Fund principal is not (as suggest-
ed in a February 23, 1979 Permanent Fund policy memorandum of
the Division of Policy Development and Planning) from a practice of
making investments at less than market rates but rather from making
investments entailing more than a reasonable risk. Generally, in the
investment world the higher the risk, the higher the expected return.!?

Agreement on the safety of principal was only the tip of the ice-
berg, however. The main differences between the House and Senate
bills were the management structure and the use of the income.

Dividends or Loans? House, Senafe Differ

The first difference was that the Senate wanted the state
Department of Revenue to manage the Permanent Fund and its invest-
ments. In a report of the Senate Special Committee on the Permanent
Fund issued in 1978, the main reasons cited for this stand were that
the expertise was there and that there would be no conflict of interest
since all the money in all the funds administered by Revenue belonged

The statewide Dittman Poll, commissioned by the to the people of the state.

Alaska Senate in October 1977, revealed strong sup-

= (=}
port for using the Permanent Fund as a source of capi-
tal to improve the state's commercial fishing industry

and other businesses.
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The House, however, saw a need for management independent
from state government. The point: to insulate the Fund from politics,
but keep it accountable to the public. Such a task was to be accom-
plished by the creation of a public corporation separated from estab-
lished government agencies. The corporation would be under legislative oversight to
assure that it would not become too independent.

The second difference, and the most hotly debated, was over the use of Permanent
Fund income. Ideas for its use abounded, but three major ideas surfaced in the 1978 o
1980 debate.

The House Permanent Fund bill did nothing with the income stream, leaving it for
later Legislatures. The income was to continue to flow into the state’s General Fund, avail-
able for whatever uses the Legislature chose.

The governor supported wholeheartedly a proposal to give the money to Alaskans in
the form of dividends. Some of his reasons were outlined in a February 14, 1980 memo to
Hugh Malone:

Benefits from oil wealth which belong to all Alaskans can be distributed in
many ways: low-interest loans, tax relief, expanded government services. While
these all may have merit, not all Alaskans are beneficiaries. This is why I have
proposed a Permanent Fund dividend program which, compared to drastic
income tax reduction or repeal, would:

1. Provide benefits to all Alaskans from the earnings of their resource

wealth ...

4. Contfine benefits to Alaskans ...

8. Equitably impact both rich and poor.

9. Retain the taxpayers’ one remaining tie with, and consequent concern



for, government growth: How much it costs them.

10. Far less likely reduce federal revenue sharing to the state.

11. By contrast, maximize favorable impact upon the state
keeping a far larger portion of the money to fund th
in Alaska.

The Senate had its own proposal for Permanent und income. The legislation was

introduced by the Senate Special Committee, chaired by George

’s economy by
e programs here

Hohman of Bethel. It provided a vehicle to thoroughly revamp
the state loan programs. Many programs would have been abol-
ished and then restored in a centralized Alaska I.oan Programs
Fund. The purpose, in part to:

“ ... create moneys for small businesses at low interest
affordable rates which could be used not only to help out
existing small businesses, but to generate new businesses
particularly in the area of renewable resources.”

Permanent Fund Commitiee’s
Initial Plan: Do Nothing

JUNEAU (AP) —, The Hguse

It for the time being as & savings nc-
L

Permanent Fund Committes yestér,  cousl
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least the 3

“We just- don't know what we
want 1o do with the income from the
fund yet,” said Rep. Clark Gruening,
D-Anchorage and chalrman of the
committee. “At least untl the 1%0s
the tund isn‘t going to be that great
anyway 5o we're talking about using

amount. It would be flnanced by not
less than § percent of state revenues
from mineral lease bonuses and ren-
tals and royalties until it has accu-
mulated 2 balance of $100 million.
The permanent fund gets at least 25
percent of such revenues with no

upper limit.
The drait capy Includes detailed
rovisions for the operation of the
nk. But Gruening sald the propo-
sals were only Inténded to give the
committeo a starting paint for dis-
cussion, be chanped dras.
tically in the weeks (o come.

“One problem with this draft is
that we don't really know what we
want the development bank to do,”
Gruening said.; “We really havea't
appreached what philosophy we
want to use to decide what the
money will be loaned for." .

“'Da we want provide the opportu.
nity for jower interest rates longer-

Use of Fund income divided the Legislature for years.

The same memo also noted: “The Alaska economy is cur-

rently in a state of crisis, particularly in the area of small business.”!

The idea of loans for Alaskans went back to the original permanent-fund-as-a-develop-
ment-bank idea of 1975. In a 1978 memo, an aide to the House Finance Committee chair-
man outlined what the Enterprise Fund, mentioned earlier as part of HB 596, and a variant

of the development bank idea, was to accomplish:

The Enterprise Fund is to close the “capital gap” in Alaska, private and pub-
lic. This gap is measured by economists as the amount of capital that would nor-
mally be provided by private markets but is not because of “institutional barriers”
in the financial community as a whole. Such barriers include lack of information,
lack of experience with particular kinds of investment, and racial and other bias.
Local regulatory practice can be a barrier, but the effects are probably not great
due to the relatively free flow of capital within and even between countries.

A capital gap is not a sheer absence of funds. Money can usually be
obtained at some price. Rather, the usual reason that funds are not forthcoming
is that other areas, offering better returns and lesser risks, can pay more for capi-
tal and enjoy more investor confidence.

The full scale of this gap in Alaska is not documented. However, the evi-
dence is that the shortfall is in the millions, not billions, of dollars and is focused
in rural Alaska, mainly in small and medium ventures. Elsewhere, there is no
proof that large, attractive loans are being missed or rejected by the private capi-
tal markets (banks and their lines of credit, bond and money markets, and insur-
ance companies).'*

The House moved away from this stance in later Permanent I'und bills, but the Senate

continued to feel that the Permanent Fund was the vehicle to cure the rural capital gap.

“The governor
supported
wholehearfedly
a proposal fo
give fhe money
to Rlaskans in
the form of
dividends.”
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Criticism of Senafe’s Loan Plan

Opposition to the Senate bill is shown by the following excerpts:

The Governor: In any program increasing the dispersal of our oil wealth all
Alaskans, not simply taxpayers, should be beneficiaries. We already have
numerous programs selectively dispersing portions of our oil wealth in the form
of expanded subsidized government programs and low interest loans. These go
only to select Alaskans, not to all. The size of these selective “hidden dividends”
can be substantial.

For example, take the case of someone who gets a $100,000 state loan of
oil wealth at 9 1/2 percent interest. Yet, all other Alaskans who own just as
much of that wealth as he could get about 15 1/2 percent return if their money
were loaned at market rate. Therefore, the loan recipient is receiving a “divi-
dend,” or subsidy, of $6,000 in the first year alone. That subsidy or “dividend”
would amount to an incredible $94,000 on a 30-year loan.

That “dividend” or subsidy is being paid from oil wealth owned by all
Alaskans. We don’t confine payment of such loan “dividends” to taxpayers only
or demand that before we provide Alaskans with low-interest loans, we first

eliminate the income tax. Why should a system which provides far more equi-
table benefits to all Alaskans, such as the Permanent
Iund dividend concept, be subordinate to that considera-
tion? It seems high time that any new means of dispers-
ing oil wealth should provide that all Alaskans, even the
non-taxpaying, housewife, student, unemployed or
retired couple get a share.®

The House: What are the ITouse objections to the
Hohman bill? The primary objection is that it is con-
cerned much more with the state’s loan programs than
the Permanent Fund, and that a free conference commit-
tee on the Permanent I'und is not the place to so drastical-
ly restructure the loan programs. SB 1 is exiremely com-
plex and, if implemented, would have far-reaching conse-
quences for the state’s economy and credit rating.

Specific problems with the concept include: 1) the earn-
ings of the Permanent Fund are put at risk; 2) consolida-

Rep. Terry Gardiner was among the legislators who championed

using Permanent Fund revenues to aid the state's disadvantaged ; - _ ) . ) o
residents. tion of the loan programs does not solve the existing
) problem of access to them; 3) the programs would
receive automatic funding without legislative review; 4)
there is no method of prioritization and the ditferent loan programs could not
be judged separately on their merits; and 5) municipalities would be encour-

aged to issue unrestricted debt. 1

As can be seen, the problems with the loan fund approach basically were of three
types: specific problems with the technical aspects of SB 1; general problems with the idea
ol subsidies to generate development, and questions whether the Permanent Fund was an
appropriate place to fund such a program. While legislative votes on General Fund appro-
priations were held in the public eye, as envisioned by SB 1, decisions directing the use of
the Permanent Fund income could have been made without public scrutiny.

22 It took three years, massive amounts of paperwork, numerous versions of various
THE TRUSTEE PAPERS® VOLUME 5 bills, and for the first time extensive use of professional financial and investment experts




and cconomists. But the Legislature ultimately adopted the House version without the
Enterprise Fund that had been proposed in 1978. The final version required independent
management through the Alaska Permanent Fund Corporation, secure investment of the
principal in government and other high-grade securities, and left the income-use question
unanswered.

Appropriations fo the Fund and Dividends A&S@[mme&eu

At the same time the fight over management was going on, gy

VOl N 3

another important piece of legislation was introduced. This one
proposed appropriating $900 million to the Alaska Permanent
Fund, a symbolic amount recalling the $900 million received

,E PIRE

__THURDAY, JM H | i 1 PAEFS TOIAY 3 CRRTS

House puts $900 million in Permanent Fund

from the 1969 Prudhoe Bay lease sale. It passed, as did a later

appropriation for $1.8 billion. The justification:
_ _ _ ) $5.8 billion.
The oil revenues currently being received by the state
are in excess of what should be immediately spent, and depositing a portion of

them in the Permanent Fund would be a wise and responsible move. !

There was another bill firmly supported by Hammond winding its path to passage in
1980. Farlier paragraphs have noted his emphasis on dividends for all Alaskans. The divi-
dend distribution plan finally gained enough support 1o pass. In an article written for The
Alaska Journal in 1983, two participants in the dividend battle outlined the major reasons
for passage:

... As explained by Elmer Rasmuson, the Alaska Permanent Fund
Corporation’s [irst chairman, “The Permanent Fund began, chiefly, with a “nega-
tive” goal, to place part of the one-time oil wealth beyond the reach of day-to-day
government spending.

Some Alaskans, including then-Gov. Jay Hammond, came to favor direct
distribution of a portion of the oil revenues as a check on government growth.
Without such a check, asserted Hammond, government spending and lending
would create a dependence which would bring a wrenching dislocation when
the oil money ran out.

Direct distribution, on the other hand, would give each citizen a personal
stake in oil revenue and thus give Alaskans an incentive to oppose pork barrel
spending and budgetary hyper-growth in general. Further, argued Hammond,
if the distribution was paid in the form of annual dividends from the Permanent
F'und’s earnings, Alaskans would be more likely to fight raids on their savings
account, '8

Erickson and Groh further credited the economic concerns of equity and efficiency
for the passage of the dividend program. The dividends would provide for equal distribu-
tion of the oil wealth. Loans, for example, did not, as only some could receive the henelits,
and then at the expense of others. Efficiency involved the normative judgment that the
people themselves should be able to choose how to spend the money, rather than have
government do it.

Over the years, special legislative appropriations have totaled

‘It seems high
time that any
new means of
dispersing oil
wealth should
provide fhat all
Alashans...0ef a
share.”
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Lobel Challenge Modifies Dividend Plan

The arguments in favor of the dividend distribution program prevailed. The legisla-
tion established a program giving every Alaska resident $50 for every year of residency
since statehood in 1959. This graduated Permanent Fund dividend concept was to pre-
vent migration to Alaska solely to collect the dividend check.

This law was promptly challenged on constitutional equal protection grounds by two
Anchorage attorneys, Ron and Patricia Zobel. The case ended up before the United States
Supreme Court. The dividend payments were held in limbo pending the Court’s decision.
The Court agreed with the challenge to the program and
declared the program invalid.

Looking ahead to that possibility, in 1982 the Legislature
passed another dividend plan to go into etfect should the
Court rule against the 1980 version. It called for equal pay-
ments Lo all six-month residents of the state. The first pay-
ment was to be $1,000, and all future annual payments were
to be based on earnings of the Permanent Fund. That income
was 1o be averaged on a five-year basis, and fifty percent of the
average was to be divided among all eligible Alaskans.

When the Court struck down the 1980 plan, the 1982 ver-
sion went into effect. On June 14, 1982, “ .. the big computer
in the State Oftice Building down the street from the capitol
started up, and the first oversized blue-and-gold $ 1,000
checks rolled off the high-speed printer and into the

Early plans to base Permanent Fund dividend size on length of mailbox."1?

Alaska residency were challenged by Ron and Patricia Zobel. What is not so clear is the extent to which government
The 1J'S. Sunreme Court ruled i eir favor. makine e livi- B .

The U.S. Supreme Court ruled in their favor, making equal divi- 5 oo one o0 wreate self-sustaining non-government eco-

dends available to all Alaska residents.
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nomic development. Nevertheless, the notion that govern-
ment efforts can and should bring long-term prosperity still exerts a powerful grip on
many Alaskans, particularly in the case of energy development.

Dividend distribution is of course also a way to inject money into the economy
but it flies in the face of these traditional Alaska notions of development as well as the
practices of other governments. All governments distribute benefits in a host of forms,
but never before in the industrial world has a government mailed checks to all its resi-
dents simply because they lived there. Indeed, the only historical parallel to the
Permanent Fund dividend distribution appears to be a recent program of the remote
Malaysian state of Sabah, which, like Alaska, used windfall revenues collected from natur-

al resource development to fund its per capita payments.*

Post-1980: Fund Grows, Management Evolves

After passage of the 1980 management legislation, the Permanent I'und continued to
accrue mineral revenues as before, but now under the management of the Alaska
Permanent Fund Corporation. Oversight was and is provided by the Legislative Budget
and Audit Committee, but the Legislature as a whole has generally stayed away from the
Fund. The exception was passage in 1982 of some non-controversial amendments to the
1980 Act. The legislation broadened the investments the Corporation was allowed to
make, and more importantly, called for a certain percentage of the income to return to the
Fund’s principal to prevent inflation from eating it away over time.

The Corporation itself has separated from the Department of Revenue, inhabiting
offices in another building, hiring staft to manage and invest the Fund independently from
other state funds, and managing its own operational budget. Inits 1983 annual report the



Corporation reported net earnings of $471,125,000. The total Fund balance on June 30,
1983, was reported to be $4,375,036,000.

With over four billion dollars in the Permanent Fund, it was inevitable that the next
question should arise: What exactly was this money for? By virtue of the thirty bills intro-
duced during the 1983 legislative session having something to do with the Permanent
Fund, it was clear that several members of the Legislature had some ideas as well.

Why is there a Permanent Fund? It was created for myriad reasons, not least of which
was 10 keep it out of the immediate government spending e

= o

stream. How to manage it was another question settled after

lengthy debate. At AK Permanent Fund /0000005
. Two Hundred Million and "o =———

What the Fund is and how it is being managed give some
clues about what the Fund is for. But pressure continues to use

the Fund in short-term ways now, or to save it to use in short-
term ways in the future. Itis up to the same people who decid-
ed to create the Fund and how to manage it, to decide its ulti-
mate fate.

This oversized check, hanging on the wall of Permanent Fund
Corporation offices in 1987, is a reminder of when Gov. Bill
Sheffield paid off a $700 million bill to the Fund.

“This graduared
Permanent Fund
dividend concepf
Wwas fo prevent
migrafion fo
Alaska solely fo
collect the divi-
dend chech.”
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The Permanenf Fund
Jividend Program:
Jlaska’s “Noble
Experiment”

By Clifford John Groh and Gregg Erickson

Alaskans were dreaming big i1 H 1970s, and with millions in
new oil J‘c\'cnu.c_f illing the state treasury, no dream seemed

“Both the
Permanent Fund
and the Permanent
Fund dividend
originated in the
harvest of Alasha’s
tremendous oil
wealth.”
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Clifford John Groh was a law student at the University of California at Berkeley, and Gregg Erickson
an economic consultant in Juneau when they collaborated on this report, which first appeared in the

Summer 1983 edition of Alaska Journal. Longtime Alaskans, both Groh and Evickson were active
in the effort to adopt the Permanent Fund dividend legislation.

Last fall and winter virtually every Alaskan received their own spendable, savable,
investable $1,000 share of Alaska’s oil wealth — their Permanent Fund dividend. The more
than 400,000 people who received these checks became part of one of the most remark-
able social experiments in modern American history, testing whether a small slice of pub-
lic resource revenues might benefit Alaska more in the hands of individual Alaskans than
in the hands of their state government.

The dividends — and the Permanent Fund which generates them — stand apart from
traditional American notions of government’s role in society. The concept of the govern-
ment distributing resource revenues in equal amounts, directly to all individuals, makes
an astonishing end-run around usual debates about taxes and public spending.

Investment minimums

wal ved for Permane nt Fun d In 1915, Anchorage’s first newspaper saw the Alaska Railroad
dividen d reci p ients! “and the proven and potential possibilities of the country that

road will traverse and open up” as the key to a sparkling future

Alaska’s Tradifion
of Government [nvestment

Both the dividends and the Permanent Fund stand in
particularly sharp contrast to the dominant Alaska ideology
which holds that government investment is essential to build a
stable, diversified and self-sustaining private economy. The
vision of Alaska as a rich storehouse of resources waiting to be
unlocked through government investment has a long history.

The economic importance of the dividend program can be for the newly established tent city.! The railroad did indeed
measured by all the vetail promotions built around the annual assure Anchorage a future, but over the next two decades that

distribution of the dividend.
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future sparkled only dimly.

For Ernest Gruening, writing in 1954, the economic stag-
nation which characterized all of Alaska during that and several earlier periods was the
direct result of government neglect, just as the upturn in the mid-1930s, the growth dur-
ing World War II, and Alaska’s “cold war” boom of the early fifties were the consequence of
government attention.? In each case Gruening cites, political “neglect” meant less govern-
ment spending — while attention meant more.

The critical economic impact of government spending in Alaska is clear. With the
single exception of the 1974-77 pipeline construction period, economic good times in
modern Alaska have also coincided with periods when government was pumping money
into the state — disaster relief in 1964-65, state spending of oil lease bonus receipts in
1970-73, and state spending of Prudhoe Bay royalty and tax revenue in 1979-83.°

What is not so clear is the extent to which government investment can create self-sus-
taining non-government economic development.* Nonetheless, the notion that govern-



ment efforts can and should bring long-term prosperity still exerts a powerful grip on
many Alaskans, particularly in the case of energy development. Many Alaska political lead-
ers point to the building of dams in the Tennessee Valley and the Columbia River Basin as
examples of how hydroelectric development can lower power costs, provide construction
jobs, and attract industry. Just as plans for Rampart dam captured the imagination of
Alaskans in the 1950s and 1960s, the proposed Susitna hydroelectric
project has been hailed by many in the 1970s and 1980s as a major
boom for the Railbelt region between Anchorage and Fairbanks.’

Government Dividends Almost Unique

Dividend distribution is of course also a way to inject money into
the economy, but it flies in the face of these traditional Alaska notions of
development as well as the practices of other governments. All govern-
ments distribute benefits in a host of forms, but indeed, the only histori-
cal parallel to the Permanent Fund dividend distribution appears to be
a recent program of the remote Malaysian state of Sabah, which — like
Alaska — used windfall revenues collected from natural resource devel-
opment to fund its per capita payments.®

How it Happened

Both the Permanent Fund and the Permanent Fund dividends
originated in the harvest of Alaska’s tremendous oil wealth. The devel-
opment of the vast Prudhoe Bay oil field on state-owned land allowed

the state government to collect more than $12 billion in petroleum
taxes and royalties in the decade from 1972 to 1982, with the expecta-
tion of an additional $140 billion or more by the year 2000.

Exploding revenues produced exploding budgets. By 1982, The Alaska Permanent Fund Corporation is headquar-
tered in Juneaw, a tightly knit Southeast Alaska com-
munity that is a center of state, federal and borough
government.

Alaska was number one among the states in per capita expenditures
($88,500 per person), and was spending almost three times as much
per Alaskan as the U.S. government was spending per American.®
The first waves of the rising sea of oil money prompted Alaskans to create the
Permanent Fund by a 1976 Constitutional amendment. By law, this public savings
account receives at least 25 percent of all oil royalties — which works out to approximately i "
10 percent of the state’s oil revenue in an average year.9 As explained by Elmer Rasmuson, N EVE [ thn [E I"
the Fund’s first board chairman, “The Permanent Fund began, chiefly, with a ‘negative’ |-I-I E |" [] ”S“l ﬂ |
goal, to place part of the one-time oil wealth beyond the reach of day-to-day government

oo™ world has
Hammond Supports Direct Dividends government

Some Alaskans, including then-Gov. Jay Hammond, came to favor direct distribution m ﬂ ll E[I [: h Ec HS rﬂ
of a portion of the oil revenues as a check on government growth. Without such a check, - ;
asserted Hammond, government spending and lending would create a dependence which ﬂl | | l.s [E 5 | [I E" rs
would bring a wrenching dislocation when the oil money ran out. Direct distribution, on 5”-" |]| u |] E[: a use
the other hand, would give each citizen a personal stake in o0il revenue and thus give 1 .
Alaskans an incentive to oppose pork barrel spending and budgetary hyper-growth in gen- ”'l Eu IWE n ”] ere.
eral. Further, argued Hammond, if the distribution was paid in the form of annual divi-
dends from the Permanent Fund’s earnings, Alaskans would be more likely to fight raids
on their savings account.'! 29

Some Alaskans supported direct distribution on the grounds of equity, contending THE TRUSTEE PAPERS® VOLUME §




that “the powerful and connected are already benefiting from the state’s wealth through
special-interest appropriations, often arranged behind closed doors.”'? Many pointed to
the state’s heavily subsidized loan programs as the biggest example of inequitable benefit
distribution. By 1981, some upper-income borrowers under the home loan program were
receiving monthly subsidies larger than the payments made under the best-known lederal
wellare program, Aid for Families with Dependent Children.!?

Others backed direct distribution primarily on economic grounds, arguing that indi-
viduals use ol a portion of the oil money would result in more efficiency and utility than
the government’s use."* Additionally, some favored the concept out of a libertarian [ear
that unrestrained government would eventually threaten individual freedom. '

After several years of advocacy, Hammond was able to engineer legislative passage of
a Permanent Fund dividend distribution bill during the high revenue year of 1980. The
legislation provided that the annual dividends would vary, increasing commensurate with
length of residency.'® Hammond contended this cumulative residency feature would
“avoid the ‘rip-off and run’ syndrome which has so plagued Alaska.”!”

Lobels Challenge Residency Test

Many supported this “the longer you're here, the more you get”
plan as a way to reward the contribution of longtime residents; this
idea has a long lineage in Alaska history going back to the establish-
ment of the Pioneers’ Homes in 1913. Eligibility for the homes was
restricted in recent years to Alaskans over 65 who had resided in the
State for at least 10 years.'® A related program, the Alaska longevity
bonus, provides direct payments (currently $250 per month) to
Alaskans over 65 who have resided in the State since 1959, the year
Alaska became a state. Both programs reflected the notion that those
who had “pioneered” Alaska should be given special benelits in their
old age, and both enjoyed wide popularity in the State. However,
Ronald and Patricia Zobel, two Anchorage lawyers, believed that all of
the residency tests embodied in these programs were unconstitutional,
and they filed suit against the dividend program.'® In mid-1980, all
payments were blocked pending resolution of the litigation, which
ended up in the U.S. Supreme Court.

Concern about the outcome of the Zobel litigation led the
Hammond administration to introduce, in early 1982, another divi-
dend bill, designed to take effect if the original legislation was struck
down by the Court. In essence, this “backstop” bill provided that every
six-month resident would get a dividend.*?

The equal distribution scheme embodied in the “backstop” hill
met with almost no enthusiasm in the Legislature. In February of 1982
it was estimated that there were less than 10 votes (out of 60 in the
entire Legislature) for the proposal.! Some legislators feared that the

Ron and Patricia Zobel of Anchorage earned state equal direct distribution scheme proposed in the “backstop” bill would
wide enmity for their successful Supreme Court chal- encourage in-migration to Alaska, plus touch off a negative reaction
lenge to a plan giving larger Permanent Fund divi outside the State which would add fuel to a Congressional campaign to

dends to long-time Alaska residents.
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limit Alaska’s oil revenues.??



Hammond Forces Vofe on Dividend Plan

Neither did this proposal draw much attention from the public at large. The dividend
legislation’s universal impact gave no individual or group any special incentive to seek its
passage. It proved difficult for the bill's supporters to motivate citizens to work for a bill
whose benefits — while substantial to the average person — were distributed so widely. If

the legislation passed, everyone would get a check; if it did not, no one would.

Hammond broke through this
inertia by threatening 1o call a special
session and veto funding for lawmak-
ers’ pet projects should the
Legislature not pass the legislation.
The governor underscored his com-
mitment by personally testifying
before a legislative subcommittee —
although he strongly tavored the orig-
inal plan and hoped it would be
upheld.2?

The political chaos produced by
years of rapid budgetary growth
helped the bill’s passage in two ways.
Some legislators came to agree with [Tammond that the Legislature’s track record showed
that a portion of the oil money was better off in the hands of the people. The pressure of
dealing with the cascade of petrodollars also fragmented the Legislature’s attention span,

Gov. Jay Hammond, as one of his last acts as governor, insisted that the Legislature pass a
new Permanent Fund Dividend bill .

and gave the governor extra room to maneuver and make deals 1o gain passage of his top
priority.** Finally, the bill's passage was aided by the support of a tiny but committed core
of diverse legislators and activists led by two former Speakers of the House >

The “backstop” bill passed the Iegislature with only two major changes from the gov- i
ernor’s bill. Several provisions were inserted 10 ensure that no Alaskans would lose federal H ﬂm m ﬂ nd I] “] I'l E
public assistance payments because of the receipt of dividends. After behind-the-scenes

philosophical arguments about the trustworthiness of parents, the provisions instructing “] [ [l I.l g h ”I IS
the State to hold on to minors’ dividends until they turned 18 were replaced by a require- . .
ment that parents and guardians be allowed to collect dividends on behalf of minors. |"E ”l ﬂ I] lI
Once on the tloor, the legislation benefited from the governor's pressure, as well as .
from a perception that voting against distributing cash to residents could be politically ”l [E ﬂ rE " ' " u m Eﬂ “

dangerous — particularly in an election year. The bill passed easily in the waning hours of

the session. ﬂ SDECMI SESS'U"

The Supreme Court ruled 8-1 against the original plan on June 14, 1982, less than

two weeks after the session ended.?® Hammond then signed the bill, although deeply dis- ﬂn n Vem f” | d 1 g
appointed that his original residency-hased plan had been struck down.?” Tlours later, the :
big computer in the State Office Building down the street from the capitol started up, and I:U [ l ﬂ I.U m ﬂ HE rs

the first oversized blue-and-gold $ 1,000 checks rolled off the high-speed printer and into

the mailbox. I]EI' I][UlE[:rﬁn
Conclusion

Despite the novelty of Permanent Fund dividends and the publicity surrounding the
$1,000 first-year distribution, Alaska still spends most of its oil revenue in traditional ways.
Adding the $120 million earmarked for 1983 dividends — which will be about $300 per
Alaskan — to the approximately $3 billion state budget would increase state expenditures
by less than 5 percent.

The verdict is still out on Permanent Fund dividends. The program may be seen as 3]
an equitable and efficient strategy which both challenges the decision-making capacities of THE TRUSTEE PAPERS® YOLUME §




all citizens and encourages responsibility in unusual conditions of collective wealth. Or
history may record the distribution as a wasteful and immoral giveaway of public assets to
private greed. What is clear is that America’s federalist system has again allowed a state to
serve as a laboratory for decidedly different ideas.
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“The verdict is
Still out on
Permanent Fund
Dividends.”
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Alaska’'s Permanent Fund
Legislarive History, Infent
and Operafions

lska Permanent Fund Cor:-2

“The objective of
the Fund was fo
earn the highest
possible refurn
Wikh low risk fo
the principal.”
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The Rural Research Agency, an agency of the Aluska State Legislature, was directed to examine the
legislative history, intent, and subsequent implementation of the legislation which created the Alaska
Permanent Fund Corporation (APFC). The Agency produced this report, which was first published
in January 1986, then abridged and edited for the Trustee Papers Vol. 5.

Execufive Summary
Introduction

The 1976 Constitutional Amendment (Article IX, Section 15) created the Permanent
Fund and provides the fundamental directives for contributions and earnings of the Fund.
The Constitution:

1) allows the creation of a dedicated fund,;

2) directs a minimum level of mineral resource revenue contributions to the princi-

pal of the Fund; and

3) directs that all earnings be deposited to the General Fund unless otherwise pro-

vided by law.

Issues in The Development of the Permanent Fund

Three major issues arose in the development of legisla-
tion to manage the Permanent Fund:

1) the objectives of the Fund;

2) fiscal issues; and

3) organization and management of the Fund.

Legislation enacted in 1980 stated the final choice of

objectives as:

1) the Corporation should provide a means of conserv-

ing a portion of the State’s revenues from mineral

resources (o benefit all generations of Alaskans;

2) the Corporation’s goal should be to maintain safety of

principal while maximizing total return; and

The 1969 Prudhoe Bay lease sale netted the State about $900
million in bonus bids.
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3) the Corporation should be used as a savings device
managed to allow the maximum use of disposable
income from the Corporation for purposes designated by
law.

A “trust” was created to be managed by the Alaska Permanent Fund Corporation with
a Board of Trustees to provide policy guidance. The management direction was conserva-
tive and placed paramount importance on “safety of principal.” The objective of the Fund
was to earn the highest possible return with low risk to the principal.

Other objectives considered and rejected were social and economic. The social objec-
tive had few advocates, other than Gov. Jay Hammond, who proposed Alaska, Inc., the pre-
cursor to the Permanent Fund Dividend program. The economic development objective
was not chosen because the consensus was reached that:

1) lack of available capital was not the reason for limited economic development

in Alaska;



2) that “soft” loans were very risky; and

3) loans were a subsidy to a select few people.

Members of the Senate had proposed bills utilizing the Permanent Fund principal for
an economic development bank. Those bills were defeated for the above reasons and
because they would have caused fundamental and major changes in responsibility among
various state departments.

The state Conslitution requires a minimum of 25 percent of selected mineral
resource revenues be placed in the Permanent Fund. Subsequent legislation increased
this to 50 percent. Analysis by administrative and legislative legal counsel concluded
that once money was placed in the body of the Permanent Fund principal it could not be
withdrawn without a Constitutional amendment. Inflation-proofing was considered but
not included in the 1980 legislation. Legal opinions suggested that the Trustees must
consider inflation in making investment decisions. However, the Legislature was under
no obligation to consider additional inflation-proofing such as is now done.

The Trustees were directed by the Legislature to use the “institutional prudent
investor rule” in guiding their investment decisions. Therefore the criteria by which the
Permanent Fund Corporation management should be evaluated is based upon the con-
cepls of diversity, total portlolio strategy, and assessment of risk. The Corporation
should not be judged on individual investment decisions.

The major focus of the 1980 legislation was the management and organization of
the Permanent Fund Corporation. The public clearly wanted a politically neutral 'und
and the opportunity to participate in policy development. The Legislature and the exec-
utive were concerned about oversight and mechanisms for control of the Fund. The
Trustees are gubernatorial appointees who submit the budget of the Corporation to the
Legislature through the executive budget proposal. Legislative oversight is accom-
plished through the Legislative Budget and Audit Committee (LBA). Initially the LBA
Committee was to have this responsibility for three years; then an assessment as to the
need for a separate standing committee was to be made. This assessment never occurred.

Fiscal Structure of the Permanent Fund

In the Fund’s first decade, management of the Permanent Fund was directed by three
pieces of legislation:

1) Chapter 6 SLA 1977 — effective March 23, 1977.

2) Chapter 18 SLA 1980 — all but one section became effective April 9, 1980.

3) Chapter 81 SLA 1982 — effective July 1, 1982.

4) Chapter 23 SLA 1986.

5) Chapter 83 SLA 1986.

Initial legislation permitted an investment list that included only fixed-income securi-
ties such as notes, bonds or bills guaranteed by the Federal Government, debt of federally
insured financial institutions and corporate investment-grade securities. Under interim
management, all earnings from the investment of the Permanent Fund were deposited in
the General Fund per the Constitution.

The 1980 Permanent Fund Act is the basis for current management of the Fund. The
Joint Committee Report stated that SB 161 was concerned with “the single most important
question at this time — the management of the Fund’s principal” and that the legislation
addressed three areas: safety of principal, accountability and legislative oversight.

It placed management of the Permanent Fund under the Alaska Permanent Fund
Corporation (APFC) and its Board of Trustees. Future nonrenewable mineral resource
revenues would be subject to a 50 percent contribution rate rather than the past rate of 25
percent. Fixed-income securities remained the only type of investments permitted.
Legislation passed in 1980 made a number of changes to the Permanent Fund earnings

Fund battle
looms before
lawmakers

The Alaska Permanent Fund is
one of the most volitile issues
in the state. Fund “raiders”
would consider spending the
money now; “defenders” want
to build the fund as a hedge
against declining oil revenues.

By ANN CONY and JOHN LINDBACK
Daily News reportars
UNEAU - With oil prices falling and anticipated
state revenues shrinking, defenders of Aloska's $6 2
billion permanent fund are bracing themselves for
otential raids by legislators who want more state-
funde construction projects.

“There’s no gquestion about it,” said Rep. Mike
Szymanski, lJ Anchorage, @ member of the House Finance
Committee. *'The mood of the nglslaluW is to leok for
any available revenue that can be used.”

Politiciens who fashion themselves as guardians of the
public savings account, such as Szymanski and Rep. Jim
Duncan, D-Juneau, fear the fund's §557 million in interest
beld in the so-called undistributed income

“The Trustees
were directed by
the Legislafure
fo use fhe
‘insfitutional
prudent investor
rule” in quiding
their investment
decisions. "

.
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distribution scheme. From FY 1980 through FY 1982, annual income was divided
between:

1) Dividend Fund — received one-half of the amount of income available for distribu-
tion (the five-year moving average of net income).

2) General Fund — received the remaining half of the amount of income available for
disbursement (based on the Constitutional provision [or income not otherwise spent
by the Legislature).

3) Undistributed Income Account — since annual income was (and always has been)
larger than income available for disbursement, a retained earnings type ol account
was created containing the difference between earnings and distributions each year.
(Note: In 1986, this account was renamed the Earnings Reserve Account.)

The 1980 Permanent Fund Act created the “undistributed income account,” but it
failed to define the account or mandate any management or investment guidelines. A
letter of intent that accompanied the legislation also did not discuss the creation or
objective of this account.

The 1982 Amendments addressed three major issues:
1) Composition of the Board of Trustees — changed to four public members with
four-year terms, and two members of the administration.
2) Permissible Investments — the list of allowable investments types was expanded
to include domestic stock (common and preferred) and selected types of real estate.
Asset allocation was also changed to accommodate these new investment types.

3) Inflation-Proofing — a portion of annual earnings was

Known as Alaska’s Bush-rat governor, Gov. Jay Hammond is

henceforth to be reinvested in the principal to offset the
effects of inflation.

Conclusions

1) The Permanent Fund was established with a set of
principles which have been significant in its success.
These principles, such as the Prudent Investor Rule, flexi-
bility of Trustees in investment decisions, insulation (but
notisolation) from political activity, and accountability to
the Legislature, have been followed and should continue
to be adhered to. Deviation from these principals, such
as disinvestment, may harm the future financial success
of the Fund.

widely seen as the father of the Permanent Fund dividend pro 2) TFlexibility of investments should be expanded to

gram.
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include foreign stocks. (Note: This authority was pro-

vided by the Legislature in 1989.)
3) A major portion of the earnings of the Permanent Fund are designated for
inflation-prooting. How adequately the principal is protected from the impact of
inflation is influenced by the methods used to determine the amount reinvested.
Inflation-proofing will soon become the major source of new revenues for the
Permanent Fund.
4) The other program funded from Permanent Fund earnings is the Dividend
Program. This program has disproportionately raised the incomes of low-income
Alaska families many of whom live in rural Alaska. In addition economists have com-
pared the effect of the Permanent Fund Dividend to expenditures in the capital and
operating budgets and have concluded that it is the most effective way to encourage
economic activity in Alaska.



5) Since it is unlikely that the Permanent Fund will continue to earn real rates of
return at the current level (because the current situation is historically unusual and
allows higher than normal returns on fixed income investments) and since the possi-
bility of increasing inflation exists, the Legislature eventually may have to choose
between the Dividend program and inflation-proofing. It is unlikely under the exist-
ing distribution scheme that large amounts of money will ever be available to the

General Fund for appropriation.

6) The Undistributed Income Account’s original

purpose and legislative history is vague. However, Don’t pour permahent fund into mortgages

this account, since renamed the Earnings Reserve

Account, is comprised of the earnings of the o e e
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drums, public construction is handing Au-rn
and now residential conscruction Is threnten-
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More :glﬂ @5 percent of the permanent
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waorde, {ts holdings could be readily converted
Into alternative lovestments The liquidity
and “re-iinvestibility” of the fund Is what
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Permanent Fund.

Ideas about how to use the Fund ranged from mega-capital projects to
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Chapter One: Introduction

The Alaska Permanent Fund was approved by the citizens of Alaska nearly two
decades ago when they overwhelmingly passed a Constitutional amendment allowing a
dedicated fund to be created. The principal of the Permanent Fund now exceeds funds
such as the Rockefeller Foundation, the Ford Foundation, and the J. Paul Getty Trust. This
report examines whether the Permanent Fund has fulfilled the public and legislative objec-
tives for which it was created in 1976. It describes the historical legislation that guided the
development of the Fund’s investment strategy and discusses the Fund’s fiscal structure.
Finally, the report examines the future of the Permanent Fund and the options Alaskans
now have as a result of the Permanent Fund.

The history of the Permanent Fund is complex with many different groups involved
in the development of the legislation and an equal number of ideas about the objectives
and management of the Permanent Fund. At various times, two to thirty-five bills have
been before the Legislature regarding the Alaska Permanent Fund Corporation (APFC).
This paper has been designed to focus on the major historical themes related to current
legislative issues regarding the Permanent Fund:

1) the objectives or purpose of the Permanent Fund;

2) the management of the [und; and

3) the disposition of the earnings of the fund.

The discussion emphasizes those objectives considered during the development of
the Permanent Fund which are likely to be reconsidered with a declining revenue base for
the State of Alaska: the Permanent Fund as an economic development tool, as a fiscal sav-

ings account, or as a social mediator. Arguments for and

\

Featuring The 49th State

[T = fo B :
|_Crossroads » ﬂ against each objective are presented and an explanation of

The Ancharapn Times, Navember 11, 1676

why the fiscal objective was chosen. Issues such as “inflation-

Dilemma Of Being Rich proofing” and disposition of earnings are discussed.

Comparisons are made between legislative intent and existing
operations on topics such as accountability, investment strate-
gy, legislative oversight and the Earnings Reserve Account.
Alternative scenarios for the future Permanent Fund earnings
are presented.

History of Concept

In 1976 the public was very optimistic about the finan-
cial future of Alaska. Total revenues anticipated to accrue by
1985 to the State’s Treasury from oil royalties and taxes were
as high as $8.6 billion without any additional discoveries of

In 1976, Alaskans voted by a margin of two to one to save a por-  new oil fields. At the same time, there was concern about the

tion of their North Slope oil dollars.

40

THE TRUSTEE PAPERS® VOLUME 5

growth in government spending and the economic future of

Alaska once the oil revenues declined. The state’s population
had just experienced the effects of a construction boom as a result of the $900 million
bonus payment for Prudhoe Bay and the construction of the trans-Alaska oil pipeline. A
mechanism to slow or to dampen the “boom and bust cycle” the Alaska economy was
experiencing was desired by the citizens. Among Alaskans, the general consensus was
that the “operation of the fund would have the effect of reducing the immediate fiscal
impact of oil and gas income and a stretching out and smoothing of its long-term impact”
(Tussing 1977). The public embraced the concept by a margin of two to one when they
approved the Constitutional amendment. The vote represented broad support of liberal
and conservative factions in Alaska society.



The idea of saving a part of the windfall oil revenues appeared to arise simultaneously
in the early 1970’s among the financial community, the general public, and the Legislature.
In a speech betore the Alaska Chamber of Commerce in 1969 the concept was presented
by a member of the financial community, Robert Krantz, as a “perpetual fund” from which
the Legislature would appropriate and use the earnings. The Legislature heard similar
proposals from a seminar they had sponsored on the “Future of Alaska” conducted under

the auspices of the Brookings Institute. During the 1970 legislative session, Gov.
Keith Miller introduced legislation which would have set up an appropriated
reserve of money for a “resources permanent fund.” The legislation passed the
Senate but not the House. In 1975 legislation (CSHB 324 am S) was introduced
and passed by the Legislature creating a Permanent Fund but this time Gov.
Hammond vetoed the legislation, citing the Alaska Constitution which prohibited
dedicated funds and proposing the Constitutional amendment (SSHJR 39) which
the voters approved in 1976.

The Constitutional Amendment

The Constitutional amendment permitted the existence of a dedicated fund

which had been forbidden previously. It also set the minimum amount and
sources of the revenues from which the Permanent Fund was to be created. The
amendment is reproduced below:

Section 15. ALASKA PERMANENT FUND. 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 general fund unless otherwise provided by law.

Gov. Keith Miller had originally proposed
that 50 percent of non-tax mineral royal-
ties and revenue be deposited in a perma-
nent fund, reflecting conservative estimates
of revenue totals.

The Constitutional amendment represented a compromise between the
Senate and the House in the types of revenues and amount of revenues allocated. The rev-
enues dedicated Lo the Permanent Fund were those revenues which the State received as a
result of its status as a landowner or because of its relationship to the Federal Government.
The House had wanted to include severance taxes but the Senate argued that taxes were
assessed for the operations of government, not to create, in essence, a profit. The compro-
mise between the governor, House, and Senate was designed to exclude the severance tax,
but to raise the minimum contribution from 10 percent to 25 percent of the allowable rev-
enues. In effect, either bill allocated 10 percent to 11 percent of the State’s mineral rev-
enues to the Permanent Fund.

Although the Constitutional amendment did give a conservative direction to the
Fund, it did not set up the management structure, the allowable income-producing invest-
ments for the Fund, or designate how the earnings would be used when deposited in the
General Fund. These issues were to be decided with subsequent legislation. Table 1 sum-
marizes the steps creating the Alaska Permanent Fund.

“All income from
the permanent
fund shall be
deposited in the
general fund
Unless othermwise
provided by law.”
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Table 1. Chronoelogical Sequence of Permanent Fund Fvents

1969  Concept of a savings account first proposed by Krantz before the Alaska
State Chamber of Commerce.

1970  Gov. Miller introduces first bill, which is defeated in House of
Representatives.

1975  Permanent Fund bill passes legislature and is vetoed by Governor
Hammond for Constitutional reasons.

1976 Voters approve Constitutional amendment.

1977 HB 210 — provides for interim management of the Permanent Fund, and
passes in March. September Anchorage Symposium by House Permanent
Fund Committee on Objectives of Permanent Fund.

1980 SB 161 — creates the Alaska Permanent Fund Corporation.

1982  SB 684 — amendments to the 1980 Permanent Fund Act.

Jim Rhode, an aide to the chairman of the
House Finance Committee was one of the
carliest and most eloguent supporters of the

Permanent Fund.

Chapter Two: Issues in the Development

of the Permanent Fund Concepf

Three major issues or questions arose during the development of the

Permanent Fund which were either addressed in the Constitutional amendment
and or clarified in subsequent legislation. The issues are:

1) What are the objectives of creating a Permanent Fund?

2) What are the financial concerns related to creating a

Permanent Fund?

3) How was the Permanent Fund going to be managed?

To determine the answers to these issues the House and Senate estab-
lished special Permanent Fund Committees, contracted with many financial con-
sultants, and commissioned polls and surveys to determine public opinion. The
Hammond Administration, through the Alaska Growth Policy Council and the
State Investment Advisory Council, solicited public input.

Objectives of the Fund

The objectives proposed for the Permanent Fund were many; some were
very broad while others were very specific. The possibilities were described cate-
gorically as social, economic and fiscal. Examples of social objectives would be
to use the Fund to promote programs with an emphasis on changing social con-
ditions such as the redistribution of wealth through the negative income tax, to
subsidize low-income families, to correct regional economic differences, or to
support educational programs. Economic objectives were described as those
which would promote economic diversification and development. Proposals for
subsidized loan programs, large infrastructure programs to build hydroelectric
dams, railroads, and ports, or the development of industrial parks can be catego-

rized under the economic objectives. The fiscal objective centered upon the idea of the
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Fund as a “savings account” which would be managed very conservatively, primarily



investments in high-grade low-risk securities, or would be used to reduce state debt. Each
objective had advocates who advanced specific legislation for Fund objectives and man-
agement. The various groups involved in the development of the Permanent Fund are
summarized in Table 2.

Table 2. Groups Involved in the Development of the Permanent Fund Legislation
! / ) 8

State Investment Advisory
Council (SIAC). Member-

ship was expanded and
directed by Gov.

Hammond to develop a
Permanent Fund proposal.
Membership included academic
speci;ﬂists, private enter-

prise representatives, the
Departments of Commerce and
Economic Development,
Revenue, and the Division

of Policy Planning and
Development.

Initially stressed the idea of
Permanent Fund as an Economic
Development Bank.

Alaska Growth Policy Council
and the Public Forum were
established by Gov.
Hammond to determine
opinions on future develop-
ment of the State.

Had no position on Permarnent
Fund, but provided mechanism
for public input regarding

the Permanent Fund.

Division of Policy Develop-
ment and Planning (DPDP).
Directed by Gov.

Hammond to provide policy
coordination and guidance

between the various departments.

Coordinated and developed
analysis of various positions.
Appeared to be pro [iscal
objective.

Alaska State Senale.

Sen. Hohman developed loan
program revisions o be funded
by the Permanent Fund.

Alaska State Iouse of
Representatives Permanent
Fund Committee. Seven
members specilically
working on Permanent Fund
Legislation from 1976 until
passage of management bill
in 1980.

Developed the fiscal concepts
which were eventually included
in the management sections of
the bill. Conducted many of
the public seminars and
provided information booklets.

Commonwealth North.
Business lobby group.

Advocated use for infra-
structure development.

Alaska Chamber of Commerce.

Advocated loan programs for
businesses.

“ The fiscal
objecfive centered
upon fhe idea of
the fund as a
‘savings account’
Wwhich would be
managed very
conservafively...”
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Distributing a portion of state resource revenue
directly to citizens held strong appeal to Rep.
Dick Randolph, Fairbanks, the nation’s first
Libertarian state legislator.
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Economic Development Objective

Proponents of the economic development or diversification objective included
numerous and powerful special interest lobbies. Special interest groups saw the
Permanent Fund as a development bank which could finance projects. For example, the
power utility organizations promoted the concept of using the fund for hydroelectric
development. Suggestions were made that the Permanent Fund finance the Alaska
Natural Gas Transportation System, and Alaska Railroad extension into the interior of
Alaska, community development banks and so forth. The Permanent Fund became the
“wishing well” for all of these interests and more.

The main proponents in the State Government for the economic solutions were the
State Investment Advisory Council (SIAC), the Department of Revenue, the Department of
Commerce and Economic Development, and the Senate. Gov. Hammond had requested
that STAC take the lead role in developing legislation concerning the management of the
Permanent Fund. Membership in SIAC was expanded and included representatives from
the Departments of Commerce and Economic Development, Revenue, and Administration,
agricultural representatives, members of the financial or banking communities, resource
development interests, and representatives from the Native community.

SIAC considered the following objectives for the Permanent Fund; the development
of aloan program, loan subsidies, securing or guaranteeing State industrial development
bonds, and a development bank. The Council hired White, Weld & Co. as consultants to
examine the possibilities. Kenneth Butler, vice-president for White Weld, summarized the
possibilities SIAC examined:

“.. the assets of the Permanent Fund can be used in a great variety
of ways and combination of ways within the structure of the tax-
exempt markel 1o maximize its effectiveness and impact on solving the
needs of Alaska and achieving its economic goals. Briefly stated, some
of the opportunities are: 1) direct guarantee of debt, 2) make-up of
revenue shortfall, 3) loans to projects or political subdivisions, 4)
combination financing with public utilities or private industry, 5)
industrial development financing, 6) pledge of specific assets and/or
income of the Fund for certain projects, and 7) others.” It is important
to understand that these initial efforts focused on using the entire
body or principal of the Permanent Fund for loans and development
activities, however, as discussion continued the focus shifted to the
earnings. For example, in 1981 after the Permanent Fund had been
established, business groups such as the Business Round Table advo-
cated the use of the earnings for infrastructure development as
opposed to the Permanent Fund Dividend Program.”

The Department of Revenue had conceived a similar breakdown of
the possible Permanent Fund objectives. Commissioner of Revenue Sterling
Gallagher stated the possible objectives for the Permanent Fund as economic
diversification, community development or a savings account. Two additional
possibilities were considered in October, 1977, using the Permanent Fund as a
mechanism for revenue-sharing with municipal governments, or as a control on state spending,

By the time Permanent Fund legislation was enacted in 1980, several concepts concerning
economic development had emerged [rom the process. Important among these were that eco-
nomic intervention activities had little chance of succeeding, that the likelihood of loss of the
body of the Permanent Fund was high, the size of the Permanent Fund would be inadequate
for large infrastructure projects, and that economic development would encourage immigra-
tion and worsen the state’s taxable base.



PUBLIC PERCEPTIONS

Two perceptions influenced public opinion among Alaskans in the mid 1970s:

1) Alaska economic development was being hindered by a lack of capital; and

2) Alaska lifestyles based on renewable resources such as '

fish and timber should be promoted.

Members of the public initially perceived the Permanent
Fund as an economic development tool by a margin of 4-1
(Dittman 1976). The Dittman Poll conducted for the Alaska
State Senate in October of 1977 concluded that the top five of
twenty-two options for the use of Permanent Fund earnings
had an economic orientation. They were:

1) loans for renewable resource development (fisheries

and timber);

2) loans for farming and agricultural development;

3) loans for senior-citizen housing programs;

4) loans for large-scale electrical power development

(hydro-electric/geothermal); and

5) loans for small business development.

Similarly, an Alaska Chamber of Commerce questionnaire
showed that Chamber members wanted the Permanent Fund
to be invested in high-grade stocks (43 percent) and be used
for loan programs or development projects. The public wanted
to apply the same criteria used by private institutions such as
banks for loans in any development lending program. Overall
small-business owners and the public conceived of the
Permanent Fund as a tool for economic diversification.

Oil money funded state loan programs benefiting Alaska's tradi-
tional private industrics, including financing for commercial
fishing vessels like this Prince William Sound seiner.

RURAL PERSPECTIVES

Rural residents, in polls and at public hearings, supported
the economic development uses of the Permanent Fund. They were more inclined to use
the Permanent Fund principal as well as the earnings immediately than urban residents
(29 percent vs 22 percent) and were less supportive of loan programs (38 percent vs 62
percent). In the Dittman Survey, rural residents said they were capital-short and would
participate in and benefit from loan programs. They wanted these programs to be admin-
istered by the state as opposed to private banks. During a Symposium on Permanent
Fund objectives, housing loan program needs were presented as an example of the type of
programs rural residents envisioned for Permanent fund dollars. Jamie Love of the Alaska
Public Research Group said, “It’s very difficult for people living in rural Alaska to provide
housing through conventional or their own resources.” He advocated rural loan programs
funded by the Permanent Fund.

With more information, village and Native corporate leaders’ support of the econom-
ic objective modified somewhat between 1976 and 1977. For example, the “savings
account approach” was recommended by Alaska Public Forum participants in Dillingham
in the fall of 1977. However, money for renewable resources was a close second. In
Wainwright that fall, participants in the Alaska Public Forum recommended the money be
used for immediate infrastructure needs such as an airport terminal, with investment in
renewable resources a close second. Opinion among Native Corporation leaders was that
the Permanent Fund had “great potential value in meeting rural area needs.” Native
Corporate representatives envisioned the Permanent Fund as a bank similar to the
Economic Development Administration, the Federal Housing Administration, and State

“Rural residents,
in polls and af
public hearings,
supported fhe
economic
development
uses of the
Permanent Fund.”
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loan programs. Specifically these leaders saw a need for loans for projects involving fish-
eries and minerals development. Overall, the rural people still envisioned the Permanent
Fund as an economic development bank.

CONSULTANT RECOMMENDATIONS
Consultants were very influential and numerous during the development of the
Permanent Fund. Table 3 lists the main consultants who were involved.

Table 3. Consultants Used in Developing the Permanent Fund Legislation

Alaska Pacitic Bank Robert Richards worked with SIAC, produced Permanent Fund position
paper in the “Alaska Series.”

Arthur D. Liule Financial consultants contracted hy SIAC Lo examine State loan programs and
recommend changes.

Baily, Donahue, Political consultants who were contracted by SIAC o study autitudes about
and Kasson, Inc. goals of Permanent Fund and level ol awareness in 1977,

Debevoise & Plimpton  Legal firm contracted by Legislauve Budget and Audit 1o determine the impli
cations of the Prudent Investor Rule.

Dittman Research Market and public opinion research lirm contracted by Senate Permanent
Associates Fund Committee 1o do “Results of Personal Hearing-in-the-Home Program
concerning the Alaska Permanent Fund.”

Beldon Daniels Regional planner, from Department ol City and Regional Planning, Harvard
University and Counsel for Community Development contracted by House
Permanent Fund Committee to wrile two issue papers on the development of
the Permanent Fund.

Robert J. Dupere Questionnaire research firm contracted by Senate Permanent Fund
Committec to do business opinion poll about Permanent Fund.

Fidelity International, ~ Financial consultants on bill drafts 10 Legislative Allairs Agency Legal
Inc. Division.

Milton Friedman Nobel Prize winning conservative economist [rom the University of’ Chicago.
Met with both SIAC and House Permanent Fund Committee members,

Institute of Socialand ~ University of Alaska research group contracted by the House Permanent
Ficonomic Rescarch Fund Committee to analyze different contributions, needs, and economic
scenarios regarding the Permanent Fund.

Kidder, Peabody and Co. Financial consultants contracted by House Permanent Fund Commitiee Lo
provide advice on Permanent Fund structure, recommend other advisors such
as Robert Blixt of Minnesota Board of Investments.

Price Waterhouse & Co. Financial advisors contracted by House Permanent Fund Commitiee to
examine the organizational structure of the Permanent Fund as a development
bank, criteria [or integrity, oversight, and boards.

The economic objective was examined thoroughly by consultants and their recom-
mendations demonstrated some consensus in the ability of the Permanent Fund to pro-
mote economic diversification, alleviate the rural capital shortage, and about participation
in soft loan programs.
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Rural people believed a capital shortage existed because ol the difficulties they were
having in obtaining loans. Coffman and Fry studied the problem and concluded that
structural problems, rather than a lack of dollars, were causing the shortage (Coffman and
Fry N.D. and Coffman 1982). The structural problems cited were a lack of investment
opportunity, land title problems, insurance difficulties, lack of supporting infrastructure,
lack of information and expertise, seasonal nature of business opportunities, the high

costs of goods and services, and the low personal incomes of rural
Alaskans. Alaska economist Arlon Tussing had come to a similar
conclusion and noted that the private market appeared to be fulfill-
ing the capital needs of Alaskans (Tussing 1977). In his opinion,
the costs of borrowing money in rural Alaska reflected the actual
higher cost of lending in those areas. He did qualify his [indings by
suggesting that a state program in one area, loans to small- and
medium-scale enterprises in small and rural communities, might fill
a specific capital shortage. The overall conclusion by these consul-
tants was that private lending institutions were providing adequate
money and that an infusion of Permanent Fund dollars would
replace rather than supplement the available lending pool.

The ability of the Permanent Fund to create new industries
and/or to promote existing industries was seriously questioned by
consultants. Beldon Daniels repeatedly stressed the need to devel-

op realistic expeclations concerning the Permanent Fund’s abilit ]
# d 5 " As the headquarters for trans-Alaska pipeline construction —

and a favored RER spot for pipeline workers — Fairbanks
became Alaska's boomtown of the 1970s. (1974)

to foster economic diversity. He noted that a coherent statewide
policy on expenditures, taxes, and administrative regulation was
needed to encourage private capital investments. Tussing agreed
with Daniels, as have subsequent consultants. Tussing said, “It appears that a reduction of
existing barriers to capital mobility and improving information flows would not necessari-
ly accelerate the rate of development in Alaska fisheries, agriculture, or tourist industries,
for example or in rural Alaska generally.” In the Trustee Papers #1, Peden argues that
investments in education, identifying specific industries that suit the region, and providing
a cooperative government business atmosphere were more important than massive infu-

sion of public capital to encourage economic diversification. “ .“] E ﬂn | |||'l| ul: ”'IE
Concern for the potential inflationary results of Permanent Fund investments in

Alaska was expressed by several consultants. International development specialist I]E [manen |' Fu I [] |'[]

Malcolm Gillis argues in the Trustee Papers #1 that large infusions of money into small

economies have caused inflation and socio-economic dislocation rather than economic [: re ﬂ rE "E m | "[I US >

diversification. This type of dislocation had been labeled in 1977 as “The Dutch Disease”
when Holland experienced rising unemployment and lowered industrial productivity as a “' I ES ﬂ"[l I m‘ l' n
result of petrochemical revenues. The anticipated magnitude of the Permanent Fund in

comparison to other pools of money in the State caused Daniels to comment: I]I'u mo I'E EXIS“ I g
“Alaska’s economy with its $4.5 billion in personal income is simply not I i
large enough to be able to absorb significant in-state investments by the $4 bil- ln [I "I 5 “l Es "’I ﬂs
lion Permanent Fund. Further, opportunities for making sound investments are I -
relatively narrow. There are real limits on the ability of public fund investments SE ” [l USII'I [I ” ES
to “force feed” sound, new economic activity in Alaska ... |'“] I E[I h u
Alaska’s second unique problem arises from its relatively small capital mar-
ket. The Permanent Fund currently towers over all other financial sources in COnsu I |'ﬂ "l's "

Alaska. If even 25 percent of the Permanent Fund were invested within the state,

that portion of the Fund would be the fifth largest {inancial source in Alaska.” .
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The potential use of the Permanent Fund for loan programs raised the issues of subsi-
dies and market rates of return on Permanent Fund dollars. The Permanent Fund had
been conceived by proponents such as Gov. Jay Hammond as a way to henefit all
Alaskans. Arrow summarizes the consensus in the Trustee Papers #1, noting that low-
interest loans or below-market-rate loan subsidies are similar to any other public good and
that “subsidies benefit small groups, doing nothing for future generations, and possibly
doing nothing for present-day Alaskans.” The conservative economists, Gordon and
Friedman, recommended that direct payments rather than social-welfare programs or loan
programs would provide the greatest benefit for individual Alaskans. Finally, nearly all of
the consultants agreed that if the Permanent Fund provided loans at below-market rates or
at higher risk than the commercial banks, an erosion of the principal of the Fund would
occur, The consultants agreed with White Weld’s conclusion that “soft-loan” programs do
not belong in a “legacy public or private.”

In summary, the consultants were useful to the public and the L egislature.
Consultants emphasized the relative small size of the Permanent Fund to the overall state
budget and economy. They introduced caution in expectations of what the Iund could
achieve in terms of economic diversification and pointed out that other economic prob-
lems besides capital shortages were the factors hindering Alaska’s economic development.
Finally, they discussed the two major ways in which the principal of the Fund could be
lost:

1) if investments were too cautious resulting in real rates of return below inflation; and
2) if investments were too tisky resulting in loss of the capital.

Social and Community Welfare Objecfives

Proponents of the social welfare ohjective concentrated

ALASKA FEVER — — - -—————| on the disposition of the earnings of the Permanent Fund as

opposed to the principal. Proponents of the social wellfare
PP L CaTIONS Gk 10 THE objective also advocated an investment strategy to eliminate or
balance specific inequities in economic, social, physical, or
political parameters of the state. Alaska Pacific Bank analyst
Richards gave examples of programs which promoted income
redistribution or tax relief as possibilities for social objectives
for the Permanent Fund. Proponents of the community wel-
fare objective advocated investment in municipalities and
community development to provide for the health, education,
social, and public facility needs of Alaska communities.

GOV. HAMMOND'S RECOMMENDATION: ALASKA, INC:
The most serious advocate of social wellare goals was

Gov. Jay Hammond. His proposal concentrated on the earn-

Annual Permanent Fund Dividend checks help create a powerful

advocacy group for the Fund.
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ings of the Fund and was developed as a piece of legislation
separate from legislation mandating management of the fund.
Hammond wanted to develop a Fund which would benefit all
Alaskans and to develop a public constituency which would protect the fund. Although
the governor suggested and considered many options such as low-interest loans, tax relief,
and increasing government services, he settled upon Alaska, Inc., which became the
Permanent Fund Dividend program. His reasoning was that:

“In any program increasing the dispersal of our oil wealth all Alaskans, not simply
taxpayers, should be beneficiaries. We already have numerous programs selectively dis-
persing portions of our oil wealth in the form of expanded subsidized government pro-
grams and low-interest loans.”



Hammond did not give up social welfare objectives once the Permanent Fund legisla-
tion passed in 1980. For example, in 1981 he was proposing that earnings be allocated
between the dividend program and a “municipal” dividend program.

CONSULTANT RECOMMENDATIONS
Consultants were very influential in the formulation of objectives for the Permanent

Fund. It appeared that llammond was taking the advice of consultants such as Friedman.

I'riedman, in a meeting with members of the Administration

and representatives from the Legislature, recommended to the
State that the general public would receive the greatest benefits
through some kind of direct ownership shares or distribution.
Consideration of the Permanent Fund as a vehicle for social
reform centered on the concept of the Fund as an economic
bank and was most actively pursued during the first stages of
the debate. Beldon Daniels, when considering the Permanent
Fund as an economic bank, recommended a strategy which
attempted to “minimize the rates of increase in economic dis-
parity among regions and demographic groups within Alaska.”
Daniels did not believe that the Permanent Fund could do

much in changing the social situation in Alaska. The rapid inflx of wealth from Prudhoe Bay oil brought rapid
improvements to community infrastructure, including Skyview
High School in Soldotna. (1987)

The other major recommendation was to advise against
any kind of social objectives for the Permanent Fund. The rea-
son for this recommendation was the inability to account for or
measure the social performance of the Fund as succinetly as through financial criteria. The
idea was to keep the Fund relatively “pure” in objectives and to allow the earnings to go
back to the General Fund where the legislative process could respond to social needs and
allocate funds more effectively. The Trustees (the governing board of the Permanent
Fund) have taken these recommendations very seriously, as noted in former Trustee Dr.
George Roger’s testimony before the Alaska State Legislature.

Despite the diverse background and philosophies of the participants, the consensus - F” E [I m ﬂ " I'E [: nm -
that emerged was that the fundamental goal of the Fund was providing high quality sav-
ings and stability of income. The conclusion was that the Fund performance was most me N [IE [l l'u ”IE
readily measured by financial standards, and that economic, social and political goals were
best carried out and best judged in the open forum of regular government, that is, the Sl'ﬂ |'E “'I ﬂl’ “'IE

ongoing democratic political process. .
. . general public
PUBLIC PERCEPTIONS

The public supported inclusion of many of the social welfare objectives for the I.I.I n U| ﬂ I'e l: E we l'h E
Permanent Fund in proposed Fund loan programs. Housing loan programs and weather- )
ization loans are two examples of loans with social objectives. There was also a quality-of- u [E ﬂ res l‘ I] E "Eﬂ |'5
life component to some of the letters and testimony before the House Permanent Fund ]
Committee with suggestions that the Permanent Fund be used for cultural events, art, and |'|'| [ Uu u |'| Su I'" E I-“ " d
historic preservation.

Tax relief was another suggestion. No organized public groups appeared to actively ﬂl: [I “'E [: I' [l m " E |' e

push the social welfare objectives. )
Ship shares of
distribufion.
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Fiscal or “Savings Account™ Objective

Advocates of the fiscal objective or “savings account” in the mid 1970s foresaw the
time 20-25 years in the future when oil revenues would decline. Proponents of this objec-
tive wanted to smooth out the income flow to the state. The banking community was
among the first and strongest advocates of this objective. Other advocates wanted to limit
the amount of money available for resource development or expanding government ser-
vices. The Fund was envisioned as a “trust” similar to pension funds or government
reserves. These types of funds are usually invested in lower risk securities with subse-
quently lower rates of return. The security of the principal is the foremost concern of
trusts. At first, the fiscal objective was an element of the economic and social objectives
proposed for the Fund but evolved into a singular objective: a “trust” which was a sale
depository for the public’s money.

At the conclusion of three years of debate and public hearings, the Legislature chose
very clearly the “fiscal objective” as appropriate for the Permanent Fund. The Free
Conference Committee Report on the Permanent Fund Management Bill SB 161 (May 4,
1979) said, “ ... it is to be an inviolate trust which, in the words of this bill, conserves ... a
portion of the state’s revenues from mineral resources to benefit all generations of
Alaskans ... ©

However, in so choosing, the Legislature recognized concerns and needs that propo-
nents of the other objectives were trying to accomplish by providing separate legislative
solutions.

CURRENT VS. FUTURE NEEDS, ARGUMENTS AGAINST THE FISCAL
OBJECTIVE
A major argument against the fiscal objective was the overriding current

il production in Cook Inlet provided the
[irst wave of petro dollars to the state.

50

THE TRUSTEE PAPERS® VOLUNE 5

needs of the people of Alaska, particularly rural people. Many argued that the
State of Alaska had been granted lands to produce revenues for the development
of infrastructure such as roads, sewers, and schools. The purpose of these grants
were to “catch up” with other regions of the United States. Rural legislators sup-
ported this concept, as did rural people. Sen. Hohman from Bethel argued that a
lasting economic structure should be developed with the Permanent Fund money
instead of exporting the money out of the State. Hohman’s comment about SB
161 which set up the Permanent Fund as it now exists was that it was “the charter
for the Great Capital Exporting Company.” The Dittman Poll showed a 2:1 mar-
gin of rural support for municipal bonding programs. In addition to rural people,
some conservatives opposed the fiscal objectives. In a newspaper article,
Libertarian Tom Fink clearly stated the conservative viewpoint that these rev-
enues should be used immediately to pay off existing debts, develop infrastruc-
ture, and to reduce taxes.

Proponents of the fiscal objective countered these arguments with statements
comparing the size of the Fund to general revenues and argued that other pro-
grams were available to fulfill those needs. For example, Rep. Hugh Malone, in
arguing for the House version of the Permanent Fund, said, “The passage of the
House Bill would not preclude aiding the state’s economy in other ways as well.
Loan programs, capital projects, tax repeals or refunds all these can be taken care
of through the General Fund.” One member noted that, “At least until the 1980°s
the Fund isn’t going to be that great anyway so we're talking about using it for the time
being as a savings account.” Rep. Malone concluded the argument that the Permanent
Fund should remain singular in orientation by stating:




“Although the voters made it clear in 1976 that they wanted a Permanent
Fund which was permanent, expectations concerning the Fund’s role were unre-
alistically high. People came to believe that the Fund could save oil money safely
for the future, return benefits to Alaskans now, and diversify and expand the
State’s economy.

[n reality, the amount of money being deposited into the Fund is simply not
enough to provide all things for all people ... In short I'm
opposed to using the Permanent Fund to tulfill those functions
(loan programs) which properly belong to the General Fund.”

None of the proponents suggested that the Fund earnings not
be used for fulfilling current needs once they were placed in the
General Fund. There is however a very clear distinction made by the
proponents of the fiscal objective between the earnings and the prin-
cipal of the T'und. These are two distinct levels of funding. The prin-
cipal monies generated by the Constitutional mandate, were expect-
ed to be $3 billion to $4 billion while the earnings were expected Lo
be a small percentage of that figure.

The House Special Committee on the Permanent Fund provid-
ed three principles for financial goals [or the I'und:

1) permanence ol the principal is the primary purpose;

2) investments should be income producing at market rates of

return; and TR >

3) aportion should be used to benefit current Alaskans if Rep. Hugh Malone of Kenai wrote the first Permancnt

investments are secure and income-producing.

In testimony before the Free Conference Committee on March
30, 1977, Rep. Clark Gruening again restated this distinetion when he reiterated the five
principles that the public hearing process had provided. Three of those principles are per-
tinent to this discussion:

“First, the Permanent Fund should serve as a safe depository for mineral
revenues and not used for current expenditures; . . .

Third, where there are sound investments in Alaska the Permanent Fund
should make them without duplicating linancial services already available; and

Fourth, money earned by the Permanent Fund investments (the earnings or
income) should be used for the beneflit of current and future Alaskans; ..”

The House Committee recognized the immediate public desire for sufficient funds to
encourage renewable resource and energy development, in their brochure “A Proposal for
the Alaska Permanent Fund.” Rep. Gruening stated in Kotzebue at the Permanent Fund
Hearings that the Alaska Renewable Resources development program was an additional
program in which 5 percent of mineral revenues were being allocated to address resource
development capital needs.

CONSULTANT RECOMMENDATIONS

The consultants made several recommendations regarding the fiscal objectives for the
Permanent Fund. The first recommendation was to split the trust portion of the
Permanent Fund from the development bank. A trust fund and an economic development
bank have distinct objectives and different measures of success.

Development banks were considered to be “direct, aggressive, and high risk” forms of
government intervention. The second recommendation was to use financial indicators

Fund bill that passed in 1975.

“Rlthough the
vorers made if
clear in 1976 that
they wanted a
Permanent Fund
Wwhich was perma-
nent, expectations
concerning fhe
Fund’s role were
unrealistically
high. ”
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Seeking to reconcile plans to make the Permanent Fund the cash
cow for all state needs, the House appointed a special committee
in 1977, chaired by Rep. Clark Gruening, to consider all Fund

legislation.
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such as a national bond index or stock index to judge the Fund, as opposed to social mea-
sures. These measures would be nationally recognized indicators of rates of return for
similar investment funds. The public and the Legislature, by using these measures, would
have a clear understanding of the success or failure of the Permanent Fund managers.
Finally, the consultants recommended the adoption of the “Prudent Investor Rule” which
imposes diversity in types of investments and requires investments on a broad geographic
base.

FISCAL IS5UES

As stated earlier, the fiscal objective was chosen by the Legislature and encapsulated
in SB 161. Once the fiscal objective was decided upon, the Legislature considered these
fiscal issues:

1) increases in the size of the Permanent IFund through additional appropriations;

2) the stability of the Fund; and

3) investment policy for the Fund.

The Amount of Money fo be
Placed in the Fund

The Constitutional amendment requires that at least 25
percent of mineral revenues, royalties, bonuses, etc. be con-
tributed to the Permanent Fund. The amount of money to be
placed in the Permanent Fund had been an issue when the
Constitutional amendment was written. The proposals
ranged historically from 10 percent to 100 percent of the vari-
ous categories of revenues. Variation in the amounts pro-
posed depended upon the use of the Fund being considered,
upon the revenue projection for the State used, and philo-
sophical concerns of the individual proponent.

Gov. Miller had originally proposed 50 percent of the
non-tax mineral royalties and revenues. Gov. Hammond
revised the figure downward to 10 percent and then upwards
to 25 percent when more conservative estimates of total State
revenues were made. He concluded that the 25 percent level
would allow sufficient money for the General Fund and a siz-
able enough contribution to build the Permanent Fund. Later
he again revised his suggestion increasing the contribution to
75 percent and proposed the inclusions of land sales.

Advocates of the economic development bank supported
more generous contributions to the Permanent Fund. The
Senate proposed a 100 percent contribution when advocating
SB 1 which would have restructured loan programs and creat-
ed essentially the development bank type of Permanent Fund. In 1977 the SIAC bill, HB
208, had a 50 percent contribution rate, 40 percent which would be dedicated to invest-
ment grade securities, 30 percent to private industry and small business loans, and 30 per-
cent to community development. SIAC had considered a proposal to dedicate 100 per-
cent of the funds but revised it downward when revenue projections indicated it would
force the State into deficit spending. The House bill placed 30 percent of revenues exclud-
ing bonuses into the Permanent Fund. All bonus revenues were Lo be contributed to the
Permanent Fund to reduce the motivation to sell leases to balance the budget. The House



bill also allocated 5 percent of the revenues to the Alaska Renewable Resources
Corporation and 2 percent to the Alaska Native Fund until it was paid off.

In addition to the required revenue contributions to the Permanent Fund, the
Legislature may also appropriate money to the Permanent Fund in excess of the 25 per-
cent requirement. There was a $900 million dollar appropriation in 1980 (SCS CSHB
509) and a second $1.8 billion dollar appropriation in 1981 (FCCSB 1). The total appro-

priations, $2.7 billion, were deposited in increments, the last
deposit being made in 1985 to complete the amount. These
appropriations were not without controversy. Several Senators,
Hohman from Bethel and Sumner from Anchorage, expressed
serious concern that current needs such as employment and
loan programs were not being given appropriate funding and
consideration. (Note: The legislature also appropriated $1.24
billion from the Earnings Reserve Account in 1986.)

The afabilify of the Fund

How “permanent” was the Fund to be? Whether the
Legislature could use the principal of the Fund created as a
result of Constitutionally dedicated revenues and the additional
$2.7 billion appropriated to the principal was a question many
asked during the debate over the management structure of the
Permanent Fund. Legal opinions on the subject have never
been tested in the Alaska State Court System. In response to
Rep. Clark Gruening’s question on the implication of “perma-

nent,” the Legal Services Division of Legislative Affairs responded:

There can be no legitimate question that the objective is preservation of
that portion as capital for the long-term use of the state and its people and pre-
vention of uses which are expedient in the short term but which would dissipate
the capital of the Fund. The paramount consideration must be the probable

safety of the capital of the Fund to be invested.

The term “permanent” as used three times in the body of the amendment
and in the title of the Fund would be read in the normal sense of that word since

thorage Daily News

Saturday, July 23, 1983 877%™ [

Permanent fund
board to study
new investments

By STEVE SEPLOCHA
Daily News business editor

The Alaska Permanent
Fund Corp. board of trustees
Friday  appointed a subcom-
mittee to study whether, and
how, the board might invest
up to 10 percent of the $4.5
billion fund in income proper-
ty over the next three years.

project. Another area being
explored is a 50-50 joint ven-
ture program where the board
would invest in established
properties such as office
buildings and shopping cen-
ters.

The board also agreed to
begin a public information
program to explain what the

At first, the Fund’s investments were vestricted to the most secure
financial instruments.

that reading is consistent with the context of the amendment, with the legisla-
tive and public discussion of the amendment, and with the understanding that
the voters would be presumed to have in approving the amendment.

This opinion was restated in an internal memorandum to Billy Berrier from Joseph A.

Guthrie, lawyers for the Legislature, in which a further conclusion was drawn that the term
“at least” suggested that the Constitutional amendment foresaw additional deposits to
Permanent Fund. The Legislature’s legal advice was backed by the Administration’s
lawyers as well:

Appropriations made to the Permanent Fund by law may not be withdrawn
even though they are in excess of the amount required by the Constitution. Only
the income of the Fund is available from the Fund. Of course, a standing appro-
priation could be repealed, and if so, no further money would go into the Fund
from it.

The Department of Law made even stronger statements in a letter to Clark Gruening

about the trust aspects of the Permanent Fund:

“There was a $900
million dollar
appropriation in
1980...and a sec-
ond $1.8 billion
dollar appropria-
fion in 1981..."
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We are dealing with a peculiar — perhaps unique — quasi-trust. Unlike most
trusts, the principal may not be reached whatever, either now or in the future.
No one has a future right to the principal. Instead, the principal is to be invested
in perpetuity to produce income. Only the income from investments may be
reached. Absent still another Constitutional amendment, we see no way around
this result. A Permanent Fund was intended, and a Permanent Fund appears to
have been achieved. Accordingly, we doubt very much that any money appropri-
ated to the Permanent Fund may subsequently — without a Constitutional
amendment — be withdrawn.

The conclusion is that, unless the Courts decide that the Permanent Fund is not a
trust, the principal will not be available for appropriation by the Legislature or for use by
the Executive Branch unless a Constitutional change is enacted.

Inflation-Proofing

Concern about inflation was one of the first issues expressed in 1976 and continues
to be an issue in 1985. Commissioner Motley of the Department of Commerce and
Economic Development in a presentation to SIAC suggested that the Fund would be
worth half its original amount in purchasing power by 1985 if some lorm of inflation-
proofing were not enacted. The Division of Policy Development and Planning noted thata
major issue arising during the summer of 1979 was inflation- proofing and that the gover-
nor should consider reinvestment of earnings in the Fund for inflation-proofing. The

Oral Freeman was one of the Fund’s
strongest supporters and served as chair of
the Board of Trustees from 1986-89 and

1991-93
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Trustees maintain that infllation-proofing was an original priority of the
Permanent Fund - legislation which was unintentionally overlooked when the
legisiation was enacted. TTowever, the authors have noted several instances
where inflation-proofing was discussed by legislators, the advisory committee,
and the executive branch and it seems unlikely that policy makers overlooked
the issue when creating the management structure in 1980. Inflation-proofing
became a serious concern of the Trustees in 1981 In 1982, Gov. Ilammond pro-
posed allocating an amount equal to 50 percent of net income to inflation-prool
the Fund. The present method for calculating inflation-proofing was introduced
as an amendment in 1982 1o CSSSB 684 on the floor of the Senate.

Daniels stated inflation posed a real problem for funds invested in rela-

tively safe savings account types of securities. He noted that between 1965 and
1975 small funds, while doubling nominal values, actually lost in real values. An
example may help illustrate the potential effects of inflaiion: five percent infla-
tion over 20 years can decrease the real purchasing power of a trust by two
thirds (Montana Legislative Council 1984).

The Permanent Fund earnings did not exceed national inflation indices
between the years 1978 and 1980. This erosion of the Fund’s purchasing power
could be even more serious if the inflation of government services such as infra-
structure development is considered since inflation for these services is higher.
The ability of the Permanent Fund during those years to provide earnings for the
General Fund declined although inflation was offset by required additional
deposits from mineral revenues.

Various legal opinions suggest that the Permanent Fund Trustees are required to con-
sider and account for inflation-proofing in their investments because of the “trust” nature
of the fund and because of the Prudent Investor Rule. The Legislature was not required to
directly inflation-proof the Fund as is now done, but is constrained to allowing only
“income-producing investments.” The following are samples of the relevant opinions:



“The creation of the Permanent Fund did not legally obligate the Legislature to keep
the income of the Fund abreast of inflation. There almost certainly is an implied obligation
to manage as a prudent person, which means that reasonable efforts to make profitable

investments with an eye towards inflation are probably a legal requirement.”

A second opinion is presented below:

“ ... the Alaska Supreme Court will treat the Permanent
Fund as a trust or quasi-trust, and as a general rule, apply trust
responsibilities in determining its administrators’ duties.

“There can be no question that a trustee must take into
consideration the trend of prices and the cost of living, the
prospect of inflation or deflation. RESTATEMENT (SECOND)
OF TRUSTS 2d 227, Comment e (1959). To do otherwise
would hardly be the conduct of a man of prudence.
Accordingly, the Fund managers will have to take inflaton (or

deflation) into account in making and changing investments, if

—as we believe — the Fund constitutes a trust.”

Two alternatives to inflation-prooling exist.

1) Increasing the risk and theoretically the rates of return
on investments; and

2) Placing some of the earnings back into the principal.

Daniels recommended a strategy of investing a small por-
tion of the Fund in venture capital which has a higher risk.

“Venture capital investment is a sound strategy for a small portion of the Alaska Permanent
Fund. Such investments can fulfill the prudential obligations of the Fund while providing
it with extrernely high returns.” The Legislature chose a combination of both strategies,
expanding allowable investments and committing a part of the earnings to inflation-proof-

ing in 1982. The statute reads:

Sec. 37.13.145. DISPOSITION OF INCOME. At the end of each fiscal year,
an amount sufficient to offset the effect of inflation on principal of the Alaska per-
manent fund during that year, as measured by a nationally recognized index,
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shall be transferred from net income as defined in AS 37.13.140, excluding

income on the undistributed income account in the Alaska permanent fund, to
the principal of the Alaska permanent fund for reinvestment.

Inflation-proofing, while protecting the future earning power of the Fund, limits the
revenues available from the earnings for expenditure by returning sizable portions of the

earnings to the principal of the Fund.

The Prudent Investor Rule

The Legislature has inserted the “Prudent Investor Rule” into the statutes concerning
the management of all of Alaska’s various retirement funds and the Permanent Fund.
Since the 1800s this concept has been established by law, regulation and through court
decisions. There is no single statement of specific actions directed by the Prudent Investor
Rule but a process and application of fiscal management concepts is required. Itis arule
commonly applied to people responsible for managing or investing someone else’s money.

“The Permanent
Fund earnings did
not exceed
national inflation
Indices befween
the years 1978
and 1980.
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Many public funds, such as those in Wisconsin and Montana, apply the Prudent Investor
Rule.

The Prudent Investor Rule was required by AS 37.13.120, the statute directing the
management of the Permanent FFund. It reads:

Sec. 3713.120. INVESTMENT RESPONSIBILITIES OF THE BOARD.
(a) The Prudent Investor Rule shall be applied by the board in the manage-
ment and investment of Alaska Permanent Fund assets. The Prudent
Investor Rule as applied to investments of the Corporation means that in
making investments the board shall exercise the judgment an institutional
investor of ordinary prudence, discretion, and intelligence exercises in the
management of large investments entrusted (o it not in regard to speculation
but in regard to the permanent disposition of funds, considering probable
safety of capital as well as probable income.

This statute clearly slates that the Trustees are to use the institutional or modern
interpretation of the rule. Debevoise and Plimpton analyzed the implications of the
Prudent Investor Rule for the management of the Permanent Fund for the Legislative
Budget and Audit Committee. They concluded that the prudent investor’s decisions
should be judged on these criteria:

1) The procedures of making the investment decisions.
Was the decision based upon the best available knowl-
edge at the time of the decision? Would that decision
have been made by others of equal knowledge and
responsibility? s the decision process documented?

2) The “total” portfolio as opposed to individual invest-
ments. Does the investment significantly affect the risk
components of the entire portfolio? The level of risk in
individual investments is not as important as overall risk.
This criteria recognizes the possibility that some invest-
ments may lose money; i.e. capital is always at risk.

3) s the portfolio adequately diversified? Does that

Discovery of oil in Cook Inlet led to construction of refineries in diversification include both type of investments and

Kenai, like the Tesoro Refinery
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geography?
4) Liquidity — are the goals and cash [low needs of the eventual recipients
of the trust being considered? This criterion may become more of an issue with
the Permanent Fund if the earnings are used for programs of an ongoing nature.

Former Commissioner of Alaska Department of Revenue and Permanent Fund
Trustee, Thomas K. Williams, in a series of memoranda to the Trustees, suggested that the
statutory direction of the Permanent Fund raised diversification to a level equal to the
requirement not to invest in imprudent, i.e., too risky, investments.

A final aspect of the Prudent Investor Rule is the neutrality of the investment deci-
sions — social and political decisions are not to enter into the investment strategy.
Debevoise & Plimpton are very clear on this point:

The Prudent Investor Rule directly addresses the traditional financial ques-
tions confronting a trustee ... “Social investing” deals with a variety of practices
and proposed practices which circumscribe or direct the investment manager’s
choice of investments. For example, some have suggested that it is appropriate



to instruct an investment manager not to invest in companies which operate in
certain areas of the world, or manufacture certain products, or have adopted cer-
tain policies toward union organization, plant closings, or the like ...

These practices are sharp departures from the politically neutral paradigm
of the investment process. They raise questions under both the duty of loyalty
and the duty of prudence ...

Moreover, if the pursuit of social goals involves
any sacrifice of current return (at equivalent levels of
risk), then it will be undoubtedly argued that the
trustees have violated both the rule of prudence and,
in the case of the Alaska Funds, the specific language of
the statutes (which requires maximization of income
in the case of the Permanent Fund, for example).

It appears that disinvestment of stocks of companies
involved in business activities in South Africa as proposed in
Senate Concurrent Resolution 14 (introduced in 1985) and
in an Anchorage Daily News editorial last year would not

were of an equal return rate but would require extra administration, development, and
monitoring would probably violate the Prudent Investor Rule as well. Maximization of
financial returns and safety of principal are the only concerns the Trustees of the
Permanent Fund are to address under the Prudent Investor Rule.

ORGANIZATION AND MANAGEMENT ISSUES

In developing the management structure of the Permanent Fund there was a consid-
erable amount of concern about creating an entity without public controls. These issues
centered around how control would be achieved, who would control the Fund, and how
to provide adequate oversight without politicizing the Fund. The management issues rep-
resented critical differences between the Senate and House concepts of the Permanent
Fund. SB 161 which became the bill setting up Permanent Fund Management reflects sub-
sequent compromises.

Constifufional and Public Concerns

The delegates to Alaska’s Constitutional Convention had opposed dedicated funds
because their review had shown that such funds became unresponsive to changing needs.
Many of the original delegates subsequently expressed concerns about the management
structure and organization of the Permanent Fund at their 20-year reunion in Fairbanks.
The Constitutional argument was that the Permanent Fund could establish a “fourth
estate” which was outside the legislative process and would provide great powers to the
executive. At the time these comments were made, the Permanent I'und was still being
considered as a development bank administered by the Department of Revenue.
Katherine Nordale, a delegate to the Constitutional Convention, expressed these concerns
in a letter to the Permanent Fund Committee:

Jay Hammond testified before members of the Senate Resources

_ 4 _ Committee in 1974, including Chairman John Sackett, Bob
comply with the Prudent Investor Rule. The Debevoiseand  pyper, john Rader and Lowell Thomas.

Plimpton Memorandum suggested that investments which

“Inflation-proof-
ng...limits the
revenues available
from the earn-
InS...by returning
sizable portions...
fo the principal of
the Fund.”
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“.. present on that occasion (the 20 -year reunion) was John Bebout, who was a con
sultant at the Alaska Constitutional Convention.

“ .. A provision in many state Constitutions permitting the dedication of
funds, or not specifically prohibiting it, had proved disastrous. Hence, the Alaska
delegates became convinced that our new state should not fall into that error.
However, it has done so through amendment.

“ ... 1seized the opportunity in 1976 to ask John Bebout what he thought of
the proposed Constitutional amendment establishing the Permanent Fund. He
replied immediately, “You are establishing a Fourth branch of government!” It
was a shock. The more one ponders his comment, the more one realizes that he
voiced a very serious problem facing Alaska. Great power attaches to the control
of so large a sum of money. Unless it is managed very carefully and vigilant
scrutiny is exercised every step of the way, the people of Alaska may reap little
benetit, but millionaires may be created to the detriment of the general welfare of
Alaska.”

Newspaper editors echoed the Constitutional Delegates’ concerns. For example, The
Anchorage Times, in three separate editorials, discussed the possibility of the Permanent
FFund being controlled by a group of men that would have influence beyond that of the
State’s governors, national companies, and banks. These editorials also expressed con-
cern about the Fund’s effect upon the economy of the State of Alaska. The extent to which
this concern was felt can be deduced from the terms used in the editorials, news articles,
and testimony such as: “Frankenstein in the state establishment,” “henchmen,” a “new
class of men of great, quiet power” and
“creating an economic and political
monster.” Likewise political candidates
foresaw that whoever controlled the
Permanent Fund, for example, the gov-
ernor, would have great additional
influence.

Public Concerns

The public expressed a slightly dif-
ferent concern. They were more con-
cerned with the “political use” of the
Fund than they appeared to fear misuse

The Anchorage skyline sprouted office buildings at a dizzying pace in the carly 1980s as of the Fund by the investment man-
businesses rushed to lake advantage of the oil-fived boom. agers. Clark Gruening stated, “The day-
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to-day management of the Permanent
Fund should be insulated from politics but the management should be accountable to the
public in matters of policy and performance” as one of the five principals distilled [rom the
public hearings. For example, Kenai participants in the Public Forum sessions on the
Permanent Fund strongly recommended that the management be removed from the polit-
ical arena. They also recommended that the Permanent Fund Board include some “finan-
cial wizards, some professionals, and also some just regular people like us.” Ttis clear
from such records that the public wanted to be involved in the policy-making aspects of
the Permanent Fund.



Rural Concerns

Rural leaders were concerned that the Fund would be “wired into the bureaucracy”
and were opposed to this idea. Reasoning that the Permanent Fund should be free of
agency administration but answerable 1o the public, they recommend-
ed specific changes in HB 596 and found the Senate version of the
fund more in concurrence with expressed needs. HB 596 was the
management bill introduced into the Alaska State Legislature by the
House Permanent Fund Committee. Native Corporation leaders
wanted the Permanent Fund removed from the political spectrum as
well. Rural and urban views did not appear to be significantly differ-
ent on the desire o depoliticize the Permanent Fund.

Legislafive Action

The House specifically addressed the issues of accountability to
the public and to the Legislature in their proposed legislation. It rec-
ommended that accountability to the public be achieved through a
board which would be appointed by the governor and confirmed by
the Legislature (confirmation was latter dropped for Constitutional

annual reporting of the Corporation’s activities in the legislation. the Last Frontier.
Legislative intent clearly was to involve the public in Permanent Fund

oversight. Gov. Hammond was also very specilic that his intentions in developing the divi-
dend program from Permanent Fund earnings was a way of ensuring public involvement
hy means ol a vested constituency lor the Permanent Fund.

To whom the Permanent FFund would be required to report annual activities was an
issue between the executive and legislative branches of government. Testimony by
Speaker of the House 1ugh Malone confirmed that the Legislature foresaw active over-
sight of the Permanent Fund Corporation through the budget review process by both the
executive and the Legislature. These intentions were a result of consultants’ recommenda-
tions which specifically noted that budget review and annual reporting requirements were
two of the most effective ways that public enterprises could be held accountable. The
annual reporting requirements were viewed as a preventive measure which would keep an
agency on track with legislative intent while budget control was regarded as a punitive
responsc. Daniels recommended both budget control and annual reporting requirements
for elfective public control.

When the Permanent Fund was being considered as a development bank or loan pro-
gram by the Senate through SB 1, the Fund was to be placed in the Department of
Revenue. When SB 1 was defeated, the Administration proposed, through amendment,
executive branch oversight. Comments by individual members of the House Permanent
Fund Committee were even more direct about the proposed amendments submitted by
the Department of Revenue to HB 596. The Department of Revenue proposals would have
placed the F'und under the control of the Commissioner of Revenue.

The committee decided to create management structures independent of the execu-
tive and legislative branches on the basis of public testimony and consultant advice. The
public expressed repeatedly its preference for a Permanent Fund free from any taint of
political pressures in its investment decisions. The committee’s consultants gave similar
advice, pointing to worldwide examples of investment funds that failed due to political
pressure. To inject employees of the executive into the management of the Permanent
I'und would be to fly in the face of both public wishes and sound management principles.

= Annual dividend checks provided vital cash income (o
reasons). The House also included a requirement for “plain English many Alaskans seeking to live out their dreams of life an

“The public want-
ed fo be involved
in the policy mak-
ing aspects of fhe
Permanent Fund.”
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Gov. Bill Egan and Sen. Mike Gravel looked out for Alaska’s
interests as the new oil age dawned.
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The House and the Senate eventually compromised and the Permanent Fund was
placed outside of the Department of Revenue. However, the Commissioner of Revenue is
a Trustee, the Legislative Budget and Audit Committee retains oversight responsibilities,
and an annual “plain English” report is required. The House clearly stated that if the
Legislative Budget and Audit Committee did not provide adequate oversight, a special
Permanent Fund Committee providing Legislative oversight should be set up.

Political neutrality of the Fund was achieved by the design of the management struc-
ture of the Permanent Fund with budgetary, policy, and investment decision responsibili-
ties carefully delegated to a state Corporation separate from the executive and the legisla-
tive branches. The Free Conference Committee Report, May 4, 1979, summarizes the
accountability and neutrality issues:

It was the aim of the Committee to establish a management system for the
Alaska Permanent Fund which would be protected from political influences but,
at the same time, responsive to changes in State policy and accountable to the
people through their elected officials. In short, the aim was insulation without
isolation. It was agreed that the best way of achieving these ends was not to
place the management within the Department of Revenue, but to create a public
corporation distinct from State government.

Accountability in policy and investments were achieved by providing a clear,
legal list of allowable investments and budgetary review and oversight. The Fund
does not receive any earnings to pay for its operating costs, unlike other similar
funds, but must go through the executive budgetary
process. These criteria were a direct result of the desire of
the legislative body to maintain accountability.

Chapter Three:

Fiscal Structure of the Permanent Fund

Several topics are considered in describing the fiscal
structure of the Alaska Permanent Fund. They include histori-
cal state revenues and spending, management and investment
strategies employed by the Alaska Permanent Fund
Corporation (APFC) and distribution of Fund earnings.

HISTORICAL PERSPECTIVE
State Revenues

Prior to the Constitutional amendment that required
deposits to the Permanent Fund, all mineral resource rev-
enues were placed in the General Fund and were available for
appropriation by the Legislature. Revenues related to petroleum production have repre-
sented a significant portion of Alaska’s unrestricted revenues since Statehood. In FY 1959,
the state received about 12 percent of unrestricted revenues from Federal revenue sharing
rents and royalties from oil and gas leases. Revenues from bonuses and rents [rom state
lease sales began in FY 1960. Oil and gas severance taxes and royalties from lease sales
began contributing to revenues in FY 1962 and FY 1965 respectively. Petroleum-related
revenues as a percentage of the General Fund unrestricted revenues fluctuated, but gener-



ally increased from FY 1959 through FY 1969. In FY 1970 the State received over $900
million in bonus payments from the 1969 Prudhoe Bay lease sale. In that fiscal year about
88 percent of the General Fund unrestricted revenues were from petroleum related rev-
enues.

The contribution of petroleum revenues to unrestricted revenues peaked in FY 1980
at 90 percent and has since declined gradually to an estimated 84 percent in FY 1985. The
declining contribution of petroleum revenues to total state rev- ;
enues is expected to continue in the future. By FY 2000 petrole-
um related revenues are expected Lo represent about 70 percent
of the General Fund unrestricted revenues.

Stafte Spending

In a 1981 memorandum, Legislative Finance fiscal analyst
Milt Barker summarized historical capital and operating bud-
gets in both actual dollars and in values adjusted for Anchorage-
based inflation rates over time. The memorandum reported that
from FY 1961 10 FY 1982 the total state budget, in nominal dol-
lars, increased from about $46 million to over $3.6 billion. In
terms of values adjusted for Anchorage inflation rates, there was
a 70-percent increase in total budget from FY 1970 to FY 1971,
but the greatest increase was experienced in FY 1981 (149 per-

cent above the previous fiscal year). The Alaska Permanent Bidders on Aluska’s early North Slope oil leases anticipated big

Fund developed out of concern that benelits [rom the sale of
Alaska’s nonrenewable resources would not be available to
future residents.

MANAGEMENT AND INVESTMENT
OF THE PERMANENT FUND PRINCIPAL

Interim Management Under the Deparfment of Revenue

Under HB 210 (Ch 6 SI.A 1977), the Department of Revenue managed the Permanent
Fund from March 1977 through April 1980. The legislation allowed investment in a very
restricted list of government and corporate securities and the letter of intent that accompa-
nied HB 210 expressly excluded investments in common stocks. In 1977, when assets of
the Permanent Fund first became available for investment, the portfolio assembled by
Department of Revenue managers consisted of short-, intermediate- and long-term debt
securities. The national economy had entered a period of increasing inflation rates that
greatly influenced the ability of investments to earn real returns. This phenomenon led
many investors out of the long-term bond market and into shorter-term government secu-
rities. Given the inflation trends of the time, long-term investments no longer offered ade-
quate returns. Short-term fixed-income securities had the flexibility to adjust to the unpre-
dictable economic conditions. Under these circumstances, managers recognized that the
fixed rate of return offered by the long-term bonds could have locked Permanent Fund
assets into unprofitable investments. Maturities of less than four years were the goal in FY
1978 and by June 30, 1980 the average life of marketable securities was just over three
years.

returns. Competition among oil companies ran high.

“From FY 1361 to
FY 1982 the fofal
state budget, in
nominal dollars,
increased from
abouf 546 million
[0 over $3.6
billion.”
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Senate President Clem Tillion and Speaker of the House Terry
Gardiner guided passage of the 1980 bill that created the Alaska
Permanent Fund Corporation.
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The 1980 Permanent Fund Legislafion

Pursuant to AS 37.13.040, management of the assets, investments and earnings of the
Alaska Permanent Fund were transferred from the interim authority of the Department of
Revenue to the Alaska Permanent Fund Corporation effective April 1980. The Board of
Trustees were given wide latitude on the organization of the Corporation and chose to
make the gradual transition as the roles of the corporate staff and investment managers
developed. Full control of all assets and investments was achieved with the transfer of the
mortgage portfolio in April 1983.

Under the direction of the Board of Trustees and through guidelines set up by the
statutes, the corporate staff is responsible for the management and investment of the
Permanent Fund assets. As outlined in AS 37.13.020 (Sec 5 Ch 18 SL.A 1980) the mission
of the Corporation is to:

1) ... provide a means of conserving a portion of the State’s revenues from mineral
resources to benefit all generations of Alaskans;

2) ... maintain safety of principal while maximizing total return; and

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

AS 37.13.120 directed that the Prudent Investor Rule guide the investment decision of
the Trustees. This section also mandated that investments be diversified and be made
only in income-producing instruments. The original legislation allowed for a very limited
diversity, however, because it permitted investments only in fixed-income or debt securi-
ties. One of the first resolutions passed by the Trustees in
1980 set a maximum four-year maturity on new investments.
By the end of FY 1981, the inflation rate (CP1) was 13.52 per-
cent and the average life of marketable securities was 13
months. Maturities on the Corporation’s new investments in
marketable securities were limited to three months or less.

The 1982 Amendments

Although the 1980 Permanent Fund Act provides much
of the basis for the current management scheme, the 1982
amendments resulted in major refinements. This legislation
(Sec 5 Ch 81 SLA 1982) changed the makeup of the Board of
Trustees, expanded the list of permitied investments, changed
asset allocation guidelines, more clearly defined income and
provided for inflation-proofing,

Permifted Investments

Concern about both long-term earnings and the diversification of the Fund assets
resulted in additions to the list of permissible investments in 1982. This legislation gave
the Corporation authority to invest in corporate stocks, notes secured by mortgages on
commercial real estate, real estate equity and securities issued by foreign branches of U.S.
hanks denominated in dollars. These changes allowed the addition of equity-based invest-
ments (stocks and real estate) to a portfolio that had previously been invested only in
fixed-income securities.

In testimony before the Trustees on March 20, 1981, George Russell Jr., of the finan-
cial consultants Frank Russell Company, Inc., made some interesting remarks about the



role of fixed-income securities in a portfolio. His testimony summarizes the opinion of
many experts who supported the expansion of permitted investments to include equities.
He told the Trustees that “(f)ixed-income management should not be viewed as being able
to achieve long-term returns that are competitive with equities.” Analysis of historical
returns indicated that fixed-income securities did not perform against inflation as well as
did equities.

The statute was also amended in 1982 to exclude unreal-
ized gains and losses from the computation of net income.
Changes in the value of investments would not affect the calcu-
lation of income available for distribution. This clarification
was necessary to comply with Generally Accepted Accounting
Principles (GAAP) which were adopted as a standard for the
Corporation by the same amendment.

There were several pieces of legislation passed in 1986
which affected the Permanent Fund:

Ch 25 SI.A 1986 (HB 28): This legislation appropriated
the unexpended and unobligated balance of the undistributed
income account to the principal of the Permanent Fund. The
appropriation was contingent upon the passage of legislation
that amended provisions relating to averaging income and the
undistributed income account. Ch 28 SLA 1986, discussed
below, provided for the necessary changes required in this legislation. $1.26 billion was
transterred from the undistributed income account to the Fund principal on July 1, 1986.

Ch 28 SI.A 1986 (SB 346): Amended AS 37.13.140. The method for calculating
income available for distribution at the end of each fiscal year was changed from a five-year
moving average of net income to 21 percent of the net income for the last five years. This is
not a significant change because the previous method of taking the average resulted in
income available for distribution equaling 20 percent of the net income for the last five
years. This change was made 10 accommodate the requirements of Ch 25 SLA 1986
described above.

A second result of this bill, also to accommodate Ch 25 SLA 1986, was changing the
name of the undistributed income to the earnings reserve account. The Trustees have
used this name since 1984 (Resolution 84-12).

This bill also amended AS 37.13.145. The basis for inflation-proofing was changed
from a “nationally recognized index” to the change in the calendar year average United
States consumer price index for all urban consumers. This is also consistent with proce-
dures approved by the Trustees in 1983 (Resolution 83-7).

Ch 83 SLA 1986 (SB 233): This legislation added obligations of the state or instru-
mentalities of the state rated at least “A” to the list of collateral that can be used to secure
certificates of deposit. According to the Alaska Permanent Fund Corporation (APFC)
Annual Report this legislation contributed to a 50 percent expansion of the in-state invest-
ment program.

Ch 53 SI.LA 1986 (HB 491): This legislation created the National Petroleum Reserve
Alaska (NPRA) special revenue fund (AS 37.25.040.) The state share of federal mineral
revenues from oil and gas development on the NPRA since December 12, 1980 will be
deposited to this account (except that already spent through General Fund appropriations
before June 9, 1984.) Under federal law this money was to be made available to communi-
ties impacted by NPRA oil and gas development. In the past, 50 percent of this revenue
was deposited into the Permanent Fund as prescribed by AS 37.13.010. The other 50 per-
cent was available for appropriation by the Legislature. Under HB 491 the revenues would

North Slope crude arvives at the Valdez Marine Terminal follow-
ing a six-day jowney down the trans-Alaska pipeline.

“Concern about
both long-ferm
earnings and fhe
diversificarion of
the Fund assels
resulted in addi-
Fions fo fhe list of
permissinle
Invesfments in
1982.”
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first be made available for appropriation to communities impacted by oil and gas develop-
ment. At the end of each year, 50 percent of the funds in the NPRA revenue fund that had

not been appropriated would be deposited into the Permanent Fund. All NPRA funds pre-
viously deposited into the Permanent Fund must be returned to the NPRA special revenue
fund.

Targef Rate of Refurn

As managers of a public trust, the Permanent Fund Trustees are directed to pursue a
conservative investment strategy, one that does not subject the trust to unreasonable lev-
els of risk. The Trustees must balance an acceptable level of risk with the necessity of earn-
ing a certain rate of return. In a resolution approved on March 30, 1983, the Trustees
resolved to pursue “an investment policy which offers the highest possible investment
yield commensurate with minimal risk.” The Trustees have stated that they wish to man-
age the fund on a “risk-averse basis” with the objective of achieving a 3-percent real rate of
return over time.

In 1982 Thomas K. Williams (then Commissioner of Revenue and a Trustee) dis-
cussed the Board’s responsibility to determine a target rate of return and an acceptable
level of risk. Williams used the following example to illustrate the importance of achiev-
ing a consistent rate of return:

. consistent performance gets one farther than variable performance hav-
ing the same average level: for example, a consistent, four percent real rate of
return over ten years equals (1.04) or 1.4802 times the original amount; in con-
trast, a performance of zero percent for five years and
eight percent the other five equals (1.00) 5 or 1.4693
times the original amount. The simple element of consis-
tency adds an extra 2.32 percent (0.4802 divided by
0.4593 equals 1.0232) in this example.

In addition to the possibility of long-run returns being
adversely affected, variable return rates are also undesirable
for other reasons. Income available for distribution to the
Dividend Fund is based on the five-year average earnings of
the Fund. As earnings fluctuate so does the amount of divi-
dends. Also, variable earnings could cause either large
deposits to the Earnings Reserve Account in years of high
earnings and withdrawals from this account in low income
years. The ERA can be used to supplement annual earnings to

Susan Burke advised attorney Avrum Gross at a Senate State pay dividends and inflation-proofing.
Affairs Committee meeting in 1985. As Attorney General, he Williams noted that although the Trustees may want to

ar\,m'nl the state’s case on the Permanent Fund Dividend case in

the U.S. Supreme Court.
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seta low target rate of return to address the variability issue,
the rate should not be set so low that it could easily be exceed-
ed. Management would then appear too successful when, in fact, their target rate was 100
easily achievable. On July 22, 1983, the Trustees set a 3-percent target rate of return for
Permanent Fund investments. (Note: In 1996 the Trustees increased the target to 4 per-
cent.)

The 1982 amendments did not alter the original language in AS 37.13.120 which
described the investment responsibilities of the Board of Trustees. Subsection (c) still
mandated that “(Ohe board shall maintain a reasonable diversification among investments
unless under the circumstances it is clearly prudent not to do so.” Risk, which is most
often deflined as variability or volatility in the rate of return over time, can be reduced by



diversification. There are two ways this technique can be applied to reduce the risk levels
of a portfolio; diversification among markets and diversification within markets.
Diversification among markets is achieved by the Permanent Fund Corporation through
the allocation of assets between different types of investments. Appointing equity man-
agers (stock investors) with different investment styles and expertise is an example of how
the Corporation diversifies within markets.

THE ALASKA PERMANENT
FUND CORP. TOOK A

EARNINGS FROM INVESTMENT OF THE
PERMANENT FUND

Two bills passed during the 1980 legislative session orga-

STEP

#306,000 AD CAMPMEH
10 TELL US WHAT THE
TRUSTEES ARE Donb
nized the Alaska Permanent Fund Corporation and provided
for the distribution of some of the Fund earnings. Free
Conference Committee Substitute for SB 161 (Sec 5 Ch 18 SLA
1980), which created the Alaska Permanent Fund Corporation,
was primarily concerned with directing management of the

a3 G A RO B s

principal. The Free Conference Committee Report accompany-
ing this legislation left “the separate question of how to use the

——————— - ALASKA FEVER
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J THEY'RE WASTING
{ ¥300,000 oF OUR
MONEY TO TELL
US THeYRE NOT
WASTING OUR MOMEY.!

Fund earnings to separate legislation.” However, the bill did

more clearly define both annual income from investment of the
Fund principal and the amount of earnings that could be dis-
tributed. Income was defined as “the annual interest of the Corporation,” which is obvi-
ously intended to mean the annual interest earnings from investment of Permanent Fund
assets. Since all previous interest earnings had been transferred to the General Fund,
annual interest of the Corporation was earned through investment of the Fund principal
only. The 1980 version of AS 37.13.140 distinguished annual income from income avail-
able for disbursement by defining it as the lesser of “the latest fiscal years’ income or the
average annual current income for the past five fiscal years ...” In other words, as long as
the current year’s income was greater than the previous year’s income, distributable earn-
ings would be an average of the annual income for the last five fiscal years. Prior to this, all
interest income for the current fiscal year was considered available for distribution and
was deposited in the General Fund.

The General Fund

Legislation passed in 1980 resulted in a new income distribution scheme. By distin-
guishing between annual income and income available for distribution, the Legislature
provided for a portion of annual earnings to be divided between the General Fund and the
newly created Dividend Fund. Because annual income has been greater than income dis-
tributed, the 1980 Permanent Fund legislation also created retained earnings account
which was later designated the Undistributed Income Account.

The General Fund continued to receive a portion of earnings under the Constitution
clause until subsequent legislation (SB 684) provided for the distribution of all
Permanent Fund income. The Constitution requires that income available for distribution
which had not been appropriated by the Iegislature be deposited in the General Fund.
The final deposit to the General Fund was made in fiscal year 1983 under Ch 81 SLA 1982,

“fs managers of
public trusk, the
Permanent Fund
Trustees are
directed fo pursue
a conservalive
investment
strafeqy.”
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The Dividend Fund

Within a week of the passage of legislation that created the Permanent Fund
Corporation, Free Conference Committee Substitute for SB 122 (Sec 1 Ch 21 SLA 1980)
was signed by the governor. This legislation provided for the distribution of some of the
Fund earnings through the Permanent Fund Dividend Program. Although repealed and
reenacted in 1982, this act directed the distribution of Permanent I'und income for fiscal
years 1981 and 1982. The Dividend Fund, which was a separate fund in the state
Treasury, was established to pay Permanent Fund dividends. The amount transterred to
the Dividend Fund from the Permanent Fund is 50 percent of the income available for dis-
tribution which is deducted from annual earnings of the current fiscal year. In the absence
of any language to the contrary, the statute has been interpreted to allow payment to the
Dividend Fund from net income of both the principal and the Earnings Reserve Account.

The 1980 legislation only provided for the use of half of the annual income. The
remaining hall of income available for distribution was deposited in the General Fund per
the Constitution. The 1982 amendments resulted in AS 43.23.050(b) directing that “.. 50
percent of the income of the Alaska permanent fund earned during the fiscal year ending
on June 30 of the current year and available for distribution” be transferred to the
Dividend Fund. The Dividend Fund has received one half of distributable income since
FY 1980. The Department of Law has advised that interest earned on the Dividend Fund
once it was transferred to the Department of Revenue should be returned to the General
Fund rather than be added to the Dividend FFund.

Transfers of Permanent Fund earnings to the Dividend Fund have been made by leg-
islative appropriation. Several times the Department of Law
has provided opinions on whether the transter of Permanent
I'und earnings without appropriation would violate that
Constitutional prohibition of dedicated tunds. Attorney
General Norman Gorsuch advised that, although a transfer
without appropriation could be defended, it had not been test-
ed in court. The Dividend Fund and reinvestment of earnings
were both specilically mentioned in the Joint Chairman’s
report that accompanied CSSS HJR 39 (proposing
Constitutional amendment). The Attorney General advised
that transfers to the Dividend Fund be done by appropriation
and that AS 43.23.045 (which discusses the transfer) be clari-
fied. Gorsuch stated that “the interpretation ... which I find to

1996 Fund Trustees Wilson Condon, left, and Clark Gruening be most reasonable and compatible with the Constitutional
hoth played major roles during the 1980s that shaped the Fund’s prohibition against dedications is that the Legislature may
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provide by law for the income to remain in the permanent
fund (either through reinvestment as principal or retention in an Undistributed Income
Account) without appropriation, but may not transfer income to another fund or autho-
rize it to be spent without an appropriation.”

The Undistributed Income Account [Earnings Reserve Account]

Under the 1980 legislation, a portion of income available for distribution (as
determined by the five-year moving average) was transferred to the Dividend Fund and
the General Fund. The balance of annual earnings was held in a retained earnings account
which, although part of the Permanent Fund, was distinct from the principal. This distrib-
ution scheme was followed until the 1982 amendments were enacted. Although created
by the 1980 legislation, this retained earnings was not officially addressed until the 1982
amendments redefined income and referred to the “undistributed income account in the
Permanent Fund.” (It was renamed the Larnings Reserve Account in 1986.)



The 1982 Amendments

Distribution of the Permanent Fund earnings were further directed by the 1982
amendments to the Permanent Fund legislation. The passage of the final version of SB

684 (Ch 81 SLA 1982) repealed and re-enacted AS 37.13.140 defining income, and added
section 37.13.145 which provided for the distribution of income. The text of these sections

is reproduced below:

Rose cautious about fund’s future

by ot Koeiton

Sec. 3713.140. Income. Net income of the e i tosa e | Fundl trustees OK office buy mﬁﬁ{"}i@ﬁg
Corporation must be computed annually as of the last day %ﬂ:@%ﬁgﬁ: L%?mn;ﬂ e ;.%;E%"%z: ;;m"z:?ﬁ“g.;m;m
of the fiscal year in accordance with generally accepted T T - st - ML:T:::.,;*
accounting principles, excluding any unrealized gains or ?ﬁgﬁ;ﬁxgﬁ s s "":""“"'zm ’ﬁv”‘??‘:'&““ L
losses. Income available for distribution equals the aver- ?ifﬁmw:ﬁ“imﬁx:f: %%ﬁ"f:f‘fw R T e, b i

age net income of the Corporation for the last five fiscal

years, including the fiscal year just ended, but may not Dave Rose served as the [irst executive divector of the Alaska

exceed net income of the Corporation for the fiscal year
just ended plus the balance in the undistributed income
account described in AS 3713.145.

Sec. 3713.145. Disposition of income. At the end of each fiscal year, an
amount sufficient to offset the effect of inflation on principal of the Alaska per-
manent fund during that year, as measured by a nationally recognized index,
shall be transferred from net income as defined in AS 37.13.140, excluding
income on the undistributed income account in the Alaska permanent fund, to
the principal of the Alaska permanent fund for reinvestment. The balance of the
net income as defined in AS 37.13.140 shall be transterred to the undistributed
income account in the Alaska permanent fund. Money in the undistributed
income account shall be invested in investments authorized under AS 37.13.120.
Income from the investment of the undistributed income account shall be treat-
ed as an addition to that account.

The major effects of the 1982 legislation can be summarized as follows:

1) Netincome of the Corporation includes earnings on investment of both the princi-
pal and the UIA.

2) The portion of net income from investment of the principal that can be distributed
is equal to the lesser of average income of the Corporation (principal plus UIA) for
the past five years OR current income of the Corporation plus the balance of the UIA.
This protects the Permanent Fund Corporation from having to distribute excessive
earnings during years of declining returns.

3) Provided for a portion of net income from investment of the principal to be rein-
vested for inflation-proofing. Income from investment of the UIA cannot be used for
inflation-proofing.

4) Balance of net income from investment of principal that is not distributed is trans-
ferred to the UIA.

5) UlAis invested under the same guidelines as the principal, with earnings on
investment returned to that account.

Prior to these amendments the annual income of the Corporation had been divided

between the Dividend Fund and the General Fund. The new legislation took advantage of
the Constitutional clause that allowed the Legislature to provide for the disposition of
income.

Permanent Fund Corporation.

“The Dividend
Fund has received
one half of
distributable
income since FY
1980."
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by Bruce Scandling
Amociated Press.

Juneau — House lawmakers
sent a measure to the Senate Fri-
day that would shift $400 million
into the Alaska Permanent Fund
and “remove the temptation” to
spend it on construction projects.

The measure — originally in-
troduced by Juneau Democrat
Jim Duncan — would take $400
million from the so-called undis-
tributed income account and de-
posit it into the principal of the
fund.

By law, Lhe legislature cannot
spend money that has been
dedicated to the principal of the
permanent fund.

Under Duncan’s bill, another
$331 million would remain in the
undistributed income account as
a hedge against the future ef-
fects of inflation on the perma-
nent fund.

‘The $400 million deposit would
increase the principal of the fund
to $6.8 billion.

The undistributed income ac-
count is comprised of yearly

“sends a signal” to Alaskans that
lawmakers are  concerned
enough about the future to put
away as much money as possil
before oll production starts a
steady decline projected to begin
inthe early 1980s.

He said it is tempting for law-
makers — especially in a year of
budget-cutting — to look toward
the undistributed income (o help
pay for projects around the
state.

“What we are doing is remov-
ing that temptation,” Duncan
said. "'l think we have to get the
message across that we don't
have the ability we did three or
four years ago (to pay for pro-
jects).”

Anchorage Republican Walt proposa

Furnace voted for the measure,
but questioned whether saving
money now is necessarily the
best state policy.

House hopes to lock up
$400 million in fund

A dollar today is worth more
than it is worth tomorrow,” Fur-
nace said.

He said many Alaska commu-
nities still need basic facilities
like roads, sewers, docks and
harbors — and suggested it
might be best to pay for those
projects now.

The measure — which
prompted speeches by a dozen
House lawmakers — was altered
by one significant amendment.

House Majority Leader Don
Clocksin, D-Anchorage, drafted
an amendment changing the title
of the bill to include the $400 mil-
lion figure.

That means Senate lawmak-
ers, in their consideration of the
1, would have to draft an
entirely new bill to increase or
reduce the deposit to the perma-
nent fund.

Legislators hotly debated whether “undistributed” income
should be used for state projects or deposited in the Fund’s

principal.
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Different interpretations of the legislative intent regarding the disposition of the
Undistributed Income Account have become an issue of increasing importance. This
account was created by the 1980 Permanent Fund Act but was not specifically addressed
in the legislation or the letter of intent. The 1982 amendments defined deposits to the
Undistributed Income Account and directed that it would be invested in the same manner
as the principal. Further definition of legislative intent, such as a letter of intent defining
the purpose and use of this account, was not a part of the legislation. However, in a trans-
mittal letter that accompanied Sponsor Substitute for SB 684, Gov. Jay Hammond stated
that “(m)oney in the undistributed income account will be invested by the Corporation
until it is transferred to the dividend fund or appropriated by the legislature.”

In the absence of clear legislative direction, the Trustees have stated their interpreta-
tion of legislative intent with regard to this account. In a resolution approved on
September 21, 1984, the Trustees designated the Undistributed Income Account “as a
reserve to offset the future impact of inflation on the principal of the Permanent Fund and
for the future payment of dividends.” In this resolution, the Trustees stated that the
Legislature had defined the Undistributed Income Account “as a reserve Lo insure a stable
source of income from which dividend payments and other distributions appropriated by
the Legislature can be made.” The Permanent Fund Corporation looks to this account to
provide funds necessary to make up any future shortfalls in dividend or inflation-proofing.
The Legislature has, to the authors’ knowledge, never explicitly defined the Undistributed
[ncome Account as a reserve account. Possibly what the Trustees are referring to is a state-

ment in the Joint Committee Report on SB 161 which stated
that “the amount of income available for disbursement will be
determined on an averaging basis; this insures a relatively
steady income flow.” In the resolution defining the UIA, the
Trustees do confirm that the undistributed income is available
for appropriation by the Legislature.

Affirmations of this can be also be found in Trustee meeting
minutes and in various corporate memorandums. All legisla-
tion, from the Constitution to the statutory guidelines, as well
as the resolutions of the Permanent Fund Trustees, have
asserted that the use of the Fund income is for the Legislature
to decide. The Undistributed Income Account is accumulated
income and therefore is available for appropriation.

Inflation-Proofing the Fund

The Legislature, through the 1982 amendments, provid-
ed for reinvestment of income to help maintain the principal’s
earning capabilities. The legislation required that a nationally
recognized index of inflation be used to determine the
amount reinvested. The Trustees were responsible for deter-
mining how to inflation-proof the Fund.

In deciding which nationally recognized index of inflation to use, the choice was nar-
rowed to the Consumer Price Index for all Urban Consumers (CPI) or the Gross National
Product Implicit Price Deflator (GNP Deflator). In recommending the CPI to the Trustees,
Dave Rose defined and differentiated between the two indexes. The CPI measures the
price change in a specific group of consumer goods with respect to a base year. Among
the advantages cited by Rose were that the CP1 is the most accurate measure of price
changes and is widely recognized as a measure of inflation. Rose also listed several disad-
vantages of this measure. It assumes that consumption patterns are constant, it treats



housing as an annual consumption good and it overrates luxuries and underrates necessi-
lies.

The GNP Deflator measures changes in prices, as does the CPI, but it also considers
changes in the national output. The CPI deals with consumers only but the GNP Deflator
includes consumers, businesses and government output. Rose stated that, although the
GINP Deflator was a more “comprehensive measure of trends in the national economy,” it
had several disadvantages. In combining changes in
prices with changes in output, this measure underesti-
mates price changes. Also, the public is much more
aware of the CPI as a measure of inflation. Thomas K.
Williams, however, recommended that the GNP
Deflator be adopted by the Trustees as the index of
inflation. He believed that the CPI was not an appropri-
ate measure of impact of inflation on the Fund. “The
Permanent Fund is not a consumer exposed to infla-
tion, it is an investor exposed to inflation. An index
designed to measure the effects on consumers’ buying
power is not necessarily one that fits the situation of

the Permanent Fund.” Sen. George Hohman (second on the right) fought hard to use the
On July 22, 1983 the Trustees adopted the calen- Permanent Fund as an economic stimulator.

dar year average CPI for all urban consumers as the

index with which to measure the impact of inflation on the Fund. As stated in this resolu-
tion, their goals were to accurately measure the impact of inflation on the Fund and to
choose a representative measure of inflation. The choice of which index to use is impor-
tant because it is the primary factor in determining both the amount reinvested in the prin-
cipal and the real rate of return. The calendar year average CPI is an index measuring the
average change in prices from January through December of the previous calendar year.
Apparently the Trustees chose to use the calendar year average because information on the
inflation rate being used was required during the legislative session.

There are several effects of using the calendar year average CPIL. In both the inflation-
proofing amount and the real rate of return, one factor (CPI) is based on calendar year
numbers, and the second factor (either the principal balance or the nominal rate of return)
is based on fiscal year numbers. The current measure of inflation lags six months behind
the other two factors. If inflation is increasing, then the calendar year CP1 will be less than
the fiscal year CPI, resulting in insufficient deposits to the principal. If, on the other hand,
inflation is decreasing (calendar year CPl is greater than fiscal year CPI), the amount rein-
vested in the principal will be more than would have been necessary. The real rate of
return, the difference between the nominal return and the inflation rate, is supposed to
reflect the earnings rate without the effect of inflation. Under the current procedure, if the
calendar year CP1 s less than fiscal year CPI then the real rate of return published by the
APFC is higher than if using the fiscal year CPI for calculations. Thus, subtracting the cal-
endar year inflation rate from the fiscal year nominal return rate does not accurately deter-
mine the real rate of return.

“The Trustees
Wwere responsible
for determining
how fo inflation-
proof the Fund.”
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Table 4 compares the fiscal year CPI with the prior calendar year to illustrate the
results of the current procedure. Values for FY 1978 through IFY 1985 include both years
when the calendar year CP1 is larger and vice versa.

Table 4. Fiscal and Prior Calendar Year CPI and the Results of the Procedure on
Real Rate of Return and Inflation-Proofing Amounts.
Prior Resultof Using  Calendar Year
Fiscal Fiscal Calendar Real Rate Inflation Proof
Year Year CPI Year CPI of Return Amount
1978 6.72 % 6.49% higher lower
1979 9.39 765 higher lower
1980 1331 11.27 higher lower
1981 1156 13.51 lower higher
1982 8.67 10.35 lower higher
1983 4.30 6.10 lower higher
1984 3.69 3.22 higher lower
1985 3.89 4.26 lower higher

The calendar year CP1 is the index actually used by the APFC to calculate inflation-
proofing amounts and real return rates for the corresponding fiscal year. Table 4 illus-
trates that the most serious impact of using the calendar year CPI would be during periods
of rapidly increasing inflation rates (FY 1978-80) because the six month lag period would
prevent the timely reinvestment of earnings. The information presented in Table 4 is for
comparison purposes only, there are many other factors in the procedures used to deter-
mine return rates and inflation-proofing amounts which will influence the respective val-
ues. The intent of this discussion is not to estimate the precise amount of money involved
in the different procedures but, rather, to point out that it is philosophically more correct
to use the fiscal year CPI in calculating the impact of inflation on other fiscal year based
values.

Once the CPI was chosen as an index, the next issue facing the Trustees was identifi-
cation of which Fund balance should be inflation-proofed. The debate centered around
using the average principal balance throughout the year or the balance at the end of the fis-
cal year. The Trustees chose to define the end-of-the-year balance as the “principal bal-
ance” for the purpose of inflation-proofing, In reviewing this resolution, Assistant
Attorney General Laura L. Davis commented on the use of the end-of-the-year principal
balance. “As long as the principal is growing, it may overcompensate somewhat for the
effect of inflation on the principal during the year ... (a) more precise figure could be
obtained by using an average monthly principal balance or using a sum of monthly com-
putations.” In support of the Trustees’ action, Davis stated that inflation-proofing based
on the end-of-the-year principal balance met the requirements of the law. The Trustees
were not required to “minimize” the amount reinvested for inflation-proofing. Because the
Fund’s principal balance is increasing each year, the end-of-the-year balance has always
been greater than the average balance. Applying the CPI to the end-of-the-year principal
halance has resulted in the maximum reinvested for inflation-proofing,

Chapter Four: Conclusions

The Alaska Department of Revenue projects that earnings from investment of the
Permanent Fund will exceed General Fund unrestricted revenues within ten years.
Permanent Fund earnings continue to increase at a modest but steady rate, thus itis the



declining General Fund revenues that will be most influential in reversing this relation-
ship. Changes in the policy concerning the Permanent Fund will surely be debated as the
State seeks solutions to revenue shortfalls. In evaluating future policy changes, it is impor-
tant to consider the principles by which the Permanent Fund was established and the role
that these principals have had in the successtul achievement of Fund objectives.

In creating the Permanent Fund Corporation, the Legislature set forth the following
objectives:

1) to provide a savings account for all generations,

2) to protect the principal of the fund while maxi-

mizing returns; and

3) to conserve mineral revenue wealth and pro-

duce disposable income the purpose of which
would be designated by law.

The Permanent Fund principal represents the suc-
cessful creation of a savings account. The principal is
made up of dedicated mineral resource revenues, spe-
cial appropriations, citizens’ contributions, and rein-
vestment of earnings to protect against inflation. The
objectives of saleguarding principal, maximizing
returns and providing disposable income have been
commendably accomplished by the Trustees and the
Corporation stafl.

The Permanent Fund organization and manage- Evidence that oil wealth was fueling an expansion of state government
& _ L4 pans ) g
ment structure was the result Oflhorough pOliCy came in the 1974 a':mtpmem of the new State Office Building.

debates. A wide range of participants were involved in
this policy discussion from the general public to internationally recognized economists
and planners. Itis important to consider the guidelines and directions that evolved from
these debates because they can be directly linked to the success of the Permanent Fund.
The law mandates the use of the Prudent Investor Rule for an institutional or expert
investor to guide management decisions. Within that context, the Trustees are given great
flexibility regarding asset allocation when developing investment strategies. These two
guidelines clearly state the Legislature’s definition of purpose and general direction for the
Fund: protection of principal and management by a discrete non-political body. Closely
tied to these issues is the Permanent Fund Corporation’s accountability to the legislature
and to the public. Two other important policy guidelines include the requirement that
investments produce income and reinvestment of earnings to offset the impact of inflation
on the Fund. The importance of these particular issues and their relevance to future poli-
cy decisions are discussed below.

The Prudent Investor Rule

A5 3713.120(a) requires that the Prudent Investor Rule guide the management of the
Permanent Fund. The Prudent Investor Rule clearly places the fiduciary responsibilities
for investment policy upon the Trustees. 1t requires that the process ol investment deci-
sions be documented and that certain criteria be considered before investment decisions
are made. Abody of information and legal opinion exists by which the actions of the
Trustees can be judged. Inclusion of the Prudent Investor Rule ensures that the
Permanent Fund principle will be protected and wisely invested. Under the Prudent
Investor Rule, the Trustees and staff can consider only financial returns and safety of the
principal when making investments.

Other states, Montana, for example, have cited the use of the Prudent Investor Rule
by Alaska as a model to follow in changing their statutory investment requirements. The
funds examined which have social requirements have not achieved a return on invest-

“The Permanent
Fund organizafion
and management
strucfure was fhe
resulf of fhorough
policy debafes.”
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Permanent Fund Corporation Executive Director Dave
Rose testified on the fund before the House Judiciary
committee in 1987,
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ments comparable to that of the Alaska Permanent Fund. Abandoning the Prudent
Tnvestor Rule to allow for social investment (such as dis-investment in South Africa) may
have far greater consequences than that immediate action. The guidelines developed
under the Prudent Investor Rule have withstood the test of time and have resulted in safe
and profitable management of trust funds the Alaska Permanent Fund should continue to
operate under these guidelines.

Flexibility in Management Decisions

The Alaska Permanent Fund list of allowable investments is somewhat less restrictive
than most State retirement funds and substantially more conservative than many private
corporate pension funds. The Trustees have chosen a very conservative investment strate-
gy. Other funds, with different asset allocation schemes, may seem to achieve higher.
returns, but volatility of return must also be considered. Policy makers should be aware
that higher rates of return engender higher risk and over a time period may not result in
better overall performance. The Legislature should encourage the Permanent Fund
Corporation to continue their emphasis on stable, predictable revenues rather than higher,
more risky return rates.

The Prudent Investor Rule requires Permanent 'und managers to diversify their port-
folios to protect the trust against unnecessary risk. Directions which would specily a mini-
mum amount of in-state investments would violate the ahility of the Corporation to fully
diversify. Examination of other State funds support this belief. Nearly all of them had
very low percentages of direct in-state investment. Diversity protects the stability of the
fund’s earning stream. No manager will make good investment decisions all the time.
Diversification of a portfolio provides a more stable earning stream
and protects the Fund from loss in one investment type. Rather
than identifying whether each investment decision has been “good
or bad,” the performance of the Permanent Fund Corporation
should be assessed based on whether the portfolio, as a whole, is
achieving acceptable returns while being adequately protected
against risk. The Permanent Fund is systematically diversifying its
portfolio through allocation of assets between investment types
and within specific markets.

The flexibility necessary to continue this management approach
should be supported by policy makers. Current law allows the
Trustees to allocate assets among fixed-income instruments, stock
or real estate within certain broad guidelines. This law gives the
Trustees and management the flexibility to respond to changing
economic conditions. The ability of the Trustees to adjust the
maturities of their fixed income investments in response to
changes in inflation rates has been very important in achieving the
high returns of recent years. Anumber of other funds have experi-
enced substantial losses due to their large allocations to stock
investments.

Both stock and bond markets are becoming increasingly international. International
and domestic markets often are countercyclical, international markets showing high
returns when the domestic markets are low and vice versa. Fiven the more conservative
public trust funds included foreign markets on their list of allowable investments.
Expanding allowable investments may provide more opportunities for the Permanent
Fund Corporation to fulfill its mandates. Allowing investment in foreign stock and bond
markets may increase Permanent Fund returns as well as give the Trustees more opportu-
nities for portfolio diversification.



Accountabilify

Accountability to the Legislature and to the public is an important legal responsibility
of the Permanent Fund Corporation. It appears that the staff and Trustees have been very
responsive to this mandate. This paper contains a few minor suggestions as to how
accountability might be improved. They include increased documentation of policy
debate by the Trustees and the addition of a summary of detailed holdings
to the annual report.

Accountability, however, implies that those to whom the Fund reports
have certain responsibilities as well. These responsibilities include system-
atically developing the ability to evaluate both the information being pro-
vided by the Fund and its financial performance. The Legislature should
acquire the expertise to develop the criteria by which the Permanent Fund
should be judged as well as to contract and interpret a performance analy-
sis. Performance must be measured over a period of time long enough to
adequately judge the success or failure of management. Suggestions have
been made in the paper concerning the development of measures such as
time-weighted rates of return, measures which accurately consider objec-
tives of the funds, and the need for annual, three, and five-year compar-
isons. Performance analysis and audits conducted by outside parties pro-
tect the Fund, the Trustees, and the public. They also build the under-
standing needed by policy makers to address the issues which will affect
the fund in the future. The Permanent Fund is the only State fund examined that did not
have an audit separate from the management audit performed each year. The Legislative
Budget and Audit Committee should consider establishing a continuing evaluation pro-
gram which includes periodic independent audits and performance analysis on an annual,
three-year, and five-year basis. Legislative staff, with appropriate expertise, should evaluate
the Permanent Fund performance analysis on behalf of the Legislature.

Fiscal vs. Economic Development Objectives

Maximizing the return of the investment and allowing the legislative process to deter-
mine social and economic development objectives with the earnings is a clear historical
decision. The unsuccessful Alaska Renewable Resources Corporation, which was created
at the same time as the Permanent Fund, illustrates the wisdom of this decision. The
advice of the consultants at the time of the creation of the Permanent Fund — that other
factors besides lack of capital affect economic development — is still true. Equally impor-
tant is the advice that a development bank with soft loans will not protect the principal of
the Permanent Fund. Requirements that the Alaska Permanent Fund be involved in eco-
nomic development activity such as infrastructure development or Alaska business loans
at below market interest rate are likely to result in a loss of real earning power of the princi-
pal of the Fund.

Inflation-Proofing the Principal

The Legislature has directed that Permanent Fund annual earnings be used to infla-
tion-proof the principal. Although the Trustees are required to consider inflation in their
investment decisions, the legal opinions suggest that the legislature is not required to pro-
vide additional inflation-proofing dollars. Without inflation-proofing, assuming a 5-per-
cent inflation rate, the real earning power of the Permanent Fund would be reduced by
half in 20 years. As early as FY 1987, inflation-proofing could be the largest source of con-
tributions to the Permanent Fund. To determine the amount reinvested for inflation-

As part of APFC’s public accountability mandate,

staff, including Chief Financial Officer Peter
Bushre, answer questions at various Alaska fairs.

“The Permanent
Fund is systemati-
cally diversifying
IS portfolio
through allocation
of a55ers berween
investment fypes
and within
specific markels.”
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proofing, the Trustees have chosen to apply the calendar year average Consumer Price
Index to the fiscal year end principal balance. This choice may result in either over- or
under-compensating for inflation, depending on the relationship between calendar and
fliscal year averages and the growth of the principal throughout the year. Because the
Dividend Program is the priority in earnings distribution, it is possible that, in the future,
there will be insufficient earnings to fully inflation-proof the principal. The Dividend
Program, a direct cash payment, has significantly increased the incomes of low-income
persons, many of whom live in rural Alaska. It has also had a positive economic effect on
the economic well-being of the State greater than the same level of expenditures by the
capital or operating budgets .

What course could the Permanent Fund Corporation take if, in the future, earnings
and the Earnings Reserve Account are insufficient to fund both the Dividend Program and
inflation-proofing? Inflation-proofing is a program created by law, the consequences of
which will have significant impact on the real earning power of the Permanent Fund and
on the amount of dollars available to the General Fund. The Dividend Program is a popu-
lar and effective way to use Permanent Fund earnings to benefit Alaskans, especially low-
income Alaskans, and to enhance economic activity in the State.

During development of the original Permanent Fund legislation, Clark Gruening stat-
ed that committee members began to realize that the Permanent Fund would not be able
to provide all things for all people. Similarly, the earnings of the Permanent Fund will not
be the sole solution to the decline in State revenues. The ability of the Permanent Fund
management to maintain the level of success they have been achieving will hinge on  the
choices made and direction given by future Legislatures.

Former Trustee and current Executive Director Byron 1. Mallott
helped shape the early policy of the Fund, while Grace Schaible,
former Attorney General and 1995-97 Trustee Chair, continues to
play an important role in determining future Board policy.
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