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APPENDIX AD

Decision and Justification for Asset Allocation for the

Alaska Children’s Trust

The Alaska Children’s Trust (the Trust) is a trust the income of which is dedicated to programs for

the prevention of child abuse and neglect.  The Trust was established in 1988 (ch. 19 SLA 1988).

The Alaska Children’s Trust Board, established in 1996, oversees the community-based grant

programs supported by the Trust (E.O. No. 96 1996).  The Commissioner of Revenue is the

fiduciary of this Trust (AS 37.14.210, AS 14.25.180(a), AS 37.14.170 and AS 37.10.071).

Appendix AC contains the statutes governing the Trust.  AS 37.14.170 establishes the investment

objectives and focus:

AS 37.14.170.  Investments.  The commissioner of revenue is the fiduciary of the trust
fund and shall invest the fund to provide increasing net income over long-term periods to the
fund's income beneficiaries. The commissioner may invest the money in the fund on the basis
of probable total rate of return to promote the long-term generation of income. In managing
the trust fund, the commissioner shall:

(1) consider the status of the fund's capital and the income generated on both a current
and a probable future basis;
(2) determine the appropriate investment objectives;
(3) establish investment policies to achieve the objectives; and
(4) act only in regard to the financial interests of the fund's beneficiaries.

The central objective is to provide “increasing net income over long-term periods to the Fund’s

income beneficiaries.”  Treasury interprets this income objective to be increasing real, or inflation

adjusted, income over long-term periods.
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The requirement that interest and dividend income be increased over time can only be met by

increasing the value of the principal over time.  The greater the principal of the Trust, the greater the

earnings on that principal.

Monthly, Treasury transfers all of the interest and dividend income earned by the Trust to a separate

account within the Trust.  From there, the legislature appropriates the funds to meet the purposes of

the Trust.  This income account is available for immediate expenditure.  Treasury invests this income

account in the Short-term Fixed Income Investment Pool until it is expended.

Three assumptions drive the investment policy for the principal assets of the Alaska Children’s

Trust:

1. Only realized and unrealized capital gains increase the principal of the Trust.  These
gains are much more likely to be achieved on equity investments rather than on fixed
income investments.

 

2. The legislature will appropriate all of the interest and dividend income earned by the
Trust.

 

3. While Treasury invests on the basis of probable or expected total return, the investment
policy must recognize the distinction between "income" and "capital gains" in light of
assumptions 1 and 2.

Treasury has concluded that the Trust has a very long time horizon and a correspondingly high risk

tolerance.  The Trust also requires significant inflation protection and little liquidity.  The legislature

established the need for the Trust to produce current income to support the purpose of the Trust.

In developing the investment policy, Treasury has balanced the need to increase the principal of the

Trust with the need to produce a maximum amount of current income in light of the current capital

market assumptions.  The expected results of the investment policy should:
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1. Annually, increase the principal of the Trust by the rate of inflation plus 0.33%;
 

2. Produce the highest current income possible; and
 

3. Subject the Trust to the lowest risk possible while meeting the objectives set forth in 1 and
2.

After reviewing 1999 capital market assumptions prepared by Callan Associates Inc. in

March 1999, Treasury’s professional investment staff concluded that the policy best suited to meet

the three objectives is to invest 44% of the Trust’s principal assets in domestic equity collective

funds and 56% of the assets in the Long-term Fixed Income Pool.  This policy had the following

expected results when it was adopted:

Total return 7.22%
Current income 3.87%
Capital gains 3.35%
Projected inflation 3.00%
Real increase in Trust principal .33%
Growth in current income 3.35%
Probability of an annual loss 20.66%
Probability of a 5 year loss 3.37%

Treasury expects this policy to produce capital gains over the long term sufficient to offset the

effects of inflation on the purchasing power of principal assets of the Trust.

The Commissioner adopted the asset allocation described above in April 1999.  The analysis rests

on the premise that the requirement that the real value of the Trust principal must grow over long

periods of time applies to the principal currently in the Trust.  In other words, new contributions to
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the principal from donor contributions or additional legislative appropriations cannot be used to fulfill

the requirement that the real value of the Trust principal must grow.

If the Alaska Children’s Trust Board was confident that donors would contribute significant

additional amounts to the principal over the next year, then an asset allocation more heavily

weighted with fixed income securities might be justified.  Such an allocation would provide

significantly more interest income and hence an increase of the funds available for grants to

community-based programs over the next few years.  While this alternative allocation might be

justifiable for one or two years, it would be inappropriate for the long term under current capital

market conditions.  This matter has been discussed with the Alaska Children’s Trust Board, and

they expressed the view that each new dollar that comes into the Trust should be “inflation-

proofed.”  Consequently, until that conclusion is altered, the asset allocation should remain as the

Commissioner determined.


