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What’s New in Version 1.8

Section

Summary of Changes

X1l (A) GEFONSI IPS

Inserted paragraph relating to state’s attorney general opinion
regarding the investment earnings allocation methodology for
certain funds participating in the GeFONSI| during FY 1994
through FY 1997.

X1l (H) International
Airports Funds

Beginning June 2001, the Repair and Replacement Account
participates in the Short-term Fixed Income Investment Pool; it
no longer holds its own underlying investments. Treasury
Division annually transfers investment earnings of the Repair and
Replacement Account to the Revenue Fund so that the account
will end the fiscal year with exactly $500,000.

X1l (V) Power Cost
Equalization Endowment
Fund

Governor signed enabling legislation for the new Power Cost
Equalization Endowment Fund effective May 24, 2000; Treasury
Division begins to manage invested assets of the new PCE
Endowment Fund on July 3, 2000 (actual transfer date).

Appendix BE Updated target asset allocation per ASPIB Resolution
2001-01 (effective July 1, 2001).

Appendix CA New appendix, staff recommendation memo dated
January 5, 2001 to resume Securities Lending Program.

Appendix CB New Appendix, Securities Lending Income Distribution
Procedure

Appendix CC New Appendix, Power Cost Equalization Account Invested Daily
Cash Balances July 1, 1998 through December 31, 2000.

Appendix EA Added Agreement pertaining to Directed Brokerage for SOA
International Equity Investment Pool.

Appendix | Updated for current delegations for investment officers.

Appendix ZE Updated to reflect current list of accounts at custodian bank.

Appendix ZM Added Letter from Exxon Valdez Oil Spill Trustee Council’s
Executive Director Regarding Earnings of the Exxon Valdez
Settlement Fund

Appendix ZQ Updated ASPIB Delegation of Investment Authority per
Resolution 2001-04.

Appendix ZR Updated Private Equity Investment Policies and Plan per

ASPIB Resolution 2001-03.
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What’sNew in Version 1.8

Section

Summary of Changes

Appendix ZZ

Added state’ s attorney general opinion no. 663-98-0298 dated
Octaber 26, 2000 regarding the investment earnings allocation
methodology for certain funds participating in the GeFONSI
during FY 1994 through FY 1997.

XIII. Securities Lending
Program

New Section.

X1V. Commission Recapture | New Section.

Program
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Update

frequency LIST OF APPENDICES

Upon Appendix A Statutes Pertaining to the Responsibility of the Department of Revenue

legidlative for the State Treasury

changes

None Appendix B Mandatory Agreement for All Treasury Personnel

As needed Appendix C Code of Ethics and Standards of Professional Conduct of the Association
for Investment Management and Research Standards of Ethical Conduct
of the Treasury Management Association Principles of the Code of
Professional Conduct and Rules 102 and 501 of the Code of Professional
Conduct of the American Institute of Certified Public Accountants

Upon Appendix D Statutes Pertaining to the Commissioner’ s Responsibility to Ensure that

legidlative the Proper Amounts Pertinent to Each Fund are Collected and Expended

changes

None Appendix E Key Legidative History Material - Ch. 141 SLA 1988 (HB 547)

Upon Appendix F Statutes Pertaining to the General Investment Authority and

legidlative Responsibility of the Commissioner of Revenue

changes

None Appendix G Duties of Care and Loyalty and Treasury’ s Five-Step Process

None Appendix H Provisions of the Restatement (Third) of Trusts Regarding Delegation of
Fiduciary Responsibilities
Statutes Pertaining to Authority to Delegate Fiduciary Responsibility

Upon FY end Appendix | Delegation of Investment Responsibilities

or with new

hires’femp.

separation

with new Appendix J Delegation of Control Responsibilities

hires/femp.

separation

Annuadlyin Appendix K Capital Market Assumptions and Projections

March

Upon Appendix L Commissioner’s Authority to Pool Investment Funds

legidlative

changes

Upon Appendix M Commissioner's Decision to Invest in the State Street Global Advisors

modifications S& P 500 Common Trust Fund

to asset

allocation for

applicable

funds

Upon Appendix N Commissioner's Decision to Invest in the State Street Global Advisors

modifications to S& P 500 Common Trust Fund and the State Street Global Advisors

asset allocation Special Small Company Common Trust Fund

for applicable

funds
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Update

frequency LIST OF APPENDICES

None Appendix O Assistant Attorney General's Memo Regarding Tobacco-free Investments
for the Alaska Children's Trust

None Appendix P "A Day in the Life of the GeFONSI"

Asaccountsare Appendix Q Tables Reflecting Information Relating to Funds Participating in the

added or GeFONS

deleted and

with each

MOU update

With each Appendix R Memoranda of Understanding Pertaining to the GeFONSI

changeinrate

or method

None Appendix S Request for Attorney General's Opinion Pertaining to Income Earned by
Funds Invested in the GeFONSI

Annual review  Appendix T Memo Regarding Investment of GeFONSI Assets

Upon Appendix U Statutes Governing Participation in the GeFONSI

legidlative

changes

Upon Appendix V Consgtitutional Provisions and Statutes Pertaining to the Constitutional

legidlative Budget Reserve Fund

changes

Annuadlyin Appendix W Reserves Policy

March

Annuadlyin Appendix X Commissioner’s Amended Decision and Justification for Managing the

March Consgtitutional Budget Reserve Fund in the Treasury Division of the
Department of Revenue

Annuadlyin Appendix Y Decision and Justification for Asset Allocation for the Constitutional

March Budget Reserve Fund

Upon Appendix Z Statutes Governing Investment of the Public School Trust Fund

legidlative

changes

None Appendix AA  Opinions of Counsel and Historical Materials Pertinent to the Public
School Trust Fund

Annuadlyin Appendix AB Decision and Justification for Asset Allocation for the Public School

March Trust Fund

Upon Appendix AC  Statutes Governing Investment of the Alaska Children’s Trust

legidlative

changes

Annuadlyin Appendix AD  Decision and Justification for Asset Allocation for the Alaska Children’s

March Trust

None Appendix AE  History of the University of Alaska Endowment Trust Fund

Section: Table of Contents

viii


http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-o.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-p.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.7/App Q GeFONSI Participant Info 013101.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-r.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-s.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.7/App T GeFONSI review & Charts.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-u.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-v.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.7/appendix W version 1.7.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-x.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.7/App Y for V 1.7.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-z.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-aa.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.3/4app-ab Version 1.3.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-ac.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.3/AppendixAD version 1.3.pdf
http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-ae.pdf

TREASURY DIVISION
DEPARTMENT OF REVENUE
STATE OF ALASKA

e o0 000 \ersonl8Released June?29, 2001 e © o o o o

None Appendix AF History of the University of Alaska's Federal Land Grant

Upon Appendix AG  Statutes Governing Investment of the University of Alaska Trust Fund

legidlative

changes

Upon Appendix AH  Statutes Governing Investment of the Investment Loss Trust Fund

legidlative

changes

None Appendix Al State Mortgage Insurance Fund - Historical Materials

Upon Appendix AJ Statutes and Other Material Pertaining to the Alaska Advance College

legidlative Tuition Savings Fund

changes

None Appendix AK  Decision and Justification for Asset Allocation for the Alaska Advance
College Tuition Savings Fund

Upon Appendix AL Statutes, Agreements and Resolutions Governing Investment of the

legidlative (2) International Airports Construction Fund; (2) International Airports

changes or with Revenue Fund; (3) International Airports Revenue Bond Redemption

new bond issue Fund; and (4) International Airports Repair and Replacement Reserve
Account

None Appendix AM  International Airports System Revenue Bond January 1999 Bond
Indenture

None Appendix AN Investment Policy Statement: Alaska Housing Finance Corporation
Special Pledged Fund

Upon Appendix AO  Statutes and Other Materials Governing the Alaska Heritage Endowment

legidlative Fund

changes

Upon Appendix AP Statutes Pertaining to and Overview of the Mental Health Trust

legidlative

changes

Upon Appendix AQ  Statute Pertaining to the Statutory Budget Reserve Fund

legidlative

changes

None Appendix AR Material Pertaining to the Four Dam Pool Funds

None Appendix AS  State Bond Committee Resolution No. 99-7 (Series 1999C Bond Issue)

None Appendix AT Overview of Oil Spill Funds

None Appendix AU  Overview of Energy Funds

None Appendix AV  Investment Policy Statement: Mental Health Funds (historical)

Upon Appendix BA  Statutes Pertaining to the Alaska State Pension Investment Board

legidlative

changes

None Appendix BB Alaska State Pension Investment Board Assumption of Fiduciary
Responsibility

None Appendix BC ~ Reimbursable Services Agreement between the Alaska State Pension

Investment Board and the Department of Revenue Treasury Division
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None Appendix BD  Alaska State Pension Investment Board Delegations of Specific
Responsibilities to the Treasury Division
Annualy in Appendix BE  Alaska State Pension Investment Board Objectives and Policies and Asset
March Allocations for the Four Retirement Systems
Upon Appendix BF Alaska State Pension Investment Board Domestic Fixed Income Policy
modifications
Upon Appendix BG  Alaska State Pension Investment Board (Stock) Equity Policy and
modifications Guidelines
Upon Appendix BH  Alaska State Pension Investment Board International Fixed Income
modifications Policy and Guidelines
Upon Appendix Bl Alaska State Pension Investment Board Real Estate Investment Policies
modifications and Procedures; Real Estate Investment Guidelines and Real Estate
Investment Plan
Upon Appendix BJ Alaska State Pension Investment Board Policy Pertaining to Direct
modifications Mortgages
None Appendix BK History of Mortgages and Other Direct Loans for Fiscal Y ears 1975-1993
None Appendix BL General Fund Analysis of Loan and Mortgages Programs 1979-84
Appendix CA  Staff recommendation to resume Securities Lending Program dated
January 5, 2001.
Appendix CB  Securities Lending Income Distribution Procedure
Appendix CC  Power Cost Equalization Fund Invested Daily Cash Balances July 1, 1998
through December 31, 2000.
Annualy Appendix DA Cash Deficiency Operating Plan
Uponcontract ~ Appendix EA  Agreement pertaining to Directed Brokerage for SOA International
renewal Equity Investment Pool
None Appendix FE Investment Policies of the Alaska Student Loan Corporation dated
1/16/96 (superceded by Policies dated 9/11/98)
Annualy Appendix FF Investment Policies of the Alaska Student Loan Corporation dated
9/11/98
None Appendix FG Alaska Student L oan Corporation GeFONSI Due to Accounts
None Appendix ZA 1990 Investment Regulations
None Appendix ZB 1990 Investment Policies
As needed Appendix ZC Credit Ratings
None Appendix ZD Memo from Division of Retirement and Benefits dated May 17, 1999
Regarding Insurance Reserves
Upon Appendix ZE Listing of “AY” and “QD” Accounts at Custodian Bank
modifications
None Appendix ZF Oil and Hazardous Substance Release Response Fund Account
Relationships
Upon new hire  Appendix ZG Delegation of Commissioner's Responsibility for Cash Manager
or emp. Functions
seperation
None Appendix ZH General Investment Policies Manual Update Procedures
None Appendix ZI Investment Policy Statement - Oil and Gas L ease Bonus Funds
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None Appendix ZJ May 28, 1998 Memorandum regarding Retiree Health Insurance Fund
Reserves

None Appendix ZK Funds and Accounts of the Alaska Mental Health Trust Authority

Appendix ZL Decision to Select Lazard Freres Asset Management to manage the

International Equity Portfolio

None Appendix ZM  Letter from Exxon Valdez Oil Spill Trustee Council’s Executive Director
Regarding Earnings of the Exxon Valdez Settlement Fund

None Appendix ZN Court Ruling pertaining to the National Petroleum Reserve — Alaska

Upon Appendix ZO  Commissioner’ s recommendation for changing benchmark for Broad

modifications Market Fixed Income Investment Pool.

Upon Appendix ZP Division of Finance Policy on Funds Credited with Investment Income

modifications Under MOU with Treasury

Upon new hire  Appendix ZQ  ASPIB Delegation of Investment Authority

or emp.

seperation

Upon Appendix ZR ASPIB Private Equity Policy and Guidelines

modifications

Upon Appendix ZS Investment Policy Statement — Alaska Advance College Tuition Savings

modifications Fund (historical)

Upon Appendix ZT Investment Policies and Procedures of the Exxon Valdez Oil Spill

modifications Trustee Council

Upon Appendix ZU Exxon Vadez Oil Spill Trustee Council Resolution Pertaining to Asset

modifications Allocation

Annualy Appendix ZV Reimbursable Services Agreement between the Treasury Division and the

before July 1 Exxon Vadez Oil Spill Trustee Council

None Appendix ZW  AG Opinion regarding Exxon Valdez Qil Spill Expenditures

Upon Appendix ZY Exxon Vadez Oil Spill Fund Payout Schedule

modifications

None Appendix ZZ Attorney General’ s opinion no. 663-98-0298 dated October 26, 2000

regarding the investment earnings all ocation methodology for certain
funds participating in the GeFONSI during FY 1994 through FY 1997.
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I ntroduction and Overview

The Treasury Division (Treasury) of the Alaska Department of Revenue
(Department) is responsible for the financial management functions the Alaska
Legidlature (Legislature) has delegated to the Commissioner of Revenue

(Commissioner) or to the Department. These functions include:

» Managing and accounting for the collection and deposit of most state revenue
including general revenue, federal receipts and miscellaneous revenue,

* Managing and accounting for the state funds placed under the stewardship of
the Commissioner or the Department;

* Providing safe custody for the state funds placed under the stewardship of the
Commissioner or the Department;

* Managing the state's day-to-day cash flows;

* Insuring there are adequate state funds available to honor all warrants drawn
by the Department of Administration; and

* Managing state debt.

The basic statutes assigning these duties to the Department are set forth in

Appendix A.

In addition, Treasury is responsible for carrying out the instructions of and
implementing the policies adopted by the Alaska State Pension Investment Board
(ASPIB) with respect to the investment and management of the funds for which
the Legidature has assigned the fiduciary responsibility to ASPIB. Those funds

include:

Effective 5/15/99 -1
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e Public Employees Retirement Trust Fund,;

* Teachers Retirement Trust Fund;

* Judicia Retirement Trust Fund;

* National Guard and Naval Militia Retirement Trust Fund,;

» State Deferred Compensation Plan; and

o State Supplemental Benefits System.

This publication sets forth the policies and procedures pertinent to the financial
management functions that the Legislature has directly assigned to the Department
or the Commissioner. Aswell, this publication contains the written Investment
Policy Statements (IPS) that ASPIB has adopted with respect to the funds for
which that board acts as the fiduciary.! This publication does not contain the
investment policies pertaining to the funds under the control of quasi-independent
state corporations. These quasi-independent state entities operate independently
and cannot be monitored by Treasury to ensure the accuracy of their investment-

related information.

Finally, this publication includes a voluminous set of appendices containing:

* Annoted compilations of the statutes governing each of Treasury's
responsibilities and each of the important funds Treasury manages;

» Pertinent historical and other background material relating to many of the
funds Treasury manages; and

» Key decision documents relating to the Commissioner's, the Department's and
Treasury's fiduciary responsibilities.

1 A complete set of ASPIB's Policies and Procedures are maintained by Treasury as a separate document.

Effective 5/15/99 |-2
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. Organization, Duties and Qualifications

A. Organization

The following chart reflects the functional organization of Treasury and the dual

reporting relationship under which Treasury functions:

Commissioner
of Revenue

I nvestment Board

Alaska State
Pension

Deputy ASPIB Liaison
Commissioner Officer
Treasury
I
I I I |
Stat Chief
Debt Manager Cash Manager ate | nvestment
Comptroller :
Officer

The specific administrative arrangements by which Treasury fulfillsits

responsibilities to the ASPIB are spelled out in a Reimbursable Services

Agreement (RSA) between the ASPIB and the Department which is renewed each

year. A copy of the agreement for the current and prior fiscal yearsisonfilein

the Department's fiscal office.

Effective 5/15/99
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B. Duties

The principal financial management duties of the individuals reflected on the

organization chart depicted above are:
a Commissioner of Revenue

* Manage and account for the collection and deposit of most state revenue
including genera revenue, federal receipts and miscellaneous revenue (see
section IV for statutory requirements);

* Manage and account for the state funds placed under the stewardship of the
Commissioner or the Department;

* Provide safe custody for the state funds placed under the stewardship of the
Commissioner or the Department;

» Establish investment policies for the state funds placed under the stewardship
of the Commissioner or the Department;

* Review the performance of each state fund placed under the stewardship of
the Commissioner or the Department;

* Manage the state's day-to-day cash flows,

» Ensure there are adequate state funds available to honor all warrants drawn by
the Department of Administration;

» Establish state debt policy;
e Serveas Trustee onthe ASPIB; and

* Provide staff to the ASPIB and the State Bond Committee.

Effective 5/15/99 11-2
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b. Alaska State Pension Investment Board

» Exercisefiduciary responsibility for the invested assets of the Public
Employees, Teachers, Judicial, and Military Retirement Systems (retirement
funds), Supplemental Benefits System (SBS), and the Deferred Compensation
Plan (DCP);

» Establish investment policies for the retirement funds;

» Establish investment options for the SBS and DCP participants;

* Review the performance of each of the retirement funds, SBS, and DCP,

* Review actuarial assumptions and adopt asset allocation for the retirement
funds;

» Select pertinent consultants, external investment managers, legal counsel and
custodian;

* Develop annual budget for managing the assets of the retirement funds, SBS,
and DCP;

* Engage independent certified public accountant to perform an annual audit;
* Adopt and implement investment education policy for trustees;

* Report financial and investment policies and performance of the retirement
funds to the Governor and participating employers; and

» Submit quarterly and long-range investment reports to the Legislative Budget
and Audit Committee.

c. Deputy Commissioner of Revenue for Treasury

Under the policy and executive direction of the Commissioner of Revenue, and

acting as state treasurer:

Effective 5/15/99 11-3
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» Exerciseresponsibility for the administration and management of the Treasury
Division, including debt, cash, comptroller and investment functions,

» Ensure Treasury and ASPIB compliance with Alaska Statutes, Alaska
Administrative Code, policies, and guidelines;

* Recommend budget strategies and proposals to the Commissioner of Revenue
and the ASPIB, and present approved proposals to the Legisature; and

* Act asdesignee for the Commissioner of Revenue on various boards and
commissions when otherwise directed.

d. Liaison Officer to the Alaska State Pension Investment Board

Under the direction of the Deputy Commissioner of Revenue for Treasury, the
Liaison Officer to Alaska State Pension Investment Board is responsible for
coordinating general administrative functions for the board members. Duties

include:

Plan and coordinate elections of trustees;

* Prepare and distribute agenda packets for board members;

» Coordinate and distribute newsletters, annual reports, and other information to
the Legidature, beneficiaries, and employers of the various retirement

systems; and

» Prepare meeting and election notification for publication in accordance with
statutes and regulations.

e. Chief Investment Officer

» Act as"prudent expert" on behalf of the Commissioner of Revenue and the
ASPIB;

Effective 5/15/99 11-4
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» Develop and recommend investment policy and strategy for the Commissioner
of Revenue and the ASPIB,;

* Implement investment policy and strategy for the Commissioner of Revenue
and the ASPIB;

» Manage specific portfolios within guidelines set by the Commissioner of
Revenue and the ASPIB;

» Evauate the results of the investment policies and performance of the
portfolios; and

* Inconjunction with the State Comptroller, assist in the maintenance of this
document.

f. State Comptroller

» Develop, recommend and implement internal control systems and procedures
to ensure al investment assets are safeguarded;

» Account for and report on the investment activity of all funds under the
investment responsibility of the Commissioner of Revenue and the ASPIB;

* Monitor investment manager(s) and custodian(s) for compliance with
investment policies established by the Commissioner of Revenue and the
ASPIB;

* Inconjunction with the Chief Investment Officer, assist in the maintenance of
this document;

* Prepare the annual Treasury Division and ASPIB budgets;
* Recommend and maintain information technology systems adequate to fulfill
the accounting, monitoring, investing, cash management and other

information needs of the Division;

» Prepare fiscal notes and other related reports for the Legislature on proposed
legislation affecting Treasury;
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»  Schedule meetings for the Public School Advisory Board and maintain the
minutes of those meetings; and

* Coordinate the annual audits of all funds in accordance with statutory
requirements.

g. Cash Manager

» Develop, recommend, and implement cash management control systems and
procedures to ensure cost effective cash management and safekeeping of cash;

* Provide the state with the administrative and financial arrangements to collect
revenues,

» Recommend and manage a contract with afinancial institution for redemption
of all state warrants presented for payment through the Anchorage Clearing
House and the Federa Reserve Bank;

* Provide the necessary electronic financial capabilities for electronic
transmission of funds for the state;

* Recommend and implement the necessary collateralization agreements to
safekeep all state funds on deposit;

» Maintain and oversee the U.S. Treasury/State of Alaska's agreement governing
the timely transfer of federal funds due the state;

* Project the state's cash flow needs;

+ Determine the amount of cash available for investment in excess of amounts
necessary for operations; and

* Reconcile Treasury bank accounts with the Alaska Statewide Accounting
System and with Treasury's accounting records.

Effective 5/15/99 11-6
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h. Debt Manager

* Serveas staff to the State Bond Committee;
» Serveas staff to the Alaska Municipal Bond Bank Authority;

* Develop, recommend and implement plans of the State Bond Committee to
issue and refund general obligation bonds and International Airport System
revenue bonds and to enter into lease financing transactions;

» Serveasprincipa state contact with the bond rating services and the national
financial community;

» Preparefiscal notes and other related analyses on proposed legislation
affecting state debt or affecting national bond ratings of the state, agencies, or
municipalities;

» Compile and produce the annual Alaska Public Debt publication; and

* Recommend sdlection and coordinate contracts with the state's bond counsdl,
financial advisor, and bond trustees.

C. Qualifications

The Commissioner depends on the staff of the Treasury Division in fulfilling
collection, investment and control responsibilities. The following minimum
requirements have been established to ensure qualified people are hired to fulfill

those responsihbilities:

* Investment officers within the Portfolio Management Section are required to
be Fellows of the Financial Analysts Federation (Fellow) or Chartered
Financial Analysts (CFA). If neither aFellow nor a CFA at the time of hire,
the investment officer must qualify for that designation within 5 calendar
years following their date of hire.

Effective 5/15/99 -7
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* The Cash Manager isrequired to be a Certified Cash Manager within 24
months of date of hire.

* The State Comptroller isrequired to be a Certified Public Accountant at the
time of hire.

Effective 5/15/99 11-8
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1. Ethics and Financial Disclosure

A. Ethics

To assure appropriate standards of conduct are met and maintained, all employees
of the Treasury Division, as a condition of employment, must acknowledge and
abide by the rules of conduct set forth in the Mandatory Agreement for All
Treasury Personnel included in Appendix B. This agreement includes addenda

that pertain to certain investment officers and to the State Comptroller.

Further: (1) All Treasury staff members are subject to the Alaska Executive
Branch Ethics Act, AS 39.52 (Act); (2) all state investment officersin the
Portfolio Management and Real Estate Investment Management Sections are
required to conform to the applicable provisions of the Code of Ethics and The
Standards of Professional Conduct (Code) of the Association for Investment
Management and Research (see Appendix C). To the extent that any provisions
of the Code are contradicted by or less restrictive than the Act, the provisions of
the Act apply; (3) the state investment officers in the Cash Management Section

are subject to the Treasury Management Association Standards of Ethical Conduct

(see Appendix C). To the extent that any provisions of these standards are
contradicted by or less restrictive than the Act, the provisions of the Act apply;
and (4) the State Comptroller and the Assistant State Comptroller are subject to
the Principles of the Code of Professional Conduct established by the American
Institute of Certified Public Accountants and to Rule 102 - Integrity and
Objectivity - and to Rule 501 - Acts Discreditable - of that same code (see

Effective: 5/15/99 111-1
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Appendix C). To the extent that any provisions of these principles and rules are
contradicted by or less restrictive than the Act, the provisions of the Act apply.

B. Financial Disclosure

The Alaska Conflict of Interest Law, AS 39.50, applies to the Commissioner of
Revenue, the Deputy Commissioner of Revenue for Treasury, the State
Comptroller and all of Treasury's investment officers. Within 30 days of initial
hire and then annually on March 15 (for the prior calendar year), those subject to
this Act must file acomprehensive financial disclosure statement with the Alaska
Public Offices Commission. The disclosure statement requires a detailed list of

the pertinent official's financial assets.

In addition, all members of the ASPIB (including the Commissioner), the
members of the Board's Investment Advisory Council, the Deputy Commissioner
for Treasury, Treasury's investment officers in the Portfolio Management Section,
and the State Comptroller must file transaction disclosure statements whenever
they buy or sell equities, marketable debt securities or real estate. AS 37.10.230(b)
requires disclosure by members of the ASPIB. The requirement that some staff

members similarly disclose has been imposed by the ASPIB.

Effective: 5/15/99 11-2
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IV. Responsibility of Department of Revenueto Assure Proper Amounts
of Revenue are Collected and the Proper Amounts of Fundsare
Expended

A. Revenue Collected

Treasury's responsibilities with respect to revenue collection are focused on
providing efficient, cost-effective means for depositing money in the state

treasury. Treasury isresponsible for carrying out the Department's obligation to:

» collect al state revenue except certain program receipts (AS 44.25.020 and
AS 43.05.150);

» provide ameans by which the fees charged by various state agencies are to be
remitted to the state treasury (AS 37.10.050); and

» apply for and receive money due the state from the federal government
(AS 43.05.200).

All of these responsibilities are carried out by Treasury's Cash Management

Section. Policies and procedures pertinent to Treasury's cash management

function may be found in Section XV1 of this publication.

The Department has the legal responsibility to insure that the proper amount of
money is collected and deposited into the Public School Trust Fund. AS
37.14.150. The State Comptroller is specifically assigned to carry out this
responsibility.

While Treasury is not responsible for insuring that the proper amount of public

revenue is actually collected, other units within the Department have those

Effective: 5/15/99 V-1
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responsibilities. The tax audit divisions have the responsibility to enforce the tax
laws. AS43.05.150. The Division of Oil and Gas Audit has aresponsibility for
auditing oil and gas royalty payments. AS 38.05.036. (The Department of

Natural Resources uses these audits to ensure that the state receives the oil and gas
royaltiesto which it isentitled). Finally, the Department is also required to ensure
the proper amount of miscellaneous revenue is collected where that responsibility

has not been vested in some other state agency (AS 43.05.150).

All of these statutes pertinent to the state's revenue collection responsibility may

be found in Appendix D.

B. Funds Expended

The Department of Administration has the overall responsibility for ensuring that
state funds are properly expended. (See AS 37.10.010 in Appendix D.) The
Department of Revenueis, of course, responsible for maintaining the integrity of
its own expenditures under the applicable provisions of the Fiscal Procedures Act.
AS 37.05.010-995.

Effective: 5/15/99 V-2
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V. Brief History of Treasury'sRolein the Management of Alaska's
Public Funds

A. The Alaska Treasury

Prior to Congress's enactment of the Alaska Territorial Organic Act (Act of
August 24, 1912, Ch. 387, 37 Stat. 512), the federal government was responsible
for providing al government servicesin the Territory of Alaska. The 1912
Organic Act authorized the establishment of alegislative assembly in the Territory
of Alaska and, as a consequence, a Territorial Government with the responsibility

for providing many government services.

In 1913, thefirst Territorial Legislature established the office of the Treasurer of
the Territory of Alaska. Ch. 77 SLA 1913. From 1913 to 1930, the Territorial
Treasurer was appointed by the Territorial Governor who was, in turn, appointed
by the United States Secretary of the Interior. The Territorial Treasurer was
responsible for collecting and managing the funds of the territorial government.
The Territory's funds were to be deposited in three or more banks in the Territory
and "reasonably divided and apportioned" among the banks. 8 7 Ch. 77 SLA
1913.

In the trivia department, this 1913 Act required the following:

[T] he Treasurer of the Territory of Alaska shall have a Great Seal of Office,
which shall be two and one-half (2 1/2) inchesin diameter and bear just within
the perimeter of the seal the words, "Great Seal of the Treasurer of the Territory
of Alaska," and within the words, a star at the top of the seal, representing the
North Sar, beneath whichisa key. 8 8 Ch. 77 S_A 1913.

Effective: 5/15/99 V-1
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Thefirst trust the Territorial Treasurer was required to administer involved Benny
Benson, the winner of the contest to design an Alaskaflag. In 1927, the American
Legion conducted a contest for the design for an Alaskaflag. The Territorial
Legidlature appropriated $1,000 to send the winning designer to Washington D.C.,
together with an escort, to present the flag. The escort was to be selected by the
Governor from the American Legion or itsauxiliary. Ch. 76 SLA 1927. The
young man who submitted the winning design, Benny Benson, apparently did not
make the trip, and two years later, the Territorial Legislature directed the
Territorial Treasurer to deposit the $1,000 in atrust to pay for Benny Benson's
costs at the Alaska Agricultural College and School of Mines. The Legislature
authorized the investment of the funds in the trust in "United States Bonds or
other obligations of the United States." Ch. 51 SLA 1929. Since Mr. Benson did
not attend the University, the Territorial Legislature appropriated the money
directly to himin 1939. Ch. 52 SLA 1939.

The Territorial Legislature extensively reorganized the executive departments of
the Territorial Government in 1929. Ch. 118 SLA 1929. Prior to this
reorganization act, the Attorney General was the only Territorial executive chosen
by election. The 1929 Act provided for an elected Territorial Treasurer and an
elected Territorial Auditor beginning in 1930. This legislation modified slightly
the requirement that the Treasurer deposit the Territory's money in three or more
of the Territory's banks. The amounts deposited in each bank were to "be
apportioned between such banks in proportion to the amount of fundsin the
Treasury of the Territory and the size of the bank as measured by its
capitalization..." 816 Ch. 118 SLA 1929. The 1929 Reorganization Act
reaffirmed the requirement for a Great Seal of Office for the Territorial Treasurer.
8§17 Ch. 118 SLA 1929.
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The Territorial Legislature had, in 1923, assigned the Territorial Treasurer the
responsibility to be the treasurer of the Alaska Agricultura College and School of
Mines. Ch. 88 SLA 1923. Then in 1935, when the University of Alaskawas
organized to take the place of the Agricultural College and School of Mines, the
Legidature transferred that responsibility to the Treasurer of the newly established
Board of Regents. Ch. 49 SLA 1935.

In 1945, the Legislature gave the Territorial Treasurer the authority to invest

certain Territorial fundsin United States bonds.

Whenever thereisin excess of one million dollars in unappropriated fundsin the
Territorial Treasury, the Treasurer is authorized and empowered to invest in
interest bearing bonds of the United States of America. Ch. 51 SLA 1945.

This authority was expanded in 1953 to permit the investment of excess fundsin

the Territorial Treasury in veterans mortgages.

Whenever thereisin excess of one million dollars in unappropriated fundsin the
Territorial Treasury, the Treasurer is authorized and empowered to invest in
interest bearing bonds of the United States of America and to negotiate with and
purchase from the Veterans' Affairs Commission preferred commercial paper held
by it under the Alaska World War 11 Veterans Act and may sell such bonds and
sell or transfer back to the Veterans' Affairs Commission such preferred
commercial paper that isin his possession or may come into his possession...

[T] he Treasurer may likewise invest in said preferred commercial paper any
other Territorial funds he is authorized by law to invest. Ch. 140 SLA 1953.

This enactment initiated the investment program by which, over the next twenty-
five years, the Territory (and later as the State of Alaska) made substantial

investments of its General Fund in Alaska mortgages.
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When Alaska achieved statehood in 1959, the state's executive operations were
consolidated under the newly elected Governor pursuant to the Alaska
Congtitution. The office of Treasurer was abolished (along with its Great Seal of
Office) and the Treasurer's responsibilities were assigned to the newly created
Department of Revenue. 88 10, 27 Ch. 64 SLA 1959. Following the
recodification of Alaskalaw in 1962, the statute governing general investment
authority of the Commissioner of Revenue with respect to the state treasury,

AS 37.10.070, read as follows:

(a) whenever thereisin excess of $1,000,000 in unappropriated funds in the state
treasury, the Department of Revenue may (1) invest the excess in interest-bearing
bonds of the United Sates; (2) negotiate with and purchase from the Department
of Commerce of the state preferred commercial paper held by it under the Alaska
World War |1 Veterans' Act (AS 26.15); (3) may sell the bonds and sell or transfer
back to the Department of Commer ce the preferred commercial paper that isin its
possession or may come into its possession.

(b) The Department of Revenue may invest in this preferred commercial paper
any other state fundsit is authorized by law to invest.

In January 1964, pursuant to the land grant provisions of the Alaska Statehood
Act, the State of Alaska selected 1,600,000 acres of federally-owned land on the
North Slope bordering on the Beaufort Sea. The state held three competitive oil
and gas lease sales in December 1964, July 1965 and January 1967 in which it
offered portions of this North Slope land selection; the three lease sales combined
covered al of the selected land. About seventy percent of the offered land was
leased for bonus bids totaling $12 million; there were no bids on the lands

comprising the other thirty percent.

In January 1968, two of the state's North Slope lessees - Atlantic Richfield
Company and Humble Oil and Refining Company - announced that they had
discovered the Prudhoe Bay oil and gas reservoir. In September 1969, the state
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reoffered the North Slope lands for which it had received no bids in the three
earlier lease sales. It received dightly more than $900 million in bonus payments
to lease this reoffered land. When this unexpected bonanza arrived, state officials
concluded that the statutes governing the investment of fundsin the state treasury
were inadequate. In 1970, the investment authority of the Commissioner of
Revenue was repealed and replaced with a set of lengthy, detailed standards.

81 Ch. 206 SLA 1970.

The new investment standards were clearly the product of a political compromise
between advocates of "prudent investing” and advocates of "Alaska investing.”
The major features of the 1970 Investment Act were:

Investments limited to alegal list;
* Investment in equities permitted;

* Investment policy wasto be based on "considerations” of "maximum income
and safety as governed by the Prudent Man Rule and the benefit to the private
and public sectors of the economy in terms of increased housing and
commercia credit, stimulated business activity, increased employment,
support of the market for state and local bonds, increased revenue together
with the possible inflationary effect of the investment...”

* Investment preference was given to Farmers Home, FHA, VA, State Veterans,
and conventional residential mortgages and "other secured loans, if the
originating financial institution retain[ed] at least 33 1/3 percent of the
mortgage;” and

» Notes and mortgages were to be purchased "at a rate conducive to develop and
benefit Alaska and Alaska residents and such rate may be less than the market
rate."

8§ 1 Ch. 206 SLA 1970. Theresulting investment of the state General Fund in

mortgages and other Alaskaloansis discussed briefly in Section XI1I (W).
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In 1976, just before oil began to flow to market from the Alaska North Slope, the
voters of Alaska amended the Alaska Constitution to create the Alaska Permanent
Fund. Inthe legidlative session immediately following the 1976 election, the
Legidature enacted interim arrangements for investing and managing the newly
created Alaska Permanent Fund. Ch. 6 SLA 1977. Thislegislation placed the
investment responsibility for the Alaska Permanent Fund with the Commissioner

of Revenue and limited the fund's investments to fixed income securities.

From 1977 to 1980, a vigorous debate took place concerning the management of
the Alaska Permanent Fund. Some legislators advocated investing the Fund
primarily as atrust, taking advantage of the best investment opportunities
available in the nation's major financial markets. Other legislators believed the
Fund should be primarily invested in Alaskato foster the economic devel opment
of the state. In the course of the legisative examination of the issue on how best
to invest the Permanent Fund, the Legislature examined as well the investment
standards and practices pertinent to the state's General Fund and to the state's two
major retirement funds - the Public Employees Retirement System (PERS) and
the Teachers Retirement System (TRS). By 1980, the state had invested $750
million of its General Fund in Alaskainvestments - $700 million in mortgage and
business loans, $40 million in loans to various quasi-public state corporations, and
$9 million in direct loans to Alaskan communities. The picture was much the
same for the investment of the money in the two state-managed retirement funds.
In 1980, $263 million (36%) of the $724 million in the two retirement funds was
invested in Alaska mortgages. The percentage of the two retirement funds
invested in Alaska mortgages had been even higher two years earlier - 38.5%.

The legislative proponents of a"trust” approach for the Alaska Permanent Fund
finally prevailed over the proponents of a"development bank” in 1980. The Fund
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was placed under the management of a newly-established quasi-public corporation
headed by a six-member Board of Trustees. 85 Ch. 18 SLA 1980. By law, the
Commissioner of Revenue must be one of the six trustees. The investment
standard established for the Permanent Fund was:

The Prudent Investor Rule shall be applied by the board in the management and
investment of fund assets. The Prudent Investor Rule as applied to investments of
the Fund means that in making investments, the Board shall exercise the judgment
and care under the circumstances then prevailing that an institutional investor of
ordinary prudence, discretion, and intelligence exercises in the management of
large investments entrusted to it not in regard to speculation but in regard to the
permanent disposition of funds, considering probable safety of capital aswell as
probable income. AS 37.13.120(a).2

The Legidlature established adetailed "legal list" of permitted investments for the
Permanent Fund; the initial list included certain kinds of mortgage and business
loans and very high quality public and corporate debt. No investment in corporate

equity securities or real estate was permitted. The Legislature instructed the

Board of Trusteesto give amodest preference to certain Alaska investments:

The board shall invest the assets of the fund in in-state investments to the extent
in-state investments are available if the in-state investments:

2 This standard of prudence was an adaptation of the standard then separately applicable to the Public
Employees Retirement System (PERS) Fund under AS 39.35.110(c) and to the Teachers' Retirement
System (TRS) Fund under AS 14.25.180(c). The first sentence of the standard - the explicit application of
the Prudent Investor Rule - was new. The remainder of the standard follows word-for-word the same as the
amended |language adopted later in the same legislative session with respect to the PERS and TRS funds.
The following quote reflects the 1980 amendment to the standard applicable to the PERS Fund in § 8 Ch.
122 SLA 1980. Inthat bill, AS 39.35.110(c) was amended to read (underline indicates addition):

(c) In making investments the commissioner of revenue shall exercise the judgment and care under
the circumstances then prevailing which an institutional investor [ A MAN] of ordinary prudence,
discretion, and intelligence exercises in the management of large investments entrusted to it [HIS
OWN AFFAIRS not in regard to speculation but in regard to the permanent disposition of [HIF
funds, considering [ THE] probable safety of capital aswell as probable income [FROM THEM AS
WELL ASTHE PROBABLE SAFETY OF HISCAPITAL].
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* havearisklevel and expected yield comparable to alternate investment
opportunities; and
* areincluded in thelist of permissible investmentsin this section.
AS 37.13.120 (1).
In that same 1980 legidlative session, the Legislature completely revised the law
governing the Commissioner of Revenue's authority to invest the General Fund
and the two retirement trust funds. Ch. 122 SLA 1980. This major revision of the
Commissioner of Revenue's investment authority came about as a consequence of
two factors: (1) the Legislature's examination of the investment issues relating to
the Permanent Fund; and (2) the Legidlature's reaction to its learning of the
concentration of General Fund and retirement fund investmentsin Alaska

mortgages.

The standard of prudence made applicable to the Commissioner's investment of
the General Fund and the PERS and TRS Funds was virtually identical to the
standard adopted with respect to the Alaska Permanent Fund.

The"legal lists" of permitted investments for the General Fund and the two
retirement funds were substantially modified in the 1980 legislation. The
authority of the General Fund to invest in mortgages was all but eliminated
(following the 1980 revisions, the Commissioner could only invest in certain
mortgages of the Alaska Rural Rehabilitation Corporation). The authority of the
Commissioner to invest the two retirement funds in Alaska mortgages was
substantially reduced. The General Fund investment preference for Alaska
investments was eliminated, and the authority to invest in Alaskainvestments at

"less than market rate" was also eliminated.
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The 1980 legidation required the Commissioner of Revenue invest the General
Fund and the TRS and PERS Funds "at competitive national market rates."
881, 6 and 7 Ch. 122 SLA 1980. Thislegidation also authorized

the Commissioner of Revenue to invest a portion of the two retirement fundsin

gold bullion.

In 1988, the Legidature once again revised completely the provisions of Alaska
law governing the Commissioner of Revenue's authority to invest the General
Fund, the PERS and TRS Funds and all the other smaller funds committed to the
Commissioner's stewardship (e.g. the Public School Trust Fund, the University of
Alaska Endowment Trust Fund, the State Mortgage Insurance Fund, etc.). This
legislation similarly modified the investment standards pertaining to the
University of Alaska. This 1988 legidlation, Ch. 141 SLA 1988, significantly
changed the manner in which the Department was obligated to invest the state's
money. Until 1988, the investment practices for each of the funds for which the
Department was responsible were governed by separate "legal lists' of permitted
investments. The 1988 act, HB 547 initially introduced by the House Finance
Committee, rewrote and made consistent the investment standards governing all
of the investment responsibilities of the Department and of the University of
Alaska. Thelegidation explicitly eliminated the legal lists that pertained to the
various funds for which the Commissioner and the University were responsible
and modified dlightly the articulation of the Prudent Investor Rule adopted with

respect to the General Fund and the two major retirement funds eight years earlier.

The bill the House Finance Committee introduced was the work product of the
Treasury Division. The bill, as amended in the final enactment, eliminated the
legal lists and established the Prudent Investor Rule for funds entrusted to the

Commissioner and to the University. Appendix E contains key documents

Effective: 5/15/99 V-9
Section V: Brief History of Treasury's Role in the Management of Alaska's Public Funds


http://www.revenue.state.ak.us/treasury/policies/App_V1.2/4app-e.pdf

TREASURY DIVISION
DEPARTMENT OF REVENUE
STATE OF ALASKA

e o0 000 \ersonl8Released June?29, 2001 e © o o o o

relating to the legislative history of thisimportant change in the standards

governing the investment of state funds.

In 1992, following the difficulties the state encountered in 1991 with respect to
the investment of state Supplemental Benefits System funds in guaranteed
investment contracts with Executive Life Insurance Company, the Legislature
created the Alaska State Pension Investment Board to assume fiduciary
responsibility with respect to the state's various retirement funds. Ch. 31 SLA
1992. Inthat legidation, AS 37.10.071(c), the investment standard applicable to
amost all of Treasury'sinvestments established in the 1988 major rewrite was
amended as follows (underline indicates addition and capitalized and bracketed
indicates deletion):

In exercising investment, custodial, or depository powers or duties under
this section, the fiduciary of a state fund shall apply the prudent investor
rule and exercise the fiduciary duty in the sole financial best interest of the
fund entrusted to the fiduciary. Among beneficiaries of a fund, the
fiduciaries shall treat beneficiaries with impartiality. [ COMMISS ONER
SHALL EXERCISE THE JUDGMENT AND CARE UNDER THE
CIRCUMSTANCES THEN PREVAILING THAT AN INSTITUTIONAL
INVESTOR OF ORDINARY PROFESSIONAL PRUDENCE,
DISCRETION, AND INTELLIGENCE EXERCISESIN MANAGING
LARGE INVESTMENTSWTH CONS DERATION FOR THE PURPOSE
OF THE FUND, THE INVESTMENT OBJECTIVES, THE CONTINUING
DISPOSTION OF THE FUND'SINVESTMENTS, AND THE PROBABLE
SAFETY OF THE CAPITAL ASWELL ASTHE PROBABLE
INVESTMENT RETURNSY.

The 1992 changesin AS 37.10.071(c) substituted a genera reference to the
Prudent Investor Rule for the 1980 Legidature's and the 1988 Legidature's
attempt to spell out a detailed articulation of that same rule.
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Three distinguishing elements of the 1988 standard were that prudence be that of:
* aninstitutional investor;

» aprofessional; and

* aninvestor managing large investments.

These elements are not explicitly stated in the 1992 revision, but Treasury
believes these elements continue to be incorporated in the prudent investor
standard applicable to Treasury. AS 14.25.180(c)'s continuing reference to the
"large investments' element of the 1988 standard compels this conclusion. (See
the memorandum from Willkie Farr & Gallagher in Appendix E, and Appendix
G)

B. The Two Major Retirement Funds

1. Teachers Retirement System

The Territorial Legidature established the Teachers Retirement System (TRS) in
1929 under the supervision of a Teachers Pension Board consisting of the
Territorial Governor, the Territorial Commissioner of Education and the
Territorial Treasurer. The system provided aretirement of $800 per year payable
in four quarterly paymentsto retired teachers fifty-five years or older who had
taught for twenty-five or more years of which at least fifteen had to have been in
Alaska. Ch. 83 SLA 1929. The Territorial Treasurer was responsible for
investing excess TRS assetsin one or more of the "Territorial Depositories,”

United States Government bonds or other government securities.

The Territorial legislature modified the Territorial Treasurer's investment
authority pertinent to the TRS Fund in 1945 to make that investment authority
paralld to the investment authority pertinent to the Territorial General Fund. 814
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Ch. 17 SLA 1945 and § 19 Ch. 145 SLA 1955. Thislegidlation authorized the
investment of the TRS Fund in Alaska veterans mortgages.

In 1960, the state Legidlature revised the investment standards pertinent to the
TRS Fund. Therevised standards provided for a"legal list" of permitted
investments that included corporate stocks and bonds. The revision also imposed
the following standard of care on the Commissioner:

In making each and all of such investments the Commissioner of Revenue shall
exercise the judgment and care under the circumstances then prevailing which
men of ordinary prudence, discretion, and intelligence exercise in the
management of their own affairs not in regard to speculation but in regard to the
permanent disposition of their funds, considering the probable income therefrom
aswell asthe probable safety of their capital... § 15 Ch. 89 SLA 1960.

The Alaska Legislature revised the applicable "legal list" twelve times between
1960 and 1980. By 1980, Treasury had invested 38% of the TRS Fund in Alaska

mortgages.

Asdiscussed in detail above, the Legislature passed important major revisions of
the laws relating to the investment of the TRS Fund in 1980, 1988 and 1992.
These changes resulted in (1) the elimination of the investment restrictions
imposed by a"legal list"; (2) the substitution of the "Prudent Investor Rul€" for
the "Prudent Person Rule"; and (3) the shift of fiduciary responsibility for the TRS
Fund to the ASPIB.

Pursuant to the 1992 legidlation, Treasury now provides the staff support for the

ASPIB, and the Commissioner of Revenue is a member of that Board.
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2. Public Employees Retirement System

Various legidatures had several false starts before finally establishing the Alaska
Public Employees Retirement System in 1960. In the summer of 1948, Ralph
Rivers, the Territory's elected Attorney General, hired Thomas B. Stewart,® then a
student between hisfirst and second years at the Yae Law School, to draft
legislation creating a public employees retirement system in Alaska. In 1949, the
Territorial Legisature passed the legidation drafted by Mr. Stewart. Ch. 41 SLA
1949.

The System covered Territorial employees and the employees of municipalitiesin
the Territory if the pertinent municipality elected to participate in the System. The
System and the investment of its funds were under the control of a seven-member
board that included the Territorial Attorney General, Auditor, Commissioner of
Labor, Welfare Director and the Treasurer together with two public members - an
employee representative and a representative of a participating municipality. 8§15
Ch. 41 SLA 1949. The Legidlature restricted the Fund's investmentsto a "legal
list" of only government-issued, fixed income obligations. § 16 Ch. 41 SLA

1949.

The Territorial Government never fully implemented the System created in the
1949 legidation. In 1951, the Territorial Legislature enacted an alternative
arrangement providing for special coverage of employees of Alaskaterritorial and
local governments under Title 11 of the Federal Social Security Act. Ch. 95 SLA
1951.

% Thomas Stewart served as (1) the Secretary of the Alaska Constitutional Convention eight years later in
1956; (2) aTerritorial and State Legislator in the late 1950's and early 1960's; and (3) as a Superior Court
Judge in Juneau from 1966 until 1981.
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Contemporaneously, the Legid ature repealed the 1949 Act, and the system
returned both the employees’ and municipalities contributions. § 2 & 9 Ch. 102
SLA 1951. The same legislation provided for monthly stipends for six retired
beneficiaries of the 1949 Act.* §1 Ch. 102 SLA 1951.

In 1960, the Legislature established the current Public Employees Retirement
System and vested the investment responsibility for the System in the
Commissioner of Revenue. Ch. 143 SLA 1960. The legidator principally
responsible for this new legislation was Senate State Affairs Committee Chair
Thomas B. Stewart. The governing investment standard, the "Prudent Man Rule,”
was identical to the standard established for the TRS; the "legal list" of permitted
investments was virtually the same. Much asthe Legisature modified the TRS
Fund "legal list" over the next two decades, it amended the PERS "legal list"
eleven times between 1960 and 1980. By 1980, Treasury had invested 35% of the
Fund in Alaska mortgages.

The 1980, 1988 and 1992 |egidlative changes discussed with respect to the TRS
Fund, wereidentical in their effect on the PERS Fund.

* The beneficiaries and their monthly stipends were:

Norman Cook 152.90

G.W. Gasser 198.50

Nils G. Johansson 93.67

B.D. Stewart 136.58

Ray Stevens 66.91

Josie White 124.30
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C. Enterprise Funds and the State's Quasi-independent Public

Corporations

The Legidature made the Department of Revenue responsible for the investment
of funds pertinent to one of the state's first major enterprise operations, the state
International Airports. Ch. 88 SLA 1961 (now codified as AS 37.15.410-550).

Since 1970, the Legidlature has established alarge number of quasi-independent
corporations that issue revenue bonds to support and promote various activities.

For the most part, these quasi-independent corporations manage their own funds
in accordance with policies adopted by their boards of directors and pertinent

covenants in the bonds that they issue. Today these corporations include:

» The Alaska Housing Finance Corporation (AS 18.56.010-900);

» TheAlaskalndustrial Development and Export Authority (AS 44.88.010-
900);

* The Alaska Energy Authority (AS 44.83.020-995);

* TheAlaskaMunicipal Bond Bank Authority (AS 44.85.005-.420);

* The Alaska Student Loan Corporation (AS 14.42.100-390);

» TheAlaskaMedical Facility Authority (AS 18.26.010-900); and

» The Alaska Aerospace Development Corporation (AS 14.40.821-990).

The Commissioner of Revenue serves on the boards of all of these corporations

except the Aerospace Development Corporation.

Two additional independent quasi-public corporations enjoy even more
independence than the seven listed above. They too manage their own
investments, but the Commissioner of Revenue does not serve on their boards.

These corporations are:
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» TheAlaskaRailroad Corporation (AS 42.40.010-990); and

« The Commercial Fishing and Agriculture Bank (CFAB) (AS 44.81.010-350).°
The Alaska Legislature has committed the management of three large trusts and
one relatively small trust to the Alaska Permanent Fund Corporation. The trusts
and their respective 1998 fiscal year end balances are:

The Alaska Permanent Fund $ 25hillion
(AS 37.13.010-900)
The Alaska Science and Technology Fund $130 million

(AS 37.17.010-110)

The International Trade and Business Endowment $ 5 million

(AS37.17.440)

The Mental Headlth Trust Fund $300 million

(AS37.14.001-099 and AS 47.30.056)
The Alaska Permanent Fund Board of Trusteesisthe fiduciary for the Alaska
Permanent Fund. The other three trusts are each governed by an independent
board that is responsible for spending the annual income attributable to that trust
in accordance with the purposes of the trust. Precisely how the fiduciary
responsibility for investing the assets of the trust is divided among the Permanent
Fund Board of Trustees on the one hand and the governing boards of the Science
and Technology Fund, the International Trade and Business Endowment, and the
Mental Health Trust on the other, is not entirely clear. The financial assets of the
Science and Technology Fund, the International Trade and Business Endowment,
and the Mental Health Trust are commingled with the assets of the Permanent
Fund. Consequently, the asset allocations for the investment of those funds are
identical to those of the Permanent Fund. Finally, the Science and Technol ogy
Fund, the International Trade and Business Endowment, and the Mental Health

® While CFAB was expressly created by state statute in 1979 and was originally capitalized with state funds,
itisnow treated as an entity wholly separate from the state. Sinceit is not fiscally dependent upon the
state, CFAB’sfinancial affairs are not reflected in the state’ s Comprehensive Annual Financial Report. The
Alaska Railroad’ sfinancia affairs are included in the state’s Comprehensive Annua Financial Report.
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Trust help pay the operating costs for the Alaska Permanent Fund Corporation
based on the market value of the assets in the respective funds.

Unlike the funds under the direct responsibility of the Commissioner of Revenue,
the University of Alaska, and the retirement funds, the Legislature has continued
to restrict investment of Permanent Fund assetsto a*“legal list.”

The Commissioner of Revenue serves on the Board of Trustees for the Alaska
Permanent Fund but does not serve on the boards for the Science and Technol ogy
Foundation nor the Mental Health Trust. However, pursuant to AS 47.30.041, the
Commissioner of Revenue, along with the Commissioners of Health and Social
Services and Natural Resources, serves as an advisor to the Alaska Mental Health
Trust Authority Board.

The statutes governing the general investment authority of the Department arein

Appendix F.
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VI. Standardsof Careand Loyalty Applicableto the Investment of State

Funds

A. Care

This publication documents the framework in which the Department undertakes to
fulfill its fiduciary responsibilities for the management of state funds. Most of the
funds placed under the care of the Department are trust funds. First, several of the
funds entrusted to the Commissioner are expressly denominated as "trust funds,”

including:

e ThePublic School Trust Fund;

e TheAlaska Children's Trust;

e Thelnvestment Loss Trust Fund; and
» TheAlaskaHeritage Trust Fund.

Second, for several funds entrusted to the Commissioner, the Legislature has
specified that the Commissioner is the "fiduciary" for those funds. Where the
care-taker of afund is characterized asa "fiduciary,” the fund isatrust. These
funds include:

* The General Fund and Other Non-segregated Investments (the GeFONSI)
(includes the state General Fund together with along list of other state
subfunds); and

» The Retiree Hedlth Insurance Fund.

Third, Treasury is the agent for managing several funds for which other entities

are specified as the fiduciaries including:

» Thefour retirement funds and the two plans for which ASPIB isfiduciary; and

* The University of Alaska Endowment Trust Fund and the Alaska Advance
College Tuition Savings Fund for which the Board of Regents of the
University of Alaskaisthe fiduciary.
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Finally, there are several funds placed with the Commissioner that have neither
the trust label nor an express fiduciary relationship with the Commissioner. These

funds include:

» The Constitutional Budget Reserve Fund (CBRF). (The currently unfunded
cousin of the CBRF, the Statutory Budget Reserve Fund, is atrust);

» Thelnternationa Airport Funds; and

» Alaska Student Loan Corporation bond proceeds and collateral receipts.

Treasury employs asingle fiduciary investment process and standard for all of the

funds entrusted to the Department whether or not the fund is technically

denominated as atrust.

Following the American Law Institute's adoption of the Restatement (Third) of
Trusts in 1990, the members of the fiduciary community, including the trustees of
foundations, endowments and public and private pension funds as well as legal
scholars, agreed that the following catal ogs the fiduciary duties of the important
participants in the investment process for a group of funds similar to those

entrusted to the Department of Revenue:

1. Fiduciary Responsibilities of The Primary Fiduciary (Commissioner and staff)

*  Prepare written investment policies and document the investment processin
writing. In doing so, the fiduciary ought to:

» Determine the missions and objectives of each fund;
» Choose an appropriate asset alocation strategy for each fund;
» Establish specific investment policies consistent with each fund's

objective; and
» Select investment managers for each fund to implement the investment
policy.
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= Diversify assetsin light of the risk/return objectives pertinent to the purpose of
the fund;

»  Use "prudent experts' to make investment decisions,
= Control investment expenses,

= Rigorously monitor the activities of all investment managers and investment
consultants,

= Avoid conflicts of interest; and

=  For assets held in trust, take actions with respect to those assets for the sole
benefit of the trust's beneficiaries.

2. Fiduciary Responsibilities of Investment Managers

* Investment Managers are fiduciarily responsible for the assets placed under
their discretion.

3. Fiduciary Responsibilities of Consultants

= Consultants (investment consultants, attorneys, outside auditors and other
service providers) have afiduciary responsibility for the services they are
contracted to provide with respect to any particular fund's assets. They are
consequently fiduciarily responsible for the quality and accuracy of any
service, report information, or recommendations made to the Commissioner or
Department.

4. Fiduciary Responsibilities of Custodian Banks

» A master custodian is fiduciarily responsible for the proper safekeeping,
valuation, pricing, accounting and reporting of fund assets.

To fulfill its obligations under the modern Prudent Investor Rule, it is extremely

important for the Department to carefully follow awell-articulated, written

investment process with respect to each fund that it manages and to adopt and
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maintain up-to-date written investment policy statements for each fund. This
publication - and the periodic revision of this publication - are intended to fulfill

that obligation.

A fiduciary meets the prudent investor standard by establishing, following and
frequently reexamining the process by which it manages risk, chooses managers,
supervises managers, and monitors manager performance.

Following isa summary of the five-step prudent investor process the Department

currently employs:

1. Analyze the current situation pertinent to each fund each February and March
and more often when prudence so requires.

* Conduct afiduciary audit of each fund;

* Review thelega and administrative constraints pertinent to each fund;

* Review the assumptions pertinent to contributions and disbursements from
each fund,

* Review the current investment strategies and policies;

» Conduct an analysis of the current asset allocation and investment
activities; and

* Review the costs of managing the portfolio.

2. Design the optimal portfolio.

* Propose various optimal asset allocation strategies,

* Address strategic (long-term) and tactical (short-term) investment
strategies against the backdrop of capital markets; and

* Analyze the investment alternatives based upon the concepts of modern
portfolio theory.

3. Formalize the investment policy.
»  Set or modify investment policy and implementation guidelinesin the

written Investment Policy Statement (IPS);
* OncethelPSis prepared, follow it rigoroudly;
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* Reanalyze the pertinent options any time that the Commissioner
contempl ates allocating assets to an asset class not specified in the IPS;
and

* Rewritethe IPSif the Commissioner decides to invest in anew asset class.

4. Implement the investment policy.

*  Where appropriate, consider a number of alternative investment manager
structures, focusing on styles or strategies within each broad asset class;

» Sdlect investment managers;

* Negotiate account size minimums and fees with appropriate investment
managers, and

» Coordinate custodial and brokerage services,

5. Monitor and supervise the portfolio.

* Provide ongoing supervision of the investment program;

* Prepare adetailed monthly appraisal of consolidated holdings and
portfolio transactions,

* Prepare periodic performance attribution reports comparing the
performance of the portfolio against appropriate benchmarks, stated
investment objectives and investment managers of similar style;

» Check the asset allocation to make sure it conforms to the limits specified
in the IPS and rebalance the portfolio if necessary; and

e Monitor and control investment expenses and costs.

A detailed articulation of this five-step process is set forth in Appendix G.

The five step process and the investment policies and procedures articulated in
this publication differ in severa substantial ways from an earlier effort by the
Department to articulate a clearly defined investment process and a set of written
investment policies pertinent to the funds managed by the Department. This
earlier effort, a set of regulations together with a set of companion investment
policies, occurred in 1990, before the Legislature created ASPIB and at atime
when the Commissioner of Revenue was the sole fiduciary for the state's

retirement funds. Although the regulations took effect in January 1991, the
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department repealed the regulationsin late 1991. A brief overview of the
regulations together with a copy of the regulations may be found in Appendix ZA.
A copy of the companion investment policies may be found in Appendix ZB.

B. Loyalty

A trustee, when investing funds or otherwise acting on behalf of atrust, must act
in the sole best interest of the beneficiaries of that trust. In most instances, this
duty of loyalty requires that investment decisions be directed solely toward the
goal of earning income for expenditure to further the objective(s) of the trust. A
trustee may not invest trust assets to achieve alternative social goals. This general
ruleis greatly strengthened with respect to most public trustsin Alaska.

AS 37.10.071(c), made applicable to ailmost all of the funds placed under the
fiduciary responsibility of the Commissioner or the ASPIB, requires that all
investments for the pertinent funds be made in the "sole financial best interest of
the fund.” (See August 12, 1998 Memorandum of Advice from the Attorney
General in Appendix O.)

Appendix G contains pertinent material relating to the obligation of loyalty
required of the fiduciaries of the public trust funds created by the Legidlature.
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VII. Upkeep and Compliance with This Publication

Assuring that the Department (1) follows the policies and procedures set forth in
this publication and (2) modifies those policies and procedures when appropriate
are key elements in guaranteeing that the Department fulfillsits fiduciary
responsibilities. The Commissioner assigned responsibility for ensuring that the
Department follows these policies and procedures, and for modifying them as
necessary, jointly to the Chief Investment Officer and the State Comptroller. (See
Appendix ZH for specific procedures regarding maintenance of this publication.)
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VIIl. Delegation of the Commissioner's Responsibility for State Funds

The Prudent Investor Rule as articulated in the Restatement (Third) of Trusts
provides that afiduciary ought to delegate some or al of the specific investment

and control responsibilitiesto "prudent experts.”

Appendix H contains the provision of the Restatement (Third) of Trusts that both
mandates and sets the standards for delegation of fiduciary responsibility.

Appendix H also contains the statute governing the Commissioner's delegation of
fiduciary responsibility.

Appendix | contains the Commissioner's current delegations of investment

authority for state funds.

Appendix J contains the Commissioner's current delegations of monitoring and

control responsibility for state funds.

Appendix ZG contains the Commissioner's current delegations for Cash Manager

functions.
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IX.  Building Blocksfor Treasury's Investment Policies

A. I ntroduction

The Commissioner of Revenue, acting through the Treasury Division, must
develop an investment policy for each of the funds entrusted to the Department.
Treasury has developed the policies pertinent to each of these funds using the

following key investment concepts:

» Asset Allocation and the Efficient Frontier
* Expected Return

* Risk

 Timeand Time Horizon

* Risk Tolerance

* Liquidity

B. Asset Allocation and the Efficient Frontier

With afew minor exceptions, Treasury invests the funds entrusted to the
Commissioner in some combination of five investment pools - three of which are
fixed income investment pools and two of which are equity investment pools.
(See Section X for detailed descriptions of these investment pools.) How does
Treasury go about deciding on an investment policy for any particular fund? How
does it decide what proportion of any particular fund to invest in each of the

available investment pools?

The following paragraphs are copied verbatim from Y ae University's 1995

description of The Y ae Endowment:
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Investment returns are generated by decisions regarding asset allocation, market
timing, and security selection. Portfolio construction must reflect the relative
importance of the expected contribution of each source of return.

The most important source of portfolio return stems from policy asset allocation.
The process of selecting policy targets involves defining the asset classes that will
constitute the portfolio and determining the proportion of funds to be invested in
each class. The weights and market returns of a portfolio's various asset classes
are the prime determinants of a portfolio's returns.

The second source of return is market timing, defined as deviation from long-term
policy targets. For example, assume that the fund's long-term targets are 50
percent stocks and 50 percent bonds. A fund manager who believes stocks are
cheap and bonds are expensive might weight the portfolio 60 percent stocks and
40 percent bonds. The return resulting from the overweighting of stocks and
underweighting of bonds relative to long-term targets would be the return
attributable to market timing.

The third source of return, security selection, is the return generated by active
management of the portfolio. 1f a manager created portfolios that faithfully
replicated the markets (i.e., passive portfolios), that manager would be making no
active bets. To the extent that a portfolio differs from the composition of the
overall market, that portfolio has an active management component. The
difference between the returns of the overall market and the active portfolio
would be the return attributable to security selection.

Research by Yale School of Management Professor Roger 1bbotson and Brinson
Partners Gary Brinson indicates that more than 90 percent of the variability of
institutional fund returnsis attributable to asset allocation decisions and less
than 10 percent is attributable to market timing and security selection.
Sgnificantly, the overwhelming portion of positive contribution to returns stems
from asset allocation. Market timing and security selection make marginal, and
generally negative, contributions to portfolio returns.

Yale Investment Committee member Charles Ellis argues that market timing isa
loser's game, essentially impossible to do on a consistent basis. Ironically, by
failing to rebalance to long-term policy targets, many institutional investors
engage in market timing, allowing portfolio risk and return characteristics to drift
with the markets. An example comes from experience during the October 1987
crash in world equity markets. In thefirst nine months of 1987 most institutional
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investors simply watched their U.S. equity exposure increase as U.S. equity prices
rose and bond pricesfell. Of course, by October 1987, equity allocations peaked,
just in time to experience a traumatic, more than 20 percent decline. After the
crash, not only did institutional investors fail to buy equities, which were now
cheaper on arelative basis, but they were net sellersin November and December.
By failing to rebalance portfolios to long-term targets, most institutional investors
ended up buying high and selling low.

Treasury employs a modeling process based on a statistical technique called,
"mean variance analysis," an approach developed by UCLA Professor Harry
Markowitz. Using this statistical technique to combine -- with respect to different
investment classes -- expected returns, variances of returns and covariances of
returns, one can estimate the expected return profiles and standard deviation of
various asset allocation aternatives. Treasury employs an independent consulting

firm to develop the capital market projections used in this modeling process.

The capital market projections consist of (1) the expected return of the pertinent
asset classes; (2) the expected future volatility of the returns for each asset class
measured in terms of a statistical benchmark, standard deviation; and (3) the
correlations of the returns among the various asset classes. Appendix K contains

adescription of the most recent derivation of these capital market projections.

To make the required asset allocation policy decisions, the Commissioner uses the
output of this modeling process - namely a series of alternative asset allocations,
each of which isthe allocation that is projected to achieve the highest return for
each of the various levels of projected portfolio volatility (risk) reflected in the
series. The series of aternative asset alocations with the highest returns at each
level of risk isknown asthe "efficient frontier." The Commissioner then uses the
output of the model in conjunction with the following considerations to make the
final asset allocation judgment: (1) the risk tolerance of the pertinent fund; (2) the
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fund's need for protection from inflation; (3) the fund's need for liquidity; and (4)

the fund's current income requirements.

Once the Commissioner selects the appropriate asset allocation on the efficient
frontier, Treasury defines parameters for the portfolio that will keep the fund
within the original risk and return profile. For example, if the alocation to the
United States equity market is 60%, Treasury will establish aband to limit the
deviation from that U.S. equity exposure target - e.g., plus or minus 5%. Inthis
example, if exposureto U.S. equities exceeded 65% or dropped below 55% of the
total portfolio, Treasury would rebalance the equity exposure to 60%. This

process insures that the portfolio remains on the efficient frontier.

Treasury carefully considers the impact of trading costs and interim market
volatility when establishing the ranges that trigger asset allocation adjustments.
To further protect afund from a high turnover ratio, higher transaction costs, and
to avoid interim volatility in the financial markets, Treasury reviews and adjusts
the asset allocation of afund at the close of every month. Five working days after
the end of amonth, Treasury reviews the asset allocation of every fund Treasury
manages. The five-day time period allows Treasury's custodian bank enough time
to complete their final reports for the month. If, at that time, it is determined that
afund has assets that exceed stated parameters, Treasury will adjust the asset
allocation to the targeted alocation.

The only exception to this adjustment discipline occurs when Treasury determines
that afund must be diversified into alow cost commingled fund that does not
allow daily trading. Where Treasury uses a commingled fund that does not
authorize daily trading, Treasury will make the portfolio adjustment on the next

available trading day.
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C. Expected Return

As explained above, the expected return for each asset classin which Treasury
plans to invest some portion of afund isakey ingredient in determining the
optimal asset allocation for that fund. Expected returns are not a mysterious
concept; "expected returns' are precisely what their name suggests. The material

in Appendix K explains the derivation of Treasury's current return expectations.

D. Risk

1. Definitions

There are many different ways to define the term "risk.” Before turning to the
very specific definition used by Treasury, here are several definitions of "risk"

from financial management manuals and glossaries:

Any chance of |oss.
Gertner, Trustees Handbook, International Foundation of Employee Benefit Plans

The variability of returns from an investment. The greater the variability (i.e., of
dividend fluctuation or of security price), the greater therisk. Snceinvestorsare
generally averse to risk, investments with greater inherent risk must promise
higher expected yields.

Scott, Wall Street Words

Measurable possibility of losing or not gaining value. Risk is differentiated from
uncertainty, which is not measurable.
Downes and Goodman, Barron's Dictionary of Finance and Investment Terms
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Refers to the probability and magnitude of aloss. In the investment arena, the
volatility of an investment return, measured by standard deviation... becomes a
well-accepted measurement of risk...

Rieve and Lummer, Pension Investment Handbook

2. How Does Treasury Define and Measure Risk When Making Investment

Decisions for the Funds it Manages?

Treasury uses the following operational definition of risk: risk isthe variability of
returns on a particular "set" of investments.® That "set" may be a particular asset,

aparticular

® Risk has four major sources, not all of which may apply to every asset class or portfolio.

a) Credit Risk
Credit risk arises from a debt issuer’ s willingness and ability to pay the interest and principal
of a fixed income instrument as it becomes due. Credit risk varies greatly fromissuer to issuer
and usually reflects the relative certainty of the issuer’s ability to pay. Low credit risk implies
a high degree of certainty that the issuer will make all paymentsin full and on time.

b) Residual or Equity Risk
Equity investments are not investments with set cash flows or terminal values. Equity
investments are a percentage ownership in a company. These investments are the residual
interest in the net income, after corporate taxes, and the residual value of the company’ s assets
after the creditorsare paid. Uncertainty about the future profitability of a company and/or to
its current or future liquidation value creates the risk in equity investments.

¢) Exchange Rate Risk
Exchange rate risk arises from fluctuations in the relative exchange rates between foreign
currenciesand the U.S. dollar. Theserisks arise only on investments payable or valued in
foreign currencies. Exchange rates vary daily and reflect a number of factorsincluding
economic productivity, relative inflation rates and trade balances.

d) Market Risk
Market risk arises from the market's valuation of afixed income investment at any time prior to
its maturity or at any time for all other investments. This valuation reflects the market
participants’ consensus judgments about a number of factors needed to value any particular
investment. These judgments may or may not turn out to be correct; they may change
suddenly; and they may be different from the judgments used to make the investment. The
valuation of afixed income investment reflects the market participants perception of the credit
risk, the remaining time to maturity of the investment, the coupon rate, and the interest rate
similar securities currently earn. The value of an equity security reflects the market
participants’ perception of the current and future profitability of the company, the dividend
payment rate, the liquidation value of the company, and the future expected price of the
security. The current valuation also reflects the probabl e return on the security relative to
aternative investment options. Finally, in some instances, the current valuation of an equity
security reflects current perceptions of exchange rate risks.
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asset class or a particular portfolio of investments. Returns include income
(interest and dividends) as well as net appreciation (realized and unrealized capital

gains and losses).

When risk is defined as the "variability of returns,”" it is measured in statistical
terms. That measure is most often expressed in terms of an estimated standard
deviation. What does it mean when we say that we expect a particular asset class
(e.g., short-term fixed income instruments) to have a "return of 4% and arisk of
3% over the next year?' It meansthat - based upon the statistical analysis of the
historical performance of the asset class and current market expectations - we
expect that the standard deviation (variability) of the return on that investment
class over the next year will be plus or minus 3% from the expected return of 4%.
To state the same thing in more pedestrian terms - two thirds of the time, we
expect areturn from this asset class over the next year to be between 1% (4%
minus 3%) and 7% (4% plus 3%). The applicable statistical analysis also tells us
to expect that one-sixth of the time, the return over the next year will be over 7%,

and one-sixth of the time, the return will be less than 1%.

In the previous example, an investment had an expected return of 4%.
Statistically, the possibility of a 7% return represented the same amount of "risk"
asthe possibility of a 1% return. In apractical sense, however, the 7% return is
not arisk that bothersus. The "risk" that concerns usisthe "risk" of low or

negative returns.

There are many other ways of expressing the results of the statistical analysis that
Treasury employsto measurerisk. For example, we can express the analysisin
terms of the probability that a particular asset class will have a zero return or less,

an 8% return or less, an 8% return or more and so forth.
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When it comes time to measure the "risk” of a portfolio that includes more than
one asset class, the statistical analysis becomes more complex. Thisis so because
different asset classes behave differently. Sometimes the market forces that
decrease the returns on one asset class in the portfolio simultaneously increase the
returns on another asset classin the portfolio. Consequently, we must use both
the estimated standard deviation of return on each asset class in the portfolio and
the estimated correlation coefficient between the performance of each of those
asset classesto derive the "risk™ (standard deviation in the variability of return) for
the entire portfolio. The differing performance of asset classes provide what we
often refer to as, "the benefits of diversification." Treasury measuresrisk at the
portfolio level to account for the benefits of diversification. Individual
investments or investments in a particular asset class may seem risky inisolation

but could lower the overall risk at the portfolio level.

Treasury must consider the level of risk and the nature of the risks being accepted
when devel oping the investment policy for each individual fund. The amount of
risk a particular investment policy entails can change with market conditions.
Treasury annually evaluates therisk levels of al investment policies and

recommends changes as appropriate.

3. How Does Treasury Specifically Categorize Risk?

Treasury evaluates the riskiness of various investments or investment strategies
using a spectrum of terms that range from "low" risk to "high" risk with reference
to the estimated probability of aloss over the next one year period. The categories

are:
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Probability of a
Risk categories loss over next
oneyear period

Low risk <1%

Moderate risk 1-5%

Moderately high risk 5-10%

High risk >10%
E. Timeand TimeHorizon

"Risk" isameasure of the expected variability or volatility of the return on an
asset class or a particular investment portfolio over time. Experience tells us that,
over long periods of time, actual investment results will average out close to the
expected result for a particular asset class or portfolio. In any one year, actua
results may vary significantly from the expected results. The expected magnitude
of that variance is usually measured by the standard deviation from the expected
investment returns. However, if the estimated average return is accurate, then
over along period of time, actual investment results will be very close to the
estimated returns no matter how risky the investment policy. The critical point is
that the riskier the investment policy, the longer the time horizon before this
averaging out processis likely to bring the actual resultsin line with the expected

results.

What does this phenomenon mean for Treasury's investment policy for any
particular fund? If the state intends to spend a fund's money in the near future,
Treasury cannot rely upon time to reduce the risk of one bad year causing an

unacceptable shortfall. Similarly, if the state does not need the money for many
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years, Treasury can rely on time to average out returns so that one bad year is of

less concern.

Time's ability to moderate the risk of an investment policy makesit acritical
factor in the development of afund'sinvestment policy. All other things
considered, the longer the time before the state needs money from a fund, the
more aggressive the investment policy can be. A more aggressive investment
policy will have higher expected returns and higher risk. Taking a higher risk
means a much greater chance of aloss in the short-term and a much greater

chance of arobust return over the long-term.

"Time horizon" isthe term Treasury uses to specify when the state islikely to use

the money from a particular fund.

When specifying the time horizon for a particular fund, Treasury considers when
cash will be needed, not how long afund will be in existence. A particular fund
may be expected to exist for many years but if a significant portion of the money
currently held in afund could be used in the near term, Treasury considers it to
have a short time horizon. Furthermore, afund may not have asingle time
horizon. While afund is a single accounting entity, Treasury may consider it the
sum of several blocks of money, each with adifferent time horizon. Insuch a
case, Treasury may develop an investment policy that effectively sums several
different policies, with each of the individua policies being appropriate for

different portions of afund with different time horizons.

Treasury uses the following time horizon specifications in making and articulating

its investment policies:
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Timehorizon Estimated time period
specification before State will need funds
Very short time horizon less than 6 months
Short time horizon 6 monthsto 1 year
Intermediate time horizon 1to 4 years
Moderately long time horizon 4 to 8 years
Long time horizon over 8 years

F. Risk Tolerance

Another term often used in conjunction with "risk" and "time horizon" in the
development of investment policiesis"risk tolerance." "Risk tolerance” isa
measure of an investor's tolerance for variability in returnsin exchange for the
likelihood of higher long-term compensation. For purposes of developing

investment policies for state funds, Treasury categorizes risk tolerance as follows:

Low risk tolerance Unwilling to risk material short-term
volatility because of the immediate
need for the invested funds.
Minimizing exposure of principal to
lossis very important.

Moderate risk tolerance Willing to assume an average amount
of market risk and volatility to achieve
higher returns.

Moderately high risk tolerance  Willing to assume an above average
amount of risk, volatility and loss of
principal to take advantage of higher
return opportunities.

High risk tolerance Willing to risk significant short-term
volatility and principal lossfor the
possibility of large gainsin the
long-term.
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G. Liquidity

"Liquidity" refersto the ease and efficiency with which an investment or class of
investments can be converted to money. The greater the liquidity of an
investment, the easier it isto convert the investment to money. Factors that affect
the liquidity of an investment or class of investments are: (1) the size of the
marketplace, (2) the typical difference between the sale and purchase price, and

(3) the complexity of the investment.

The larger the market place for any investment, the more likely a seller will be
ableto find awilling buyer at al times. The presence of willing buyers and
sellersiscritical for aliquid market. If there are too few participants in a market,
aseller may not be able to find awilling buyer at the current market price. In
order to convert the investment to money, the seller may have to accept alower
sales price or take more time to sell the investment. When this occurs, the seller
will probably lower the price in the marketplace through their effortsto sell their

investment.

For any given investment, the markets establish a normal difference between the
asking price and the offering price. The smaller this difference, the greater the
efficiency, and the lower the cost of buying and selling an investment, usually
referred to as the "transaction cost.” The lower the transaction costs, the greater

the liquidity of an investment.

When describing the complexity of an investment, the two ends of the complexity
spectrum are usually referred to as "simple" and "complicated.” Complicated
investments are generaly less liquid than simple investments. Complicated

investments require the prospective buyer to perform a series of analytical steps
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and make consequent judgments to value the investment. The more complicated
the investment, the longer it can take to make all the necessary judgments. The
longer it takes to buy or sell an investment, the lower itsliquidity. Further, since
more judgments are necessary to value a complicated investment, thereis a
greater likelihood that the seller will determine different valuations than those of
the prospective buyer. Theriskier the investment, the more reluctant the would-

be buyer and, consequently, the less liquid the investment.

An investment manager can convert a highly liquid investment into money or
another investment quickly and efficiently. Therefore, liquidity increases
flexibility in the investment management process. Less liquid investments and
asset classes generally have higher expected rates of return than comparable more
liquid assets. Whether Treasury will sacrifice liquidity for higher expected return

depends on the specific purposes and needs of each particular fund.
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X. I nvestment Pools

A. Authority to Pool and Reasons to Pool

Alaska Statute 37.10.071 provides the authority for Treasury to pool investments
(see Appendix L), and Treasury has used this authority in two different ways.

First, it has used the authority to combine, for investment purposes, al the assets
of many funds into the General Fund and Other Non-segregated Investments (the
GeFONSI). The GeFONSI is made up of the assets of two classes of state funds:
(1) funds with similar risk and return objectives, and (2) funds that must return all
their earnings to the state General Fund (additional information about the
GeFONSI is contained in Section X11(A)). The state then accounts for the pool
participants aggregate investment in the GeFONSI but does not attribute
individual investments of the commingled portion of the GeFONSI to any

particular pool participant.

Second, Treasury has used itsinvestment pooling authority to provide investment
options as follows:1) three different fixed income mutual fund-like pools, 2) a
domestic equity investment pool managed by State Street Global Advisors, and 3)
oneinternational equity investment pool actively managed by Lazard Asset
Management. Treasury can then invest some or al of a particular state fund in one
or more of these options to accomplish the investment asset allocation policy

pertinent to that fund.

Using the GeFONSI and the investment pools increases investment efficiency in

three ways. First, combining individual funds cash inflows and outflows to offset
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each other reduces the amount of available cash that Treasury must keep on hand
to support daily operations of the state. Treasury can thus increase the return on
funds not needed for daily cash operations. Second, pooling investments
significantly reduces the accounting, budgeting and administration required of
state agencies to administer alarge number of small programs and funds. Finaly,
by pooling funds the state can achieve benefits from economies of scale on the
various funds the Department of Revenue invests including: (1) investment
options that could not otherwise be practically provided for individual small

funds; (2) internal cost reduction; and (3) improved negotiating leverage on fees.

B. The GeFONSI

The commingled portion of the GeFONSI includes amost al of the assets of the
General Fund together with the assets of along list of other smaller funds. The
Department of Revenue is responsible for investing the GeFONSI, and the
Department of Administration maintains the official accounting records for this
fund. The Department of Administration separately accounts for the assets for
each of the smaller funds included in this commingled investment pool. The
Department of Revenue is responsible for calculating and allocating the monthly
investment earnings to the GeFONSI participants in accordance with the
provisions of aMemorandum of Understanding (MOU) between the Departments
of Administration and Revenue. An example of thisMOU isshownin
Appendix R of this publication. The most recent modifications to this MOU are
on filein Treasury's Asset Accounting Section.
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C. The Fixed Income and Equity Investment Pools

The Department of Revenue has established three fixed income investment pools
(not including the investment pools established solely for the fund participants
(trust funds) for which the Alaska State Pension Investment Board is the fiduciary
- See Section X1V) to efficiently invest the assets Treasury manages. These three
pools are: (1) Short-term Fixed Income Investment Pool; (2) Intermediate-term
Fixed Income Investment Pool; and (3) Broad Market Fixed Income Investment
Pool. Treasury also participates in two pooled domestic equity collective funds
managed by State Street Global Advisors. Treasury also maintains an
international equity investment pool actively managed by Lazard Asset
Management. These investment vehicles cover most of the spectrum of risk and
return options available in the mainstream domestic and international investment
market. Treasury can invest the assets of afund participant in any combination of

these investment options to meet that fund's unique investment objectives.

D. Periodic Evaluation of Available I nvestment Pools

Periodically, Treasury reevaluates its menu of investment pools. Should Treasury
create a second GeFONSI for those funds with longer time horizons currently
invested in the GeFONSI? Doing so would make Treasury's management job
more complex and would be difficult to implement within the constraints imposed
by the state's accounting system (AKSAS). So far, Treasury has concluded that
the additional costs of establishing an Enhanced Return GeFONSI outweigh the
additional benefits. However, Treasury's consideration of thisissue in 1998
prompted an increase in the risk/return profile of the investment policy for the

Intermediate-term Fixed Income Investment Pool.
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Because contemporary studies of capital markets tell usthere are likely to be
substantial diversification benefits from including other asset classesin the asset
allocation policies for some of the funds Treasury manages, Treasury has
examined the costs and benefits of establishing pools for additional asset classes.
For example, Treasury considered adding an international equity investment pool
in 1997, 1998 and again in 1999. In 1997 and 1998, Treasury concluded that, for
the funds that might invest in this proposed pool, the projected diversification
benefits were outweighed by the likely costs. In 1999, Treasury concluded that an
international equity investment pool would be appropriate for at least one of the
Treasury-managed funds. Consequently, Treasury established an actively managed
State of Alaska International Equity Investment Pool investment option (see
Section X1 for additional information).

Treasury has also periodically considered the costs and benefits of developing a
pool for the real estate asset class and concluded that the additional cost burden
could not justify investing non-retirement fund assets in that asset class.

In March 2000, Treasury reviewed the liquidity needs of participants in the Broad
Market Fixed Income Investment Pool and determined that the performance
benchmark should be changed from the Lehman Brothers Govt./Corporate Index
to the Lehman Brothers Aggregate Index. (The new benchmark takes effective
4/1/00.) Details and the Commissioner’s concurrence are shown in Appendix ZO.

Version Control

Treasury updates this section to include the new international equity
collective funds investment option.

Revision | Effective Summary of Changes Finditin
Date Date Version
7/18/99 | 7/1/99 Following periodic evaluation of available investment options, 12

Effective: 4/1/00
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3/20/00

4/1/00

Treasury changes the performance benchmark for the Broad Market
Fixed Income Investment Pool from the Lehman Brothers
Govt./Corp. Index to the Lehman Brothers Aggregate Index to better
match liquidity requirements.

13

3/28/00

4/1/00

Treasury updates this section to reflect selection of Lazard to
actively manage international equity investments.

13
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X1.  Investment Policies Pertaining to Treasury’s | nvestment Pools

A. Short-term Fixed | ncome | nvestment Pool

1. Description and History

The Short-term Fixed Income Investment Pool (Short-term Pool) is a convenient,
economical medium for investing short-term, risk averse funds. This pool was
created July 1, 1994. The pool is managed directly by the Treasury Division's
investment staff. The investmentsin this pool have generally varied between
$500 million and $1 billion. When the Permanent Fund Corporation transfers the
funds to pay Permanent Fund Dividends each October, the balance in this pool

increases briefly to about $1.5 billion.

Thisisthe only one of the investment pools created for money in the state
Treasury in which money from the various retirement trust funds is also invested.
Treasury established a separate core fixed income pool in which Treasury invests
money from al the pertinent retirement funds; the Alaska Retirement Fixed
Income Investment Pool. However, all the very short-term investment
requirements of the various retirement trust funds are met through this Short-term
Fixed Income Investment Pool including: 1) the temporary investment of funds
just received from participating employers or just awaiting disbursement to
eligible beneficiaries and 2) the investment of cash held by the retirement systems

external managers.
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The pool maintains the general characteristics of a money market pool. Treasury's
income objective for the pool isto earn the highest possible return while meeting
significant liquidity requirements and taking very low principal risk. The money

Treasury investsin this pool has a short time horizon.

2. Investment Policy

Treasury invests the fundsin this pool in abroad range of short-term fixed income
investments. Under the Prudent Investor Rule, Treasury constructs the pool's
portfolio with alow risk tolerance. Individual fixed rate securities will be limited
to 14 months to maturity or expected average life for amortizing securities.
Floating rate securities will be limited to three years to maturity or three years
average life for amortizing securities. Investments include instruments with a
long-term credit rating of at least "A3" or equivalent and instruments with a short-
term credit rating of at least "P1" or equivalent.” Investments for this pool are
limited to:

» Money market investments comprising:

* Repurchase agreements collateralized only by U.S. Treasury obligations,
including bills, notes, and bonds, and only when the collateral carriesa
market value equal to or greater than 102% of the amount of the
repurchase agreements, and only when the custodial bank appointed by
Treasury will take custody of the collateral;

o Commercial paper rated at least Prime-1 by Moody's Investor Services,
Inc. and A-1 by Standard and Poor's Corporation; and

» Negotiable certificates of deposit and bankers acceptances; provided that
an issuing bank must have total assetsin excess of $5 billion.

» United States Treasury obligations including bills, notes, bonds, and other
debt obligation issued by the United States Treasury, and backed by the
full faith and credit of the U.S. Government.

” Appendix ZC contains an explanation of the credit rating designations and |abels pertaining to fixed

income securities such as commercial paper, bonds, notes, bills and asset backed securities.
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= Other full faith and credit obligations of the U.S. Government.

»  Securitiesissued or guaranteed by agencies and instrumentalities of the U.S.
Government, but not explicitly backed by the full faith and credit of the U.S.
Government.

= Obligations of foreign governments, sovereign states, supranational entities,
and their instrumentalities denominated in U.S. dollars.

* |nvestment grade corporate debt securities comprising:

» Corporate debt issued in the U.S. capital market by U.S. companies;

* Euro-dollar debt (that is, U.S. dollar-denominated securities issued outside
the U.S. capital markets by U.S. companies or by foreign issuers); and

* Yankee debt (that is, U.S. dollar denominated obligations issued in the
U.S. capital market by foreign issuers).

» Investment grade Asset-Backed Securities.

» Mortgage-Backed Securities (MBS's) and Collateralized Mortgage
Obligations (CMO's) comprising:

» Agency MBS investmentsissued by Federal National Mortgage
Association, Federal Home Loan Mortgage Corporation, or the
Government National Mortgage Association;

* CMO investments securitized by agency MBS'sissued by Federal National
Mortgage Association, Federal Home Loan Mortgage Corporation, or the
Governmental National Mortgage Association; provided that permissible
CMO investments include only sequential class CMO's or type | planned
amortization class CMO's.

Investment in this pool isideal for fund participants needing to invest part or all of

their money with the following characteristics:

Effective: 5/1/00 XI1-3
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Risk Tolerance

Investment Objectives

Current Income

Inflation Protection

Liquidity

Time Horizon

Low. The estimated probability of aloss over a one-year period
islessthan 1%. The daily investment results reflect daily
changes in the market value of the pool'sinvestments. Itis
possible to have aloss on asingle day based on the changesin
market value of the pool's assets.

Minimizing exposure of principal to lossis very important.

Daily earnings credit. The earnings of the pool include interest
and changes in the market value of the investments held in the
pool. Thereis no distinction between current income and
capital gains.

Little need for significant long-term inflation protection. The
pool should earn a positive real rate over the near-term but
could earn less than inflation over time while meeting its other
objectives.

Need for significant liquidity. The pool can accommodate
major withdrawals and contributions (exceeding $50,000,000)
in the normal operating environment. The Pool can
accommodate much larger withdrawals with very little advance
notice.

Very short to short time horizons. The short time horizon
effectively limits the risk taken in this pool.

Treasury's performance benchmark for the Short-term Fixed Income Investment

Pool is:

100%  Three-Month U.S. Treasury Bill - the market measure for risk-free, extremely
liquid investments.

Effective: 5/1/00

X1-4
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3. Legal Constraints and Special Circumstances

Treasury uses shares of the Short-term Pool to satisfy interfund liabilities within
the state's accounting system. The net asset value of a share in the pool is always
one dollar per share. Thetotal net asset value of al the sharesin the pool must
reflect the current market value of all the assetsin the pool. Failureto follow this
convention would make it inappropriate for Treasury to use these shares for
payment between fund participants because investment earnings would shift
among various funds. Treasury permits a particular pool participant to overdraw
the Short-term Pool if that fund has investments in other investment pools that
would cover the overdraft condition in avery short time. This overdraft provision
allows fund participants to maintain minimum investments in the Short-term Pool

while still meeting obligations to other funds.

B. I ntermediate-ter m Fixed | ncome I nvestment Pool

1. Description and History

The Intermediate-term Fixed Income Investment Pool (Intermediate-term Pool) is
an efficient investment option for fund participants that require less liquidity than
the Short-term Pool provides and that can tolerate slightly more principal risk
(credit risk plus market risk) to achieve higher returns over time. Like the Short-
term Fixed Income Investment Pool, it was created on July 1, 1994 and is also
managed by Treasury's investment staff. The amount of money invested in this
pool has fluctuated between $1 billion and $3 billion.

For this pool, Treasury seeks to earn the highest possible income while meeting

liquidity requirements and taking moderately high principal risk. The money

Effective: 5/1/00 XI-5

Section XI: Investment Policies Pertaining to Treasury’s Investment Pools
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Treasury investsin this pool has an intermediate time horizon, amore limited
need for liquidity than the money invested in the Short-term Pool, alimited need

for inflation protection, and can be invested at a moderate risk level.

The interest rate risk for this pool, as measured by duration, will generally be
close to that of the Merrill Lynch 1-5 year Government Index. The Merrill Lynch
1-5year Government Index has produced significantly higher returns than very
short-term investments like those held in the Short-term Fixed Income Pool, but

has, over time, experienced higher volatility of returns.

2. Investment Policy

Treasury invests the funds in this pool in a broad range of intermediate-term fixed
income investments. Under the Prudent Investor Rule, Treasury constructs the
pool's portfolio with a moderately high risk tolerance. Investmentsinclude
instruments with along-term credit rating of at least "Baa3" or equivalent and
instruments with a short-term credit rating of at least "P1" or equivalent.

Investments for this pool are limited to:

= Money market investments comprising:

* Repurchase agreements collateralized only by U.S. Treasury obligations,
including bills, notes, and bonds, and only when the collateral carriesa
market value equal to or greater than 102% of the amount of the
repurchase agreements, and only when the custodial bank appointed by
Treasury will take custody of the collateral;

» Commercial paper rated at least Prime-1 by Moody's Investor Services,
Inc. and A-1 by Standard and Poor's Corporation; and

» Negotiable certificates of deposit and bankers acceptances; provided that
an issuing bank must have total assetsin excess of $5 billion.

Effective: 5/1/00 XI-6
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» United States Treasury obligations including bills, notes, bonds, and other
debt obligation issued by the United States Treasury, and backed by the full
faith and credit of the U.S. Government.

= Other full faith and credit obligations of the U.S. Government.

»  Securitiesissued or guaranteed by agencies and instrumentalities of the U.S.
Government, but not explicitly backed by the full faith and credit of the U.S.
Government.

= Obligations of foreign governments, sovereign states, supranational entities,
and their instrumentalities denominated in U.S. dollars.

* |nvestment grade corporate debt securities comprising:

»  Corporate debt issued in the U.S. capital market by U.S. companies,

* Euro-dollar debt (that is, U.S. dollar-denominated securities issued outside
the U.S. capital markets by U.S. companies or by foreign issuers); and

* Yankee debt (that is, U.S. dollar denominated obligations issued in the
U.S. capital market by foreign issuers).

» Investment grade Asset-Backed Securities.

» Mortgage-Backed Securities (MBS's) and Collateralized Mortgage
Obligations (CMQO's) comprising:

» Agency MBS investmentsissued by Federal National Mortgage
Association, Federal Home Loan Mortgage Corporation, or the
Government National Mortgage Association;

* CMO investments securitized by agency MBS'sissued by Federal National
Mortgage Association, Federal Home Loan Mortgage Corporation, or the
Governmental National Mortgage Association; provided that permissible
CMO investments include only sequentia class CMO's or type | planned
amortization class CMO's.

Investment in this pool isideal for fund participants needing to invest part or all of

their money with the following characteristics:

Risk Tolerance Moderately high. The estimated probability of aloss over a
one-year period is between 5% and 10%. The daily investment

Effective: 5/1/00 XI1-7
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Investment Objectives

Current Income

Inflation Protection

Liquidity

Time Horizon

results reflect daily changes in the market value of the pool's
investments. Losses are likely over the short-term based on the
changes in market value of the pool's assets.

Willing to assume an average amount of market risk, volatility
and principal loss to achieve higher returns.

Daily earning credit. The earnings of the pool include interest
and changes in the market value of the investments held in the
pool. Thereisno distinction between current income and
capital gains.

Moderate need for long-term inflation protection. The pool
should earn a positive rea rate over an intermediate time
horizon while meeting its other objectives.

Need for moderate liquidity. The pool can accommodate
withdrawals and contributions (exceeding $5,000,000) in the
normal operating environment. The pool can accommodate
much larger withdrawals, $50,000,000 or more, with very little
advance notice.

Intermediate time horizon. The intermediate time horizon
allows a more aggressive investment policy with higher
expected returns than the Short-term Pool.

Treasury's performance benchmark for the Intermediate-term Investment Pool is:

100%  Merrill Lynch 1-5 year Government Index.

C. Broad Market Fixed |ncome I nvestment Pool

1. Description and History

The Broad Market Fixed Income Investment Pool is an efficient investment option

for fund participants requiring less liquidity than the Short-term or Intermediate-

term Pools provide and that can take more principal risk (credit risk plus market

Effective: 5/1/00

X1-8
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risk) in exchange for higher expected returns over time. This pool, administered
by Treasury's investment staff, was also created July 1, 1994. Prior to 1997, it had
about $100 million invested in it - all from the Public School Trust Fund, the
University of Alaska Trust Fund and the Alaska Children's Trust. With the
development of a more aggressive investment policy for the Constitutional
Budget Reserve Fund (CBRF) in early 1997 (Section X11(B), the amount invested
in this pool increased to an amount in excess of $1 billion. In September 1999,
Treasury revised the Constitutional Budget Reserve Fund asset allocation which
brought the amount invested down to approximately $200 million.

The money Treasury invests in this pool has along time horizon and a limited

need for liquidity, and requires some inflation protection.

In March 2000, Treasury reviewed the liquidity needs of participantsin the Broad
Market Fixed Income Investment Pool and determined that the performance
benchmark should be changed from the Lehman Brothers Govt./Corporate Index
to the Lehman Brothers Aggregate Index. (The new benchmark takes effective
4/1/00.) Details and the Commissioner’s concurrence are shown in Appendix ZO.

The interest rate risk for this pool, as measured by duration, approximates that of
the Lehman Brothers Aggregate Index. Thisindex has had negative annual
returnsin recent years, but it has also had higher returns, on average, than

intermediate-term investments together with higher volatility of those returns.

2. Investment Policy

Treasury invests the funds in this pool in abroad range of fixed income

investments. Under the Prudent Investor Rule, Treasury constructs the pool's

Effective: 5/1/00 X1-9

Section XI: Investment Policies Pertaining to Treasury’s Investment Pools
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portfolio with a high risk tolerance. Investments include instruments with along-

term credit rating of at least Baa3 or equivaent and instruments with a short-term

credit rating of at least P1 or equivalent. Investments for this pool are limited to:

Money market investments comprising:

» Repurchase agreements collateralized only by U.S. Treasury obligations,
including bills, notes, and bonds, and only when the collateral carriesa
market value equal to or greater than 102% of the amount of the
repurchase agreements, and only when the custodial bank appointed by
retirement funds will take custody of the collateral;

=  Commercial paper rated at least Prime-1 by Moody's Investor Services,
Inc. and A-1 by Standard and Poor’ s Corporation; and

= Negotiable certificates of deposit and bankers acceptances; provided that
an issuing bank must have total assetsin excess of $5 billion.

United States Treasury obligations including bills, notes, bonds, and other
debt obligationsissued by the United States Treasury, and backed by the full
faith and credit of the U.S. Government.

Other full faith and credit obligations of the U.S. Government.

Securities issued or guaranteed by agencies and instrumentalities of the U.S.
Government, but not explicitly backed by the full faith and credit of the U.S.
Government.

Securitiesissued or guaranteed by municipalitiesin the United States.

Obligations of foreign governments, sovereign states, supranational entities,
and their instrumentalities denominated in U.S. dollars.

Investment grade corporate debt securities comprising:

Effective: 5/1/00 X1-10

Section XI:
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= Corporate debt issued in the U.S. capital markets by U.S. companies;

= Euro-dollar debt (that is, U.S. dollar-denominated securities issued outside
the U.S. capital markets by U.S. companies or by foreign issuers); and

= Yankee debt (that is, U.S. dollar denominated obligations issued in the
U.S. capital markets by foreign issuers).

h. Asset-backed Securities (ABS)

i. Agency and non-agency mortgage-backed securities backed by |oans secured
by residential, multifamily and commercial properties including, but not
limited to pass-throughs, collateralized mortgage obligations (CMQ's), project
loans, construction loans, and adjustable rate mortgages.

Investment in this pool isideal for fund participants needing to invest part or all of

their money with the following characteristics:

Risk Tolerance

Investment Objectives

Current Income

Inflation Protection

Liquidity

High. The estimated probability of aloss over a one year period
isapproximately 11.16%. The daily investment results reflect
daily changes in the market value of the pool's investments.
Losses are likely over the intermediate-term based on the
changes in market value of the pool's assets.

Willing to risk significant short-term volatility and principal
loss for the possibility of large gainsin the long-term.

Daily earnings credit. The earnings of the pool include interest
and changes in the market value of the investments held in the
pool. Thereisno distinction between current income and
capital gains.

Moderate need for long-term inflation protection. The pool
should earn a positive real rate over an intermediate time
horizon while meeting its other objectives.

Need for moderate liquidity. The pool can accommodate
withdrawals and contributions (exceeding $5,000,000) in the

Effective: 5/1/00

X1-11
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normal operating environment. The Broad Market Fixed
Income Pool can accommodate much larger withdrawals,
$25,000,000 or more, with advance notice.

Time Horizon Moderately long to long time horizon. The long time horizon
allows a more aggressive investment policy with higher
expected returns than the Intermediate-term Pool.

Effective April 1, 2000, Treasury's performance benchmark for the Broad Market
Fixed Income Investment Pool is:

100%  Lehman Brothers Aggregate Index.

3. Legal Constraints and Special Circumstances

Treasury anticipates that several unexpendable trust funds will participate in this
pool. Treasury must distinguish income from net appreciation to meet the lega

restrictions pertinent to several of those trust funds.

D. Domestic Equity I nvestment Pool

1. Description and History

The Domestic Equity Investment Pool is an efficient investment option for fund
participants that do not have high liquidity needs and that can take high residual or
equity risk in exchange for higher expected returns over time. Money in the pool
that isinvested by Treasury isinvested in a passively managed index fund
operated by State Street Global Advisorsin Boston Massachusetts. the State
Street Global Advisors Russell 3000 Index Common Trust Fund. When investing
in this Trust, the State does not own the individual securities, but instead, much

like an investment in a mutual fund, it owns shares of the Trust.

Effective: 5/1/00 X|1-12
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The selection of the particular index for investment of money managed by
Treasury has evolved over time. From 1991 to 1997, the state invested in atrust
fund that tracked the Standard & Poors 500 index. In October 1997, Treasury
invested in a second trust fund so that the two trust funds combined replicated the
Russell 3000 index. Finally, in May 2000, Treasury transferred all money
invested in the Domestic Equity Investment Pool to State Street’s Russell 3000
Trust Fund, except for the University of Alaska Trust money which is still
invested in the S& P 500.

The rationale for passive management of the securities in the Domestic Equity
Investment Pool is explained in Appendix M. The rationale for selection of the
Russell 3000 Index is explained in Appendix N.

2. Investment Policy

Treasury invests money in this pool in State Street’ s Russell 3000 Index Common
Trust Fund. According to the Frank Russell Company, this index represents
approximately 98% of the investable U.S. equity market. Consequently, the risk
characteristics of the Domestic Equity Investment Pool approximates the risk of
the broad U.S. equity market.

Investment in this pool isideal for funds needing to invest part or al of their

money with the following characteristics:

Risk Tolerance High. The estimated probability of aloss over a one year period
is approximately 30%. Losses are likely over the intermediate-
term based on the changes in market value of the pool's assets.
The estimated probability of aloss over afive-year period is
10%.

Investment Objectives  Willing to risk significant short-term volatility and principal
loss for the possibility of large gainsin the long-term.

Effective: 5/1/00 X1-13

Section XI: Investment Policies Pertaining to Treasury’s Investment Pools
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Current Income

Inflation Protection

Liquidity

Time Horizon

Not a particularly high priority. The total earnings of the
common trust are calculated daily and are credited to common
trust participants on a monthly basis. The total earnings of the
common trust include dividends and net appreciation. In
calculating anticipated return, there is no distinction between
current income and net appreciation. However, the ability to
separately account for net appreciation isrequired for any trust
that may invest in the common trust.

High need for long-term inflation protection. The Domestic
Equity Investment Pool should earn a positive real rate of return
over along time horizon while meeting its other objectives.

Limited liquidity required. The Domestic Equity Investment
Pool can accommodate withdrawals and contributions
(exceeding $5,000,000) in the normal operating environment.
The Domestic Equity Investment Pool can accommodate much
larger withdrawals, $25,000,000 or more, with advance notice.

Long. Thistime horizon allows a more aggressive investment
policy with higher expected returns than any of the fixed income
investment pools.

Treasury's performance benchmark for the common trust is:

100%  Russeall 3000 Stock Index.

3. Legal Constraints and Specia Circumstances

Treasury anticipates that several unexpendable trust funds will participate in this

pool. Treasury must distinguish dividends from net appreciation to meet the legal

restrictions pertinent to several of those trust funds.

Effective: 5/1/00

X1-14
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E. S& P 500 Tobacco-free Common Trust Fund

1. Overview

This common trust was used for the Alaska Children's Trust from November 1996
until the summer of 1998. As a consequence of an Attorney General's opinion
(see Appendix O), Treasury has invested the money in the Domestic Equity

Investment Pool described earlier in this Section.

F. State of Alaska (SOA) International Equity I nvestment Pool

1. Description and History

The SOA International Equity Investment Pool is an efficient investment option
for fund participants requiring limited liquidity that can take high residual or
equity risk in exchange for higher expected returns over time. The pool is
currently managed by Lazard Asset Management in New Y ork, New Y ork.
Treasury expects returns on the SOA International Equity Investment Pool to
exceed those of the Morgan Stanley Capital International Europe, Australiaand
Far East (EAFE) Index.

Treasury originally considered international equitiesin 1997. Treasury evaluated
the expected volatility and the correlation of international equities with other asset
classes together with the costs associated with managing and monitoring an
international equity portfolio. Treasury concluded that international equities were
not warranted. Treasury reevaluated international equitiesin 1998 and came to

the same conclusion.

Effective: 5/1/00 X1-15
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In 1999, Treasury concluded that international equities were warranted in
portfolios with a long-term investment time horizon. Unlike the passively
managed domestic equity common trust funds, Treasury concluded that an
actively managed international equity portfolio will provide higher expected
returns and less volatility than a passively managed portfolio. The analysis and
rational e supporting the decision to select Lazard Freres Asset Management to
actively manage the SOA International Equity Investment Pool can be found in
Appendix ZL to this publication.

2. Investment Policy

The capital market assumptions of the international equity allocation are based on
the expected return volatility and correlation assumptions of the EAFE Index.
Treasury invests the money in an actively managed portfolio to achieve higher

returns and lower volatility than the Index.

Investment in this pool isideal for funds needing to invest part or al of their

money with the following characteristics:

Risk Tolerance High. The estimated probability of aloss over a one year period
is approximately 33%. Losses are likely over the
intermediate-term based on the changes in market value of the
portfolio's underlying assets. The estimated probability of aloss
over afive-year period is approximately 15%.

Effective: 5/1/00 X1-16
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Investment Objectives  Willing to risk significant short-term volatility and principal
loss for the possibility of large gainsin the long-term.

Current Income Not a particularly high priority. The total earnings of the SOA
International Equity Investment Pool are calculated daily and
are credited to participants on amonthly basis. The total
earnings of the portfolio include dividends and net appreciation.
In calculating anticipated return, there is no distinction between
current income and net appreciation. However, the ability to
separately account for net appreciation isrequired for any trust
that may invest in this pool.

Inflation Protection High need for long-term inflation protection. The common
trusts should earn a positive real rate of return over along time
horizon while meeting its other objectives.

Liquidity Very limited liquidity required. The SOA International Equity
Investment Pool can accommodate withdrawals and
contributions (exceeding $1,000,000) only with advance notice.

Time Horizon Long. Thistime horizon allows a more aggressive investment
policy with higher expected returns than any of the fixed income
investment pools.

Treasury's performance benchmark for the common trustsis:

100%  Morgan Stanley Capital International Europe, Australiaand Far East Stock
Index. (EAFE)

3. Legal Constraints and Special Circumstances

Treasury anticipates that several unexpendable trust funds will participate in this
investment option. Treasury must distinguish dividends from net appreciation to

meet the legal restrictions pertinent to several of those trust funds.

Effective: 5/1/00 X1-17

Section XI: Investment Policies Pertaining to Treasury’s Investment Pools



TREASURY DIVISION
DEPARTMENT OF REVENUE
STATE OF ALASKA

e o0 000 \ersonl8Released June?29, 2001 e © o o o o

Version Control

Revision | Effective Summary of Changes Finditin
Date Date Version

7/18/99 | 7/1/99 Revised risk tolerance on Domestic Equity Collective Funds. Added 1.2
new section on International Equity Collective Funds.

3/28/00 | 4/1/00 Treasury updates this section to reflect selection of Lazard to 13
actively manage international equity investments.

3/28/00 | 4/1/00 Revised section pertaining to International Equity Collective Funds: 13
now the actively managed SOA International Equity Investment
Pool.

5/17/00 | 5/17/00 | Domestic Equity Investment Pool, formerly Domestic Equity 14
Collective Funds, policy revised.

8/7/00 5/1/00 Short-term Fixed Income Investment Pool: Individual fixed rate 16
securities limited to 14 months to maturity or expected average life
for amortizing securities. Floating rate securities limited to three
years to maturity or three years average life for amortizing securities.

Effective: 5/1/00

X1-18
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XIl. Investment Policies Pertaining to Funds under the Direct

Responsibility of the Commissioner of Revenue

A. General Fund and Other Non-segregated I nvestments (GeFONSI) -
I nvestment Policy Statement

1. Overview

Asexplained earlier in this publication, the Commissioner of Revenueis
responsible for al deposits and investments of the state's money except where the
Legidature has delegated that responsibility to other individuals or boards
responsible for separate subdivisions or component units of the state. Treasury has
the responsibility for managing all of the state's money except money held by the

following component units:

» Alaska Permanent Fund Corporation

» Alaska Energy Authority

» AlaskaHousing Finance Corporation

» Alaskalndustrial Development and Export Authority

» AlaskaMental Health Trust Authority

» AlaskaMunicipal Bond Bank Authority

» Alaska Science and Technology Foundation (includes the International Trade
and Business Endowment Fund)

» AlaskaRailroad Corporation

» Alaska Student Loan Corporation

* University of Alaska

Effective: 10/26/00 X1 A-1

Section XI1:
General Fund and Other Non-segregated Investments (GeFON S|)
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All of the money Treasury is responsible for investing is held in either atreasury
pool known as the GeFONSI® or one of several other segregated treasury pools.
Each treasury pool is held in a unique fund® in the Statewide Accounting System
(AKSAS).

2. History

= 19509. At or near the time Alaska achieved statehood, Treasury establishes a
commingled treasurer's pool called the General Investment Fund to hold the
cash and investments of various governmental funds.

= July 1, 1985. The state installs its new Statewide Accounting System
(AKSAS).™ Prior to 1985, the state maintained three systems to track state
funds: (a) Treasury kept a series of manual ledgers to track invested balances,
(b) Finance kept a batch system that tracked fund balances, and (c) Finance
kept a manual system that tracked state warrants. One purpose of AKSAS was
to replace these three systems.

8 This treasurer’s pool was known as the General Investment Fund until July 1994 when the Revenue
Commissioner gave it a more descriptive name — the General Fund and Other Non-segregated | nvestments.

® The term “fund” is used in many waysin legislation, in this publication and by pertinent state government
officials. In governmental accounting, however, the term “fund” has avery precise, technical meaning. In
order to account for restrictions imposed by the governing legidative body on the utilization of a state or
municipal government’s financial resources, the applicable accounting conventions required by the
Governmental Accounting Standards Board (GASB) rely on fund accounting. Under the GASB rules, a
fund is a“fiscal and accounting entity with a self-balancing set of accounts recording cash and other
financial resources, together with all related liabilities and residual equities or balances, and changes
therein, which are segregated for the purpose of carrying on specific activities or attaining certain objectives
in accordance with special regulations, restrictions, or limitations.” National Council on Governmental
Accounting, Statement 1: Governmental Accounting and Financial Reporting Principles (Chicago:
Municipal Finance Officers Association of the United States and Canada, 1979), p. 2.

19 AK SAS is designed to incorporate sophisticated file management technology, highly flexible
management reporting facilities, on-line data entry/inquiry and streamlined procedures to provide minimum
processing turn-around time and high quality, timely management and financial information for the State of
Alaska. The design is based on three major concepts: (a) maintain the detailed financial data available at the
time transactions are recorded to provide ready access to transactions and reporting flexibility, (b) provide
additional reporting structures beyond the required statewide budget structure and the fundsto
accommodate regulatory, financial and management reporting requirements, and (c) streamline the
transaction processing flow through on-line data entry/error correction and transaction certification.

Effective: 10/26/00 X1l A-2

Section XI1:
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July 1994. Treasury establishes the GeFONSI, a treasury pool which
participates in the newly created Short- and Intermediate-term Fixed Income

Investment Pools.

Facts and Figures

History of Investment Earnings Allocation Methods

Actual Paid Under MOU

Balances
Used

Month end
Balance

Daily Balance
Daily Balance
Daily Balance

Daily Balance

Daily Balance

Rates Used

Pro rata share of
GeFONSI
earnings™

180-Day T-Bill*?
180-Day T-Bill
180-Day T-Bill

180-Day T-Bill

GeFONSI Mark to
Market Daily Rate

GAAP Requirement for State CAFR
Presentation

Lower of cost or market (LCM)*

LCM
LCM
LCM

LCM, but the state implemented GASB
No. 31 early which presents invested
assets at fair (market) value

Fair (market) value

! Per Memorandum of Understanding dated October 2, 1992 effective September 1, 1992. Earnings are
defined as realized gains or losses, accrued income [refers to interest rather than income], amortization of

premiums, and accretion of discounts.

12 Invested assets are reported at cost unless the market value is materially less at fiscal year end.

13 Specifically, the rate was derived from the Bond Yield Equivalent resulting from the weekly 180-day
Treasury Bill auction for the previous week.

Effective: 10/26/00
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b. Performance Results

Fiscal Rate of
Y ear Return
92 6.92%
93 4.37%
99 3.12%
95 7.06%
96 5.47%
97 6.22%
98 6.62%
99 5.02%
00 5.29%

4. Management

a. How aTreasury Pool Works

The Division of Finance in the Department of Administration (Finance) has
established almost 150 separate funds (GASB funds) to account for the various
programs established by the pertinent legal authorities (for the most part, the
Alaska Legislature). The General Fund isthe most visible of these funds; most
state government activity is paid through this fund.

Finance has established a series of treasury pools™ to facilitate cash flow and
warrant clearings through AKSAS. Treasury pools are not GASB funds under
generaly accepted accounting principles. Rather, they are entities established by
Finance to hold and account for cash and investments for the 150 separate GASB
funds. The balance sheets for each of the GASB funds, in turn, reflect the
invested assets for that GASB fund in a separate account.

4 Technically, these treasury pools are called “treasurer’s pools.”

Effective: 10/26/00 Xll: A-4
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AKSAS s configured so that each of the state's 150 GASB funds will be invested
in only one treasury pool. A treasury pool may hold the assets of more than one
GASB fund. However, if atreasury pool holds the assets of a GASB fund, it must
hold all of the investments of that GASB fund. Treasury's investment policies for
each of the GASB funds must accommodate this constraint imposed by AKSAS.

Asexplained in Section X (B), most of the assets in the GeFONSI are treated as a
commingled investment pool. Using a commingled investment pool maximizes
the earnings potential for most of the pools' participants by providing smaller
funds the opportunity to participate in investment opportunities that would

otherwise be unavailable to them and by providing economies of scale.

Funds from each of the major operating fund categories recognized by GASB -
governmental funds, proprietary funds, and fiduciary funds (other than non-
expendable trusts) - are invested in the commingled portion of the GeFONSI.*®

> Governmental funds are expendable; money in governmental funds are received and expended with no
expectation that the money will be returned through user or departmental charges. Proprietary funds are
commercial-type funds used to account for the ongoing operations conducted by the government that are
similar to those conducted by private business; they include both enterprise funds that provide servicesto
individual s outside state government and internal service funds that provide services from one government
agency to another. Finally, fiduciary funds are used to account for expendable and non-expendabl e assets
held by the government in atrust capacity or as an agent for other entities.

Effective: 10/26/00 XlIl: A-5
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As described more fully below, Treasury has concluded that the commingled
portion of the GeFONSI as a whole has a moderate risk tolerance, a short time
horizon and a high need for liquidity. Consequently, the entire commingled
portion isinvested in Treasury's Short- and Intermediate-term Fixed Income

Investment Pools.*®

16 The GeFONSI is also comprised of the following non-commingled investments and clearing accounts:

i. Cash and Certificates of Deposit for Compensating Balances. To cover the costs of certain banking
services provided to the Treasury Division, the General Fund holds interest-free certificates of deposit
with one or more servicing bank. See AS 37.10.075(d). These balances also include daily depositsin
Alaska, Washington and Canadian banks that are transferred to the state’ s clearing bank for redemption
of state warrants.

ii. Settlement Accounts. These include transactions and settlements that have not been fully alocated in
the state’ s accounting records.

iii. Mortgage-related Assets. The General Fund owns mortgage-related assets as described in Section
XI11(M) of this publication.

Effective: 10/26/00 X1l A-6
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The relationship between the pertinent GASB funds, the treasury pools, and their

related accounts at the custodian bank is shown in the following table.

Relationship Between the Pertinent GASB Funds, the Segregated
Treasury Pool and their Related I nvestment Pool

AY 70
Short-term AY 72 I nvestment
Pool Int.-term Pool Pool(s)

AN A

AY 01
GeFONS Treasury
FU 90100 Pool(s)

A AN
*

Genera Fund Fund "A" Fund "B" GASB
FU 11100 FU xxxxx FU xxxxx Etcetera Funds

b. Composition of the GeFONSI

The GeFONS typically has a balance of about $1 billion; the General Fund isthe
largest investor in the GeFONSI with atypical invested balance in the range of
$150 to $350 million. Focusing on one moment in time, GEFONS| held a balance
of $911 million at the close of business on January 21, 1997. More than 100
participants had money invested in the GeFONSI at that time.

Effective: 10/26/00 X1 A-7
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The major participants, by fund types, in the commingled fund portion of the
GeFONSI on January 21, 1997 were:

Participantsin the GeFONSI

Number of Funds
with M oney 1/21/97
Invested on Investments

Fund Types 1/21/97 $(Millions)
Genera Fund Group - Genera Fund Governmental 1 312
Genera Fund Group - Other Subfunds Governmental 37 296
Specia Revenue Funds Governmental 7 27
Capital Project Funds Governmental 6 10
Debt Service Fund Governmental 0 0
Enterprise Funds Proprietary 17 120
Internal Service Funds Proprietary 4 13
Trust and Agency Funds Fiduciary 9 126
Treasury "funds" * N/A 11 (2)
Component Units Various 7 9

* As explained elsewhere in this section, Treasury funds are not funds as defined
by the Governmental Accounting Standards Board. These particular funds are the
clearing accounts of the 18 separately invested Treasury funds.

Appendix P, "A Day in the Life of the GeFONSI," contains additional information
about the GeFONSI and its participants at one particular moment in time, January
21, 1997. Appendix Q contains aset of detailed schedules describing all of these

participants whose cash isinvested in the GeFONSI.

Effective: 10/26/00 X1l A-8
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c. Earnings Allocation Policy

Whether a GeFONSI participant receives investment earnings depends on
applicable state or federal legislation, court decree or aformal opinion issued by
the state’ s Attorney General. The Department of Administration, Division of
Finance interprets the applicable statutes according to their procedures set forth in
Appendix ZP. Each participant can be classified into one of three categories as
follows:

* Typel: Some of theindividual fundswhose assets are invested in the
GeFONSI are legally entitled to automatically receive the earnings attributable
to the investment of those assets.

* Type2: Other fundsinvested in the GEFONSI are entitled to receive the
earnings attributabl e to the investment of their assets if the Legidature chooses
to appropriate the earnings to those funds. If the Legislature does not so
appropriate, then the General Fund receives the earnings from those assets.

* Type3: Treasury computes and separately accounts for investment earnings
but credits those earnings to the state’ s general fund.
The specific arrangements pertaining to the distribution of GEFONS| investment
earnings have been memorialized in a series of Memoranda of Understanding
(MOU) between the Departments of Revenue and Administration beginning in
1986. A sample MOU may be found in Appendix R. Designated personsin the
Department of Administration, Division of Finance, transmit changes to
participant classification through updates to Attachment C of the MOU. Treasury
staff retains updates to the MOU with attachments in a permanent file within the
Accounting Section.

Effective: 10/26/00 XI1: A-9
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Under the MOU effective July 1, 1993 to June 30, 1997, each fund invested in the
GeFONSI (other than the General Fund) that was entitled to the earnings on its
invested assets initially received an amount based on the bond equivalent yield of
the 180-Day Treasury Bill established at the weekly U.S. Treasury auction. In
November 1997, administrators for one of the participating funds, the Exxon
Valdez Settlement Fund, questioned the validity of using this proxy rate of return.
(See Appendix ZM). The Revenue Commissioner requested the state attorney
general’ s opinion regarding the matter. (See Appendix S.) In reply, the attorney
general determined that fundsinvolving atrust*’ or custodial relationship should
have received their actual daily rate of return while their assets were invested in
the GeFONSI during FY 1994 through 1997. (See Appendix ZZ.) Though not
intended to be a comprehensive review of funds participating in the GeFONSI
during FY 1994 through FY 1997, the state’ s attorney specifically indicated the
following funds fall under atrust or custodial relationship:

» QOil Restoration Fund (Fund 11140)*

»  Exxon Vadez Settlement Fund (Fund 33070)

= Deposits, Suspense and Miscellaneous Trust Account (Fund 32010)*°

» Public Advocacy Trust (Fund 32012)

»  Wage and Hour Trust (Fund 32011)

» Alaska Aerospace Development Corp. Revolving Fund (Fund 21643)

» Alaska Aerospace Development Corp. Federal Grant Fund (Fund 21649)

17

18

19 «

According to the attorney general opinion number 663-98-0298 dated October 26, 2000, “aTrust is...a
fiduciary relationship with respect to property, subjecting a person by whom title to property is held to
equitable duties to deal with property for the benefits of another person, which arises as[a] result of
manifestation to intention to create it.”

“By plea agreement, the Qil Restoration Fund, consisting of approximately $50 million, was established
asasegregated fund. U.S. v. Exxon, No. A90-9015 CR (D.C. Alaska). The state was obligated to use
the money for a specific purpose, and the plea agreement expressly provided for the payment of interest
on the recovery after the money was placed in state custody.”

This general category includes a mixture of funds and accounts. Some of the sub-funds do not raise

liahility for income allocation decisions. Trust or custodial relationships are present in the permanent fund
dividend trust accounts, the Alaska Heritage Endowment, Cooke Memorial Trust, the Department of Law
Trust Account, and the Unlicensed Vessel Operators Retirement Fund.”

Effective: 10/26/00 X1l: A-10
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= Alaska Student Loan Corporation Revolving Loan Fund (Fund 82000)
= Menta Health Trust (Fund 34045)
= Mental Health Trust Income Settlement (Fund 34046)

Effective July 1, 1997, the Departments of Revenue and Administration entered into a
new Memorandum of Understanding that modified the earnings all ocation method used
to distribute investment earnings to GeFONSI participants. Under the modified
procedure, Treasury allocates investment earnings to eligible GeFONSI participants
(other than the General Fund) using the actual daily rate of return for the commingled
portion of the GeFONSI. The actual daily earnings rate includes income plus net

appreciation (i.e., total return).?

d. Treasury Pools other than the GeFONSI

While the invested assets of most of the state's 150 GASB funds are held by the
GeFONSI, the invested assets of selected GASB funds are held in segregated treasury
pools. These GASB funds are:

» Constitutional Budget Reserve Fund - Main

» Constitutional Budget Reserve Fund - Subaccount

* Public School Trust (Principal)

» Public School Trust (Income)

» Alaska Children's Trust (Principal)

» Alaska Children's Trust (Income)

* Investment Loss Trust Fund

» Alaska Advance Tuition Savings Fund*

* International Airports Revenue Fund (ex the Reserve and Replacement Account)

2 \Where the applicable statutes specify that a GeFONSI participant is entitled to its “interest” earnings,
Treasury hasinterpreted the definition as total return. That is, the participant receives income (interest and
dividends, if any) plus net appreciation (realized and unrealized gains and losses). This interpretation was
first applied in FY 1998 when Treasury began to use the actual daily rate of return to all ocate investment
earnings.

Effective: 10/26/00 XIl: A-11
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* International Airports Reserve and Replacement Account

* International Airports Series 1999A AMT Bond Construction Fund

* International Airports Series 1999B Non-AMT Bond Construction Fund
* International Airports Series 1999C AMT Bond Construction Fund

e Alaska Student Loan Corporation Trust Fund*

» Alaska Student Loan Corporation Pledged Loan Payment Trust Fund*
*  Public Employees Retirement Trust

» Teachers Retirement Trust

e Judicia Retirement Trust

* National Guard and Naval Militia Retirement Trust

»  Supplemental Benefits System Trust

* Retiree Mgor Medical Insurance Fund

* Retiree Long-term Care Fund

» ExxonVadez Oil Spill Investment Fund

* Power Cost Equalization Endowment Fund

*Treasury has limited responsibility for some University of Alaska and Alaska Student Loan Corporation
funds. These component units are individually responsible for investing most of their own money. (See
Section XV for tables reflecting the relationship between the pertinent GASB funds and the segregated
treasury pools.)

e. Cash Hows

With declining oil revenues and the corresponding decrease in available cash, a cash flow
situation arises from time to time where the General Fund faces a cash deficiency.
Because of the continuing decline in oil revenue, cash flow deficiencies have occurred

every year since FY 94.

This problem has been amplified by the relatively recent creation of the many subfunds
that make up the General Fund Group. Prior to 1985, most unrestricted revenue flowed
directly into the General Fund where it was available to pay day-to-day costs of operating
state government. Thisisno longer the case. Over time, the Legislature has created more
than 50 cash pools as subfunds of the General Fund. (See AppendicesPand Q.) The

Effective: 10/26/00 XIl: A-12
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effect of these actions has diverted cash historically destined for the General Fund to cash
pools that may not be readily available to pay day-to-day state operating costs.

Also contributing to cash deficienciesis the fact that the inflow of unrestricted cash
receipts does not mirror the cash outflow. Revenue flows into the state treasury at a
relatively constant rate with peaks occurring at the end of each month, quarter, and fiscal
year. Expenditure rates vary considerably. The expenditures for the first quarter of each
fiscal year are much higher than the revenue for the same period. If the General Fund
does not have alarge cash balance at the beginning of the fiscal year or if other sources of
funds are not available, the state annually faces multiple cash deficiencies before the end

of the first quarter of the fiscal year.

Treasury, the Governor's Office of Management and Budget (OMB), and the Division of
Finance in the Department of Administration (Finance), have jointly developed a Cash
Deficiency Operating Plan. (A copy of the Cash Deficiency Operating Plan may be found
in Appendix DA.) That plan primarily focuses on the Constitutional Budget Reserve
Fund as a source of money to make up for cash deficiencies in the General Fund.
However, twice during the 1990's, Finance did turn to the other subfunds in the GeFONSI
to cover acash shortfall in the General Fund. Thefirst of these actionsresulted in a
negative balance for the General Fund and OMB requested that Finance not repeat the
action. The second occurred as aresult of the legislature placing a cap on CBR

borrowing during FY 99.

Under the provisions of the Cash Deficiency Operating Plan, Finance requests that
Treasury move money from the Constitutional Budget Reserve Fund to the General Fund
whenever the balance in the General Fund is below $100 million for four to five

consecutive business days and the cash flow projection produced by Treasury's Cash

Effective: 10/26/00 XIl: A-13
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Management Section indicates that the balance will remain below $100 million for the
immediate future. The amount moved is a multiple of $50 million, and that amount is
determined on the basis of the monthly cash flow projection developed by the Cash
Management Section.

If the General Fund balance exceeds $200 million, and is expected to continue to exceed
$200 million for a period of 30 consecutive days, then Finance requests that Treasury
move money from the General Fund to the Constitutional Budget Reserve Fund in $10
million increments. Again, the amount moved is determined on the basis of the Cash

Management Section's cash flow projections.

The Legislature must specifically authorize using the Constitutional Budget Reserve Fund
to cover General Fund cash deficiencies. If, in any year, the Legidature should fail to
authorize the use of the Constitutional Budget Reserve Fund for this purpose, the Cash
Deficiency Contingency Plan calls for Treasury, Finance, and OMB to endeavor to use
other funds in the General Fund Group to cover the shortfall, or issue revenue

anticipation notes.

In evaluating the state's cash flow needs and cash management procedures, there are a
number of additional facts that are important to keep in mind. The amount of outstanding
warrants and electronic payments on any given day that must be covered by the Generd
Fund varies from $7 million to $100 million. On an average business day, $3 million to
$20 million in warrants are presented for payment. Each morning, Treasury's cash
manager sums (1) the state warrants presented to Alaska banks during the previous
business day; (2) the state warrants that have been cleared through the Federal Reserve
Bank's system; and (3) the funds that the state plans to electronically transfer to others
during that business day. That amount is netted against the day's anticipated cash receipts

Effective: 10/26/00 XIl: A-14
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so that the responsible Treasury Investment Officer can plan on either investing the

surplus or securing sufficient cash to cover the deficit.

5. Investment Policy

Appendix U contains the statutes applicable to the investment of GeFONSI. The General
Fund, directly and indirectly (through funds or subfunds whose earnings go directly to the
General Fund) constitutes the largest element of the GeFONSI. When developing the
investment policy for the GeFONSI, the Department carefully considered the relationship
between the General Fund and the Constitutional Budget Reserve Fund (CBRF). (See
Section X11(B) - Investment Policy Statement: Constitutional Budget Reserve Fund).

Treasury currently invests the commingled portion of GeFONSI assets with the following

in mind:

Risk Tolerance Moderate. Much of the money in the underlying GASB funds
has been appropriated and a material loss could affect the state's
or an agency's ability to fulfill its obligations. However, most of
these GASB funds are not entitled to investment earnings and
therefore, the principal is not subject to capital gains or losses.

Investment Objectives  Minimal exposure to principal loss.
Maximize current income within moderate risk tolerance.
Minimal inflation protection needed.
High liquidity requirement.

Time Horizon Short to intermediate. Treasury expects much of the money in
the pool to be spent in less than one year.

Effective: 10/26/00 XIl: A-15
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Other Constraints Ongoing review of the nature and objectives of pool participants
can change nature of pool or result in withdrawal of some pool
participants.

Significant intramonth cash flows require normalization of the
pool's investment balances when evaluating compliance with
investment policy bands.

Effective April 1, 2000, Treasury's investment policy for the GeFONSI is:

38% + 8% Short-term Fixed Income Investment Pool
62% + 8% Intermediate-term Fixed Income Investment Pool

The investment policy has a plus or minus 8% band for each investment pool in the

alocation to avoid the expense of continually rebalancing the GEFONSI's investments.

Effective April 1, 2000, Treasury's performance benchmark for the commingled fund
portion of the GeFONS is.

38% Three-month U.S. Treasury Bill
62% 1-5 Year Merrill Lynch Government Index

The investment policy of GeFONSI must be reasonable when compared both to a low risk
policy and the policy of the CBRF that serves as the immediate reserve for the General

Fund. A comparison of the three pertinent investment policies follows:

Treasury’s Policy forthe  Treasury’s Policy for

Low Commingled Fund Portion  the CBRF Two-Y ear

Risk Policy of the GeFONSI Shortfall Fund
Investment policy:
% Short-term Fixed Income
Investment Pool 78% 38% 25%
% Intermediate-term Fixed
Income Investment Pool 22% 62% 75%
Expected return 5.36% 5.37% 5.44%
Probability of aloss over aone
year period 0.01% 2.00% 3.90%
Effective: 10/26/00 XI1: A-16
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6. Ongoing Review of Funds Participating in the GeFONSI

The day-to-day needs of the state's General Fund, with its short time horizon, significantly
influence the investment policy applicable to the GeFONSI. However, the GeFONSI
holds the cash assets of at |east three types of fund participants with longer time horizons
than the General Fund. They are:

* Fund participants that are highly likely to maintain minimum large balances for the
foreseeable future (e.g., the Oil and Hazardous Substance Rel ease Response Account,
the Alaska Marine Highway Fund, the Fish and Game Fund, the Agricultural
Revolving Loan Fund, and the Commercial Fish Revolving Loan Fund);

* Fund participants with large balances that are likely to be spent down to a zero
balance over a definite, intermediate time horizon (e.g. the Power Cost Equalization
Endowment Fund, the Oil Restoration/Exxon Vadez Criminal Fine Fund, the
Alyeska/lExxon Vadez Settlement Fund, and the Power Project Fund); and

e Small trust fund participants whose principal balance must be preserved (e.g., the
Alaska Heritage Endowment Fund and the Margaret Nick Cooke Memorial Trust).

The Treasury Division considered three options to enhance the return from the funds with

longer time horizons:

» Initiate a second GeFONSI using a more aggressive asset allocation among the extant
Treasury investment pools or domestic equity collective funds;

» Establish a second, more aggressively invested Intermediate-term Fixed Income
Investment Pool in which al of the assets of some of the funds with longer time
horizons would be invested; or

» Leave participation in the GeFONSI undisturbed, but adopt a more aggressive
investment policy for the extant Intermediate-term Fixed Income Investment Pool
and, consequently, a more aggressive policy for the entire GeFONSI .

Effective: 10/26/00 XI: A-17
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In February 1998, Treasury recommended the third option; the Commissioner accepted
that recommendation. Appendix T contains the analysis supporting Treasury's

recommendation.

7. Control and Reporting Requirements Pertinent to the Commingled Fund Portion of
the GeFONSI

AS 37.10.071(a)(8) requires the Commissioner to maintain accounting records for the
GeFONSI in accordance with generally accepted accounting principles. This
responsibility has been delegated to the State Comptroller.

AS 37.10.071(a)(9) requires the Commissioner to engage an independent certified public
accountant to perform an annual audit of the financial condition of GeFONSI and the
pertinent investment transactions. To fulfill this requirement, the State Comptroller

contracts with an independent certified public accountant to perform the annual audit.

Version Control

Revision | Effective Finditin
Date Date Summary of Changes Version
9/11/99 9/1/99 | Treasury updates cash deficiency operating plan following updated projections 12
for FY 2000 Genera Fund borrowing from the Constitutional Budget Reserve
Fund.
4/1/00 4/1/00 | Performance results added to Facts & Figures section 1.3
3/7/00 4/1/00 | Treasury updates 2000 capital market assumptions and changes asset 13

allocation policy accordingly. Target policy was 30% Short-term Fixed
Income Investment Pool, 70% |ntermediate-term Fixed Income Investment
Pool.

4/24/01 | 10/26/00 | Treasury adds state’ s attorney general opinion no. 663-98-0298 dated 18
October 26, 2000 regarding the investment earnings all ocation methodol ogy
for certain funds participating in the GeFONSI during FY 1994 through

FY 1997.

Effective: 10/26/00 XIl: A-18
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B. Constitutional Budget Reserve Fund - Investment Policy Statement

1. Overview

The state must deposit in a Constitutional Budget Reserve Fund (CBRF) all money
received by the state after July 1, 1990 as a consequence of the resolution of disputes

about the amount of mineral lease bonuses, royalties or taxes.

The Legislature may appropriate funds from the CBRF to fund the operations of state
government only under certain conditions. If, at any time, the amount of funds from other
sources available to the Alaska Legislature for appropriation is less than the amount
appropriated to fund state government for the previous fiscal year, then the Legislature
may appropriate from the CBRF on a ssmple majority vote. When the amount of funds
from other sources exceeds the amount appropriated for the previous fiscal year, the
Legislature may appropriate from the Fund for any public purpose with a three-fourths

vote of the members of each house.

The Alaska state constitutional provision governing the operation of the CBRF requires
the state's general fund to repay the money that has been appropriated from the CBREF if
and when there is a surplusin the general fund at the end of any fiscal year. The general

fund does not pay interest on the money it has "borrowed" from the CBRF.

Treasury’s investment policies for the CBRF have changed over the years as balance and
the expected uses of the CBRF have changed. A significant change occurred this year
when the 21st Legislature created a special subaccount in the CBRF in order to “yield
higher returns than might be feasible to obtain with other money in the budget reserve
fund.” The legidlature directed that “In establishing or modifying the investment policy

for the subaccount in the constitutional budget reserve fund, the commissioner of revenue
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shall assume that those funds will not be needed for at least five years. Income earned on
money in the subaccount shall be retained in the subaccount by the department.”
AS 37.10.430(c).

Treasury, according to the constitution, credits to the CBRF the amount earned by the
investment of the money in the CBRF. That is, the main account of the CBRF retains its

investment earnings and the subaccount of the CBRF retains its investment earnings.

Appendix V contains the constitutional and statutory provisions applicable to the CBRF.

2. History

November 1990. Voters of Alaska adopt an amendment to the Alaska State
Constitution creating the CBRF. Article X, 17 - See Appendix V.

1992-1994. Litigation over meaning of key termsin the constitutional provision.

1994. Legidature attempts to define "administrative proceedings involving taxes"
and "money available for appropriation.” 1 Ch. 5 SLA 1994. AS 37.10.410-420.

April 1994. Alaska Supreme Court decision in Hickel v. Halford 872 P.2d 171
defining scope of "dispute” and "administrative proceedings.”

May 1994. Alaska Supreme Court decision in Hickel v. Cowper 874 P.2d 922
defining meaning of "amount available for appropriation.”

1996. Legidlature modifies definition of "administrative proceedingsinvolving
taxes." 5 Ch. 108 SLA 1996. See Appendix V.

1996. Legidature grants commissioner discretion to transfer management of all or a
portion of CBRF to Alaska Permanent Fund Corporation. 1 Ch. 41 SLA 1996.
AS 37.10.430. See Appendix V.

1997. Commissioner of Revenue decides to manage and invest all of CBRF through
the Treasury Division, and Commissioner adopts Reserves Policy for the state.

Effective 7/1/00 Xl1l: B-2
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1997. Commissioner adopts investment policy for CBRF based on three separate
purposes of CBRF:

* Fund to implement the state's Reserves Policy to cover anticipated and
unanticipated shortfallsin the next two fiscal years budgets;

* Fund to provide atransition to along-term fiscal plan; and

* Fund to act aslong-term reserve account to cover unanticipated budget shortfalls
well into the future.

June 1997. Legidature appropriates money from the CBRF for the first time from the
CBREF to pay for CBRF equity investment management fees.

July 1998. Because of anticipated heavy use of CBRF in short to medium term to
bal ance state budgets, Commissioner modifies investment policy and eliminates
consideration of using a portion of the CBRF to act as long-term reserve account.

December 1998. Treasury reviews the Department of Revenue's Fall oil revenue
forecast and the Office of Management and Budget's updated expenditure forecast.
Treasury determines that the CBRF will be exhausted within five years to meet
revenue shortfalls. Commissioner modifies investment policies and eliminates all
equity investments.

July 1999-September 1999. Treasury recommends and Commissioner accepts an
investment policy recognizing a two-year investment horizon for the entire balance of
the CBRF. Very large draws on CBRF to balance FY 98 and FY 99 budgets, together
with a projected $600 million to $1.0 billion draw to balance FY 00 budget, reduces
the anticipated time horizon for the balance of fund. Commissioner concludes this
change is appropriate no matter how the public votes in the September 14, 1999
special election relating to the state’ s long-range finances. Similarly, the
Commissioner concludes that the higher oil prices experienced in the late spring and
summer of 1999 should not alter this proposed policy.

April 2000. Treasury recommends and Commissioner accepts an investment policy
that recognizes abaance in the CBRF in excess of the state’ stwo year reserve
requirement and the state’ s cash flow needs. Higher than anticipated oil pricesand a
significant settlement increased the balance of the CBRF enough to cause the change
in the investment policy

July 2000. A significant change in the legislation relating to the fund caused Treasury
to recommend significant changes to the investment policy of the fund. Treasury
recommended and the commissioner accepted an investment policy that recognized a
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distinction for the newly created subaccount of the fund, the likely life of the fund,
and the role of the balance of the fund in filling the reserve requirements of the State.
(Related decision document in Appendix Y.) (Earlier versions of these decision
documents are maintained in permanent filesin Treasury’s Asset Accounting Section.
Revised documents relating to those policy decisions may be found in Appendices W
and X.)

3. Factsand Figures

Fund Cash Flow History by Fiscal Year

Alaska’'s Public Finances
Constitutional Budget Reserve Fund, Main Account

($millions)
Settlement Investment Net Loansto Balance Availableto
Contributions®  Income®  General Fund Loan GF at Y ear End®

FY 91 291 6 - 297
FYy 92 247 19 - 563
FY 93 914 57 (849) 685
FY 94 @ 437 61 (569) 614
FY 95 1,543 122 (285) 1,994
FY 96 586 111 (173) 2,518
FY 97 570 167 (83) 3,172
FY 98 343 369 (325) 3,559
FY 99 56 114 (1,101) 2,628
FY 00 448 115 ©)(357) 2,734
FY 01 (Proj.) 100 128 117 ©2679
FY 02 (Proj.) 45 133 (515) 2,342
FY 03 (Proj.) 45 107 (717) 1,777
Total 5,625 1509 ($4,857)

Data sources:

(@ Department of Revenue, Income and Excise Audit Division, Mineral Payments Report (tiesin total through FY 99).

(b) Derived (by formula).

(c) Stateof Alaska Comprehensive Annual Financial Report (ending balance less the outstanding receivable from the
state’ s general fund).

(d) Although the table above is based on cash flows, it does not reflect the timing of the $1,006,038,474 legidlative
appropriation (Ch 14, SLA 1994) resulting from an Alaska Supreme Court order to restore the CBRF for certain
settlement payments deposited to the state’s general fund from FY 1990-1994.

(e) FYO0O0 includes draw to finalize FY 99 budget (42mm).

(f) Reflects $100 million transfer to Power Cost Equalization Endowment Fund.

(9) Reflects $400 million transfer to CBRF subaccount on July 1, 2000.
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Alaska’'s Public Finances
Constitutional Budget Reserve Fund, Subaccount

($millions)
Settlement Investment Net Loansto Balance Available to
Contributions®  Income® General Fund  Loan GF at Y ear End®

FY 00 0 0 0 0
FY 01 (Proj.) 400 34 0 434
FY 02 (Proj.) 0 37 0 471
FY 03 (Proj.) 0 40 0 511
Total 400 111 0

4. Investment Policy

For the main account of the CBRF (excluding the subaccount that has a five-year time
horizon), Treasury recognizes the State’ s current two-year reserve requirement, Genera
Fund cash flow borrowing needs, money in excess of that which might be needed within
two years and the Investment policy of the GeFONSI. At thistime, the current high oil
prices and the balance in the CBRF support a somewhat more aggressive policy for the
money in the main account of the CBRF than had been the case in recent years.

Treasury would invest the main account of the CBRF with the following in mind:
Risk Tolerance Moderately high. Fund should not be needed for severa years.
Investment Objectives Moderately high exposure of principal to lossin return for
higher expected longer-term returns.
Limited current income requirement.
Moderate inflation protection needed.
Moderate liquidity requirement.

Time Horizon Intermediate.

Effective 7/1/00 XlIl: B-5
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Effective July 1, 2000, Treasury's investment policy for the main account of the CBRF
would be:

25% +8% Broad Market Fixed Income Investment Pool
65% +8% Intermediate-term Fixed Income Investment Pool
10% +8% Short-term Fixed Income Investment Pool

Treasury's performance benchmark for the main account of the CBRF is:

25%  Lehman Brothers Aggregate Bond Index
65%  Merrill Lynch 1-5 year Government Index
10%  Three-month U.S. Treasury Bill

Treasury would invest the subaccount of the CBRF with the following in mind:

Risk Tolerance High. The legidature has expressly provided guidance by
instructing the Commissioner to use at least afive year time
horizon in establishing an investment policy for the subaccount.

Investment Objectives  High exposure of principal to loss in return for higher expected
longer-term returns.
Limited current income requirement.
Inflation protection needed.
Moderate liquidity requirement.

Time Horizon Long.

Effective July 1, 2000, Treasury's investment policy for the subaccount of the CBRF
would be:

42% +7  Broad Market Fixed Income Investment Pool
41% +7  Domestic Equity Investment Pool
17% =5 International Equity Investment Pool

Treasury's performance benchmark for the main account of the CBRF is:

42%  Lehman Brothers Aggregate Bond Index

41%  Russell 3000 Stock Index

17% Morgan Stanley Capital International Europe, Australia, and Far East Stock
Index

Effective 7/1/00 XIl: B-6
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5. Control and Reporting Requirements

On or before March 15 each year, AS 37.10.430 requires Treasury to prepare areport to
the Legislature comparing beginning and ending balances in the CBRF for the
immediately preceding calendar year together with comparative nominal, real and
realized returns for the CBRF, the Permanent Fund and the general fund. The State
Comptroller in the Treasury Division is responsible for compiling this information and

preparing and distributing the required report.

The Alaska Legislature made AS 37.10.071 directly applicable to the CBRF.
Accordingly, the Commissioner, through the State Comptroller, maintains accounting
records for the Fund in accordance with generally accepted accounting principles (as
would be required by AS 37.10.071(a)(8)) and engages an independent certified public
accountant to perform an annual audit of the financial condition of the Fund and the

pertinent investment transactions (as would be required by AS 37.10.071(a)(9)).

Version Control

Revision | Effective Finditin
Date Date Summary of Changes Version
8/19/99 9/1/99 CBRF - elimination of Transition Fund and Long-term Reserve Fund, modification to 12
investment policy of Two-year Shortfall Fund including asset allocation.
3/7/00 4/1/00 | Treasury updates 2000 capital market assumptions and changes asset 13

allocation policy accordingly. Target policy was 15% Short-term Fixed
Income Investment Pool, 85% Intermediate-term Fixed Income Investment
Pool.

4/7/00 4/10/00 | Treasury revises asset alocation after receiving a $416.3 million settlement 14
from an oil tax dispute in early April 2000. Asset alocation was 25%
Short-term Investment Pool, 75% Intermediate-term Investment Pool.

1/29/01 7/21/00 | Treasury revises asset allocation when the 21t Legislature creates a special 1.7
$400 million “subaccount” in the CBRF effective July 1, 2000 and establishes
anew $100 million Power Cost Equalization Endowment Fund.
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C. Public School Trust Fund - Investment Policy Statement

1. Overview

The Public School Trust Fund (originally the Public School Permanent Fund) isa
non-expendabl e trust fund, the income of which is dedicated to the benefit of Alaska's

public schools.

2. History

=  March 15, 1915. Congress creates Alaska Public School Permanent Fund by
reserving sections 16 and 36 of each surveyed township in Territory of Alaskafor
support of public schools. Territory authorized to lease lands and required to deposit
all lease proceeds in a permanent trust fund. Income from trust fund dedicated to
public schools of Alaska.

= 1958 and 1959. Statehood Act terminates Alaska's rights to additional school lands.
At statehood, the lands already in the Trust, totaling just over 105,000 acres,
transferred to the state. DNR assumed management.

= 1976. Inresponse to Legidlative Budget and Audit Committee criticism of DNR's
school land |lease rate determinations, legislature requires State Board of Education to
approve new Trust land transactions.

= 1978. Legidature passes comprehensive legisation dealing with federally created
land-based trusts. Ch. 182 SLA 1978. (See Section XII(E) introduction regarding
University of Alaska Trust Fund and Section X11(N) regarding Alaska Mental Health
Trust.) With respect to the Public School Trust:

« All landsin Trust redesignated state general grant lands;

» ThePublic School Fund established;

* Themoney in the Public School Permanent Fund transferred to the Public School
Fund;

*  One half of one percent (0.5%) of the income from all state general grant lands
and from the federal public land revenue shared with the State of Alaska (state
land revenue) dedicated to the Public School Fund;

Effective: 4/1/00 Xll: C-1
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* A Public School Advisory Board consisting of the Commissioner of Education,
three members of the Board of Education, and the Commissioner of Revenue was
created to prepare long range investment plans for the Fund; and

* Commissioner of Revenue designated official custodian and given responsibility
to: (1) receive contributions, (2) collect investment earnings, and (3) invest the
principa of the Fund following review by the Advisory Board.

1978. $7.8 million transferred from Public School Permanent Fund to Public School
Fund.

1980. Alaska National Interest Lands and Conservation Act (ANILCA) authorizes a
grant of 75,000 acres of land to State of Alaska as follows:

In full and final settlement of any and all claims by the Sate of Alaska arising under
the Act of March 4, 1915 (38 Sat. 1214), as confirmed and transferred in section 6(k)
of the Alaska Statehood Act, the state is hereby granted seventy-five thousand acres
which it shall be entitled to select until January 4, 1994, from vacant,
unappropriated, and unreserved public lands. In exercising the selection rights
granted herein, the state shall be deemed to have relinquished all claims to any right,
title, or interest to any school lands which failed to vest under the above statutes at
the time Alaska became a state. Lands selected and conveyed to the state under this
subsection shall be subject to the provisions of subsections (j) and (k) of the Alaska
Satehood Act.

August 13, 1985. Attorney General's office issues informed opinion to the effect that
perpetua dedication of 0.5 percent of state land revenue will eventually violate
dedicated fund prohibition of Alaska Constitution, ArticleIX, 87. (See

Appendix AA).

1988. Legislature revises state investment statutes comprehensively (Ch. 141
SLA 1988). For School Trust this means:

* Name changed to Public School Trust Fund;

* Advisory Board's responsibility to prepare long range investment plans and
authority to approve investments repealed; and

* Commissioner made the fiduciary of the Trust. See governing statutes
(AS 37.14.110-170) in Appendix Z.

November 27, 1995. Memorandum from contract attorney to Attorney General and
Commissioner of Revenue on dedicated funds problem. (Appendix AA).
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1980-1998. State selects the additional 75,000 acres granted by ANILCA. State
receives income from these lands. Income not invested with the Trust but with the
GeFONS!.

1998. State sued for breach of School Trust in Kasayulie case. (See Appendix AA
for a paper dated March 1984 by E. Dean Coon, Associate Professor of Education at
the University of Alaska, Fairbanks, entitled The Alaska Public School Fund: A
Permanent Fund for Education. This paper contains a history of the Trust through
1983.)

February 2000. Treasury examines the Public School Trust Fund’ s distribution
history and develops a payout model employing arolling five-year smoothing

methodology. The fiduciary (Commissioner of Revenue) adopts the payout
methodology.

. Factsand Figures

Fund Balances

Fiscal Year Contributions Statutory Net Distributions ~ State of Alaska
from DNR Income * Comprehensive
Lands Annual Report
Ending Balance
Opening balance from Public School Permanent Fund 7,800,000
1978 732,000 561,000 (561,000) 8,532,000
1979 1,308,000 695,000 (695,000) 9,840,000
1980 7,142,000 629,000 (629,000) 16,982,000
1981 7,470,000 1,752,000 (1,781,000) 24,423,000
1982 7,994,000 3,153,000 (3,942,000) 31,628,000
1983 9,450,000 - - 41,078,000
1984 9,217,000 15,625,000 - 65,920,000
1985 7,121,000 6,769,000 - 79,810,000
1986 6,578,000 8,029,000 (16,836,000) 77,581,000
1987 3,262,000 10,112,000 (10,122,000) 80,833,000
1988 6,470,000 6,358,000 (7,527,000) 86,134,000
1989 4,333,000 8,091,000 (8,991,000) 89,567,000
1990 5,208,000 8,694,000 (7,189,000) 96,280,000
1991 8,331,000 8,417,000 (6,983,000) 106,045,000
1992 6,637,000 15,998,000 (7,758,000) 120,922,000
1993 5,748,000 7,971,000 (8,394,000) 126,247,000
Effective: 4/1/00 XIl: C-3
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Fiscal Year Contributions Statutory Net Distributions  State of Alaska

from DNR Income * Comprehensive
Lands Annua Report

Ending Balance

1994 3,987,000 7,201,000 (8,533,000) 128,902,000

1995 8,764,000 11,448,000 (6,898,000) 142,216,000

1996 6,150,000 9,101,000 (5,473,000) 151,994,000
1997 5,482,000 7,731,000 (11,917,000) 211,534,000°
1998 4,047,000 8,497,000 (9,297,000) 249,373,000°

1999 2,608,000 8,997,000 (7,278,000) 272,651,000

Includes a $10,175,000 prior period adjustment for prior years investment income recorded in the
General Fund.

Includes a $3,059,000 prior period adjustment for prior years dividend income recorded as unrealized
gaing/losses by Treasury (and therefore not in the CAFR).

Includes $58 million and $35 million in capital gainsin FY 97 and FY 98, respectively. FY 97 wasthe
first year that assets were recorded at fair value in the state CAFR. Prior to FY 97, statutory "income" did
not include unrealized capital gaing/losses.

Statutory net income is comprised of interest and dividends, not net appreciation. AS 37.14.110.

b. History of Payout Methodologies

This section describes the payout methodol ogies applied to the Public School Trust Fund
since inception. The Commissioner of Revenue is to determine the net income of the fund
in amanner that preserves the distinction between principal and income and excludes
capital gains or losses realized on principal.

In compliance with the above intent, the Treasury Division regularly transfers
distributable income (interest and dividends net of amortization or accretion) to the
Income Assets account. Treasury does not transfer either realized or unrealized capital
gainsto the Income Asset account.

Each year, during the fall budget preparation cycle, Treasury provides an estimate to the
Department of Education and Early Development (DEED, formerly DOE - Department of
Education) of the amount of Income Assets they can include in the DEED budget request
for the following year.

Following is atimeline of the methodol ogies used to determine the amount of the income
assets available for appropriation:
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1978-1986

There is no documentation regarding how the amount available was
calculated or who determined the amount to be included in DEED’s
budget. However, it should be noted that during this period, the trust’s
distributable income was recorded in the general fund, and the
appropriation came from the general fund, not the trust. 1n 1983, the
Legidative Audit Division found that this action did not properly segregate
the trust assets. Over the period 1983-1985, there were no appropriations
to DEED from trust income as the audit was completed and al distributable
income earned but not previously appropriated (from 1978-1982) was
apparently accounted for. 1n 1986, the Legislature appropriated all the
distributable income earned from 1985 plus any income from prior years
that had not already been appropriated to DEED.

1987-1997

From at least 1989, Treasury began to project the balance they believed
would be available from the trust for inclusion in DEED’ s budget.
Following is the formulathat Treasury used each September:

Actual assets available at the end of the most recent fiscal year
+ Projected distributable income for the current fiscal year
- Current fiscal year’s appropriation
= Projected assets available at the end of the current
fiscal year for appropriation to next fiscal year

In using this methodology, Treasury attempted to distribute income fully as
it was earned. Treasury did not attempt to reduce the volatility of the cash
flows to DEED caused by changing market conditions or the effects of
changesin asset allocation. This methodology also resulted in large
changes on cash flow caused by prior period accounting adjustments.?*

1998-1999

Treasury first incorporated smoothing into their annual projections.

1997-1998

During the fall 1997 and 1998 budget cycles, Treasury adjusted the
estimate for the FY 1999 and 2000 budgets by one-third of the difference
between the assets that they had estimated would be available for the
current year and the actual assets that were available.

1999

Treasury began discussing a payout methodol ogy based upon the market
value of thetrust. Intheinterim, for purposes of providing an estimate for
the DEED FY 01 budget, Treasury used the average income earned for the
most recently completed five fiscal years, that is, 1995-1999.

2000

Treasury completed its review of the payout methodology. The new policy

! Thisin fact happened in 1997. Treasury added a $3 million adjustment to correct 1994-1996 dividends
to the 1997 cash flow to DEED. Thisincrease in the amount available to DEED for 1997 was followed
by a significant drop the following year.

Effective: 4/1/00
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pays out 4.75% of the last 5 years average beginning market value of the
principal. Treasury staff created an interactive model to stress-test the
effect of the payout rate on the available Income Assets. The following
assumptions can be changed individually or simultaneously: asset
alocation, expected returns, expected yields and the payout rate.

c. Paymentsto Support State Education Programs

Public School Trust Fund Past and Projected Paymentsto
Support State Education Programs

Fiscal Year Payout
Actual:
(in millions)
1994 85
1995 6.8
1996 54
1997 11.9
1998 9.3
1999 7.1
2000 7.6
2001 8.4156
Estimate:
(in thousands)
2002 11,812.8
2003 12,677.3
2004 13,294.7
2005 13,843.6
2006 14,431.3
2007 15,132.2
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4. Management

The applicable statutes require that Treasury account for the Fund in a manner that
distinguishes between "principal” and "income.” Treasury has achieved this objective by
establishing a"principal account" and an "income account” for the Fund.??> The principa
must be preserved; the income may be spent. AS 37.14.110 provides that income
includes only interest and dividends; capital gains and losses remain with the principal.
AS 37.14.140 requires that Treasury invest the income held in the income account until it
is appropriated and expended.

AS 37.14.170 establishes the investment objectives for the Trust:

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:

(2) 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 investment objective is to provide "increasing net income over long-term periods to
the Trust'sincome beneficiaries." Treasury believes this provision requires an investment
policy that is most likely to yield increasing real, or inflation adjusted, income over
long-term periods. (See Appendix AB for the application of this conclusion to the

development of the Trust's investment policy.)

2 The two accounts are actually funds within the state's accounting system that roll up to one fund that
represent the Public School Trust Fund. The principal fund is FU 34011. The income fund is FU 34012.
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To fulfill the Legislature's policy requiring increasing the real or inflation adjusted
income over long-term periods, a substantial proportion of the Trust must be invested in

the equity market.

Monthly, Treasury transfersincome (only dividends and interest and not net appreciation)
produced by the principal assets of the Trust to a separate income account within the
Trust where it is held pending appropriation by the Legislature.

The Trust requires separate investment policies for the principal assets of the Trust and
the income assets of the Trust. Once appropriated, the income assets are available for
expenditures that support the state public school system. Income on fixed income
investments includes interest and dividends, but not net appreciation which must be
retained in the principal assets account. (AS 37.14.110(c)) Realized and unrealized
capital gains and losses must be retained in the principal assets account

(AS 37.14.240(8)).

In 1997, a change in accounting standards affected the amount of income to be transferred
from the principal assetsto income assets. Under GASB Statement No. 31 (effective for
financia statements for periods beginning after June 15, 1997 athough the state chose
early implementation beginning in 1997), amortization (of premiums) and accretion (of
discounts) are now classified as unrealized gains or losses. Prior to the change, Treasury
transferred amortization and accretion from the principal assets to the income assets.
With implementation of GASB Statement No. 31, the reclassification to unrealized gains
or losses (which must remain with the principal assets) negatively impacts cash flow from
the principal assets to the income assets. To fulfill theintent of AS 37.14.110 - that is, to
adequately protect the principal corpus - Treasury continues to transfer an amount equal

to amortization and accretion from the principal assets to income assets.

Effective: 4/1/00 Xll: C-8
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A detailed justification for the asset allocation and the investment policy for the principal
assets of the Public School Trust Fund may be found in Appendix AB.

5. Investment Policy

a. Principal Assets

Treasury's long-term investment objective for the Public School Trust Fund isto preserve
the purchasing power of the Trust's principal. This policy has been established to
increase the real and inflation adjusted value of the current principal by .33% per year
without regard to the possibility of continuing contributions from the dedication of state
land revenue. Further, the investment policy is designed to produce the maximum
income for the Trust's beneficiaries consistent with the policy of growing the principal.
(Appendix AB contains more details of the analysis used to derive the investment policy
for the principal assets of this Trust.)

Treasury invests the Public School Trust Fund principal assets with the following in

mind:

Risk Tolerance High. The principal of the Trust cannot be spent. Short-term
principal losses can be tolerated.

Investment Objectives  Willing to tolerate high exposure to principal loss for possibility
of large gainsin the long term.

Maximize current income subject to constraints on inflation
protection and distinction between income and net appreciation.
Significant inflation protection needed.

Relatively low liquidity requirement.

Time Horizon Long.

Effective: 4/1/00 Xll: C-9
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Other Constraints The principal of the Trust cannot be spent. Treasury must
separate interest and dividend income from net appreciation.

Effective April 1, 2000, Treasury's investment policy for the Public School Trust Fund
principal assetsis:

55% + 5% Broad Market Fixed Income Investment Pool
45% + 5% Domestic Equity Collective Funds

Effective April 1, 2000, Treasury's performance benchmark for the Public School Trust
Fund principal assetsis:

55% Lehman Brothers Aggregate Index
45% Russell 3000 Index

b. Investment Policy - Income Assets

Treasury invests the Public School Trust Fund income assets with the following in mind:

Risk Tolerance Low. The Legislature can appropriate the money at any time.
Investment Objectives  Low exposure of principal to loss.
Emphasis on liquidity and safety of principal. Incomeis
secondary objective.
Minimal inflation protection needed.
High liquidity requirement.

Time Horizon Short.

Treasury's investment policy for the Public School Trust Fund income assetsis:
100%  Short-term Fixed Income Investment Pool
Treasury's performance benchmark for the Public School Trust Fund income assetsis:

100%  Three-Month U.S. Treasury Bill

Effective: 4/1/00 Xll: C-10
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6. Control and Reporting Requirements

AS 37.14.160(3) requires the Commissioner of Revenue to maintain accounting records
that distinguish between the principal and income of the Trust. The accounting records
are maintained by the State Comptroller. The State Comptroller sends quarterly financial
statements to the Public School Advisory Board within 30 days following the end of each

quarter.

AS 37.10.071(a)(9), made applicable by AS 37.14.160(1) and AS 14.25.080(c), require
an annual independent audit of the Public School Trust Fund. The State Comptroller
contracts with an independent certified public accountant to perform an annual audit of
the Trust. Within 90 days after the completion of the audit, the State Comptroller
transmits a copy of the audit report to the Public School Advisory Board. Alternatively,
the audit report may be distributed at the next scheduled board meeting.

By September 30 of each year, the State Comptroller sends the Department of Education
aprojection of the balance expected to be available in the income assets on the following
July 1, the start of the next fiscal year. The Department of Education then uses this
projection to construct their budget request relating to the state's elementary and

secondary foundation program.

AS 37.14.160(4) requires the Commissioner of Revenue to provide reports to the Public
School Fund Advisory Board on the condition and investment performance of the Trust.
Treasury receives year-end performance measurement reports relating to this Trust from
an external consultant within 90 days after the end of the fiscal year. The State
Comptroller isresponsible for contacting the Board Chair to arrange for Treasury's
presentation of the annual performance measurement report and the annual audit report.

The applicable statutes do not specify who is to provide staff support for the Board.

Effective: 4/1/00 Xll: C-11
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Unless the Board directs otherwise, the Treasury Division will maintain pertinent records

relating to the Trust and minutes of the meetings of the Board.

While the Commissioner is the sole fiduciary for this trust fund and, as such, responsible
for the asset allocation judgments for the Fund, it is the policy of the Department to
consult with the Public School Fund Advisory Board at least once ayear to review the
asset allocation options and to consult with the Board before making any substantial
changesin asset alocation policy.

7. Treasury Funding

Each year Treasury includes a portion of the income from the Public School Trust Fund
as afunding source for the Division's annual budget. The Trust is charged for the actual
costs of investment management fees and performance measurement costs, if any.
Treasury also alocates a portion of the Division's personnel costs and custodial costs to
the Trust.

Version Control

Revision | Effective Summary of Changes Finditin
Date Date Version

5/15/99 4/1/99 Updated IPS to include 1999 capital market assumptions. 12

3/7/00 4/1/00 Treasury updates year 2000 capital market assumptions and revises asset 13

allocation policy for principal assets accordingly. Target alocation was 56%
for the Broad Market Fixed Income Investment Pool and 44% for Domestic
Equity Collective Funds.

3/7/00 4/1/00 Treasury adds history of income payout methodol ogy. 1.3

Effective: 4/1/00 Xll: C-12
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D. Alaska Children's Trust - Investment Policy Statement

1. Overview

The Alaska Children's Trust is atrust fund the income of which is dedicated to funding
community-based programs and projects for the prevention of child abuse and child
neglect.”® The Trust providesindividual grants of up to $50,000 per year matched by

funds from other sources to fund these programs and proj ects.

2. History

= 1988. Legidature establishes Alaska Children's Trust (Ch. 19 SLA 1988).
Commissioner of Revenue made fiduciary. Fund raising and grant making authority
vested in Alaska Children's Trust Board.

= 1990. Fund raising and grant making responsibilities reassigned to Alaska
Commission on Y outh and Children (Ch. 16 SLA 1990).

= 1993. Fund raising and grant making moved again - this time to the Alaska Human
Relations Commission (E.O. No. 84 1993).

= 1996. Fund raising and grant making moved yet again - this time to the reconstituted
Alaska Children's Trust Board. Board consists of the governor (or the Governor's
designee), the Commissioners (or their designees) of Health and Social Services and
Education, and four public members appointed by the Governor. In appointing the
four public members, the Governor must give preference to persons with experience
and expertise in children's prevention programs or private sector finance. See
Appendix AC for the pertinent statutes.

% Up to $150,000 of the principal of the Trust may be used each year to cover the expenses of the Alaska
Children’s Trust Board.

Effective: 5/15/99 XlIl: D-1
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3. Factsand Figures

Until 1996, there were no fundsin the principal of the Trust. In conjunction with the
attention generated by the 1996 Executive Order, private individuals and businesses
contributed $11,000 and the Legislature appropriated $6,000,000 to the principal of the
Trust.

Total invested assets in the Alaska Children's Trust at June 30 have been:

Fiscal Year =~ Earnings Fair Value

1997 911,129 6,929,174
1998 1,551,614 8,256,661
1999 1,025,208 9,270,385
2000 591,657 9,755,460

4. Management

The applicable statutes require Treasury to account for the Trust in a manner that
distinguishes between "principal” and "income." Treasury has achieved this objective by
establishing a"principal account" and an "income account” for the Trust.** Theincome
may be spent; the principal must be preserved except that $150,000 of the principal may
be used by the Board each year to cover the administrative expenses of the Board.

AS 37.14.240(a) providesthat capital gains and losses remain with the principal;
consequently, income includes only interest and dividends. AS 37.14.240(c) requires
Treasury to reinvest the realized net income not yet appropriated and expended.

% The two accounts are actually funds within the state's accounting system that roll up to one fund that
represent the Trust. The principal fund is FU 34051. The income fund is FU 34052.

Effective; 5/15/99 Xll: D-2
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AS 37.14.240 establishes the investment objectives for the Trust:

AS 37.14.240. Fund Utilization. (a) Except as provided in (d) of this section, the
principal of the trust and any capital gains or losses realized on the principal shall be
retained perpetually in the trust for investment as specified in AS 37.14.210, and may not
be used for the awarding of grants.

(b) The net income of the trust may be appropriated only for the following purposes:

(1) the awarding of grants;

(2) obtaining private and federal grants for the trust;

(3) soliciting contributions, gifts, and bequests for the trust; and

(4) reimbursement to the Department of Revenue for the costs of establishing the trust.
(c) Realized net income that has not been appropriated, or that has been appropriated
but not expended, shall be invested until appropriated and expended.

(d) Up to $150,000 per year may be appropriated from the principal of the trust for the
administrative expenses of the board relating to AS 37.14.200 - 37.14.270.

The investment objective is to provide "increasing net income over long-term periods to
the Trust'sincome beneficiaries.” Treasury believes this provision requires an investment
policy that is most likely to yield increasing real or inflation adjusted income over long-
term periods. (See Appendix AD for the application of this conclusion to the

development of the Trust's investment policy.)

To fulfill the Legidlature's policy requiring increasing the real or inflation adjusted
income over long-term periods, a substantial proportion of the Trust must be invested in

the equity market.

Monthly, Treasury transfersincome (only dividends and interest and not net appreciation)
produced by the principal assets of the Trust to a separate income account within the
Trust where it is held pending appropriation by the Legislature.

The Trust requires separate investment policies for the principal assets of the Trust and
the income assets of the Trust. Once appropriated, the income assets are available for

Effective; 5/15/99 Xll: D-3
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expenditure for community-based grants to programs that prevent child abuse and
neglect. Realized and unrealized capital gains and losses must be retained in the principal
assets account (AS 37.14.240(a)).

In FY 97, a change in accounting standards affected the amount of income to be
transferred from the principal assets to income assets. Under GASB Statement No. 31
(effective for financial statements for periods beginning after June 15, 1997 although the
state chose early implementation beginning in 1997), amortization (of premiums) and
accretion (of discounts) are now classified as unrealized gains or losses. Prior to the
change, Treasury transferred amortization and accretion from the principal assetsto the
income assets. With implementation of GASB Statement No. 31, the reclassification of
amortization and accretion negatively impacts cash flow from the principal assetsto the
income assets. To fulfill theintent of AS 37.14.110 - that is, to adequately protect the
principal corpus - Treasury continues to transfer an amount equal to amortization and

accretion from the principal assets to income assets.

The principal of the Alaska Children's Trust is not protected from legislative
appropriation if the Legislature decides it wishesto so appropriate. The Public School
Trust Fund, the University of Alaska Trust Fund, and the Mental Health Trust Fund were
all originaly established by the Congress and some or all of the principal of those fundsis
protected from appropriation by the Legidature as a matter of federal law. The Alaska
Children's Trust is a creation of the Alaska Legidlature; as a consequence, the Legislature
has the legal authority to unmake what it has made.

Effective: 5/15/99 XIl: D-4
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5. Investment Policy

a. Investment Policy - Principal Assets

Treasury invests the Alaska Children's Trust principal assets with the following in mind:

Risk Tolerance High. The principal of the Trust cannot be spent. Short-term
principal losses can be tolerated.

Investment Objectives  Willing to tolerate high exposure to principa loss for the
possibility of large gainsin the long term.
Maximize current income subject to constraints on inflation
protection and distinction between income and capital gains.
Significant inflation protection needed.
Relatively low liquidity requirement.

Time Horizon Long.
Other Constraints: Only $150,000 of the principal of the Trust can be spent

annually. Treasury must separate income from net appreciation.

The investment policy has a plus or minus 5% band for each investment pool in the

allocation to avoid the expense of continually rebalancing the Trust's investments.

Effective April 1, 2000, Treasury's investment policy for the Alaska Children's Trust
principal assetsis:

55% + 5% Broad Market Fixed Income Investment Pool
45% + 5% Domestic Equity Collective Funds

Effective; 5/15/99 XlIl: D-5
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Effective April 1, 2000, Treasury's performance benchmark for the Alaska Children's
Trust principal assetsis:

55% Lehman Brothers Aggregate Index
45% Russell 3000 Index

A detailed justification for the asset allocation and the investment policy for the principal
assets of the Alaska Children's Trust may be found in Appendix AD.

b. Investment Policy - Income Assets

Treasury invests the Alaska Children's Trust income assets with the following in mind:

Risk Tolerance Low. The Legislature can appropriate the money at any time.
Investment Objectives  Low exposure of principal to loss.
Emphasis on liquidity and safety of principal. Incomeis
secondary objective.
Minimal inflation protection needed.
High liquidity requirement.

Time Horizon Short.

Treasury's investment policy for the Alaska Children's Trust income assetsiis:
100%  Short-term Fixed Income Investment Pool
Treasury's performance benchmark for the Alaska Children's Trust income assetsis:

100%  Three-Month U.S. Treasury Bill

Effective; 5/15/99 Xl1: D-6
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6. Control and Reporting Requirements

AS 37.14.210(6) requires the Commissioner of Revenue to maintain accounting records
that distinguish between the principal and income of the Trust. The accounting records
are maintained by the State Comptroller. The State Comptroller sends quarterly financial
statements to the Alaska Children’'s Trust Board within 30 days following the end of each

quarter.

AS 37.14.210(7) requires the Commissioner to engage an independent certified public
accountant to perform an annual audit. To fulfill this requirement, the State Comptroller

contracts with an independent certified public accountant to perform the annual audit.

The Commissioner must provide reports to the Alaska Children's Trust Board on the
condition and investment performance of the Trust (AS 34.14.210(9)). Treasury receives
year-end performance measurement reports for this Trust from an external consultant
within 90 days following the end of the fiscal year. The State Comptroller isresponsible
for contacting the Chair of the Alaska Children's Trust Board to arrange for Treasury to

present the annual performance measurement report and the annual audit report.

While the Commissioner is the sole fiduciary for this Trust, and, as such, responsible for
the asset allocation judgments for the Trust, it is the policy of the Department to consult
with the Alaska Children's Trust Board at |east once a year to review the asset alocation
options and to consult with the Board before making any substantial changes in asset

allocation policy.

Effective: 5/15/99 XIl: D-7
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7. Treasury Funding

Each year Treasury includes a portion of the income from the Alaska Children's Trust asa

funding source for the Division's annual budget. The Trust is charged for the actual costs

of investment management fees and performance measurement costs, if any. Treasury

also allocates a portion of the Division's personnel costs and custodial costs to the Trust.

Version Control

Revision | Effective Summary of Changes Finditin
Date Date Version
3/7/00 4/1/00 | Treasury updates year 2000 capital market assumptions and revises asset 13
allocation policy for principal assets accordingly. Target alocation was 56%
for the Broad Market Fixed Income Investment Pool and 44% for Domestic
Equity Collective Funds.
11/24/00 Updated Facts & Figures section 1.6

Effective: 5/15/99

X11: D-8
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E. University of Alaska Endowment Trust Fund - I nvestment Policy Statement

1. Overview

On April 11, 1997, the Governor signed into law an amendment to the statutes governing
thistrust fund that replaces the Commissioner as the fiduciary of this trust with the Board
of Regents of the University of Alaska. The University is now responsible for the

management of this trust.

2. Management

Treasury continues to manage a portion of the University of Alaska Endowment Trust
Fund under a reimbursable services agreement with the University. Those funds are
invested in the Short-term Fixed Income Investment Pool, Broad Market Fixed Income
Investment Pool, and the S& P 500 Common Trust Fund (domestic equity). The amount
invested in the respective investment vehiclesis at the direction of the Fund's fiduciary,
the University of Alaska.

Appendix AE isabrief history of the University of Alaska Endowment Trust.

Appendix AF isahistory of the University of Alaskasfederal land grant.

Appendix AG contains the statutes applicable to the University of Alaska Endowment

Trust Fund immediately before and after the fiduciary responsibility for that fund was

transferred from the Commissioner of Revenue to the Board of Regents.

Effective: 5/15/99 XIl: E-1
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3. Factsand Figures

TREASURY DIVISION
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Total invested assets in the University of Alaska Trust Fund (AY 12) at June 30, have

been:

Version Control

Fiscal Year

1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Earnings
876,149
1,542,147
1,096,492
1,599,228
2,256,244
2,780,762
(239,000)
4,252,942
2,808,357
4,521,477
7,765,441
5,688,652
1,970,508

Fair Value
12,350,020
13,937,132
14,987,113
16,857,519
20,348,691
23,945,420
30,768,996
33,737,988
34,313,493
36,992,531
37,611,838
44,764,490
41,793,998

Revision | Effective Summary of Changes Finditin
Date Date Version
11/24/00 Updated Facts & Figures section 1.6

Effective: 5/15/99

XIl: E-2
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F. Investment Loss Trust Fund - I nvestment Policy Statement

1. Overview

The Legidature established the Investment Loss Trust Fund in 1991 to indemnify then-
current and former state employees against anticipated losses in their interests in the state
Supplemental Benefits System (Plan) occasioned by the apparent insolvency of the
Executive Life Insurance Company of California (Executive Life). Executive Life had
issued guaranteed investment contracts to the Plan and individual annuities to three
hundred members. In April 1991, California state regulators took over Executive Life
raising considerable uncertainty about the value of the Plan assets and the individual

annuities.

2. History

= 1991. The Alaska State Legidature establishes the Investment Loss Trust Fund as an
expendable trust to hold harmless both current participants in the Plan and former
participants who had become annuity holders with Executive Life. The
Commissioner of Revenue isthe fiduciary of this Trust (See the governing statute,
AS 37.14.300, in Appendix AH). The Fund was originally capitalized with $138.1
million appropriated from the General Fund and the Statutory Budget Reserve Fund.
Subsequent payments from the conservator of Executive Life and recoveries from
certain third parties that together total almost $150 million have made it possible to
reduce the balance in the Trust significantly.

= 1991 - early 1993. Treasury manages the Trust.

= 1993 - November 1994. T. Rowe Price manages the Trust for Treasury for slightly
more than a year.
