MEMORANDUM STATE OF ALASKA

DEPARTMENT OF REVENUE
Treasury Division

To: Patrick Galvin Date: June 15, 2009

Commissioner
From: Gary M. Bader Cﬁ”ﬂ’/ Telephone: 907-465-4399
f

Chief Investment Officer
Subject: Asset Allocation Recommendations for FY 2010

Attached are my recommended asset allocations for investment funds under the
stewardship and control of the Commissioner of Revenue for fiscal year 2010. Asset
allocations represent the investment strategy designed to achieve the objectives of a
fund while taking into account the desired expected investment return, volatility, cash
flows, liquidity, and investment income of the fund. Given the objective of the fund or
account, and given a set of capital market assumptions about the likely risk, return,
yield, correlation, and liquidity attributes of asset classes, an appropriate asset
allocation is selected. Following is a general explanation of the process used to develop
our recommendations and the rationale behind them.

As you are aware, each year, the asset allocation process begins with Callan Associates,
the state’s investment consultant, providing staff with financial assumptions for
numerous asset classes. The assumptions include: investment returns, standard
deviations, and correlations for the various assets.

Usually, the Callan assumptions do not change much from year to year. However,
because of the extraordinary losses and volatility in financial markets in 2008, Callan’s
2009 equity return projections are generally higher than 2008. They also have lower
standard deviations (risk) than 2008. For example, the 2008 Equity - Broad Market
expected return was 9.00% with a 16.90% standard deviation. For 2009, the return
projection changed to higher 9.48% with a lower standard deviation of 16.40%.

While the changes in expected returns for equity are mostly higher in Callan’s 2009
assumptions, return projections for some fixed income strategies have barely changed.
For example, the 2008 return assumption for Bonds - Aggregate was 5.25%, in 2009 it is

524%.

After we receive the Callan assumptions, they are then entered into an optimizer
program. The resulting output is an “efficient frontier” of different asset mixes that are
expected to have the highest expected rate of return for a given level of risk. Before an



asset allocation is determined, the objectives of a fund must be considered. For
example, in the case of funds where the objective is to invest the proceeds of bond sales
pending drawdown, the strategy is to minimize the probability of investment loss.
Usually, the year to year changes in the efficient frontier are small because the changes
in input assumptions are small. This year is different.

Because recent Callan equity assumptions suggest that higher equity returns can be
earned with lower risk, the resulting efficient frontier drives the allocation away from
equities when attempting to target last year’s return target. Selling equities after a large
market decline places us in a position of selling equities low after we bought them high.
Generally, for funds that have domestic equity allocations in 2009, except for the
Children’s Trust, I have focused on efficient frontiers with the same risk as last year
while holding the domestic equity allocation approximately the same. The Children’s
Trust is set at the same target return as last year in order to reduce risk.

Historically the goals for funds such as the GeFonsi, and Constitutional Budget Reserve
main account have focused on minimizing the probability of loss in one year. My
recommendation continues that practice. For accounts that own equities, we used the
Conservative Aggregate Fixed Income Asset Class instead of the Aggregate Bonds
Asset Class. The Conservative Aggregate is a combination of 90% Barclay’s Aggregate
and 10% Treasuries.

Many of the funds the Department manages have such high liquidity requirements that
it is necessary to invest entirely in short term fixed income. For your convenience, we
have not written a separate explanation for each one of these funds, but we have
attached an approval sheet which shows the current policy and the proposed policy.
The short term fixed income class is expected to yield 3.03%. Following is a list of those

funds.

AY03 - Retiree Health Insurance Fund (to be paid down)
AY05 - International Airport Repair and Replacement Fund
AY07 - Alaska Children’s Trust Fund - Income Account
AYQ09 - Public School Trust Fund - Income Account
AY14 - 1999A AIA AMT Construction Fund

AY18 - 1999C AMT Construction Fund

AY20 -1999B Non-AMT Construction Fund

AY25 - SBS Cash Transition Fund

AY28 - Investment Loss Trust Fund

AY2A - 2002 B Non-AMT Construction Fund

AY2B - 2002A AMT Construction Fund

AY2E - 2002 Series Reserve Account

AY2G - Permanent Fund Dividend Holding Account
AY2M - Accelerated Alaska Transportation

AY2N - Education and Museum Facility

AY?20 - Transportation Project



AY2P - 2003A AMT Construction Fund

AY2Q - 2008 Transportation Project GO Bonds

AY?2R - 2003B Non-AMT Construction Fund

AY2U - 2003 Series Reserve Account

AY2W - Alaska Sport Fish Hatchery Fund

AY2Z - Alaska Energy Authority Renewable Energy Grand Fund
AY9V - Alaska Sport Fish

AY9W - 2006 A AMT Construction Fund

AY9X - 2006B Non-AMT Construction Fund

AY9Y - 2006 Series Variable Rate

For the rest of the department of Revenue funds, we have also attached a short
narrative explaining the reasoning for the asset allocation recommendation. Your
approval of each asset allocation is requested.

cc: Jerry Burnett, Deputy Commissioner

Attachments
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