SENATE FI NANCE COWM TTEE
LOG NOTES
01/12/01

GENERAL SUBJECT(S): Al aska Pernmanent Fund Cor poration

The following overview was taken in log note fornat. Tapes and
handouts wll be on file with the Senate Finance Commttee through
the 22nd Legislative Session, contact 465-4935. After the 22nd
Legislative session they wll be available through the Legislative
Li brary at 465-3808.

Time Meeting Convened: 9:04 a.m

Tape(s): SFC-01 # 2, SIDE A & B

PRESENT:

Senat or Donl ey

XX

Senat or Kelly

Senat or Aust er nan

Senat or Green

Senat or Hof f man

Senat or Leman

Senator d sen

Senat or Ward

X X[ X[ X X[ X

Senator W/ ken

ALSO PRESENT:

CLARK GRUENI NG CHAI R, BOARD OF TRUSTEES, ALASKA PERVANENT FUND
CORPCORATI ON

ROBERT D. STORER, EXECUTI VE DI RECTOR, ALASKA PERMANENT FUND
CORPORATI ON

JI' M KELLY, DI RECTOR OF COMVUNI CATI ON, ALASKA PERVANENT FUND
CORPORATI ON
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LOG | SPEAKER DI SCUSSI ON
001 | Co- Chair Donl ey I ntroducti ons
Pur pose: Overview from Al aska Per manent
Fund
Schedul e for the House Finance Comm ttee
Suggested that those seeking to Chair
subcomm ttees should attend House neeti ngs.
034 | d ark G ueni ng, I ntroduced Robert Storer, Executive
Chair, Board of Director and JimKelly, Director of
Trust ees, Al aska Communi cat i on
Per manent Fund What we are going to do today is foll ow
Cor por ati on through on the handouts. JimKelly is
going to tal k about the mechani cs and
Robert Storer is going to touch on
i nvestment principles and performance.
067 |JimKelly, Director [Good idea to revisit the fundanentals.

of Conmuni cati on,
Al aska Per manent
Fund Corporation

Ht the fundanental s of how the fund works.
Page 2: Pernmanent Fund Market Val ue

Two parts to the permanent fund: the
principle and the incone.

Total fund: $26.7 billion

Principle has three parts. The principle
is a nunber that represents the
appropriations and deposits into that
account. Dedicated oil revenues, inflation
proofing and the special deposits. The
princi pl e cannot be spent.

Page 3: Permanent Fund | ncone. There are
two parts: realized and unrealized. As
provided by law all the incone fromthe

per manent fund investnents is deposited
into the earnings reserve account. The
interests that are earned on the bonds, the
di vi dends that Al askans reserve fromthe
stock investnents, cash flow that pernmnent
fund generates and the appreciation or
depreciation in the value of all those
assets. There has been $23.5 billion
generated since the inception of the fund.
In sinple terns the fund is here for
current and future generations. The

| egi sl ature put in two provisions for

di vidends and inflation proofing: one to
pay dividends and second the anpunt to

of fset the effect of inflation, which is to
be transferred.

The dividend calculation. Fornula set in
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| aw by the legislature. The fornmula says
that we are to figure out what is one-half
of 21 percent of the net incone of the fund
over the last five years. |If that nunber
is larger than what is in the earnings
reserve account the fornmula says that we
will pay out half of what is in the
ear ni ngs reserve account.

Page 5: Inconme paid out for dividends.
Interesting, the dramatic increase in the
anount of noney that has been transferred,
because of the boom ng stock markets.

Ei ght or nine years before, 4 to 6 mllion
dollars were paid out for al nost a decade.
W are a little bit above the trend |ine.
Inflation proofing the board has cared
about for a long tine. There is a fornula.
It is set up by statute. Only applies to
the principle. What we are saying is that
the fund lost $675 million in value in the
| ast year to rising prices. To conbat that
the |l egislature has transferred that noney
fromthe earnings reserve account to the
principle.

Page 6: Chart shows statutory incone vs.
state oil reserve. History: oil has a |ot
of volatility although the direction is

pl ain and sone volatility, but less in the
fund i ncone. Looking forward: the gold
bars represent 63 billion dollars of incone
that the permanent fund will produce over
the next 20 years. Permanent Fund

Proj ections Chart pointed out the current
year, FY 2001, and the total fund bal ance.
W are actually going to have to draw down
noney fromthe earnings reserve account to
neet the two statutory requirenents this
year.

255 Page 7: One caveat about the future. $63
billion of income that you can expect the
fund to earn over the next 20 years may be
nore and nay be | ess.

261 | Robert Storer, Principle #1: Diversification

Executive Director,
Al aska Per manent
Fund Cor poration

When we create a portfolio it is well
diversified. W want to neet a goal of
investing for the long-termwhile
maxi m zing that return within the |levels of
risk tolerance. To do that we spend a | ot
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of time on due diligence. Spend a |ot of
time evaluating the market. W are now a
mat ure fund. We invest for the long-term
and it is inmportant to be patient. W are
experiencing short-termvolatility. W
nmust bal ance the i ncone between current and
future generations. W do have a
significant payout to current generations.
Page 8: Tine series; Holding Period vs.
Average Annual Return. Know short-term
volatility is a part of the process.

He referenced to different financia

anal ysts publications with regards to
short-termand long-termrisk. W
recogni ze that there is interimvolatility,
but construct a portfolio wth |ong-term
Ri sk tol erance chart conparing different
portfolios: bold, sonewhat bold, sonewhat
timd and timd. The permanent fund
portfolio is in the mddle ground with 53
percent in equities, 38 percent bonds and
the rest in real estate. Inportant point
is staying power. Short-termis going to
have volatility. Have to have a well

t hought out portfolio construction and
recogni ze that you will be chall enged, but
you nust stay the course.

367 | M. Gruening We recently discussed the idea of val ue and
growt h. Stocks are boom ng want to chase
that return. W have taken good advi ce on
keepi ng a bal ance.

371 |M. Storer W not only diversify anpong asset cl asses,
but anong styles. |In equity there are two;
one is growth and the other is val ue.
Gowm h manager will have a nore aggressive
portfolio. Value manager will have | ower
volatility, older conpanies that are
slightly out of favor. G owh out
performed val ue by 20 percent. Tendency is
to gravitate to the current higher
earnings. Trying to diversify styles,
because sonetines grow h does better and
soneti nes val ue does better. |In the

cal endar 2000 we are finding that value is
doing significantly better than growh in
the .comstocks. Discipline within the
asset class has assisted the permanent fund
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through this period of increased
volatility.

395 | Senat or Hof f man In the stocks do you differentiate between
the .com stocks and t he NASDAQ st ocks.
398 |M. Storer We do eval uate the nore aggressive stocks.

Part of the balance in constructing the
permanent fund portfolio is the recognition
that we want nore protection on the down
side. Reducing volatility as nuch as
possible. WIIl not find permanent fund
investing in .comstocks. Managers are
instructed to invest with quality conpanies
with proven earnings. Wiile our returns
have not been great we al so have not
suffered, because we have not chased those
specul ati ve stocks.

Page 9: Year 2000 capital market
assunptions. W | ook at the respective
asset classes that were invested in and the
expected return over a five-year tine

hori zon. W know there is volatility, so
what you see here is a nedi an expected
return of each asset class. Snaller
conpanies are a bit nore volatile. W
define risk as volatility. It is well

di versified. The chances of | osing noney
in a specific conpany are really non-

exi stent. W neasure volatility by
standard deviation. One other piece; how
do they correlate. How do they interact in
the different financial markets. Then we
start a portfolio. W have about a 25
percent chance of a negative return in a
single year, but over longer term if we
are disciplined, we wll nmake higher

return. Don’'t want to abandon that

di sci pli ne.

455 | Co-chair Kelly What woul d a nore aggressive portfolio
anticipate for their overall return
459 | M. Storer On average nost of the funds our size

probably have an asset allocation of 60 to
70 percent in the equity market, so they
are accepting far nore interimvolatility.
Most of our piers are retirenment plans with
a funding ratio that they be under funded,
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i mbedded in that is probably an expected
return are 8 or 9 percent. There chances
of a negative return in a single year
probabl y, conceptual nunber, 30 to 35
percent .

Page 10: Target Asset Allocation

Donestic Equities and Internationa
Equities. W want to have a discipline
that tells us when to rebal ance in sone
systematic way. W don’t want high
turnover. Donestic equities and

i nternational equities make up the total
equi ties, donestic bonds and non-dol | ar
bonds neke up the total bonds and then
there is total real estate. W don't
invest in “junk bonds”. 38 percent of the
portfolio is in fixed income, non-U S.
fixed inconme is 2 percent, U S equities is
33 percent, non-U. S. equities is 16
percent, real estate is 10 percent, Al aska
CDs 1 percent.

503 | Senat or Hof f man The | egi slature gave the fund the authority
to invest in international equities. How
has that been according to what you have
proj ected the earnings to be.

506 | M. Storer It has gone very well. Over that tine
period 11.5 percent has been earned on
international equities. It has paled in

conmparison to the U S. equity market,

al t hough we have earned wel|l above what
expected. Very diversified.

Page 11: Fund s |long-term average annua
total returns; chart conparison. Changes
in the Fund’ s annual market val ue.

Page 12: Volatility. Drop in Cctober is
due to dividend payout. The second chart
is on pernmanent fund' s total return (actua
and projected).

549 | Senator W ken Tal k about how you have used the basket
provi si on.
Co-Chair Kelly Re- expl ai n basket provision
553 |M. Storer W have a statutory |ist of what we may

invest in. The |egislature approved HB
156, Basket clause, which all owed the fund
to use 5 percent of the portfolio follow ng
the prudent investor rule to invest in
asset classes that do not fall within the
statutory list. Noted early that we are a
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very mature fund and due diligence is a
very inportant part of what we do. The
board did a very thorough study
investigating private equity. It is really
a clause to help us I ook at sophisticated

i nvest ment vehicles and those take tine.

572 | Co- Chair Donl ey Overvi ew of why you are introducing that
| egi sl ati on.

576 | M. Gruening Page 13: Three objectives. See that the
fund’ s purchasing power is preserved. |If

you are going to maxim ze distributions
over the long-termyou have to have
inflation proofing. M nim zing
fluctuations in annual payouts.

589 | SIDE B

589 | M. Gruening QUOTE “Inflation is like a thief in the
night. It steals fromyou silently and
nobody knows what’s being done.” [Inflation

proofing cane about. Looking at the |ong-
term we’ ve been bl essed by healthy markets
and high oil revenues, but |ooking down the
road the best approach was a |imt based on
| ong-termresearch of a payout of market
value. Qur proposal is to limt a five
percent of a five-year average of the

mar ket val ue of the fund. It does not
require any changes in the statutes and it
woul d not affect the payout of the

di vidend, but it establishes a limt on the
payouts, which gives strength to the term
“per manent”.

Page 14: Allowing the trustees to be
renmoved only for cause. It is a provision
that exists in the statutes that relate to
the pension fund. It gives the kind of
continuity that is necessary for preserving
the course in investnents and all ow ng the
board to function well.

564 |M. Storer Sonet hing |’ ve observed and an i nportant
issue. This is a very mature and

sophi sticated fund and takes a while to
educate you on those responsibilities. A
very inportant issue is ensuring the
continuity in how decisions are being nade.
Long-terminvestnent issue. Very inportant
that sonmething is in place that ensures the
continuity of the education and
institutional nenory of the decisions that

Page 7




SENATE FI NANCE COWM TTEE

LOG NOTES
01/12/01

have been nmde.

552

Co- Chair Donl ey

Current cycle of turnover? There are

staggered terns?

548

M. G uening

It is one every year. The board consists
of six menbers. Two are comm ssioners and
the other four are public and they serve a
staggered term Essentially any Governor
has the opportunity to replace half the
board within the first year. Qur desire is
to put ourselves on par with pension funds.
You still have rollover, but it was not
until recently that we have such | arge

roll overs. Sonething we think the

| egi sl ature shoul d | ook at.

539

Co- Chai r Donl ey

This year ballot neasure 3: New Governor
woul d have to have a reason to repl ace
sonmeone on the board.

535

Senator W1 ken

Conment: Sometines there are fol ks that
want to nake you feel guilty that you have
$$$ in the bank. Only state in the nation
that have this discussion. Ohers would
long to be seated at this table. Hunble by
the responsibility. Proud of this report.

525

Senat or Hof f man

Back to Page 6. In the past the nost

i nportant figure to the public was the
amount of the dividend. Wy is that figure
not put under the projections today?

517

M. G uening

One comment . Different division deal with
the dividend. Revenue cal cul ated based on
popul ati on.

512

M. Kelly

We have provided that nunber, but as a
general rule we don’t. The mllions of
dollars that are transferred that we know
about. W assune a nunber.

508

Senat or Hof f man

But to the average Al askan that is the nost
i mportant figure of all.

M. G uening

Get asked about it a lot.

505

Co- Chair Donl ey

Fol | ow up on Senator Wl ken' s remark. Page
2 of the handout. It is quite phenonenal
that 66 percent of the current principle of
t he dividend has been by specia
appropriation action of the |egislature.

497

M. Kelly

We ought to invite the politicians from
Washi ngton up here, because it is not
necessary to spend every dine that is on
the table and here in Al aska we have done a
good job of not doing that.

491

Co- Chair Donl ey

Thank you for joining us today. Adjourned
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at 10: 00 a.m
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