M NUTES
JO NT
SENATE FI NANCE COW TTEE
HOUSE FI NANCE COW TTEE
February 17, 2005
10: 06 a. m

CALL TO ORDER

Co- Chair Green convened the neeting at approximately 10:06: 27 AM

PRESENT

Senat e Fi nance Menbers:
Senator Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senator Bert Stedman

Senat or Lyman Hof f man

House Fi nance Menbers:

Representative Kevin Meyers, Co-Chair
Representative M ke Chenault, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representative M ke Hawker
Representative Jim Hol m

Representative Eric Croft

Representati ve Bruce Weyhrauch

Al so Attendi ng: SENATOR TOM WAGNOR, REPRESENTATI VE HARRY CRAWFORD;
REPRESENTATI VE KURT OLSON;, REPRESENTATI VE JAY RAMRAS; M KE BURNS,
Chi ef Executive Oficer, Alaska Permanent Fund Corporation,
Department of Revenue; M CHAEL O LEARY, CFA, Executive Vice
President, Callan Associates; DR JERRY M TCHELL, Menber, Permanent
Fund's investnent advisory council and former, Chief Investnent
O ficer, The Massachusetts Pension Fund;

Attending via Teleconference: There were no teleconference
partici pants.

SUMVARY | NFORMVATI ON

Presentation by the Al aska Permanent Fund Board and Advi sors

10: 07: 55 AM
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M KE BURNS, Chief Executive Oficer, Alaska Pernmanent Fund
Cor poration, Departnent of Revenue, introduced the nenbers of the
Al aska Permanent Fund Board of Trustees and consultants present at
this neeting and gave detail ed backgrounds of the consultants’
acconpl i shnent s.

10: 10: 22 AM

M CHAEL O LEARY, CFA, Executive Vice President, Callan Associ ates,
gave a presentation titled, "Alaska Pernmanent Fund Corporation
2005 Capital Market Qutlook™ [copy on file] and reviewed events in
the financial nmarket of the past few years.

Page 2

After a Slow Start, Capital Mrkets Enjoy Second Straight Year
in the Bl ack

[Chart showing rates of returns for the years 1999 through
2004 and the five-year average annual rate of return for the
years 2000 through 2004 for the follow ng several funds.]

M. O Leary outlined the types of stocks included in the funds.

M. OlLeary called attention to the five-year annual rates of
return pointing out that this no I onger includes the bull market
that concluded in 1999. The five-year average includes the bear
mar ket years of 2001 and 2002, although fortunately good returns
were realized in 2003 and 2004. He stressed the strong perfornance
of bonds and small cap stocks. The inflation rate over this five-
year period was approxinmately 7.7 percent.

10: 13: 24 AM

Page 3
The Current Econom c Environnent
Steady Growt h But Unsteady Senti nent

 US. econony all of a sudden | ooked hot in 2004, but the
expansi on has been underway for several years, and growh
has actually continued at an orderly, if unspectacul ar
pace.

e Jobs data finally turned around, and unenpl oynent finally
fell bel ow 6%

* Business spending was weak until recently, as nmany
industries are still plagued with overcapacity.

e Inflation remains a low level threat, despite what we
read in the headlines. Absent oil price pressures, core
rate is around 2%
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e Interest rates are still extraordinarily |ow
o Treasury bonds yields are not that far fromtheir
40-year | ows.
o Fed policy still seens to work, at [|east on
CONSUMers...

» Consuners have been tireless, and the federal governnent
has been spending to boost the econony and for the war in
I rag. However ...

M. O Leary stressed that the advisors at Callan and Associates are
not economsts and this information reflects the organization's
per spective of the econony and the future econony. This information
is utilized to denonstrate how the organization devel ops
perspectives and determ nes the range of risks and how those risks
change.

M. O Leary relayed that the advisors at Callan and Associ ates are
in consensus that the econony had recovered by 2004, and woul d have
solid growh in 2005. There is no reason this would not continue
into 2006.

M. OLeary inforned that recovery to date has been led by the
consuner and that a large "driver" has been the decline in interest
rates, which has supported the housing sector and all owed consuners
to refinance and augnent inconme to nmaintain spending. This has been
beneficial in sustaining the econony through the recession and into
recovery.

Page 4
Leader shi p Passes from Consuners to Busi nesses

 Wth interest rates rising and tax cuts finished, the
consuner spending boom is over. Mderate gains in
enpl oynent and inconme wll drive consuner spending.

* Housi ng nmarkets have peaked by renmain strong.

 Business equi pnent investnent is surging in response to
strong profits, growing markets, and technol ogical
advances.

* Nonresidenti al construction is beginning to slow
recovery, restrained by excess capacity.

 Budget pressures on state and | ocal governnent are easing
as tax revenues rise, but federal stimulus is ending.

e Exports are rebounding in response to the dollar's
depreci ation and renewed growh in foreign markets.

e Qutlook for 2005 is "good by not great".

M. O Leary commented that the "baton" nust now be passed to
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busi ness investnent to continue to grow the econony.

10:15: 56 AM

Page 5

The U.S. Expansion is Strengthening

2004 Saw Best G owh Since the Late 1990s

[ Bar graph showi ng Real GDP, annual percent change for the
years 1990 t hrough 2004.

M. O Leary stated that econom c expansi on was over four percent in
"real terms", which "by any standard is a good year". Gowh is
expected to continue at a slower rate this year, but still above
t he econony's long-termtrend.

10: 16: 32 AM

Page 6

U S. Economc Gowmh by Sector

[ Spreadsheet |isting annual percent changes, and "direction of
change" of several sectors for the years 2002, 2003 and 2004.]

M. OlLeary detailed that consunption wuld be noderate,
residential investnment would remain positive and grow, although the
rate of growmh would slow Business fixed investnent had "only | ast
year really picked up" and would continue to grow.

M. O Leary continued that the federal governnent activity would be
"less of a stimulative factor” than in the past due to the need for
"decrenental fiscal stinulus". State and | ocal governnments "don't
feel flush", however, revenue is "inproving" and is expected to
continue to inprove. Sone assistance is expected from an increase
in the rate of spending by state and | ocal governnents.

M. O Leary next stated that the export sector activities are
"attractive" in that the percent increase in exports the previous
year was "neani ngful". Hopefully, continued export growth would
occur, particularly with the dollar "weakness" naking the dollar
nore "conpetitive." This would assist in dimnishing, but not
closing, the trade deficit. Sinultaneously, inmport growh is
expected to decelerate. Mich of the spike in inport growh is
attributable to higher energy prices.

10: 19: 25 AM

Page 7
Enpl oynment Sl ow y Recovers
Decenber 2004 enpl oynent remai ns 240,000 below its March 2001
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peak.
[ Bar graph show ng annual percent change in payroll enpl oynent
for the years 1998 t hrough 2004.]

M. O Leary explained this graph supports the projections made on
t he previous page. Enploynment growth has been "di sappoi nti ng com ng
out of the recession"” but has begun to "get on track"™ in 2004.
Expectation is for continued grow h.

10: 19: 56 AM

Page 8

I ndustrial Production is Reboundi ng

Capi tal Spendi ng Fol |l ows GDP

[ G aph showi ng quarter percent changes of Real GDP, Equi pnent
spendi ng, and Hi gh Tech, for the years 1990 t hrough 2004.]

M. OLeary stated this graph denonstrates a sharp decline in
spending for high tech and equipnent. This was core of the
recession. An increase occurred in 2004 for these areas and is
expected to conti nue.

10: 20: 34 AM

Page 9

A Third Good Year for Corporate Profits

[ Bar graph showi ng percent changes for Profits with | VA & CCA
for the years 1990 t hrough 2004.]

M. O Leary expressed that profit growh has been "trenendous", and
that remarkable changes in the econony are the result of
i mprovenent in corporate financial conditions. Corporations have
"plenty of cash" or "liquidity" and subsequently have the ability
to fund capital expenditures, increase dividends, and buy back
stock if advantageous.

10: 21: 30 AM

Page 10

Productivity G owh Has Boosted Corporate Profits, But Not
Wages

[ G aph showi ng percent of GDP of Wages and Sal aries, and
Economi c Profits for the years 1999 through 2004.]

M. O Leary noted this graph shows the grow ng di screpancy between
profits and wages and salaries. Wages and salaries "have not
participated” in the recovery. As unenploynent rates have been
reduced and are expected to decline further, wages and salaries
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should "begin to pick up". Also, corporate profit margins would
continue to inprove. This is a normal cyclical pattern.

Page 11
The Consumer |s Stretched

* Household net worth has recovered fromits 200-02 drop,
thanks to rising honme prices and the last two years'
stock market rally. However, a low saving rate is
limting asset accumnul ati on.

» Federal tax cuts have boosted disposable incone growth
for three years. Now tax burdens are likely to rise.

* Debt service burdens and the household financial
obligations ratio peaked in late 2001. But rising
interest rates will forestall further inprovenent.

e Net result will be a sl owdown, but not a retreat.

* Rising enploynent and income will drive the next phase of
t he expansion in consuner spending.

e Credit card delinquencies will decrease slightly as the
j ob mar ket inproves.

M. OlLeary reiterated that it is expected that consumer activities
woul d be | ess of a factor in "taking the econony forward". This is
because the consuner is "pretty |leveraged,”" primarily through hone
ownership. Gven the sharp increases in the price of honmes across
the country there is concern regarding a "housing bubble."”

10: 23: 25 AM
Page 12
Hone Prices Have Risen Sharply.Al though Low Interest Rates
Mean That Honmes Are Still "Affordable”

A hi gher index neans hones are nore affordable.
[ G aph showi ng the Affordability Index for Existing Single-
Fam |y Hones for the years 1972 t hrough 2004. ]

M. O Leary noted that although honme prices have "absolutely
increased at a very significant rate,” the inpact has been
noderated by the decline in interest rates, so that hones are
"essentially as affordable today as they were four years ago-five
years ago." He acknow edged that individual mnarkets have hone
val ues "out of sync" and coul d experience a decline, but this is
not a generalized condition.

Page 13
Inflation's (Tenporary) Resurgence

e Soaring energy costs, dollar depreciation, a synchronized
(i1 f nodest) gl obal expansion, and | ean inventories have
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revived inflation.

e dobal compdity prices also reached peaks at tines in
2004.

 Consuner prices surged at a 4.1% annual rate in the first
seven nonths of 2004, while core inflation reached 2. 4%
For the full year, inflation was closer to 3%

e Despite the headlines, this recent burst of inflationis
t enporary.

e Slack |abor nmarkets and rising productivity wll keep
unit | abor cost increases in the 2% range.

e QO prices in the $40s (or the $50s) don't nean the sane
now as in the early 1980s.

e Supply responses wll eventually bring down energy
pri ces.

e Bottomline: core inflation will settle in the 2.0-2.5%
range after 2004.

M. O Leary stated the inflation outlook is inportant.

10: 24: 16 AM

Page 14

Inflation Has Ticked Up...

Year - Over - Year Change in Consuner Prices

[ G aph showi ng the percent change of CPI Al Urban Cons, and
CPl -Core for the years 2001 through 2004.]

M. O Leary informed that inflation accelerated significantly and
has increased substantially fromthe prior year. This is primarily
the result of commodity spi kes, especially energy. Core inflation
increased at a rate of 2.2 percent.

10: 24: 58 AM

Page 15

..But Headline Fears Are Overbl own

Year - Over - Year Change in Consuner Prices

[ Gaph showing aforementioned detail for the years 1980
t hrough 2004. ]

M. O Leary denonstrated that in a historic context, inflation is
currently at a low level. The expectation for the next five years
predicts the CPl would increase at an approxinmate 2.6 percent rate
annual ly. That is unchanged fromthe consultant's estimates for the
past three to four years.

10: 25: 35 AM
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Page 16

The Fed is Mving Toward Neutral

I nterest Rate | ncreases Should Stay G adual

[ G aph showi ng the percents for Federal Funds Rate and 10- Year
Treasury Bond Yield for the years 1994 through 2004.]

M. O Leary stated this graph denonstrates how the federal fund
rate has changed. Short terminterest rates have been "incredibly
|l ow' The "fed and others were very concerned about the possibility
of deflation a couple years ago and punped in nmassive liquidity and
took us to a position where short terminterest rates in that one-
percent range were actually negative real interest rates." He
explained that if it were possible to buy the CPI, noney could be
borrowed at an interest rate of one-percent and the purchaser woul d
receive a two percent return. He ascertained that the "fed" is
"mndful of the long term concern about inflation, but over tine
short terminterest rates have tended to be pretty close to the
rate of inflation, maybe plus a little."

10: 27: 22 AM

M. O Leary remarked that ten year treasury yields have actually
"not noved at all." The expectation is that interest rates would
ri se as expansion continues, but would not reach the eight to nine
percent annual rate of a decade prior.

10: 28: 03 AM

Page 20
2005 Capital WMarket Preview
Keepi ng Those Expectations Low

e The economc recovery wll continue, but growth wll
remai n nodest. Capital spending will ultimately follow
GDP.

* Fed has already shifted to tightening nonetary policy.

* The stock market recovery wll be slow Profits cannot
out pace GDP, share prices cannot outpace earnings.

e Callan's outlook in a nutshell: expect a low inflation,

low interest rate, |low return environnment.

 Low return expectations nmean 8% nom nal return
assunptions may be difficult to achieve. Callan's 2005
assunptions won't likely generate an expected return for
a 60% st ock/ 40% bond al | ocation greater than 7.4 % over
the next five years. To the extent possible, investors
my need to shift their focus to real return
expect ati ons.
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M. O Leary rem nded that after the presentation to the Cormttee
the prior year, the Menbers knew the projections would not change
this year. The consultant has not changed projections in any
significant for several years. He added that |ow equity is also
expected over the long term

10: 30: 57 AM

Page 21

Donmestic Equity vs. Bond Yields

[ G aph show ng percentages of S&P 500 Earnings Yield vs. 10-
Year Treasury Yield for the years 1981 t hrough 2004 and graph
showi ng Rati o of S&P 500 Earnings Yield and 10- Year Treasury
Yield for the sane tine period.]

M. O Leary referenced the "fed nodel for valuation". This graph is
an attenpt to denonstrate the sane information. The earnings yield
is the "reciprocal of the PE ratio". Since the year 1981, those
i nstances when the earnings yield of the S& 500 was close to the
ten-year treasury suggested that the stocks reasonably valued. In
the last five years, the conbination of declining stock prices and
declining interest rates resulted in the earnings yield above the
income yield of the ten-year treasury. He cautioned of the
situation of the 1950s in which dividend yield on stocks exceeded
the incone yield on treasury obligations. The valuation of the
stock market despite the two-year recovery, IS not excessive
provi ded the antici pated "decent earnings growth going forward."

Page 22
Bond Market Faces a Chal | engi ng Environnent

e Wth inflation in check, investors poured noney into
bonds followi ng the bursting of the stock market bubble,
driving prices up and yields to 40-year | ows.

e Corporate (and particularly high yield) spreads w dened
t hrough 2002, then staged a renarkabl e coneback in 2003
and 2004.

e Long-term secular decline in inflation since early 80s
fuel ed bond market returns that may not be seen again for
a long tine.

e Looking forward, current yields and expectations for
inflation and interest rates drive expected future
returns. Wth low current yields and the potential for
rising interest rates as the econony expands, prospects
for future bond narket gains may have faded. The best
case for bonds is a faltering econony.
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10: 33:12 AM

Page 23

Donestic Fi xed | ncone

Lehman Aggregate Index - Daily Yield to Wrst from1/1/01 to
12/ 31/ 04

[ Gaph showing Yield to Maturity percentages of every nonth
from January 2001 through Decenber 2004]

M. O Leary outlined highlighted dates of the end of each year on
the graph. This denonstrates that the overall rate has not
fundanental | y changed, despite significant volatility. The current
yield on the bond market is a "very good naive" predictor of future
returns.

10: 34: 49 AM

Representative Croft comented that the graphs indicate an
optimstic future and asked if this is because stocks are
under val ued.

M. OlLeary replied that the relative valuation difference could
change by increased interest rates, by increased stock prices with
interest rates the sanme, or earnings collapsing, in which case the
earnings yield woul d decline.

Representative Croft asked if this occurred in the 1960s or 1970s.

M. O Leary replied that the world has changed since the 1950s.
During that tinme the dividend yield on stocks was higher than the
incone yield on treasuries. Sonme analysts say the 1980s were an
aberration. A relationship has always existed between interest
rates and price-to-earnings ratios. If interest rates are high

price earnings ratios would be | ow

Representative Croft surmi sed that the portfolio balance between
fixed inconme and stock should have nore investnent in stock.

M. O Leary agreed that according to the information presented this
woul d be a reasonabl e concl usi on.

10: 37: 39 AM

Senat or Bunde noted that a nomnal return rate of eight percent has
been conventional wi sdom He asked if the information on Page 20
i ndi cates that expectation has changed.

M. O Leary responded that the Permanent Fund expected return the
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prior year was 7.6 percent. The eight-percent figure is derived
from an assunption of five percent real return and three percent
inflation. The real return expectation has not changed, although
the inflation rate has changed.

10:38:42 AM
Page 25
2005 Capital Market Projections
[ Spreadsheet listing Sumrary of 5-Year Capital Market

Proj ections (2005-2009) by asset class.]

M. O Leary stated this graph indicates the projected annual return
for each asset category, and al so provides the projection of the
previous year. He remnded that the consultant never mnakes a
specific point projection, rather projects a range of returns. He
detailed line itens on the spreadsheet to denonstrate this. Stocks,
over the long term have tended to return 5.5 to seven percent in
real returns. Last year stocks actually returned approxi mtely 11
percent, which reflects the projections. Bonds and real estate have
remai ned rel atively unchanged. However, because bond returns are so
| ow, investors are "looking to other things" to attenpt to inprove
their overall fund return wthout "ratcheting up" the equity
exposure further, due to concern about volatility.

M. O Leary inforned that equity exposure of 60 plus percent range
for major public funds, such as pension funds, is typical. Fixed
i ncome exposure is conprised at approxinmately 25 percent and
pension funds are mnmaking use of nontraditional investnent
appr oaches, including absolute return strategies, farm and, tinber,
and ot her resource exposure.

DR. JERRY M TCHELL, Menber, Permanent Fund's investnent advisory
council and former, Chief Investnment Oficer, The Mssachusetts
Pensi on Fund, referenced a handout titled, ""Asset allocation of
t he Massachusetts Pension Reserves |nvestnent Trust Fund" [copy on
file.] He conpared the Massachusetts Pension Fund to the Al aska
Per manent Fund. Both funds have the sanme challenges to determ ne
what asset classes to make investnents to achi eve the best possible
return at the nost acceptable |level of risk. The Al aska Permanent

Fund has a balance of approximately $30 billion and the
Massachusetts Pensi on Reserves Investnment Trust (PRIT) Fund has a
bal ance of approxinmately $36 billion.

Dr. Mtchell joined the PRIT in the year 2001 with the nmandate from
"a very supportive" board and "active" investnment advisory
conmmttee was to increase the nunber of asset classes the fund was
invested in. This nandate was gi ven because the board intended to
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reduce the volatility of the fund and ensure that those asset
cl asses that could provide a higher return than the ordinary stock
mar ket or bond market, had participation. In 1990, the PRI T had
five asset classes, which did not change significantly until a
sixth asset class was added in the year 2000. At the end of 2004,
the PRIT was invested in ten asset cl asses.

10:45: 46 AM

What has the PRI T Fund done?

1. Increased asset classes from5 to 10.

2. Increased sub-asset classes to 15.

3. Increased less liquid investnents.

4. |Increased non-correl ati on of asset cl asses.
5. BEst. return 8.3 % est. risk 11.5 %

Dr. Mtchell outlined the first two itens on this list. The sub-
asset class includes large capitalization equities and smal
capitalization equities; distressed debt, regular and below
i nvest ment grade US bonds and energi ng country bonds for high yield
bonds. The PRI T al so enphasi zed |l ess liquid investnents because the
theory and practitioners results suggested that wllingness to
accept a less liquid investnent should receive a higher rate of
return. An institution or individual who required access to noney
i mredi ately would not invest in this manner; however, |arge funds
simlar to the Al aska Permanent Fund and the Massachusetts pension
fund could afford to nake these less liquid investnents.

Dr. Mtchell stated that when the PRI T increased asset and sub-
asset classes, it also increased the non-correlation of asset
cl asses. Different aspects of the econony affected the earnings of
different investnents. The intention was that as one type of
i nvestnment was rising, another would rise nore slowy and avoid the

shocks experienced if all investnents were made in US stocks or
bonds.
10:48: 04 AM

Dr. Mtchell spoke to the estimated return and estimated risk. That
is utilizing estimates simlar to those described by M. O Leary.
The 8.3 percent return was established due to the actuarial
assunption of 8.25 percent.

Dr. Mtchell stated that diversification is beneficial because the
asset class that would be the best perforner is unknown. Therefore
multiple asset classes provide greater protection against
volatility.
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Dr. Mtchell exanpled less liquid investnents as tinber, venture
capital and |everaged buyout partnerships. Less liquid assets
provi de a bonus because they could not be sold for a period of
tinme.

Goal s

1. Meet 8 1/4 percent actuarial return target.

2. Reduce risk by increasing non-correl ation.

3. Continue to diversify.

4. Benefit fromless liquid, higher return asset cl asses.
5. Use indexing in public markets where appropriate.

Dr. Mtchell in certain asset classes, such as large capitalization
of US stocks, it is difficult for active managers to "beat the
i ndex" It could be done, but those nmanagers are difficult to |ocate
and enploy. For these asset classes, the PRI T determ ned that
i nstead of focusing on securing such a manager, it would index 80
percent of that allocation with two active nmanagers "running 20
percent."”

Dr. Mtchell conpared this to the finding that wth snall
capitalization and energing market international stocks, active
managers could regularly outperformthe index. As a result, the
PRIT is 100 percent active in its emerging nmarkets investnents and
80 percent active in small capitalization US stocks.

Dr. Mtchell characterized the use of an index to that of a club to
provi de incentive to managers to work harder. Active managers woul d
be threatened with the possibility that the funds coul d be renoved
fromtheir oversight.

10: 51: 50 AM

Senat or Stednan asked if the Massachusetts pension plan has an
"asset liability msmatch".

Dr. Mtchell replied that the Massachusetts plan is a defined
benefit plan that is approximately 70 percent funded.

Senat or Stedman asked if the plan has a target of 100 percent.

Dr. Mtchell answered it does, although it is uncertain whether it
coul d be achi eved.

Senator Stedman asked if efforts are nmade to protect the PRIT from

this msmatch or if a total rate of return is anticipated to solve
the total liability issue.
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Dr. Mtchell qualified that the Massachusetts fund is unusual in
that the managenent of the asset is overseen by a separate
governnmental entity that the entity that oversees payout of
benefits. He was involved with the entity to nmanage the funds, wth
the directive to nmanage the funds in the best manner possible.

Senat or Stedman asked which entity establishes the 8.25 percent
target.

Dr. Mtchell responded that the benefit payout agency establishes
this wwth the assistance of an actuarial consultant.

Senator Stedman clarified that the PRIT does not submt its
projections to the benefit payout agency for review.

Dr. Mtchell answered, "no", an independent board controls asset
al l ocation. The actuary report is consulted and the fundi ng status
of the plan is considered.

Senat or Stedman asked if the asset liability m smatch has al ways
exi st ed.

Dr. Mtchell replied it has and informed that when the PRIT was
founded, the funding level was approximately 20 percent. The
Massachusetts Legislature separated the investnent and benefit
payout entities to insulate the investnment managenent from the
pressures of previous adm nistrations.

Senat or Stedman asked if a risk tolerance change, or risk prem um
adj ustment, has occurred since the 1999 market "crash".

M. OLeary replied that investors did not obtain the equity
prem um anticipated. Callan expectations of premum return for
equities have renmained at 5.5 to seven percent real return, which
has been the |long-termrecord.

Senator Stedman restated his question, asking if in 1999 investors
were "nore on the top end of the range and today they're nore at
the |l ow end of the range."

M. O Leary answered, "Undoubtedly yes" because the public
expectation of future returns for the equity market was "double
digit" of 15 to 17 percent. Four percent inflation added to 6.5
percent real return provides 10.5 percent return. Callan has
consistently anticipated the "lower end". At this tine |ast year,
"we were a roaring bull conpared to what others were sayi ng, when
in fact, the assunption was essentially were it had been." The
style of Callan forecasts have been to change little fromyear to
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year; others may change their forecasts nore, possibly by review ng
a different tinmefrane.

M. O Leary furthered on the question Senator Stedman posed to Dr.
Mtchell regarding public entities. The experience of Callan has
been that the discount rate used on the pension "side" in the
public sector has been eight percent on average and has not changed
significantly. The funded status of public pension funds changed
from essentially fully funded status to becomng significantly
underfunded for three primary reasons. The first being sone
conbi nati on of benefit enhancenents and or contribution reductions
because the funds had been well|l funded. The second reason was the
unrealized decline that the expected earnings return for three
years during the bear market provided negative returns rather than
positive returns of eight or nore percent. Over three years, this
results in a 24 percent difference in earnings. The third factor is
the decline in interest rates. Wien the value of future benefits is
di scounted utilizing a lower interest rate, the liabilities are
| arger. H gher interest rates would inprove the funding status. The
only nethod to achieve higher liability matching is high quality
fixed investnents; however, these provide significantly |ower
returns and result in higher costs.

Senat or Stedman conmented that it is difficult therefore to match
unfunded liabilities. He surm sed the current historic | ow yields
woul d further hanper this effort. He posed a question of whether
the overall policy for risk control should be reviewed
periodical ly.

M. O Leary affirmed the policy should be reviewed. The findings
would vary for different systenms dependant upon the inflation
sensitivity of each system A system containing health care
benefits as a significant portion of liabilities would be nore
sensitive to inflation.

Senat or Stednman then spoke to the present historical years and
| oner expectations for equities of approxinmately 7.4 percent over
the next five years. He noted that the Permanent Fund has no
unfunded liability, but rather a requirenent to pay dividends in
the event of realized gains.

M. O Leary stated the Permanent Fund has a real return target of
five percent. He explained that a actuarial advisenent of an eight
percent return for a pension fund includes an inflation expectation
of 3.5 to four percent over 40 years. Therefore a typical public
pension fund has a goal of a greater than 4.5 percent real rate of
return. The Pernmanent Fund consistency of year-to-year return is
i nportant given the constitutional provisions stipulating that in
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the event of significant volatility, the ability to provide
di stribution is elimnated.

Senat or Stedman asked if the real return expectations have changed
significantly since 1999.

M. O Leary answered they have not. He noted that the current
policy governing the Permanent Fund target allocation produces an
expected real return of five percent. This anmount has varied by
tenths of percents fromone year to another.

Senat or Stedman expressed concern with the wunfunded pension
liability of the Public Enpl oyees Retirenent System (PERS) and the
Teachers Retirenent System (TRS) and the target rate of 8.25
percent established in 1998 or 1999. Since that tinme, changes have
occurred in the econony and the market rate. If that rate were
reduced the liability would increase. He questioned whether this
rate shoul d be revi ened.

M. O Leary remarked that the discount rate would be utilized as a
portion of the actuarial set of assunptions through discussions
with the actuary and the PERS and TRS boards of directors. He
stressed the inportance that the set of assunptions be bal anced.

Senator Stedman | earned from di scussions wth Mercer Consulting,
the actuary for the PERS and TRS plans, that the 8.25 percent rate
was not achieved fromreview of historical market projections, but
rat her from asset allocation information provided by the Al aska
State Pension Investnent Board (ASPIB). Mercer Consulting did not
i ndependently set the discount rate.

M. O Leary noted that ASPIB determ nes an expected rate of return
target when setting investnment policy with a shorter tinme rise.
That shorter tinme rise target is significantly based on the
information provided by Callan and Associates. The ASPIB asset
al l ocation is sonmewhat nore aggressive than that of the Permanent
Fund in terns of equity comm tnent.

11: 07: 36 AM

Co-Chair WIlken commented this is the seventh presentation he has
attended from Cal |l an and Associ at es.

Page 18

Surplus Reverts to a Massive Federal Budget Deficit

[ Bar graph showing Federal and State & Local surplus and
deficits for the years 1990 through 2010. ]
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Page 19

The U.S. Current Account Deficit: Over $600 Billion as Far as
the Eye Can See

[ Bar graph showing Current Account Deficit and |ine graph
showing Deficit as % of GDP for the years 1980 through 2008. ]

Co-Chair WI ken asked about the notations readi ng "*2005+ forecast
- Gobal Insight" on these graphs, specifically the meaning of
gl obal insight.

M. O Leary replied that dobal Insight is a business entity that
provi ded the projections used to denponstrate future years on the
gr aphs.

Co- Chair W/I ken announced a proposal for a long-termfiscal plan.
He asked the Permanent Fund trustees and |egislators to review a
handout titled, "Senate Bill 88, A Bridge to Devel opnent, A Policy
on General Fund Revenue Shortfall, February 15, 2005" [copy on
file]. He requested critique of this proposal and offered to give a
presentation to the trustees. He expressed, "This is the start of a
| ong road" and added, "This group here is the group that woul d set
the course for a long termfiscal plan, whatever that happens to
be."

Representative Stoltze appreciated the presentation. He asked the
expectation from the trustees of the legislature now that the
comm ttees had received this know edge.

M. Burns responded that the Corporation would give a presentation
specifically related to the statutory investnent list is "doing"
either to help or inpede the Funds progress in providing the
expected returns. The Corporation intended to propose | egislation
to anend the statutory investnent [ist. The sane returns could be
achieved at less risk, or higher returns could be realized with the
sanme |level of risk if the Corporation were not encunbered by the
current statutory investnent |ist.

11:12: 17 AM

Co-Chair Wl ken remarked that the Senate Finance Commttee has
never denied a request of trustees for legislation to anend Fund
managenent procedures. He attributed this to the expertise of the
trustees. He asked if renoval of allocation restrictions could be
i npl enented over a period of tine of possibly five years.

11:12: 53 AM

Representative Hawker clarified that M. Burns testified that the
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sanme | evel of return could be achieved with | ess risk.
M. Burns replied that statistics indicate this is possible.

11:13: 33 AM

Senat or Stednman used an assunption that the allocation the defined
benefit plan is operating has greater stock exposure and subsequent
wi der di spersion than the Permanent Fund. However, he held a "l ower
risk tolerance” for the benefit plan fund than he held for the
Per manent Fund. The Permanent Fund would grow in perpetuity and
provi de dividends in anmounts possible, but the pension plan is
required to provide paynents.

M. O Leary opined that in "a conparative sense" the ASPIB risk
tol erance has been nore conservative than the typical public
pensi on fund. However, the Permanent Fund has been "nuch nore
conservative". He noted that 30 percent of assets of other nmjor
endowents of over $1 billion are allocated to investnents the
Permanent Fund is prohibited from participating in, wth the
exception of the basket provision. The Permanent Fund may actually
be "sub-optim zing" return that could be produced over the |ong
term If the current rate of return is desired, the volatility
could be reduced if the statutory investnent |ist were changed.
Also, it could be determned that the current level of risk were
acceptable, the portfolio altered and the Fund could achieve a
hi gher expected rate of return. The ability to maintain a higher
return policy in the event of a year or two in which the earnings
reserve fund was insufficient to provide any distribution. This
nearly occurred a couple years prior.

ADJ CQURNIVENT

Co-Chair Green adjourned the neeting at 11:17 AM

SFC- 05 (18) 02/ 17/ 05



