SENATE FI NANCE COWM TTEE
February 10, 2009
9:01 a.m

9:01:39 AM

CALL TO ORDER

Co-Chair Stedman called the Senate Finance Comm ttee neeting
to order at 9:01 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co-Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senator Johnny Ellis

Senator Kim Elton

Senat or Donny O son

Senat or Joe Thomas

MEMBERS ABSENT

None
ALSO PRESENT

M ke Burns, Executive Director, Al aska Pernmanent Fund
Cor por ati on, Depar t ment of Revenue; M chael O Leary,
Executive Vice President, Callan Associates, |Inc.

SUMVARY

AOverview. Econom c and Capital Mrket Qutlook & Permanent
Fund Performance Revi ew

OVERVI EW ECONOM C AND CAPI TAL MARKET QOUTLOOK & PERVMANENT
FUND PERFORVANCE REVI EW

9: 05: 00 AM

Co-Chair Stedman introduced Callan Associates as the state’'s
principal investnent advisor for the permanent fund, the
Al aska retirement funds, and the Treasury Division. The firm
had been invited to help the committee understand the
interrelationship of the state’s major savings accounts and
to of fer advice.

9:06:21 AM

M KE BURNS, EXECUTI VE DI RECTOR, ALASKA PERMANENT FUND
CORPORATI ON  (APFC), DEPARTMENT OF REVENUE, gave a brief
history of the permanent fund. The state has deposited about
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$13.4 billion into the fund from mneral royalties, from
general fund appropriations, and from legal settlenents.
Over the life of the fund, the corporation has paid out
$16.7 billion in dividends. Today the fund has between $28
billion and $29  billion. He suggested holding the
perspective of the success of the fund. Callan Associates
has provided the board wth asset allocation advice,
performance measurenments, manager searches, and other duties
since 1990.

M CHAEL O LEARY, EXECUTI VE VI CE PRESI DENT, CALLAN
ASSOCI ATES, INC., presented a PowerPoint “Alaska Senate
Finance Conmittee Market & Economc Review, 2009 Capital
Mar ket Projections and APFC Performance, February 2009”
(Copy on File).

M. O Leary provided a fourth quarter overview (Slide 1):

* Terrible market environnent for all maj or asset
cl asses.

e Credit markets froze around the worl d.

* Extraordinary governmental policy actions initiated
qui ckly but not as rapidly as many had hoped.

* Flight to quality resulted in sharp declines in short-
term government rates and increases in “risk” prem uns.

e Comodity fell sharply as expectations regarding the
| ength and depth of econom c sl owdown nount ed.

e US. dollar strengthened significantly hurting profits

for multinationals, wunhedged international investors
and returns on international investnents for U S. based
i nvestors.

M. O Leary described Slide 2, “Second Half of 2008:
Startling,” as a list of the major financial news itens that
i npacted the market, including:

« Fannie Mae and Freddi e Mac pl aced into conservatorship.
* Lehman Brothers decl ared bankruptcy.

* AIGrescued by governnent.

e Merrill Lynch sold to Bank of Aneri ca.

* Mrgan Stanley and Goldnman Sachs convert to bank
hol di ng conpani es.

e Washi ngton Mutual seized by regulators and assets sold
to JP Morgan.

M. O Leary highlighted Decenber 16, 2008 on the tineline,
the date the Federal Reserve System (The Fed) target
interest rate was reduced to between zero and 0. 25 percent.

9:12:31 AM
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M. O Leary turned to Slide 3, “US. Fixed Inconme,” wth a
graph depicting the U S. Treasury yield curves. He explai ned
that the blue Iine represents the Treasury yield as of the
end of calendar year 2008, the green line represents the
Sept enber 20, 2008 yield, and the yellow line represents the
year end 2007 yield. The graph illustrates the remarkable
change in Treasury rates during the year. By the end of the
year, the 30-year bond was yielding less than 3 percent. The
graph on the right depicts the yield deferential for various
sectors of the bond market over Treasurys. Bar graphs at the
bottom of the page show the absolute returns for various
sections of the bond market relative to Treasurys. For
exanple, corporate high yield investnents in the quarter
were down 17.9 percent in absolute return, down 24.9 percent
relative to like-duration Treasurys.

M. O Leary described Slide 4, “The Capital Markets: Wat a
Difference One Year Can nmeke,” as illustrating the cal endar
year performance over the l|last several years for the U S
stock market and various other conponents. He highlighted
the 2008 inflation nunber of 0.09. During the year on a
year-over-year basis, it seened as though inflation would be
up around 5 percent; this neans all the decline in the
consuner price index (CPl) occurred in the later half of the
year. In the shaded years, the five-year conpounded returns
for each of the market indexes are listed, the five years
ending at the end of 2007 and the five years ending at the
end of 2008. The sane is repeated for the ten-year and
fifteen-year intervals. He enphasized that the nunbers show
t he notabl e change in the long-termreturn for various asset
categories because of one year. He cited the exanple of the
Russell 3000 Index, a broad neasure of the stock market
illustrating how one significant year can have a huge i npact
on longer-termresults.

9:16:32 AM

M. O Leary explained that Slide 5 shows real estate
returns, including the National Council of Real Estate
| nvest nent Fi duciaries (NCREIF) returns.

Co-Chair Stedman returned to Slide 4 and asked for nore
information on fixed i ncome and cash narkets.

M. O Leary explained that the Lehman [Brothers] Aggregate
Bond Index (LB Aggregate), now called the Barkley's Capita

Bond Aggregate, is a neasure of investnent-grade bonds. Over
the fifteen year period including 2008, the LB Aggregate
return is nearly as great as the return for the Russell

3000. Over shorter periods the return is far superior, and
driven by long-term Treasury returns. The index bel ow the LB
Aggregate is the Ctigroup Non-U. S [ Dol | ar Wrld
Governnent] Bonds Index, a government index issued in
foreign currency ternms. The return reflects both the return
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in local currency and changes in the value of the dollar.
Cash Market is the 90-day Treasury (T-Bill).

9:18: 14 AM

M. O Leary continued with Slide 5. Many institutional funds
invest in direct real estate. The graph at the bottom of the
slide provides a sense of real estate returns. The blue |ine
represents the total return of the index and the red line
reflects the incone conponent of the index. The graph shows
a sharp decline in the fourth quarter of 2008 for the val ues
assigned to direct real estate investnents.

Co-Chair Stedman asked how real estate is priced in the

nodel. M. O Leary answered that the index is based on
appraisals of unlevered real estate and conprised of
hundreds of properties held by institutional investors

t hroughout the ~country. There 1is detailed information
avai lable on the inconme generated and other factors. The
properties in the index are appraised at |east annually, but
if there is a transaction, the actual value of the
transaction is captured. During the periods when the asset
is not appraised, the appraisal nethodology is applied to
the financials for the property. Recently, there was sone
increase in vacancies; the required yield increased nore
because risk interest rates are higher and the spread
difference is wder.

9:21:10 AM

M. O Leary explained that Slide 8 shows a calendar year
performance for the Callan Public Fund [Sponsor] Database;
the red dot reflects the prelimnary return nunbers for the
Al aska permanent fund, negative 25.7 percent during 2008

this is essentially at nedian. He pointed out that the
i nportance of the real estate chart is to denonstrate how
conparisons can be nuddi ed; many public funds report their
real estate returns with a quarter lag. The end of Decenber
report shows in effect the twelve nonths ending in
Septenber. The permanent fund values its real estate on a
current quarter basis, with one investnent as an exception.
Therefore, it has already incorporated the significant
decline in the valuation of real estate. Ohers in the
distribution may or may not have; Callan’s sense is that
 aggi ng i s comon. The graph shows:

* The permanent fund did better than the nedian public
fund in 2001 and 2002, both declining market
envi ronment s;

* The fund | agged in 2003;
* The fund was very conpetitive in 2004 and 2005;

* In 2006, the return was attractive, but essentially
medi an;
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e In 2007, the return was attractive;
e |n 2008 return was at nedi an.

9:23: 22 AM

M. O Leary directed the commttee to Slide 9, “Stock Market
Returns by Calendar Year,” with a histogram graph putting
2008 performance in perspective within of the history of the
U S. stock market. The 2008 return is highlighted; stocks
were down 37 percent. Mdst of the tinme, the stock market has
produced a positive return. The only years wth returns as
bad as 2008 were in the 1930s.

M. O Leary pointed out that whenever anyone talks about
stock market returns, they will point out things like the
market is down one in four years or nore. People will talk
about the typical decline. The 2008 decline, while atypical,
is consistent with other bear markets; what is unusual is
that it was concentrated in so short a period.

Co-Chair Stedman asked if the bear nmarket was over. M.
O Leary replied that he did not make that statement. Co-
Chair Stedman asked if the neasurenent were then conplete
M. O Leary responded that it was not conplete through
January of 2009, which was al so a negative nonth.

9:26:21 AM
M. OlLeary reported that Slide 10, “Rolling 5-Year
Geonetric Returns” illustrates another way of viewing the

situation. A blue line on a graph depicts the actual five-
year return for periods ending Decenber 1930 through
Decenber 2008; for the nost recent five years, the S & P
[ Standard & Poor’s] 500 had an annualized return over five
years of negative 2.91 percent. The average of all the
averages was 10.35 percent. The left side of the graph shows
how bad the five-year returns were during the 1930s; the
declines were between negative 10 and negative 16 or 17.

M. O lLeary turned to Slide 11, “Credit Spreads Exceed
Historic Hi ghs,” showing investnent grade credit spreads
from 1979 through 2008. He explained that credit spreads
were the difference in returns and yields between debt
instrunments that are highly rated over conparable maturity
treasury securities. By the end of 2000, there were
unprecedented levels for the 1979 through 2008 period.
Subsequent to year end, credit spreads have narrowed.

9: 28: 30 AM

M. Oleary listed the potential inplications of the
financial crisis (Slide 12):
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e Structure of the US. financial system is changed
per manent|y.

o End of traditional investnment banks.

o Consolidation of financial institutions into
| arge, highly regul ated comrerci al banks.

o More governnent oversight and regul ati on.

o Lower leverage and wultimately Jlower risk in
financial system

o Tighter credit conditions for foreseeable future.

* US deficit and overall federal debt wll expand
dramatical ly.
o Trillion dollar plus deficits likely in near term

o Risk of devaluation of U S. dollar elevated.
o Long-term risk of higher real interest rates and
crowdi ng out of private borrow ng.

* U S consunmer is being forced to del ever
0

Loss of wealth in housing and equities will change
behavi or.

0 Less spending and consunpti on.

o Postponed retirenents, second jobs, wll expand

| abor force.
e Financial markets becone smaller and | ess efficient.

9:30:42 AM

M. O Leary directed attention to Slide 13, “U.S. Econonic
Gowh by Sector.” A graph illustrates the inportance of the
consuner to economc growh, especially the conposition of
real gross domestic product (GDP) and how nuch growmh is the
result of consunption, residential investnent, and so on.

M. O Leary pointed to a graph on Slide 14, “Hard Landing
for the U S. Econony,” showing real CGDP. There have been
nodi fications of the reported nunbers for 2008; the decline
in the second half of the year is shown, plus the projection
for negative growmh in 2009.

M. O Leary highlighted a few points on Slide 16, “The
Current Econom ¢ Environment: Slow going until 2010":

e Optimstic outlook: governnent intervention stabilizes
credit markets, fiscal stimulus kick-starts rapid
upswi ng. Beware of inflation lurking in the w ngs.

e Pessimstic scenario: vicious downward spiral between
the econony and credit nmarkets worsens. Specter of
defl ation | oons.

e Mst likely scenario: severest declines in GOP will be
recorded in fourth quarter of 2008 and first quarter of
2009. GDP resunes nodest growh in the second half of
2009, as credit markets slowy unthaw and confidence
returns.
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M. O Leary reported that there wll be a lag before the
i npact of governnment intervention arrives. The situation
deteriorated during the fourth quarter; however, by the end
of Decenber there were signs of stabilization. There have
been signs of inprovenent in financial conditions, primarily
credit risk spreads. New bonds have been issued over the
| ast several weeks by investnent grade issuers and were
received well by the market, which did not happen in the
fourth quarter. There is no question that the econony is
continuing to decline, although there are indications in
some areas of energing stability. The bulls would say that
the market begins to recover before the econony. The average
recession has been ten nonths in duration. The current
recessi on began in the mddle of 2008. Major econon sts say
there will not be inprovements wuntil July or the first
quarter of 2010.

9:34:43 AM

M. O Leary said the pessimst’s viewis that the damage to
the financial system is extrenme enough to create concern
about defl ati on.

M. OlLeary turned to Slide 17, “The Current Economc
Envi ronment: Slow going until 2010.” He expl ained that every
year Callan Associates goes through a |ong-term planning
exercise for expected returns. Callan is always going to
project the central estimate of stock returns to be above
bond returns and bond returns to be above cash, and tries to
capture variability by the range of expected returns as
nmeasured statistically. Callan thinks inflation wll be a
non-issue in 2009, and not a significant issue in 2010, but
that during the forecast period, inflation will beconme nore
of an issue. Callan thinks that stocks will anticipate and
| ead the recovery, not cause it. The firm has studied every
stock market recovery subsequent to a mmjor bear nmarket;
early on, the returns are attractive. The key issue is
figuring out when is too early.

9: 36: 54 AM

Co-Chair Hof fman asked what the federal stinulus package
would do. M. O Leary responded that they did not know yet,
since the package is not detailed. The conposition of the
final package will nost inportantly affect confidence. He
understood the bill that is Ilikely to be enacted is
primarily spending as opposed to tax cuts and that the
conposition of the spending is less stinulative than the
critics wanted. Part of the assessment reflects Callan’'s
view toward |longer-term inflation. He opined that the
package woul d hel p the econony shorter term but there were
still questions.

9:39:18 AM
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M. O Leary stated that the expectation is that there wll
be meani ngful stinulus, but stressed that affecting consuner
attitude is critically inmportant.

Senator Elton asked how the stinulus package would affect
consunmer attitude. M. O Leary replied that the housing
market is particularly inportant for many people. If the
package hol ds prom se of stabilizing housing or reducing the
risk of foreclosure, it could have a very positive affect on
attitude. An immediate increase in incone through payrol
tax reductions would al so hel p.

Senator Elton asked if consunmer attitudes would be affected
t hrough the Trouble Assets Relief Program (TARP) funds. M.
O Leary responded that he was speaking of the stinulus
package i n Congress.

9:42: 04 AM

M. OlLeary continued with Slide 18, “Equity 1Is More
Reasonably Priced: Trailing P/E [Price to Earnings Ratio]

Dips Below Its Long Run Average”. He nmaintained that
financial assets |ook very attractively valued if the stance
is taken that in the next tw years there wll be the

beginning of a financial recovery. The case is easier to
make for investnent-grade bonds then for equities, although
the case is just as strong. This is because earnings wll be
di smal in the short term The |everaged operating
flexibility of major corporations is tremendous. Valuation
levels for equities are often seen as nornal earnings power
and not 2009 expected earnings, which neans asking where
corporate earnings wll be five years from now Taking a
ook at the equity markets in light of the 37 percent
decline in the past year, stocks appear very attractively
val ued. There is risk; broad diversification is essential.

9:44:51 AM

M. O Leary explained that the data on Slide 19, “Past
Recessi ons and Subsequent Market Performance,” is taken from
the JP Morgan GQuide to the Markets, Decenber 31, 2008. The
average econonm ¢ expansion since 1900 has |asted 45 nonths
and the average recession has l|lasted 14 nonths. The table

shows the post Wirld War Il recessions at an average of ten
nonths. During the recession in the post Wrld War |1 era,
stocks went up 1.4 percent on average, indicating that

recovery began before the recession ended. This was not true
in the 1970s and in 2001.

9:46: 28 AM

M. O Leary pointed to graphs on Slide 20 depicting the
yield to worst on the Lehman Aggregate Bond Index from
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January 1, 2001 to January 16, 2009. Yield to worst presunes
that a bond gets called if it is advantageous for the issuer
of the bond to call it. At the end of 2008, the yield to
worst on the Lehman Aggregate was just under 4 percent;
subsequent |y, yields declined even further. The index can be
used for future five-year bond returns. Over the next five
years, bonds could be expected to return to near 4 percent.

Co-Chair Stedman referenced the 5.7 percent yield on
10/31/08. He asked for clarification about the inverse
relationship with value. M. O Leary gave the exanple of a
concept called durations. If interest rates go up, the val ue
of existing bonds declines, because the rational investor
will not buy at 4 percent when a new bond will conme out with
a 5 percent vyield.

9:48: 48 AM

Co- Chair Stedman added that when yields go up to 5.5 percent
from 3.75 percent, the value of the bonds wll decline
because of downward pressure. M. O Leary pointed out that
Treasurys were great |ast year but have been terrible in
2009 because long-term Treasurys have gone up as panic in
t he markets | essened.

M. O Leary told the conmttee that the graphs on Slide 21
give sone sense of the conposition of bond market total
return. The upper |left graph shows the total return, the sum
of the market value change plus incone. The upper right
graph shows the income return. The lower l|eft graph shows
the price change. The income return conponent tends to be
fairly stable, but the price change tends to be volatile,
reflecting the changes in the general level of interest
rates.

9:50:17 AM

M. O Leary turned to Slide 23, “Bond Market Opportunities”:

* We don’t know when nmarkets will react positively to the
extraordinary governmental policy actions taken to
restore liquidity to credit markets, but we are
confident that they will.

W believe that risk spreads (both credit and equity)
have reached very attractive |levels and patient
investors will be handsonely rewarded fromrecent price
| evel s.

W& do not expect credit spreads to return to the slim
prem uns of 2004 to early 2007

e The extraordinarily low yield and duration on the
Aggregate nmask the extreme divergence between the
conponent sectors of the index, and therefore the
potential opportunities.
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* Very large increase in specialized “distress” oriented
fixed investing.

M. O Leary explained that one of the reasons for the
downturn was too nmuch liquidity. Investors did not require
enough of a premum for the risk they were taking. One
mani festation of that was the sub-prime confusion; people
were given l|loans, and the risk was not reflected in the
price they were paying for the | oans. The confusion was not
[imted to sub-prine; it occurred across the financial
spect rum

9:51:14 AM

M. O Leary directed attention to Slide 25, “2009 Capita
Mar ket Expectations,” a narrative explaining expectations
for the major asset categories.

e Bond returns held at 5.25% Current neasures of the
broad market are very unusual. W expect Treasury rates
to rise, but spreads wll narrow and opportunities
abound in the non-Treasury portion of the market.

e Project an upward sloping yield curve, with a risk
prem um for bonds over cash (2.25%.

* Building equity returns from long-term fundanentals
gets us to about 9% 3-4%real GDOP growth, which neans
5.75% 6. 75% nom nal earnings growth, 2% dividend yield,
0.5% 1%  “buyback yield.” Shorter term t hese
fundanmentals may |ook weak, but equity |ooks cheap
relative to longer-termvaluations. Equity markets tend
to perform well after substantial declines, and
typically | ead the econony out of recession. Broad U. S.
equity expectations are increased 50 bps [basis
points], from9.0%to 9.5% Non-U. S. equity returns are
i ncreased by a simlar anmount.

* Real estate return held at 7.6% returns may not
recover as quickly as liquid equity markets.

* Private equity return held at 12% narrowing its
prem um over public equity markets.

Co- Chair Stedman asked for a breakdown relative to tinme. M.
O Leary responded that in the shorter term over the next
year or two, Treasurys are not likely to produce a very
attractive return, because the starting interest rate |evels
are so low, and the issuance needs for the Treasury are so
great. He stated that a high-quality credit bond would
return nore than Treasurys.

M. O Leary speculated that a five- or six-year return for
highly-rated investnent credit bonds could easily be in the
over 6 percent range and near 3 percent for Treasurys.
Callan’s longer-term expectation for total returns from
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Treasury Inflation-Protected Securities (TIPS) is around 4.9
percent. This is nmuch higher than for Treasurys because the
market is not pricing in future inflation.

9:54: 42 AM

M. O Leary turned to the subject of the permanent fund. He
directed the commttee to Slide 26, which addresses findings
of the National Association of College and University
Busi ness O ficers (NACUBO, a group with a mssion simlar
to that of the permanent fund.

M. O Leary explained that the permanent fund is pernmanent
and so has an advantage very few other pools of capital
have. The fund has a long-term investnent horizon; its
objectives are to preserve the purchasing power of the fund
over the long term and to nake distributions that are
consistent with that. The |legislature has historically
determ ned the pace of distributions.

M. OlLeary conpared the permanent fund wth rmajor
university endowrents. Distribution policies my Dbe
expressed differently but the objective of both is to
preserve the purchasing power of the principal and to make
di stributions that support the objectives of the institution
or fund.

M. O Leary observed that NACUBO conm ssions a conprehensive
survey of <college and wuniversity endowents. Slide 26
contains the nost recent data taken from a survey of 774
institutions. The table shows how the institutions have
invested their noney. He encouraged focus on endowrents
greater than $1 billion, calling thema “peer group” for the
permanent fund. He listed the various asset investnent
categories of the nmajor endownents:

* 40 percent invested in equities of all Kkinds;
* Only 11 percent invested in fixed incone

* 6 percent invested in real estate;

* Mre than 22 percent invested in hedge funds;
* 10 percent invested in private equity;

3.6 percent invested in venture capital; and
« 5.3 percent invested in natural resources.

9:57:53 AM

Co-Chair Hoffman noted the |arge spread between investnent
pools of $25 mllion and $1 billion. Alaska's fund is
substantially higher than that. He asked how many
institutions had pools above $1 billion. M. O Leary guessed

there were around 20. Co-Chair Hoffnman asked if the [|arger
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endownents had a large spread in the allocation of their
i nvestments.

M. O Leary pointed out the difference between the dollar-
wei ghted average and equal-weighted average. The doll ar-
wei ghted average is domnated by the 20 large institutions.
Wthin those, there is a wide spread, but not as wi de as the
spread in the $500 million to $1 billion group. He offered
to get nore detailed information

Co-Chair Stednman solicited an explanation on hedge funds,
private equity, venture capital, and natural resources. He
wondered if the categories were all fornms of equity
ownership versus debt ownership. M. O Leary responded t hat
the private equity and venture capital were predom nantly
illiquid equity investnment. Both the permanent fund and the
state pension pools invest in private equity; there is not a
di stinction between private equity and venture capital. The
targets are about 7 percent for both entities.

10: 00: 33 AM

Co-Chair Stedman asked for a brief overview of hedge funds.
M. O Leary explained that hedge funds are not an asset
class but an amalgamation of investnent strategies and
characteristics, private partnerships that typically invest
predom nantly in public securities using a variety of
strategies. He enphasized that there are over 8,000 hedge
funds, which nmakes them difficult to generalize. They often
have niches by types and try to achieve a return that is
like a publicly traded equity return without the volatility.
On average hedge funds are |ooking to achieve a return
greater than that available from a bond market. Ohers try
to have less short-termvolatility than traditional equity-
only portfolios. Hedge funds are very expensive; the general
partner in the limted partnership is paid a fee and a
percent of profits. Hedge funds can sonetines pursue very
aggressive investnment strategies which can cause other
investors to cash out.

10: 03: 01 AM

Senator Elton asked how the 2008 nunbers conpared to the
2007 nunbers for the larger funds. He specifically wondered
if they started noving towards hedge funds and private
equity. M. O Leary answered that five or nore years ago the
equity allocation was higher, the hedge fund and private
equity allocations |lower, and the bond allocations higher.
Reduction in the bond allocation has been the primary source
of funding. In sone cases, they've also reduced equity to
get a different formof equity managenent from a segnent of
t he hedge fund worl d.

Senat e Finance Committee 12 02/10/09 9:01 A M



Senator Thomas asked which wuniversity endownents were
|argest. M. Burns thought that Harvard s endowrent was
about the size of the permanent fund. M. O Leary answered
that Harvard, Yale, and Stanford were the three |argest.

10: 05: 14 AM

M. O Leary pointed out that private foundations have
i nvestnment policies simlar to the permanent fund. He stated
that half of the assets of a major private foundation he
works with are illiquid, invested in real estate, absolute
return, hedge funds, and private equity.

Senator Elton asked if managers’ options for the pernmanent
fund were negatively restrained because of the prescribed
asset allocation. He wondered iif the state had the
flexibility of other l|arge funds.

M. Burns replied that the | aw was changed three years prior
to allow the corporation to invest as a prudent investor. He
added that the state does not have the risk tol erance of the
private endowrents |ike Harvard or Yale. The corporation is
not constrained. One of the differences is that a university
foundati on graduates a new group of donors each year, while
oil is afinite resource.

M. O Leary referred to the tine of the statutory |list when
the permanent fund was at a disadvantage. The |l egislature
has been responsive to requests for liberalization,
including giving the permanent fund board the authority to
nodi fy things. The pension system has had greater
flexibility. For example, the arny has nore noney invested
in private equity than the permanent fund, because the arny
was able to start earlier

10: 08: 28 AM

M. O Leary presented Slide 27, “2009 Capital Market
Expectations, Return and Risk.” Callan has al ways focused on
five-year return estimates, but financial markets are very
vol atile. If one invested dollar |oses 50 percent, it has to
gain 100 percent in order to break even. The table considers
an arithnetic nmean return, or the average expectations in a
single year, and then geonetric nean returns for five and
ten years. The five-year nunber is lower than the arithnetic
mean nunber, but the arithnetic nmean is used to calculate
the five-year nunber, which reflects the effect of
volatility. The further the time horizon is extended, the
| ess neaningful the volatility is. The nunbers, with the
not abl e exception of fixed incone, reflect an increase in
five-year return from previous nunbers. The reason is the
significant decline that has occurred. None of the nunbers
get that back in the short run. If there was a 9 percent
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broad donestic equity return nunber |ast year as a five-year
proj ection, that sanme nunber would now be 9. 63.

Co-Chair Stedman asked if the state would be unable to get
back to expectations of a year ago at the end of the five-
or six-year cycle.

10:11:18 AM

M. OlLeary returned to Slide 10 and explained that
proj ections now are consistent just as they were a year ago
with the type of volatility and range of five-year returns
depicted on the graph. Over the last five years, the return
was negative 2.19 percent. There could be a five year period
with a return of over 20 percent, and that would be
consistent with the projects being built in to the nodeling.
The five-year nunber is the average of thousands of
simul ations of returns calculated using the arithnetic nean
return assunption and the annual standard deviation | ooking
at the history. Two standard deviations capture 95 percent
of the range of expectation. There could be a w de range of
returns.

M. O Leary reported that Callan thinks that given the
magni tude of the decline and the presunption that the
econony will eventually recover there will be a period of
above- average returns over the next five years.

Co-Chair Stedman asked when the <change in assunptions
occurr ed.

10: 14: 22 AM

M. O Leary responded that there was no expectation of a
recession one year ago and the downturn in July affected
t hi nki ng about reasonable rates of return.

Co-Chair Stedman asked when Call an becane concerned about a
recession. M. O Leary replied in 2007.

Co- Chair Hof fman asked what projections were in Septenber of
2008. M. O Leary replied that Callan had not nodified their
projects from the year previous; they had extensive
conversations with concerned clients. Lehman Brothers had
gone bankrupt Septenber 15 and the markets were not
functioning. He described normal transactions that could not
be conpl et ed.

Co-Chair Hoffrman asked if a hypothetical $1 billion should
have been invested high-risk or lowrisk in Septenber of
2008. Co-Chair Stedman restated the question with various
tinmelines.

10:17: 27 AM
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M. O Leary responded that if the tineline were one year
the investnent should be in sonething safe such as a bond
portfolio. For a twenty year tineline, assumng mnimnal
possibility of significant cash outflow, the answer woul d be
that that is a very long investnment horizon and there woul d
be a heavy equity commtnent. The shorter the tine, the
lower the equity commtnment, with a norm being a bal anced
portfolio in the 60 or 70 percent range. The key variability
is the probability of the noney disappearing. The nore
certainty, the easier it is to be aggressive. If a person
will retire in five years, the advice would be in the
direction of nmeaningful equity participation. If the subject
is a child s college savings fund, a portion of which wll
be needed in five years to pay tuition, then the investnent
shoul d be bal anced but nore conservati ve.

10: 20: 05 AM

Co-Chair Hoffman described aggressive and non-aggressive
investnments related to the permanent fund and asked whet her
M. O Leary would have reconmmended in Septenber 2008 that
the investnment be in nore aggressive funds, given what is
now known about the market. M. O Leary stated that he would
not have invested if he had known the market woul d decline
20 percent. He would have been wlling to invest any
reserves in nore aggressive investnents as that market
envi ronment was unfolding. Callan does not attenpt to tine
mar ket s, but advises clients to have a | ong-range policy and
to try and maintain it through good and bad tines. For
exanpl e, alnost every institutional fund in the country had
| ess equity than their target equity by the end of cal endar
year 2008 because equities went down nore than bonds went
down. Every investor had to make deci sions about whether to
change the target to being nore conservative or noving
al l ocations to get back on target.

Co-Chair Hoffrman asked what the recommendati on would have
been in Septenber 2008. M. O Leary responded that [equities
and bonds] were not out of balance in Septenber; the
recomendati on would have been to maintain the |ong-run
policy. In Decenber the recomendation would have been to
begi n rebal ancing the portfolio.

10: 23: 06 AM

Senator Elton asked if Callan would shift back towards
equities if given $1 billion to invest now M. O Leary
answered that if he would if he were under his long-term
target in light of the new projections. He would invest in
other risk assets besides equities, such as high-yield bonds
or real estate. He cited an exanple related to another major
corporation for whom he is doing an asset allocation and
l[iability analysis. The corporation has never owned direct
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real estate, but is seriously considering establishing it as
a category for investnment in their pension plan.

M. OLeary turned to Slide 29, “Illustrative Efficient
M xes Using 2009 Projections.” He said the table takes the
permanent fund s existing allocation asset policy and uses
Callan’s long-term capital market projections and the five-
year sinulated return given the new inputs as 9 percent
conpared with the previous year’'s 8 percent. The table |ooks
forward

Co-Chair Stednman asked if |ast year’s market point could be
projected forward wth the previous year’'s 8 percent and
ot her considerations. M. O Leary said he could provide the
i nformation.

10: 26: 20 AM

M. O Leary returned to the table on Slide 30 and said his
consulting advice was not to pick a particular point on the
efficient frontier but to pick an area that is consistent
with risk and return expectations. The 9 percent |Iine
provides positive real return above inflation. Volatility
for the total portfolio is estimated at 12. 82 percent.

M. O Leary directed attention to Slide 42, “Tax Exenpt
Yields vs. Treasury.” The graph depicts a yield spread with
a ratio of nunicipal bond index yield to the ten year
Treasury. The graph hel ps denonstrate how significant the
di sruptions in the credit markets have been.

M. O Leary turned to Slide 44. Gantham Myo, Van OQterl oo
& Conpany (GVD) is a mmjor investnment managenent firm that
does nonthly seven-year projected real returns. The conpany
has a history of being very conservative. He said that J.P.
Morgan has a simlar projection process; their nost recent
projections as of the end of Novenber show a |onger term
conpound nunber. He assured the commttee that the nunbers
used by Callan are consistent with the nunbers used by many
in the financial industry as |ong-term projections.

10: 30: 27 AM

M. O Leary described “Year-end Strategists Projections” on
Slide 46. At the end of the calendar year a service asks
noted authorities in the financial industry to nmake their
single price target projection for the equity market. He
noted that some of the projections are fromthe year end and
hel ps illustrate that nmarket tim ng has not been nastered.

Co-Chair Stednman asked for tables depicting Decenber 31,
2007 and Decenber 31, 2008 allocations for the permanent
fund, retirenent funds, and the «constitutional budget
reserve
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Senator O son queried Callan’s reconmmendations regarding
inflation in the permanent fund.

10: 33: 50 AM

M. O Leary recomended using real assets such as real
estate, infrastructure investnent, tinber, TIPS, and so on
as a defense against inflation. The defense can take many
different forms, such as. Equities do a better job of
preserving purchasing power than fixed assets over the |ong
run. The nore one is concerned with future inflation, the
greater the enphasis should be on those types of asset
categories. He thought this was particularly true of the
permanent fund. The permanent fund has greater flexibility
because of limted liquidity needs. Ideally there should be
nothing left in the retirement fund when the |[ast
beneficiary dies. The system is designed to neet the
requi renents of the participants.

M. Burns added that regarding inflation, the corporation
has tried to cone up with the present value of future cash
flows fromoil revenues.

10: 36: 26 AM

Co- Chair Stedman asked how the corporation deals with |ess
liquid investnents if forced to re-balance. M. Burns
replied that the target for donestic fixed income is 19
percent plus or mnus 6 percent, or 25 percent; the fund is
at 26.67 percent, or slightly high in donestic fixed incone.
Sonme of that is a holding place for sone underfunded asset
cl asses. The target for donmestic equities is 26 percent plus
or mnus 5 percent; the fund is at 23.11 percent. The target
for international equity is 13 percent plus or mnus 3; the
fund is at 10.53 percent. The target for global equities is
14 plus or mnus 4 percent; the fund is at 11.57 percent.
The target for international fixed inconme is 3 percent plus
or mnus 3 percent; the fund is at 3.99 percent.

M. Burns reported that for illiquid assets, the target for
real estate is 10 percent plus or mnus 3 percent; the fund
is at 13.09 percent. He thought there were valuations that
would bring the percentage down. The permanent fund is
approximately a quarter ahead of nost funds, but there are
still changes in values that will adjust that. The target
for private equity is 6 percent plus or mnus 5; the fund is
only at 2.13 percent. The corporation does not control the
outflow, funds have been commtted funds to partnerships,
but the issue is how fast the corporation can find targets
to invest in. The corporation does not |like to accelerate
the investnent process. The target for absolute return is 6
percent plus or mnus 3 percent; the fund is at 7.58
percent. The target for infrastructure, the newest asset
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class, is 3 percent plus or minus 3 percent; the fund is at
1.3 percent.

M. Burns summarized that overall the corporation is sti
heavy in fixed incone and light in equities, but are with
mar gi n.

[
in

10: 39: 53 AM

Co-Chair Stedman asked for the information in a data page.
He did not want the fund to be forced to rebal ance by
selling premum real estate. M. Burns replied that there
was no pressure to sell privately owned real estate,
al though the public real estate trust has been sold down.
The market is slow

Senat or Huggi ns asked about deflation. M. O Leary responded
that the deflation cycle was a consequence of the credit
markets |ocking up; it would have occurred in the second
half of 2008. Before that tine, inflation was the |arger
concern. The price of oil reflects that. He did not think
t he econonmy was currently in a deflationary period, although
he acknow edged that there was a ri sk.

10: 42: 40 AM

Senator Huggins pointed to Slide 17, which states that
deflation is a problem He referred to another bullet point
on Slide 17 stating that inflation would be contained and
| ow interest rates persist.

M. O Leary placed the statenent about deflation in context.
The Federal Reserve System (the Fed) is focused on
stabilizing the financial system and kick-starting the
econony. He agreed with the Fed that deflation will be a
problem if they don't get —credit novi ng. Callan’ s
expectation is that the Fed will get credit noving. There is
enough slack in the econony that demand-pull inflation could
be an issue in 2009 and nost of 2010.

Senator Huggins asked if inflation could be a problem M.
O Leary answered in the affirmative.

Co-Chair Stedman asked for a summary of realized and
unrealized losses in the permanent fund and the fund s
ability to pay a dividend.

10:45:11 AM

M. Burns responded that the fund had been in a simlar
situation in 2002, and the markets righted. The board asked
the attorney general and the Departnment of Law to conme up
wi th an opinion regarding correct accounting if the notional
val ue of the principal was | ess than the market val ue of the
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fund. The 2003 opinion was that unrealized gains and | osses
should be allocated to principal and the earnings reserve
stood by itself. This is still the operative opinion.
Multiple audits done by K ynveld Peat WMarw ck Goerdeler
(KPM5) agree. The board asked for the current adm nistration
to give an opinion, which has not yet been issued. Testinony
has been that the opinion agrees with previous opinion, but
it has not been published.

M. Burns added that as of the end of the year (12/31/08),

there is approximately $3.9 billion in the earnings reserve.
The dividend is difficult to estimate; the rough estimate is
around $1 billion, exclusive of the energy rebate. There is

currently enough noney to pay a dividend.

Co-Chair Stedman noted the question was of concern to many
citizens.

Senator O son asked if he could assure constituents that
t hey woul d receive a dividend.

M. Burns did not know if there was assurance in today’'s
market. He stated that the opinion of the Departnent of Law
[that unrealized gains and |osses should be allocated to
principal and the earnings reserve stood by itself] was the
operative opinion but could be challenged.

#
ADJ OURNVENT

The neeting was adjourned at 10:48 AM
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