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SENATE BILL 170

- AN ACT RELATING TO THE INCOME OF THr PERMANENT FUND -

Senate Bill 170 places into statute the concept of "real earnings"” and
applies that concept to the provisions for the uses of Permanent Fund

earnings.

CONCEPT OF REAL EARNINGS:

There are several ways in which income of a fund can be calculated.
When all cash receipts are counted without regard to the effects of inflation,
the earnings are often referred to as "NOMInal eamings." In contrast, "real
earnings" are the amount by which nominal earnings exceed inflation.

For any long-term preservation of a fund, and particularly in times of
any significant inflation, the concept of real earnings is extremely important
to the management of an endowment fund. Any endowment which is
designed to last for a sustained period of time must be concerned about its
purchasing power and earning power. Inflation tends to erode a fund; to
offset this a fund must grow (in nominal terms) at the same rate as inflation
just to preserve its purchasing or earning power. In this context, a fund can
afford only to pay out earnings which are in excess of the rate of inflation —
real earnings.

APPROPRIATENESS FOR THE PERMANENT FUND:

| believe that the voters, in establishing the Permanent Fund, intended
for the Fund to be truly permanent in the sense that its purchasing power and
earning power should not be eroded over time. In this context, a real
earnings approach is most appropriate for the Permanent Fund. The only
earnings which should be put on the table for use each year are the real

earnings.



» % \

SB 170 - An Act relating to the income of the Permanent Fund
Sponsor Statement
Page 2

In contrast, under present statutes all of the nominal earnings are put
on the table for appropriation each year. The Legislature then allocates the
earnings to dividends, inflation-proofing, and the earnings reserve account.
With SB170 the inflation-proofing would be automatic and the Legislature
would provide for the allocation of real earnings between the dividends and
the earnings reserve account.

EFFECT ON PERMANENT FUND EARNINGS RESERVE:

Since there would be no further need to reserve earnings for inflation-
proofing, the required size of the Permanent Fund Earnings Reserve (PFER) is
not as great. There would, however, be a reason to retain some amount in
the PFER to cover 5-year averaging provisions, such as the payout rule on
dividends, regardless of whether the real earnings concept is used. SB 170 is
silent on the issue of the PFER and does not require any change from present

PFER policy.

EFFECT ON DIVIDENDS:

The bill leaves untouched the underlying formula for calculation of
dividends. However, since the earnings on which dividends are based are
real earnings rather than nominal earnings, there will be a slower rate of
long-term growth in dividends, and there could be a temporary drop in the
amount transferred to the dividend fund, depending on the Permanent
Fund's actual performance in the next few years. These transfers are shown
under a variety of earnings assumptions in the attached financial forecasts.

OTHER CHANGES:

One additional change, although minor, is that the effect of inflation
on the fund will be calculated using the average annual balance of the Fund,
rather than the Permanent Fund's present practice of using the balance as of

the end of the year. *
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SUMMARY:

The overall effect of SB 170 will be that the Permanent Fund will be
made more permanent, as the question of inflation-proofing will be
removed from the annual process of allocating earnings. Earnings will be
more realistic, as they are reflective of the actual economic earnings of the
Fund. However, the effect of converting to a real earnings basis for the
annual allocation process will also lower the amount put on the table for
appropriation each year. The result will be better protection for the Fund, and
a better representation to the State of the maximum amount which properly
could be used each year.
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PERMANENT FUND PROJECTIONS

The attached projections from the Alaska Permanent Fund
Corporation show the effect of different earnings assumptions on the size of
the Permanent Fund, as well as the amount of each year's earnings and
transfers to the dividend fund, through the Year 2000. It should be pointed
out that these forecasts are still in a nominal-earnings format, even though
they are correctly calculated as if SB 170 is in effect.

Most of the forecasts provided by the Permanent Fund Corporation are
based on recent investment performance and long-standing assumptions
which the Corporation has used regarding nominal earnings and inflation.
The forecasts were also done under two different assumptions: in one case
the amount of real earnings which are not paid out in dividends is invested
in the PFER; in the other case the amount not paid out is transferred to the
general fund.

At my request, the Permanent Fund Corporation also did three
additional runs, which reflect the higher earnings assumptions suggested in
the Ibbotson Associates' report (enclosed). The Ibbotson report was
commissioned by the Legislative Budget & Audit Committee late last year
and received in January 1994. This report shows the expected average annual
return (9.33%) on the Permanent Fund once the Permanent Fund reaches its
target portfolio, which is higher-yielding than its present portfolio because of
a greater amount of assets invested in higher-yielding securities. The report
also suggests two different asset allocations, which yield higher returns of
10.31% and 11.33% respectively. It should be pointed out that these returns
are from Ibbotson, and not necessarily agreed to by the Permanent Fund

Corporation.
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MEMORANDUM

DATE:  January 20, 1994
TO:  « Senator Steve Reiger

FROM: Jim Kell o _
Research « Liaison Officer

SUBJECT:  Analysis of Senate Bill No. 170

Per your request, the Alaska Permanent Fund Corporation has updated
our previous analysis of Senate Bill No. 170. Please note, however, that
there are eight financial proltecuons attached as part of this analysis as
well as a copy of the population projections used to calculate percapita
dividends. Note: The model takes the July 1 population numbers (with a
one-year lag to allow for the one-year” residency requirement)” then
multiplies by 90 percent (Ibased on 1992 actual experience) to arrive at an

approximation of future eligible Permanent Fund dividend applicants.

The additional financial projections are included to provide a more
complete perspective on the possible outcomes of passage of SB 170,

Four Variations on the Status Quo

Financial Projfection #1. This is the status quo case (with per capita
dividends) as of November 30, 1993, It provides the benchmark against
which to compare and contrast any changes to current law.

Financial Projection #2: This is the same as the status quo case except

this projection assumes for all years after fiscal 1994 that all income

rGemalnlln agter dividends and inflation-proofing is appropriated to the
eneral Fund.



0
Senator Reiger

January 20, 1994-
Page 2

Financial Projection #3. This is the same as the status quo case
(Financial Projection #1) except the rate of return for all years after fiscal
1994 is 8.37 percent and the inflation rate is 4 percent.

Financial PI’OJeCtIOH #4. This is the same as Financial Projection #3,
that is, the rate of return for all years after fiscal 1994 is 83/ percent and
the inflation rate is 4 percent, but it also assumes that all income
remaining after dividends and inflation-proofing is appropriated to the
General Fund.

Four Variations on Senate Bill No. 170

Financial Projection #5: This Is the_projection hased on SB 170 as
Written (assuming an effective date of July 1, 19943_wh1ch makes the
following chan?es to the status quo; gl) inflation-prodfing Is treated as a
return of capital to Fung Bprm,u al and Is qlven first priority over any
other use of what has historically been called net Income; “(2) a new
accountm? freatment for Fund income Is established: "real income"”, which
equals net income minus inflation-proofing; and (3) real.income Is ysed to
compute each year's dividend distributior - except during, a transitjonal
Pen d In fiscal years 9-5-99 in which net income is u?ed Instead of real
ncome for the yéars In which real income was not calculated.

Financial P_rogec_tmn #6: This is the same as Financial Pro ectl?n #
except that [ike Financial Prerct_lon #2, this _pr_cr)]Jecnon assumes for al
}/erilr _after fiscal 1994 that all income rema‘nl % after dividends ana
nflation-proofing is appropriated to the General Fund.

Financjal Projection #7. This Is the same as Financial Prog'ection 5
except that like Financial Projection #3, this projection assumes that the

rafe of return for all years after fiscal 1994 is 8.37 percent and the
Inflation rate Is 4 percent.

Financial Projection #8: This is the same as Financial Pro&ectlon #0
that 1s, SB 170°with g rate of refurn for all years. after fiscal 1994 of 8.37
percent and an Inflation rate of 4 percent,"but it al8o assumes that all
{H%o&ngnrgrrgla&ryrr]] after dividends and inflation-proofing is appropriated to
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For Your Information: These projections are based on a certain set of
basic assumptions; the numbers shown on these sheets would change if
different assumptions were used. The assumptions wused in the
preparation of each projection are listed at the bottom of each projection
sheet, and explained herein.

It is the Corporation's policy to use conservative assumptions wherever
possible. Thus, the Fund's long-term rate of return is projected to average
three percent per year after inflation; long-term inflation is projected to
average six percent per year; and the assumptions for future dedicated
State oil revenues are taken from the Department of Revenue's most
recent 'low-case" forecast. The population assumptions used in the
computation of future per capita dividend payments are derived from the
Middle Series of the Department of Labor's "Population Projections™ dated

November 1991.



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL USE OF FUND INCOME
. %ﬂactated . D istributions Reserves

m p e ) @&1}9’1‘ @(Em Iaﬁ Net Per Capita Inflation- General Add FY End
FY Orlgil(ms Revenues ng ance Income Dividends Dividends Proofing  Fund (Delete) Balance  FY
[ 0 54 54 2 1 78
179 54 84 139 8 7 79
i 30 139 344 483 32 12 12 80
3l 483 900 385 1,769 150 28 28 59 59 8l
2 1,769 800 400 2,969 368 71 $1,000.00 71 185 244 82
33 2,969 400 2 231 4,021 471 108 $386.15 231 110 110 354 83
34 4,021 300 366 151 4,838 530 175 $33159 151 203 557 84
35 4338 300 368 235 5,741 658 217 $404.00 235 206 763 85
86 5741 323 216 6581 1,021 303  $55656 216 501 1564 " 86
87 6,281 1564 " 170 148 7,864 1,069 391  $708.19 148 529 529 87
aa 7,864 418 303 8585 789 424  $826.93 303 62 591 88
39 8,585 228 360 9,173 863 460 $673.16 360 4 44 635 89
90 9,173 267 454 9594 916 487  $952.63 454 4 (30) 605 90
a1 9,894 435 559 10538 1,030 489  $93154 559 4 (24) 581 91
92 10,888 338 477 11,703 1,036 468  $91554 477 5 64 645 92
193 11.703 5— 315 362 12585 1526 532  $949.46 362 5 820 965 33
9 1235 5 A0s-j+ 36 129F 1061 - 563 0%64X- 36 _ IZI. 10— A
95 12,975 5 209 528 13,717 1538 567 $1,00150 528 118 1511 95
9 13,717 5 214 557 14,493 1514 617 $1,02850 557 134 1545 96
97 14,493 221 589 15508 1,393 654 $1,06550 589 145 1489 37
98 15508 % 230 622 16,166 1,478 681 $1,08450 622 169 1659 98
9 16,166 4 222 984 17575 1.650 747 $1,165.00 984 (44) 1,615 90

? 17,375 4 204 1,055 18,538 1,799 806 $153050 1,055 (66) 1549
18,638 4 189 1,130 19561 1,912 869 $159750 1,130 (91) 1,458 1
2 19,961 4 177 1509 21551 2,027 935 $156850 1509 (121) 1,337 2
3 21,351 5 165 1531 22512 2,146 1,005 $1,44150 1591 (155) 1,182 3
4 22,812 5 153 1578 24548 2569 1,066 $1,49850 1578 (180) 1,002 4
5 24548 5 139 1,470 25562 2596 1,129 $155550 1,470 (207) 794 5
S 25,962 5 126 1566 27558 2528 1,193 $1,81450 1566 (236) 558 8
7 27,658 5 115 1,667 29,445 2,665 1560 $157550 1,667 (267) 2091 7
8 29,445 5 106 1,783 31520 D 2508 1530 $1,73650 1,763 (291) 8
31520 98 1549 32572 336 2,956 1,402 $1,799.00 1549 9
2.972 % 90 1.629 34,698 355 3,112 1,477 $156650 1,629 10

UmU|a |VeTotaIsiProjectsthc: B

R4 2Q10- o UTRN ISII0R2338 19BR0* ley*

REALIZED RATE OF RETURN ASSUMPTIONS: *Department o( Revenue Fall 1993 Low-Case Revenue Forecast
" Earnings reserve appropriated to Fund principal by the legislature July t, 1937.
Nominal Inflation Real Translorrad to principal from earnings reserve account per AS 37.13.145(d).
IFY94:2/ 7.71Ma 2.907 4,73% *'" Based on capital market assumptions adopted by the Trustees in Apnl 1993.
IFY95'-98:.— 8.37% 4.00% 4.37%

iFY 99-20101; 9.00% 6.00% 3.00% STATUS QUO WITH PER CAPITA DIVIOENDS



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
(in millions)

as of November 30,1993

f GROWTH OF FUND PRINCIPAL USE OF FUND INCOME
Dedicated Inflation- Distributions Reserves
[_ FY Begin Appro- State Inflation- FY Erd Proofing Net Per Caprta Inflation- General Add FY End
1FY Balance Onations Revenues* Proofing Balance Shortfall Income (Dividends Dividends  Proofing Fund (Delete) Balance  FY
78 0 54 54 2 1 78
79 54 84 139 S 7 19
30 139 344 483 32 12 12 80
31 483 900 385 1,769 150 28 28 59 59 8l
82 1,769 800 400 2469 366 71 $1,00040 7 185 244 32
33 2,969 400 421 231 4,021 471 108  $386.15 231 110 110 354 83
4 4,021 300 366 151 4,838 530 175  $33149 151 203 557 34
85 4,838 300 368 235 5,741 553 217  $404.00 235 206 763 85
88 5741 323 216 6481 1,021 303 $55648 216 501 1464 " 86
87 6,281 1464 " 170 148 7464 1,069 391  $708.19 148 529 529 87
88 7,864 418 303 8485 789 424 $82193 303 62 501 S3
89 8485 228 360 9,173 368 460 $873.16 360 4 44 635 89
90 9,173 267 454 9494 916 487  $95243 454 4 (30) 605 0
9l 9,834 435 559 10,688 1,030 489  $93144 559 4 (24) 581 91
92 10,888 338 477 11,703 1,036 488 $91544 477 5 64 645 92
93 11.703 5" 315 362 12485 1426 532  $949.46 362 5 320 965 3
oo 12£8F 5 2087 37BUE2H5. 10611 5539%60CE° 3B - 12 A
95 12775 5 209 523 13,717 1438 587 $140140 528 118 1,092 95
96 13,717 5 214 557 14,493 1403 616 $1,02100 557 125 - 1,092 9%
97 14,493 5 221 589 15408 1471 651 $1,060.00 589 126 1,002 97
15408 6 230 622 16,166 1,443 674 $1,072.00 622 142 1.092 98
9.@ 16,166 4 222 984 17475 1,637 734 $1,14440 984 (85) 1,006 99
0 17475 4 204 1,055 18,638 1,742 737 $140040 1455 (104) 903 0
1 18,638 4 189 1,130 19461 1,851 845 $146040 1,130 (128) 775 1
é 19,961 4 177 1409 21451 1,963 907 $142540 1409 (157) 618 2
21,351 S 185 1491 22412 2,078 974 $1494.00 1491 (192) 427 3
4 22412 S 133 1478 24448 2,198 1,032 $1,44940 1478 (218) 210 4
5 24448 5 133 1,433 25425 37 2421 1,093 $140440 1,433 (210) 5
25425 5 128 1488 27444 275 2,449 1,158 $146240 1488 6
67 27444 5 115 1456 28421 291 2433 1421 $1,62140 1,356 7
8 28421 5 108 1,427 30460 308 2,721 1489 $1,68140 1,427 a
9 30460 5 98 1402 31465 326 2466 1459 $1,74240 1402 9
31465 6 90 1479 33,640 344 3,017 1,432 $140740 1479 10
éﬂmulaUvBTotaIzProlectndI— .V o
W cBBtfW 48aotfer: -tz BB 1530055223121 -184047-511 S
REALIZED RATE OF RETURN ASSUMPTIONS: ' Department o( Revenue Fall 1993 Low-Case Pavenue Forecast
” Earnings reseive appropriated to Fund principal by the Legislature July 1.1987.
Nominal Inflation Real Transferred to principal from earnings reseive account per AS 37.13.145(d).
FYUr 7.71% 2.98% 4.73% m" Based on capital market assumptions adopted by the Trustees in Apnl 1993.
FY 95-91*«" a.37% 4.00% 4,37% STATUS QUO WITH PER CAPITA DIVIDENDS,

FY99712010::" 9.00% 6.00% 3.00% EXCEPT ALL REMAINING INCOME TO GENERAL FUND



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS

(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL

USE OF FUND INCOME
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Dedicated Inflation- DIS'[rIbUtIOﬂS ReserveS
FY Begin Appro* State Inflation- FY End Proofing Net Per Capita Inflation- General Add FY End
Fy Balance  priations Revenues* Proofing Balance Shortfall Income Dividends Dividends  Proofing Fund (Delate) Balance
78 0 54 54 2 1
79 54 34 139 8 7
80 139 344 483 32 12 12
81 483 900 385 1,769 150 28 28 59 59
* 82 1,769 800 400 2,963 368 71 51,000.00 71 185 244
33 2,989 400 421 231 4,021 471 108  5366.15 231 110 110 354
184 4,021 300 366 151 4,838 530 175 533149 151 201 557
85 4,838 300 368 235 5,741 658 217  5404,00 235 206 763
88 5741 323 216 6,281 1,021 303 555640 216 501 1464
87 6.281 1364 " 170 148 7,864 1,069 391 5708.19 m 148 529 529
88 7,864 418 303 8,585 789 424 582643 303 62 591
89 8,585 228 360 9,173 366 460 5873.16 360 4 44 635
90 9,173 267 454 9,894 916 487 595163 454 4 (30 605
a1 9,894 435 559 10,888 1,030 489 593144 559 4 (24) 581
92 10,888 338 477 11,703 1,035 488 5915.84 477 5 64 645
93 11.703 5 ek 315 362 11385 1426 532  5949.46 362 5 320 965
W 23 5 20L  37BSH 12#5£Hv, 1:.06U 563504300 3B s 121 108/
95 12375 5 209 528 13,717 1438 587 $140140 528 118 1405
9% 13,717 5 214 557 14,493 1,313 617 $1,02840 557 134 1,339
97 14,493 S 21 589 15,308 1,393 654 51,06540 589 144 1,483
98 15,308 6 230 622 16,166 1,477 681 51,08440 622 169 1,652
99 16,166 6 22 656 17,049 1,567 734 51,14340 656 171 1,824
0 17,049 6 204 690 17,950 1,658 778 $1,18640 690 183 1007
1 17,950 6 189 726 18471 1,752 324 $142740 728 196 2403
"2 18371 7 177 762 19416 1,849 872 5147100 762 208 1411
H | 19316 7 165 800 20,788 1,949 921 $1417.00 300 221 1632
N 20,788 7 153 838 21,787 1053 972 $146100 838 235 1867
5 21,787 3 130 877 22411 1160 1,025 $1,407.00 877 250 3,117
6 21811 d 120 918 23483 1271 1,080 $1,45540 918 265 3483
7 23363 3 115 960 2486 1,136 $140440 960 282 3,564
8 24346 9 106 1,0p 28,063 1504 1,194 $145440 1,002 299 3463
" 26,063 9 98 1,047 27417 1628 1455 $1,60440 1,047 317 4480
0 | 27317 |S 10 d 90 1.093 26,409 1756 1417 $1458.00 1.093 336 4,617
Cumulattve. TotalS'Projected-
Foir?=ttt99C&rtd£lv—J':°&z Tu A 130335 P4 19bs-s213zi--13,035E8n @
REALIZED RATH OF RETURN ASSUMPTIONS: ' Depanment of Revenue FaH 1993 low-Case Revenue Forecast
" Earnings reseive appropnated to Fund pnnapal by the Legislature July 1,1987.
Nominal Inflation Real "* Transferred to prindpai from earnings reseive account per AS 37.13.145(d).
771% 198% 4755T " " Based on capital maricet assumptions adopted by the Trustees in Apnl 1993.

4.37% STATUS auo BUT ASSUMES AN 8.37% RATE OF RETURN AND 4% INFLATION,
FOR ALL YEARS AFTER FISCAL 1M4

8.37% 4.00%
8.37% 4,00% 4.371%
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78
79
80
3l
82
33

84
as
36
37
88
39
90
91
92
93

94

9%
96
97
98
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©
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FY Begin
Balance
0

54

139

483
1,769
2,969
4,021
4,338
5741
6,281
7,864
8,585
9,1/3
9,894
10,888
11.703

123

12,975
13.717
14,493
15,308
16,166
17,049
17,950
18,871
19,816
20,788
21,787
22,811
23,863
24,946
25,063
273217

Appro-

priations

900
800
400
300
300

L264 "

O © © 000w N~NNOO g C@ (J‘l(J‘I

=

Dedicated

State

Revenues*

54

84
344
385
400
421
366
368
323
170
418
228
267
435
338

— 315

205

209
214
221
230
222
204
189
177
185
153
139
126
115
106

98

90

CumulattvB-'"Totais-Proiectedrr.
iForFC199g7201(MInNS2.;ZZ2Z"M"M g

%/I FY94:

REALIZED RATE OF RETURN ASSUMPTIONS:

b FY'95-98:****

FY 995-2010S,.

“

Nominal
7.21%
8.371a
8.37%

Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS

(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL

Inflation- FY End
Proofing Balance
54

139

483

1,769

2,969

231 4,021

151 4,838

235 5,741

216 6,281

148 7,864

303 8,585
3C) 9,173

454 9,894
559 10,888
477 11,703

362 12X85
37877 12%
528 13,717
557 14,493

589 15,308

622 18,166

656 17,049

690 17,950

728 18271

762 19,816

800 20,788

838 21,787
877 22211

918 23,303

960 24,946
1,002 26X63
1,047 27,217
1,093 28,409

Inflation Real

2.98% 4.73%
4.00% 4.37%
4,00% 4.37%

USE OF FUND

Inflation- D istributions
Proofing Net Per Capita  Inflation*
Shortfall Income Oividends Dividends  Proofing
2
3
32 12
150 28
368 71 51,000.00
471 108  3386.15 231
530 175  $331.29 151
658 217  3404.00 235
1,021 303 355626 216
1,069 391  3708.19 148
789 424 3821x33 303
868 480 3873.16 360
916 487  3952.63 454
1,030 489  $931X4 559
1,038 488  5915.34 477
1.226 532  3949.48 362
1,084 5531:$964100-, 376
1,238 587 $1,001X0 528
13303 616 $1,026X0 557
1,371 651 $1,059.00 589
1,443 674 $1,072X0 622
1217 722 $1,123X0 656
1,594 759 31,155X0 690
1,672 798 31,187.00 726
1,752 838 31220X0 762
1334 879 $1253X0 800
1218 921 $1287X0 838
2,005 964 $1220X0 877
2,094 1,008 $1256X0 918
2,185 1,054 $1291X0 960
2279 1,100 31,428X0 1,002
2J376 1,149 $1,464X0 1247
2,477 1,198 31203X0 1,093

hﬂ%ﬁl:n%!- i4408R521a8UBv

13238a

INCOME

General
Fund

12
28
71
110

a b~ B~ D

u.St -
118
124
126
141
134
138
142
145
148
152
156
160
164
168
172
178

’ Depanment ol Revenue Fall 1993 Low-Case Revenue Forecast.

" Earnings reserve appropriated to Fund principal by ttie Legislature July 1.1987.

Reserves

Add

FY End

Delete) Balance

59
185
110
203
206
501
529

62

44
(30)
24)

64
320

122.

"m Transferred to principal Irom eammgs reseive accoait per AS 37.13.145(0).

Based on caprtal martet assumptions adorned by the Trustees in Apnl 1993.
STATUS QUO BUT ASSUMES AN 8X7% RATE OF RETURN AND 4% INFLATION,
AND ALL REMAINING INCOME TO GENERAL FUND

59
244
354
557
763

1,264
529
591
635
505
581
645
965

1,087

1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,037

4

78
9
80

82
34

85
** 86

w O O
BRBREBEZ

[{e]
S

88YL8 K

© 0O N Ol WN B O

8
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Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS

Dedicated
rY Begin Appro* State Inflation-
IFY Balance pnatlons Revenues* Proofing
178 0 54
79 54 84
80 139 344
3 483 900 385
82 1,769 300 * 400
83 2269 400 421 231
84 4,021 300 366 151
85 4,338 300 368 235
86 5741 323 216
e 6,281 1,264 " 170 148
Ifl 7,364 1 418 303
89 835 228 360
0 9,173 267 454
111 9.894 435 559
92 m 338 477
93 11.703 5— 315 362
94 12,385. 5 Z)?S* 3E|-
9% 12,975 5 209 528
96 13,717 5 214 557
97 14,493 5 221 589
98 15,308 6 230 622
99 16,166 4 222 984
0 17,375 4 204 1.055
1 18,638 4 1R9 1,130
2 19,961 4 177 1,209
3 21,351 5 165 1,291
4 22212 5 153 1,378
5 24,348 5 138 1,470
6 25,962 5 126 1,566
7 27,658 5 115 1,667
8 29,445 5 106 i@
9 31,330 5 98
0 33219 6, . 90 1005
éumulatf\?ésTo?lsProlamBd%tnv o
FOBEYIt994"2an"L-.&"2: 12255
REALIZED RATE OF RETURN ASSUMPTIONS:
Nominal Inflation
FY 94: 7.71% Z98%
FY95~98i$***" 8.37% 4.00%
FY 9972010;- 9.00% 6.00%

(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL

FY End
8alance
54

139
483
1,769
2269
4,021
4,838
5,741
5281
7264
8285
9,173

h::3

11,703
12285

25

13,717
14,493-
15208
16,166
17275
18233
19261

A,

242<0
25262
27,658
29,445
31230
33,319
35.420

Reel
4.73%
4.37%
3.00%

Inflation-
Proofing Net
Shortfall Income
2
8
32
ISO
368
471
530
658
1,021
1,069
789
868
916
1,030
1,036
1226

1,238
1218
1,408
1,509
1,749
1,895
2,052
2,221
2,402
2238
2206
3,027
3263
3214
3,782
4.068

*Department of Rwenue Fall 1993 Low-Case Revenue Forecast

USE OF FUND INCOME
. Distributions

Per Capita General

Inflation-

Proofing Dividends Dividends

231
151
235
216
148
303
3S0
454
559
477
362

523
557
583
622
984
1,055
1,130
1209
1291
1273
1,470
1,566
1,667
1,773
1,386
2.005

12

28

71
108
175
217
303
391
424
460
487
439
488
532

$1,000.00
5386.15
$33129
$404.00
$55626
S708-19
$82623
$873.16
$952.63
$931.34
$91524
$949.46

5396400

532
503
481
445
414
428
445
465
488
536
588
645
706
772
843
920

$902.00
$830.00
$770.00
$692.00
$52420
$63020
$64020
$65520
$574.00
$72820
$70620
$84820
$91520
$986.00
$1,061.00
$1,141.00

Fund

110

Jlo o s~ >~

Reserves
Add FY End
(Delete) Balance
59 59
185 244
110 354
203 557
206 763
501 1264
529 529
62 591
44 635
(30) 605
(24) 581
64 645
320 965
7 1®
173 1261
252 1213
333 1,346
436 22fi?
348 2,630
408 3.038
473 3211
543 4,054
618 4,672
679 5251
743 6,094
812 5206
885 7,791
963 8,754
1,048 9,802
1.138 10,940

" Eammgs reserve appropriated to Fund pnnapaJ by tfie Legislature July 1,1987.

***Transferred to pnnapal from earnings reserve account per AS 37.13.145(a).
**"' Based on capital marfait assumptions adopted by the Trustees in Apnl 1993.

SENATE BILL 170
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i FY Begin
jFY  Balance
178 0
79 54
80 139
8l 483
82 1,769
83 2,969
34 4,021
35 838
86 5741
87 6,281
88 7,864
89 8,535
90 9,173
01 9,894
92 10,888
S3 11.703
94 1235
95 12775
9% 13,717
97 14,493
98 15.308
9 16,166
10 17,375
1 10,638

2 19,961
Hj 21,351
4 22]112

5 24848

6 25862

7 27,658

8 29,445

9 31830
10 33819

Appro-

Dedicated
ptate

priations  Revenues’

900
800
400
300
300

1854

mmmmmmmmhhhhmmmmmm

54
84

344

385

400

421

366

368

323

~ 170
418

228

257

435

338

315

209

209
214
221
230
222
204
189
177
163
153
130
128
115
106

98

90

Curaulattre.TotalsiBrcjectecfc;.
ForEftt994K 2flt0fc;

REALIZED RATE OF RETURN ASSUMPTIONS:

FY94:.

Frgscoasrri

FY99F2flt(».:

liuJ&

NominM
7.71%
8.37%
9.00%

Alaska Permanent Fund Corporation

Inflation-
Proofing

231
151
235
216
148
303
360
454
559
477
362

K-S «123/5

528
557
589
622
984
1,055
1,130
1809
1-291
1,378
1,470
1,568
1,667

1

2.005

Inflation
296%
4.00%
6.00%

FINANCIAL PROJECTIONS

(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL

FY End
Balance
54

139

483
1,769
2859
4,021
4838
5,741
6881
7,864
8855
9,173
9894
10888
11,703
12885

13,717
14,483
15806
16,166
17875
18,638
19861
21851
22812
24846
25862
27858
29,445
31830
33819
35,420

Real
4.73%
4.37%
3.00%

Inflation-

Proofing Net
Shortfall Income
2
8
32
150
368
471
530
658
1,021
1,069
789
868
916
1,030
1,036
1826
101
1838
1,303
1,371
1,443
1837
1,750
1,863
1892
2,123
2860
2,404
2855
2,715
2,863
3,060
3847

*Department 0i Revenue Fall 1933 Low-Case Revenue Forecast

Inflation-
Proofing

231
151
235
216
148
303
360
454
559
477
362

375 - 863 $9GEMN\

528
557
589
622
984
1,055
1,130
1809
1891
1J/8
1,470
1,566
1,667
1,773
1886
2.005

USE OF FUND INCOME

D istributions
Per Capita General

Dividends

12

23

71
108
175
217
303
391
424
460
487
489
488
532

532
502
475
433
390
388
387
388
389
413
438
464
492
521
552
584

Dividends

A S ®
5386.15
S33189
$40480
$55686
$708.19
$82683
$873.16
$95283
$33184
$91584
$949.46

$90280
$82780
$76080
$67180
$58480
$56780
$55180
$53880
$52100
$54980
$57280
$59680
$62280
$64880
$87100
$70580

Fund
1

12
28
71
110

Ulo o » » &

173
238
302
382
259
302
346
392
438
464
492
520
551
583
617
652

Reserves
Add FY End

(Delete) Balance [FY
78

79

60

59 59 lil
185 244 82
110 354 ‘83
203 557 84
206 763 65
501 1,264 - 86
529 529 87
62 591 88
44 635 89
(30) 605 90
(24) 581 91
64 645 92
320 965 93
122w ® 9%
1,087 95

1,087 96

1,007 97

1,087 Is
1,087 99
1,087 0
1,087 1
1,087 2
1,087 3
1,087 t
1,087 5
1,087 6
1,087 7
1,087 8
1,087 9
1.087 10

V 2

" Earnings reserve appropriated to Fund principal by the legislature July 1,1987.

* Transferred to principal from earnings reserve account per AS 37.13.145(d).
Based on caprtal martet assumptions adopted by the Trustees in Apnl 1993.

SENATE BILL 170 EXCEPT ALL REMAINING EARNINGS TO GENERAL FUND



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL USE OFFUND'NCOME
Dedicated Inflation- DIStrIbU'[IOHS Reserves
FY Begin Appro- State Inflation- F!'End Proofing Net irrtlation- Per Capita General Add FY End
Fy  Balance priations Revenues* Proofing Balance Shortfall Income Frooting Dividends Dividends Fund (D'lete) Balance  FY
78 0 54 54 2 1 7"
79 54 84 139 8 7 79
30 139 344 483 32 12 12 80
31 483 900 385 1,769 150 28 28 59 5 81
82 1,769 300 400 2369 368 71 $1,000.00 71 185 244 82
83 2,969 400 421 231 4,021 471 231 108  $386.15 110 110 354 83
84 4,021 3@ 366 151 4,838 530 151 175  $33139 203 557 84
85 4,838 300 368 235 5,741 658 235 217 $404.00 206 763 85
86 5741 323 215 6,281 1,021 216 303 $55636 501 1364 - 86
87 6,281 1264 - 170 148 7,864 1,069 118 391  $708.19 529 529 87
88 7,364 418 kb 8,585 789 303 424 $82633 62 591 88
89 8,585 228 360 9,173 868 360 460 $87116 4 44 635 89
90 9,173 267 15 9,894 916 454 487  $952.63 4 (30) 605 90
a1 9,894 435 559 10388 1,030 559 439  $93134 4 (24) 581 a1
92 10,338 338 477 11,703 1,036 477 488  $91534 5 64 645
11.703 5 315 362 12385 1.226 362 532 $949.46 5 320 965 %

94 12,385. 5: 2D9V- 37SF  12~75%" 1,06*5 376 i } ® ]108731 94
95 11975 5 209 528 13,717 1338 528 532 $90230 173 1361 95
96 13,717 5 214 557 14393 1,318 557 503 $83030 * 252 1313 83
97 14,493 5 221 589 15,308 1,408 589 481  $770.00 333 1846 97
93 15,308 6 230 622 16,166 1309 622 445  $692.00 436 2382 98
99 16,166 6 222 656 17,049 1,622 656 435  $658.00 525 2307 99

0 17,049 6 204 690 17350 1,744 690 471 S699.00 576 3383 0

1 17,950 6 189 726 18371 1,872 725 512  $74100 628 4,012 1

2 18371 7 177 762 19316 2,007 762 556  $79330 682 4,633 2

3 19,816 7 165 800 20,788 2,149 800 605 $847.00 737 5,430 3

4 20,788 7 153 838 21,787 2397 838 657 $90100 796 6326 4

5 21,787 8 139 877 22311 2,454 877 711 $961.00 857 7,083 5

6 22311 8 128 918 23383 2,617 918 770 £1,023.00 922 8,005 6

7 23,863 8 115 960 24346 2,789 960 831 $1,08630 990 3,995 /

24,946 9 106 1,002 26,063 2,970 1,002 896 $1,15100 1,063 10,058 d

8 26,063 9 98 1,047 27317 3,160 1,047 965 $1321.00 1,140 11,198 9
10 27217 10 90 1,093 28,409 3360 1,093 1.037 $139430 1321 11419 TO
Cumulinrvfr-Toiala-firolpcted-. # . " V.
FOr.FY?1994-20105t~;'2;77Z T wv-13£33£< 35Z«?.  134R7MAlbi958aS1553aR"™: N:£~. W Aﬂ.’i

REALIZED RATE OF RETURN ASSUMPTIONS: ' Department of Revenue Fall 1993 Low-Case Revenue Forecast
" Earnings reserve appropriated to Fund principal by tfie Legislature July 1,1987.
NomlnelJ Inflation Real w*Transferred to pnnapal from earnings reserve account per AS 37.13.145(d),

FY 94: 7.71% 198% 4.73% " " Based on capital martlet assumptions adopted by the Trustees in Apnl 1993.
FY35Vo8ts$tr:. 8.37% 4.00% 4.37% SENATE BILL 170, BUT ASSUMES AN 837% RATE OF RETURN AND

FY 95*25107- 3.37% 4.00% 4.37% A 4% RATE OF INFLATION FOR ALL. FISCAL YEARS AFTER FY 1994



"FY
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79

Tff

Ji

132

183

35

87

8SR888

33

rr
w N

W N o= =
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Dedicated
rY Begin Appro- State
Balance  priations  Revenues*

0 54

54 64

139 144
483 900 385
1,769 800 400
2,969 400 421
4,021 300 366
4,838 300 368
5741 323
6,281 ues " 170
7,854 418
3385 228
9,173 267
9394 435
10,888 338
11.703 5 315
]Z%JV ..5 209
12,975 5 209
13,717 S e 214
14,493 5 221
15308 6 230
16,166 6 222
17,049 6 204
17,950 6 189
18,871 7 177
19,816 7 165
20,788 7 153
21,787 8 139
22311 8 126
23,863 8 115
24,946 9 106
26,063 0 98
27317 10 90

Cumulative.-Total*iProi«ct»d-

For PV

REALIZED RATE OF RETURN ASSUMPTIONS:

Alaska Permanent Fund Corporation

Inflation-
Proofing

231
151
235
216
148
303
360
454
559
477
362

36

528
557
589
622
655
690
726
762
800
838
877
918
960
1,002
1,047
1.093

HB3w>.-C 27777 13m

Nominal

8.37%
8.37%

Inflation

4.00%
4.00%

FINANCIAL PROJECTIONS

(in millions)

as of Nov8mDer30,1993

GROWTH OF FUND PRINCIPAL

FY End
Balance
54

139

483
1,769
2,909
4,021
4,838
5,741
6,281
7,864
8,585
9,173
9,894
10,888
11,703
12.385

1296

13,717
14.4S3
15,308
16,166
17,049
17,950
18771
19,816
20,788
21,787
22,811
23,863
24,946
26,063

27,217
28,409

4.37%
4.37%

Inflation-

Proofing Not
Shortfall Income
2
8
32
150
368
471
530
658
1,021
1,069
789
868
916
1,030
1,036
1226
1061
1238
1,303
1371
1,443
1,517
1,594
1,672
1,752
1,834
1,918
2,005
2,094
2,185
2279
2276
2.477

30,116

' Department of Revenue FaM 1993 Low-Case Revenue Forecast

Inflation-
Proofing

*

231
151
235
216
148
303
360
454
559
477
362

528
557
589
622
656
690
726
762
800
838
877
918
960
1,002
1,047
1,093

USE OF FUND INCOME
Distributions

Per Capita Genera*

Dividends

28

108
17S
217
303
391
424
460
487
489
488
£32

532
502
475
433
412
432
453
475
497
520
544
568
593
618
644
671

Dividends

51,000.00
5336.15
533129
5404.00
555626
$708.19
$82623
$373.16
$952.53
$93124
$91524

.5949.46

$902.00
$327.00
5760.00
$671.00
5620.00

b

$670.00
5687.00
$705.00
$72220
$74120
$76020
$779.00
5798.00
$818.00

Fund
1
7
12
28
71
110

@ (_gju'lmh-b-h

17
238
302
382
444
465
486
508
530
553
576
600
625
650
676
704

Reserves

Add FY End

(Delete) Balance  FY
78
79
80

59
185
110
203

501
529-
62

(30)
)

320
122

5 8
244 82
354 83
557 84

85
\%

763
1,264 "
529 87
591 88
635 89
605 90
581 91
645 92
965 33
108/ e
1,087 95
1,087 96
1,087 97
1,087 98
1,087 99
1,087 0
1,087 1
1,087 2
1,087 3
1,087 4
1,087 5
1,087 6
1,087 7
1,087 8
1,087 9
1.087 10

~ Earnings reserve appropriated to Fund principal by the Legislature July 1.1987.

*" Transferred to principal from earnings reserve account per AS 37.13.145(d).
Based on capital market assumptions adopted try the Trustees in Apnl 1993.

SENATE BILL 170, BUT ASSUMES AN 827% RATE OF RETURN AND 4% INFLATION
AFTER FY 1994, AND ALL REMAINING EARNINGS TO GENERAL FUND



=

Alaska Permanent Fund Corporation

financial projections

(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL

Dedicated
: FY Begin Appro* State
77 Saiar.M prlations  Revenues'
78 0 - 54
oZE 54 84
60 139 344
il 483 900 385
82 1,769 800 400
183 2.969 400 421
84 4,021 300 368
85 4,838 300 368
86 5741 313
87 6J281 1.264 - 170
83 7,064 413
189 8,585 228
£0 9,173 26?7
91 9,894 435
92 10,868 338
S3 11,703 5 315
A 12,355 & 209
12,975 7 209
& 13,718 7 214
' 14,497 8 221
jé| 15,314 8 230
; 9? 16,175 8 222
[ 17,060 8 204
17,963 9 189
[2 18,887 9 177
G 19,836 9 165
20,811 10 153
5 21,813 1 139
5 22,841 n 126
7 23,698 12 115
Li 24,985 12 106
26,108 13 98
10 27267 14 o
cumulatlvo Totals Projected
For FY 1994 *2010: 2777

inflation-
Proollm;

231
151
235
216
143
303
380
454
559
477
302

376

526
558
A
622
656
691
726
763
800
m
879 '’
919
961
1,004
1,040
1.095

13.954

REALIZED RATE OF RETURN ASSUMPTIONS:

Nominal
IFY 94: 7.71'0
IFY 95-93: *— 2.93V,

iFY 99* 2010: =:27i

Ir.tlatior,
2,ii%
4 00%
4,03ii

FY End
Balance
54

139

483
1,769
2,965
4,021
4,338
5,741
6,281
7,664
8,585
9,173
9,874
10,883
11,703
12.385

12,975

13,718
14,497
15,314
16,175
17.060
17303
18,887
15,338
20,811
21,813
22,341
23,898
24,985
26,106
27.257
28,466

f*eai

1.73%
5.92%.
5.22"

Inflation-
Proofing Nel Inflation-
Snortlall Income Proofing
2
8
32
150
368
471 231
530 151
658 235
1,021 216
1,069 148
789 303
863 360
916 454
» 1,030 559
1.036 477
1.225 362
1,061 376
1,481 528
} 1,559 553
1,540 589
% 1,726 622
1 1,701 6S6
1,786 691
1,374 726
1,964 733
2,056 800
2.151 639
2,249 875
2.349 919
2451 9G1
2,557 1,004
2,667 1,049
2.760 1.095
34.052 13,054

USE OF FUND INCOME

D istrib

Dividends

12

28

71
108
175
217
303
391
424
460
487
489
488
532

553

557
554
556
543
541
556
572
587
603
031
660
690
720
751
783
817

10,675

Transnélﬁrea opd aggopnate&?gaFurd

“foin eamings

Eased cr. cairiiji meir.ei assumptions adopred by the Trustees in April 1?92

utions

Per Capita General

Dividends

SLGOOOO
5386.15
$331.29
$404.00
$55626
$708.19
$826.93
$073.16
$652.63
$931.34
$915.84
5949.45

$964.00

$948.Q0
$919.00
$897.00
$855.00
$830.00
$83X00
$836.00
$640.00
$845.00
$966.00
$888.00
$911.00
$934.00
$958.00
$982.00
$1,007,00

$15,314

Fund
1
7
12
28
71
110

U @u A~ b

389
440
488
553
496
531
568
605
643
671
69S
729
759
790
822
855

10.041

Reserves

Add

FY End

(Delete) Balance

59
185
110
203
206
501
529

62

(30)
(24)

64
320

122

59
244
354
557
763

1,264 "
529
591
635
60S
581
645
955

1,087

1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1,087
1.087
1,087
1,087
1,087
1,087
1,087
1,087

Wﬁ@rﬂ%%ﬁ

SrNATE BHL 17C, BUT ASSUMES A*93* RATE OF RETURN AMO 4% INFLATION
AFTER =m'99f AND ALL REMAINING EARNINGS TO GENERAL FUND

-
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Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
(in millions)

as of November 30,1993

GROWTH OF FUND PRINCIPAL USE OF FUND INCOME
Dedicated Inflation* Distributions Reserves
FY 3egin  Appro- State Inflation- FY End Proofing Net Inflation- Per Capita General Add FY End
Fy Balance prlatlans Revenues’ Proofing Saience Shortfall Income Proofing Dividends Dividends Fund (Delete! Balance FY
78 0 54 54 2 1 78
79 54 84 139 8 7 Il
80 139 344 483 32 12 12 Bj
8l 483 900 385 1,769 I1SO 28 28 59 59 o
62 1,789 800 - - 400 2,969 388 71 51,000.00 71 185 244 82
83 2,969 400 421 231 4,021 471 231 108  $386.15 110 110 354 83
M 4,321 300 366 151 4,838 530 151 175  $331.29 203 557 84
[1 4,838 300 368 235 5,741 658 235 ' 217  $404.00 206 753 es
S6 5741 323 216 6,281 1,021 216 303 $556.26 501 1,264 ” 86
87 6,281 1,264 M 170 148 7,364 1,069 148 391  $708.19 529 329 37
83 7,884 418 303 8,535 789 303 424 5826.S3 62 391 88
89 3iS5 228 360 5,173 868 360 460 5873.16 4 44 635 S3
920 9,173 267 454 8,894 918 454 487  $952.63 4- (30) 60S 90
[e\V 9,894 435 559 10,888 1,030 559 489  $931.34 4 (24) 581 91
Ha 10,888 338 477 11,703 1.038 477 488  $915.34 5 54 645 92
=3 11.703 5 315 362 12.385 1.226 362 532  $949.46 5 320 965 82
94 123H L) 20 3715 1295 1,061 376 553 $964.00 5 122 10fl7 94
95 12.975 7 209 528 13,719 1,540 528 564  $959.00 442 1,067 95
ué6 13,719 B 214 558 14,498 1,522 558 567  $941.00 489 1,037 96
97 14,498 6 21 589 15,316 1,707 589 576  $931.00 534 1,087 97
rial 15,316 9 230 622 16,177 1,795 622 570  $900.00 595 1,087 58,
99 16,177 9 2 655 17,064 1,889 656 588  $907.00 636 1,087 99
0 17,064 10 204 691 . 17,969 1,995 691 610  $931.00 666 1.087 0
1 17,963 10 189 o 727 18,895 2,082 727 648  $955.00 697 1,087 1
2 18,395 n N 763 19,846 I 2,162 763 680  $981.00 723 1,087 2
3 19,546 12 165 801 20,824 2,285 601 713 $1,007.00 760 1,087 n
4 20,824 13 153 84" 21.830 2,381 BID 746 $1,033.00 793 1,087 t i
5 21,830 13 139 879 282 2,500 879 780 $1,059.00 827 1,087 5
6 22,862 14 126 920-* 23522 2,511 920 315 $1,087.00 861 1,087 6
LZ] 23922 15 15 ¥ 24 2,726 962 852 $1,115.00 897 1087 7
8 25,014 16 106 1,005 26,142 2,844 1,005 889 $1,143.00 934 1,087 8
"9 26,142 1? 98 13350 27,307 2,966 1,050 927 $1,172.00 972 1,087 9
10 27.307 18 0O 1,097 28,512 3.092 1.097 967 $1,202.00 1,011 1,087 10
Cumulative Totals Projected )
For FY 1994 -2010: 2,777 1304 37,280 13.064 12051 S17.2B7 11.946
REALIZED RATE OF RETURN ASSUMPTIONS: *Department of Revenue Foil 1933 Law-C2se Revenue Forecast
“ Earnings reserve appropriated lo Fund principal by.lhe Legislature July 1, '.957.
Nominal Inflation Real *" Translnrret! Ic principal Irom earnings reserve account per AS 37 13.U£(-)
iFY 94: 7.71% 2.95% 4.72% Sased or.csr.-tjO iT.afViet MV cTpi'ons Copied Dy the Trustees in Aprii 1952
iFY 95-38....... 10.31% 4.00% c.2:% SENATE BILL 170. BUT ASSUMES A 10 31% RATE OF RETURN AND 4% INFLATION

iFY S9-2010: 4co% £31% AFTER FY IS?:, AMO ALL REMAINING EARNINGS TO GENERAL FUND



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS

(in millions)

at of November 30,1993

GROWTH OF FUND PRINCIPAL

Dedicated
FY Begin Appro- Stale Inflation-
FY Balance priationa Revenues' Prooflnn
2h 0 54
79 54 84
60 139 — 344
~8v 453 900 385
Y, 1,769 800 400
183 2,969 400 421 231
4.021 300 36S 151
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86 5741 323 216
87 6,281 1,264 " 170 148
88 7,864 418 303
89 6,585 228 360
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jo3 11,703 57 315 362
N 1235 5 an 376
95 12,975 8 209 528
9% 13,720 9 214 558
97 14,500 10 221 589
Ji] 15,320 10 230 622
j 99 16,153 n 222 657
0 17,073 12 204 692
1 17,980 13 189 727
2 18,905 14 177 764
3 19,664 15 i(5) 602
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1 25956 20 115 964
_ 8 25,056 21 106. 1.007
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‘iff 27.363 24 90 1.099
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1,769
2.959
4,021
4,838
5,741
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11,703
12,385

12975

13,720
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15,320
16,183
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17,980
18,909
18,864
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26,191
27,363
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Reh«
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e 3t*c

Inflation*
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2
8
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658
1
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789
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1,030
1,036
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1GaL

1,702
1,792
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1,585
2.088
2,194
2,302
2.413
2,527
2,644
2,765
2,889
3,016
3,148
3,283
3.424

41120
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235

148
303
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764
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1,059
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USE OF FUND

D istributions
Par Capita Ganstnl

Dividends

2

28

71
108
175
217
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391
424
460
487
489
488
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B3

581
602
629
644
683
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753
790
828
857
907
948
991
1.034
1,079
1.125

Dividends

S1,000.00
$386.15
$331.29
$404.00
$556.26
$708.19
$826.93
$873.16
$952.63
$931.34
$915.84
$949.46

6400

$989.00
$1,002.00
$1,022.00
$1,022.00
$1,060.00
$1,089.00
$1,117.00
$1,147.00
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$1,208.00
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$1,272.00
$1,305.00
$1,338.00
$1,372.00
$1,408.00
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Alaska Permanent Fund Corporation

P.O. Box 25500 Juneau, Alaska 99802-5500
1907) 465-2047

January 13, 1994

Senator Randy Phillips

Legislative Budget & Audit Committee, Chairman
State Capitol Building, Room 103

Juneau, AK 99801-1182

Dear Senator Phillips:

Thank you for providing us with Ibbotson's reporton the assetallocation of the Alaska
Permanent Fund Corporation (APFC), We are pleased to provide this initial response
to the report. Communication on this issue will continue as the board commences its

annualreview of APFC's assetallocation atthe February 3 meeting in Juneau.

Since April 1993, the APFC has been involved with a significant portfolio restructuring
program under the direction ofthe Board of Trustees. Upon com pletion, the APFC will
place significantly less emphasis on passive investmentand more on active
managementofthe equity securities portfolio. This program has been undertaken with
ourinvestmentconsultant, Callan Associates, Inc. (Callan), providing
recommendations and advice ateach step of the program. Once completed, anumber
ofthe issues mentioned in the Ibbotson Associates AssetAllocation study will have

been addressed.
A fterreading the Ibbotson report, Callan made the following observations:

1. Recentoperformance has been good because the board and staffhave done a good
job ofadopting sound strategic allocation policies and employing good managers.

2. Movementtoward current strategic targets atan accelerated pace may be
particularly importantsince much of the strong performance over the pastseveral
years is attributable to extraordinary bond returns which are unlikely to continue
given the current low levelofinterest rates. Obviously, we all agree with this



January 13, 1994
Senator Randy Phillips
Page 2

assessmentand you, through significant funding of global portfolios in recent
months, have already essentially reached die strategic target allocations.

3. Diversification within the domestic equity portfolio could be improved with a
greatercommitment to the small and mid-cap sector. Callan shares this view and
yourstaffrecognizes die under-representation in this area and plans to address it
through the hiring oftwo small/mid-cap domesdc equity managers in the first half

of 1994,

4. Diversification within the fixed-income portfolio could be improved with explicit
allocations to major segments such as mortgages. As discussed atlength atour
recent meeting, the effects of statutory limitadons on fixed-income management
must be carefully considered. The use of derivadve securities, lower-rated bonds
and non-US$ denominated bonds are all influenced by current (statutory)
restrictions. In addition, managing liqguidity to meetannualdividend requirements
isincreasingly affecting the fixed-income portfolio. Nonetheless, broader
diversification of the fixed-income effort warrants further discussion and already
has been scheduled for the upcoming board meeting. As an aside, | was pleased to
see that Ibbotson recognized the fee savings and good performance thathas been
achieved to date. It also is important to note thatatleastover the pastseveralyears
an allocation to mortgages would have hindered performance.

5. Ibbotson's expected equity returns are extraordinarily high relative to die firm's
expected bond returns. M ule I sincerely hope that they are correct, the very large
premiums and the high absolute levels may resultin an underestimation ofnear-
term risk associated with more aggressive strategies. Relatedly, we, staffand the
board have all acknowledged that heavierequity commitmentwould result in
greaterexpected returns over the long run butwe all also recognize thatshorter-
term consistency in returns is particularly importantto the Fund since the annual
dividend is potentially atissue. Finally, itis importantto note thatthe "aggressive”
alternative suggested results in full utilization of the statutory equity maximum of

50% .

6. Ibbotson very clearly advises that the board control assetallocation ata more micro
level than ithas in the past. Specially, the study advises that the board set specific
allocations within the fixed-income and domestic equity areas and make extensive
use of specialists in the international area. The directions suggested are contrary to
the bhoard's movementtoward providing less restrictive guidelines to its managers,
paiticularly the global managers. | think that this is an important issue that already
has been discussed atlength during 1993 and warrants continued close monitoring



January 13, 1994
Senator Randy Phillips
Page 3

and review as we gain experience with the current structure. My current view is
that the board's basic asset allocation plan, while theoretically vulnerable to the
actions of the managers, will not be adversely affected. Each managerhas indicated
that itis highly unlikely that they would make sudden dramatic shifts from dom estic
to international portfolios. We, therefore, will be able to identify any potential
problem before itundermines the program. You are continuing to use some
specialists internationally and are planning to add specialists in domestic mid-cap
securities. In sum, Ibbotson's management structure comments are important and |
agree that the structure, particularly the domestic structure, should be on the board’s

agenda for 1994,

The staffofthe APFC agree with Callan's remarks. Should the Legislative Budget &
Audit Committee (LB & A) like to discuss in greater detail these conclusions, we
recommend thatmyselfand a representative of Callan Associates, Inc. be invited to
appear before the Committee. The APFC would be pleased to make the necessary

arrangements.

We would like to express our appreciation for LB & A's efforts and those of Ibbotson in
conducting this review . Itis always helpful to receive more than one independent view
ofthis most importantsubjectofassetallocation. In addition, we would be pleased to
have Ibbotson presenttheirreport to the Board of Trustees at its meeting on February 3,
1994 atthe APFC offices in Juneau.

Sincerely,

W illiam H. Scott
Executive Director
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Permanent Fund Corporation (APFC). We are pleased to provide this initial response
to the report. Communication on this issue w ill continue as the board commences its
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program under the direction of the Board of Trustees. Upon com pletion, the APFC will
place significantly less emphasis on passive investmentand more on active
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assessment and you, through significant funding of global portfolios in recent
months, have already essentially reached the strategic target allocations.

3. Diversification within the domestic equity portfolio could be improved with a
greatercommitment to the small and mid-cap sector. Callan shares this view and
your staffrecognizes the under-representation in this area and plans to address it
through the hiring of two small/mid-cap domestic equity managers in the first half

of 1994,

4. Diversification within the fixed-income portfolio could be improved with explicit
allocations to major segments such as mortgages. As discussed atlength atour
recent meeting, the effects of statutory limitations on fixed-income management
must be carefully considered. The use of derivative securities, lower-rated bonds
and non-US$ denominated bonds are all influenced by current (statutory)
restrictions. In addition, managing liquidity to meetannual dividend requirements
is increasingly affecting the fixed-income portfolio. Nonetheless, broader
diversification of the fixed-income effort warrants further discussion and already
has been scheduled for the upcoming board meeting. As an aside, | was pleased to
see that Ibbotson recognized the fee savings and good performance thathas been
achieved to date. It also is important to note thatat leastover the pastseveralyears
an allocation to mortgages would have hindered performance.

5. Ibbotson’'sexpected equity returns are extraordinarily high relative to the firm's
expected bond returns. W hile | sincerely hope thatthey are correct, the very large
premiums and the high absolute levels may resultin an underestimation ofnear-
term risk associated with more aggressive strategies. Relatedly, we, staffand the
board have all acknowledged that heavierequity commitmentwould resultin
greater expected returns over the long run butwe allalso recognize thatshorter-
term consistency in returns is particularly importantto the Fund since the annual
dividend is potentially atissue. Finally, itis importantto note thatthe '"aggressive"
alternative suggested results in full utilization ofthe statutory equity maximum of

50% .

6. Ibbotson very clearly advises that the board control assetallocation ata more micro
level than it has in the past. Specially, the study advises thatthe board set specific
allocations within the fixed-income and domestic equity areas and make extensive
use of specialists in the international area Hie directions suggested are contrary to
the board's movementtoward providing less restrictive guidelines to its managers,
particularly the global managers. | think that this is an importantissue thatalready
has been discussed atlength during 1993 and warrants continued close monitoring
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and review as we gain experience with the current structure. My current view is
that the board's basic asset allocation plan, while theoretically vulnerable to the
actions ofthe managers, willnot be adversely affected. Each manager has indicated
that it is highly unlikely that they would make sudden dramatic shifts from dom estic
to international portfolios. W e, therefore, will be able to identify any potential
problem before itundermines the program. You are continuing to use some
specialists internationally and are planning to add specialists in domestic mid-cap
securities. In sum, Ibbotson's management structure comments are important and |
agree that the structure, particularly the domestic structure, should be on the board'’s
agenda for 1994,

The staffofthe APFC agree with Callan's remarks. Should the Legislative Budget &
Audit Committee (LB & A ) like to discuss in greater detail these conclusions, we
recommend thatmyselfand arepresentative of Callan Associates, Inc. be invited to
appear before the Com mittee. The APFC would be pleased to make the necessary

arrangem ents,

We would like to express ourappreciation for LB& A's efforts and those of lbbotson in
conducting this review . Itis always helpful to receive more than one independent view
ofthis mostimportantsubjectofassetallocation. In addition, we would be pleased to

have Ibbotson present theirreport to the Board ofTrustees at its meeting on February 3,
1994 atthe APFC offices in Juneau.

Sincerely,

Executive Director
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Summaiy of Recommendations

Currently, the Alaska Permanent Fund is a well diversified portfolio that has enjoyed
tremendous success in recent years. This success is mainly due to the Board's
knowledge of the importance ofasset allocation and its commitment to diversification.
This has resulted in the Fund earning high rates ofreturn at relatively conservative
levels ofrisk. The Fund is well positioned to reap the benefits of diversification, having
made investments in many different asset classes, both domestic and international.
Also, the Fund appears to be efficiently managed, employing reputable and capabhle
managers for both its equity and fixed income assets. The Fund has the been able to
manage its substantial fixed income portfolio entirely in-house, keeping adm inistrative
costs and outside management fees to a minimum . Several important issues must be
addressed, however, in ordei oensure the Fuad's continued success.

Our analysis suggests the Permanent Fund should alter its asset allocation policy in
order for the Fund to enjoy returns sim ilar to those it has earned in recent years.
Specifically, the Board should consider the following actions:

> Revise its current three-year target asset mix to include a larger allocation
to domestic mid and small capitalization equities, European, Pacific Rim
and emerging market equities, and mortgage-backed securities.

> Adopt a more aggressive investment style by allocating a larger percentage
of Fund assets to equity assets and real estate.

> Revise its equity management plan by setting specific allocations for
international and domestic mid and small capitalization equity managers.

> Set specific target allocations across fixed income sectors.

By implementing these changes, the Board can help ensure that the Permanent Fund
will achieve the highest expected return for its chosen risk level. This will help the
Board achieve its statutory goals of maximizing total Fund return and providing the
maximum amount ofdisposable income to Alaska's citizens.



This report presents recommendations concerning the Alaska Permanent Fund. The
first section provides background inform ation on the procedures we used to perform the
asset allocation study. Tne second section suggests improvements for those portfolios,
and outlines a third portfolio suited to a more aggressive investment philosophy. The
final section provides guidance on several important implementation issues.

I. Analyzing an Investment Portfolio

A first step in analyzing an investment portfolio is determining whether the portfolio

adequately compensates the investor for taking risk. Ideally, the portfolio is efficient in
providing return to the investor; i.e., the portfolio provides the most return possible for
the amountofrisk taken. In reality, however, few portfolios accom plish this objective.

Defining Asset Classes

In order to analyze the Fund's portfolio, we had to decide which assets to include in the
Fund's investment universe. Currently, g Fund invests in 12 different asset classes
that comprise six main categories. The benchmarks used to represent each asset class
inour analysis are listed in Appendix A at the end ofthis report. The asset classes used
inour study are as follows:

U.S. Equity Assent Non-U.S. Fixed Income Assets
Large CaPitalization _ Intermediate-Term Government/Corporate Bonds
Mid/Small Capitalization Long-Term Government/Corporate Bonds
_ Mortgage-Backed Securities
Non-U.S. Equity Assets _
Non-U.S. Fixed Income Assets
Canada
Europe Non-U.S. Government Bonds
Pacific,
Emerging Markets Cash
Other Assets U.S. Treasury Bills
Real Estate



Forecasting Return

We also had to forecast three estimates for each asset class: expected return, expected
risk (as measured by standard deviation), and expected return correlation between
assets. Summary tables ofour forecasts are provided in Appendix B. It is important to
note that our return, risk, and correlation forecasts are |0ng-term— they apply to an
investment horizon of 10 years or more. Our forecasts are passive in nature and,
therefore, would not change dram atically ifwe were to recalculate them a year from
now. Consequently, the portfolio allocations we recommend will remain stable over a
very long time period, and will require few changes over a long-term investmenthorizon.

The basis for our equity return forecasts is the risk-free rate ofreturn and the historical
premium, called an equity risk premium, thatis demanded by investors for holding risky
assets. We use the historical premium because the amount by which common stocks
have outperformed risk-free government bonds has been consistent over time. The long-
term equity risk premium for large capitalization domestic equities over the period
January 1926 to September 1993 was 7.25 percent. Also, many researchers have found
that, as the risk of an investmentincreases, so does its expected return. For this reason,
we forecast the expected return ofother equity asset classes, such as domestic sm all
capitalization equities and international equities, to have greater expected returns.

The basis ofour fixed income return forecasts is the current risk-free rate ofreturn, as
proxiec. by the current yipld on a risk-free government bond with a maturity matching
the investment time horizon. Currently, this rate is 6.31 per:ent, the current yield on
20-year U.S. Treasury bond. To this rate, we add the appropriate maturity premium
(additional return required by investors for relinquishing the use of their money for long
time periods) and default premium (additionalreturn thatcompensates investors for
buying bonds that have default risk, such as corporate bonds) for each class ofbonds for
which we are forecasting returns.

Forinternational fixed income assets, we forecast returns as if the assets were
denominated in U.S. dollars. Since currency fluctuations are expected to average to zero
over time, any short-term currency gains or losses will not affect the long-term return on
international assets. Currency fluctuations do increase risk, however, and are accounted
forin our risk forecasts ofnon-U.S. fixed income assets.

Forecasting Risk

When forecasting the risk of an asset, we typically assume that the future will equal the
past. Therefore, we forecast risk by calculating the historical standard deviation using a
long time period over which we have reliable data, and data thatis representative of
possible future scenarios. Although investment risk can be quantified in a numberof



ways for asset allocation purposes, we believe that risk is best modeled as the annual
volatility of returns, and standard deviation provides an estim ate ofhow much actual
returns may deviate from the average, expected return over time. We use shorter time
periods only when we can identify a permanentand dramatic process shift in the
behavior of an asset class, such as the late 1960s when bond market volatility increased
noticeably from its observed volatility during the previous 40 years.

Forecasting Return Correlation

Return and risk are not the only factors that determine how a portfolio performs. The
correlation between the returns oftwo assets also plays an importantrole in portfolio
performance. Correlation measures how much the returns oftwo assets tend to move
together or move separately. If the returns move together, the assets are positively
correlated. If they move in opposite directions, the assets are negatively correlated. If
no pattern can be detected in the way the assets' returns move, the assets have a return
correlation of zero.

Portfolios comprised only ofassets that have high, positive correlations with each other
are not welldiversified. This tends to exaggerate both upside and downside volatility,
and the risk of the portfolio. On the other hand, portfolios with assets that have low or
negative return correlations will provide more stable returns because, even though some
assets may perform poorly, other portfolio assets will perform better, serving to reduce
portfolio volatility. The benefits of diversification, therefore, are a directresult of
relatively low return correlations among portfolio assets.

W hen forecasting return correlation, we again typically assume that the future will
equal the past. The basis forour forecast ofreturn correlation is, therefore, the
historical correlation between assets, observed over the longest time period for which
reliable data is available.

Determining the Fund's Current Allocation

The amountofthe Fund currently allocated to each asset class was determined by using
information in the Fund's 1993 Annual Report, with supplementalinformation provided
by William L. Means, the Fund's Chieflnvestment Officer. M arketvalues ofall
investments came from the AnnualReport, while Mr. Means provided clarification
regarding the amount currently invested in equities ofdomestic companies with
capitalizations larger than $1 billion (large capitalization equities), the amountcurrently
invested in equities of companies with capitalizations of$1 billion orless (mid and small
capitalization equities), and the amount currently invested in domestic government and
corporate bonds with maturities ranging from one to seven years (intermediate-term ),
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and more than seven years (long-term ). The Fund's current allocation, and its expected
return and standard deviation is given on page 5.

Determining the Fund's Three-Year Target Allocation

The Permanent Fund's investment manual provided inform ation regarding the three-
year target allocation, although some guidelines were too broad for our purposes. For
example, the manual lists a 10 percent target allocation for international equities, but
gives no country-specific allocations. In this case, we assumed the Fund would increase
its international equity exposure to 10 percent, while maintaining the current proportion
invested among sectors. Also, the target allocation constrains the amountinvested in
non-domestic fixed income assets to 10 percent or less, but provides no specific number,
We assumed the amount invested in international debt would decrease in proportion to
the total decrease in the amount allocated to all fixed income assets. The Fund's three-
year target allocation, and its expected return and risk, is listed on the following page.



Current and Three-Year Target Portfolios

Current
Allocation
Asset Class (%)

U.S. Large Capitalization 21.17
Stocks
U.S. Mid/Small 0.65
Capitalization Stocks
Canadian Stocks 0.03
European Stocks 2.54
Pacific Region Stocks 2.94
Emerging Market Stocks 0.42
Real Estate 6.69
Cash 4.64
Intermediate Govt/Corp 30.86
Bonds
Long-Term Govt/Corp Bonds 25.27
Mortgage-Backed Securities 3.94
Non-U.S. Government Bonds 0.85
Expected Return (%) 8.53

Standard Deviation (o) 1.57

3-Year
Target
Allocation
(%)

24.00
6.00

0.04
4.28
4.97
0.72
10.00
0.00
25.32

20.74
3.24
0.69

9.93
9.91



[l. Asset Allocation Recommendations

The next step in our analysis was to improve the Fund's current and target portfolios by
increasing their expected return while keeping expected risk at a constant level.

Allocation with Risk of the Current Portfolio

As shown in the graph on page 7, the Fund's current portfolio does not provide the
maximum amountofexpected return for the amount ofrisk taken. Forexample, the
portfolio labeled "revised current" provides a higher expected return and slightly less
risk than the current portfolio. (The graph is titled "Efficient Frontier" because the line
in the graph represents those portfolios which are the most efficient in providing return
to the investor; i.e., those portfolios provide the maximum return for a given levelof
risk.) The allocations for both the current and revised portfolios, as well as their
expected returns and standard deviations, are shown on page 8.

The current portfolio need not be drastically changed in order to achieve a higher
expected return. In fact, the percent ofthe portfolio invested in equities (approxim ately
35 percent, including real estate) and in fixed income assets (approximately 65 percent),
is the same in both the current and revised portfolios. Rather, the composition of the
equity and fixed income portions need only change. By shifting part of the equity
portion from large capitalization stocks to mid and small capitalization and international
stocks, and part ofthe fixed income portion from cash and long-term bonds to
intermediate-term bonds and mortgage-backed securities, the Fund can achieve a higher
expected return while taking less risk.

Although these changes represent shifts from safer assets to more risky ones, the overall
risk ofthe portfolio actually decreases. This is because domestic mid and small stocks,
mortgage-backed securities, and international stocks have low correlations with many of
the other portfolio assets.

Allocation with Risk ofthe Target Portfolio

The graph on page 7 shows that the Fund's target portfolio also does not provide the
highest possible expected return for the amountofrisk taken. Although both the
allocations ofthe target and revised target portfolios are equally divided between equity
and fixed income assets, the revised target portfolio has a significantly higher expected
return and less risk. The composition of both portfolios, along with their expected
returns and standard deviations, is given on page 8.
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The superior tradeoff between risk and return ofthe revised target portfolio can be
accomplished by shifting a larger portion of Fund assets into domestic mid and small
capitalization stocks, international stocks, mortgage securities, and real estate. Again,
these riskier assets have low correlations with many other portfolio assets, and therefore
provide enhanced diversification benefits.

Allocation ofa More Aggressive Portfolio

Although we have analyzed and suggested improvements to both the current and target
portfolios, we have not yet commented on whethereither portfolio is appropriate for the
Fund. Ideally, a portfolio provides enough return to meet the goals ofthe investor while
maintaining a levelofrisk thatis comfortable for the investor. By setting a three-year
target portfolio that has an increased allocation to equity assets, the Board has indicated
that itis comfortable with a more aggressive investment philosophy. In ouropinion,
such an aggressive investing strategy is appropriate and necessary for achieving the
Fund's statutory goals of maximizing total return and providing the maximum amount
ofdisposable income to the citizens of Alaska. Consequently, we believe the Fund
should consider the benefits of investing in the "aggressive portfolio," also shown in the
graph on page 7.

In recentyears, the Fund has enjoyed relatively high returns, particularly on its fixed
income investments. These high returns were due, in part, to rather unique market
conditions, such as a dram atic decline in U.S. interest rates. These market conditions,
however, are not expected to continue in the future, as evidenced by the returns
expected on the current and target Fund portfolios. The potentially lower returns
earned by both these portfolios are important factors to consider, because such low
returns will inevitably lead to lower dividend payments to Alaskans. Ourrecommended
aggressive portiolio, however, with its significant allocations to international equities
and mortgage-backed securities, has an expected return in the range ofthe Fund's
recentreturns. The allocation ofthis aggressive portfolio, along with its expected return
and standard deviation, is provided on page 8.

The graphs on the following page can help to compare the expected performance ofeach
portfolio. The graphs show expected wealth values under the target, revised target, and
aggressive portfolios for five-, ten-, and twenty-year investment horizons. Although the
Board may consider the aggressive portfolio too risky, the graph shows that the majority
of this portfolio's volatility is due to its broad range ofpossible high, pOSlth@ returns, not
negative ones. Forallinvestment time horizons, the aggressive portfolio has a higher
expected wealth value under the best- and expected-case scenarios. Only under the
worst-case scenario does the aggressive portfolio underperform the target portfolio, while
the revised target portfolio performs better than the target, portfolio in a” cases.
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Testing Our Recommended Portfolios

To ensure the validity ofour recommended portfolios, we tested those portfolios and the
Fund's current and target portfolios for Stabthy. A stable portfolio is one that performs
wellunder a variety ofpossible future market conditions; i.e., the portfolio provides
adequate return for the amountofrisk taken under conditions that differ from our
forecasts. W e tested the portfolios using "worst-case" scenarios where the return ofone
or more assets is lower than expected and the risk is higher than expected. The

follow ing scenarios were used, both individually and in combination, to testour
recommended portfolios:

U.S.equity risk premium decreases to 5 percent

Mid and small capitalization equity return decreases to 15 percent
Europe equity return decreases to 10 percent

Europe equity standard deviation increases to 26 percent

Pacific equity return decreases to 10 percent

Pacific equity standard deviation increases to 34 percent

Emerging market equity return decreases to 10 percent

Return between long-term and intermediate-term bonds increases to !
percent

Intermediate-term bond standard deviation increases to 6 percent
Mortgage-backed securities return decreases to 6 percent
Mortgage-backed securities standard deviation increases to 11 percent
Real estate standard deviation increases to 25 percent

Correlation between U.S. stocks and U.S. bonds increases 30 percent
Correlation between U.S. stocks and non-U.S. stocks increases 30 percent

Under these scenarios, our recommended portfolios provided higherreturns with less
risk thaD either the Fund's current or target portfolios. For example, the improved
target portfolio had 10 basis points more return and less risk than the current target
portfolio when tested under the assum ption that all international markets had the lower
returns and higher risks outlined above. This indicates that the revised portfolios will
perform better over the long run, despite possible extreme underperformance ofsome
markets.
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[1l. Implementation Issues

W hichever portfolio the Board chooses, several issues must be addressed by the Board to
ensure maximum Fund performance. The single most important issue is the degree of
adherence to the chosen allocation. Research has suggested that the asset allocation
decision accounts for over 90 percent of the variability ofreturns on a portfolio, and is
the single largest determinant ofportfolio performance.l Consequently, individual
security selection and active security management, the two factors commonly assumed to
contribute che most to the return ofa portfolio, actually account foronly a smallamount
ofportfolio return variability. Therefore, adherence to the chosen allocation is crucial to
the future performance ofany investment portfolio, including the Permanent Fund.
Accordingly, the Board must decide whether the current investment trategy ofthe Fund
accommodates a strict adherence to the chosen allocation. We address this issue
separately for equity and fixed income assets in the following two sections.

Equity Assets

ASoprril 1993, the Board decided to use active managers only for domestic mid/sm all
capitalization stocks and all international equities. Since our recommended portfolios
are based on passive benchmarks, we believe that the long-term performance we forecast
can be achieved through the use ofpassive managers, although it is certainly possible
for active managers to meet or exceed that performance. For this reason, we believe the

Board's decision to retain active' mangers is appropriate, aS_|0ng as each mana%_er IS
given only that portion of Fund assets that is recommended in the chosen allocation, and
IS required to invest those asseis in the specific, recontmended asset class.

This stipulation is in direct contrast to the Board's new globalinvestment strategy as
outlined in the Fund's 1993 Annual Report. The new strategy allows active
international equity managers to decide when and where to invest Fund assets,
essentially shifting the asset allocation decision from the Board to the manager. As
mentioned earlier, asset allocation, not security selection or active market timing, is the
largest determinant ofportfolio performance. Under the planned strategy, the Fund's
equity alloc tion will shift continuously, violating the most crucial aspect ofstrategic
asset allocation: maintaining a stable asset mix which was chosen based on long-term
forecasts and needs ofthe fund. For this reason, we suggest a slightly modified strategy
where the Board, hires managers that have a specific style ofinvesting. For example,
under this modified strategy, the European equity allocation would be managed by a
manager who specializes in European equities. This type of management strategy would
allow the Board to retain controlover the equity allocation of the Fund

Gary P. Brinson, Brian D. Singer, and Gilbert L. Beebower, "Determinants of portfolio
performance Il: An update,” Financial Analysts Journal, May-June 1991.
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The Fund'd domestic equity managers also have similar control over the asset allocation
decision. Currently, the performance ofeach domestic equity manager is evaluated by
using a benchmark portfolio that consists of 80 percent large capitalization equities and
20 percent mid and small capitalization equities. The equity managers, however, are not
specifically required to invest 80 percent oftheir Fund allocation in large capitalization
stocks and 20 percent in mid and sm all capitalization stocks. A manager could alternate
between large cap and mid and small cap stocks, and still dVEraQe an 80 percent large
cap and 20 percent mid and small cap investment. This manager could potentially be
100 percent invested in large cap stocks when the return in the mid and small cap
market is high, and vice-versa. Again, this causes the overall equity allocation ofthe
Fund to change continuously, and shifts control ofthe asset allocation decision to
individual managers. Because the asset allocation decision is so importantto the overall
performance ofthe Fund, we feel the Board should set specific domestic equity
allocations, and select managers who specialize in each asset class. This will ensure the
maximum expected return for the Fund's equity investments.

Fixed Income Assets

Currently, the Fund's fixed income assets are passively managed in-house by the Fimd's
Chieflinvestment Officer, and are generally treated as a single asset class. Owur
analysis, however, treats the fixed income category as five distinct asset classes, because
gach contributes unique benefits to the overall portfolio. Treasury bills, for example,
provide more liguidity than the other assets, and are, consequently, the least risky.
Also, mortgage-backed securities perform differently from government or corporate
bonds. For this reason, each fixed income asset class must be considered separately in
the asset allocation decision.

Currently, the Board treats all fixed income assets as a single asset class and provides
only a broad allocation directive. This essentially shifts the asset allocation decision to
the fixed income manager. W hile the current allocation across fixed income assets may
be appropriate when viewed in isolation, that same allocation may be inappropriate
when viewed in the context ofthe overall portfolio. The Board has a comprehensive
perspective on the Fund and, as such, should determine the Fund allocation to each
asset class. For this reason, we suggest that the Board set specific target allocations for
fixed income asset classes. In this way, the Board maintains control over the Fund's
asset allocation and ensures maximum overall Fund performance.

Prior to beginning our study, several Board members and senators voiced concern over
the Fund having only one manager for the entire fixed income portfolio. We feel that a
single, capable manager, such as the current manager, can manage a large, passive fixed
income portfolio with few problems, as long as that portfolio has only a small allocation
to mortgage-backed securities, However, ifalarger proportion of funds was invested in
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mortgage-backed securities (as is our recommendation), it may be required to hire
additional staff. This is because mortgage-backed securities are more complex to
analyze, and the holders ofmortgage securities continually receive principal and interest
payments which must be accurately recorded. Allour recommended portfolios contain
substantial allocations to mortgage-backed securities. Consequently, we suggest that the
Board hire an outside manager to manage the mortgage portfolio, or, at the very least,
hire additional support staff.

Conclusion

Although the Permanent Fund has an excellent performance history, the Fund faces new
and uncertain investment challenges in the coming years. The Board, realizing the
importance ofasset allocation to oveiall Fund performance, has created a target
allocation to meet those challenges. However, as our analysis reveals, the Board can
implement a better allocation for the Fund, one that has higher expected return and less
risk than the Fund's target portfolio. Also, the Board can implementa new investing
policy, one em phasizing an adherence to the chosen allocation. By doing so, the Board
will help ensure the maximum expected performance ofthe Fund over the long-term
investment horizon, thereby providing he highest possible income to the State's citizens
and fulfilling its obligation to those citizens.



Appendix A: Benchmarks Used in Asset Allocation Study

Asset Class
U.S. Large Capitalization Equity

U.S. Mid/Small Capitalization Equity

Canada Equity

Europe Equity

Pacific Equity

Emerging Marketn Equity

Casa

Benchmark Description

S&P 500: A market capitalization-weighted index
0f500 of the largest stocks of companies domiciled
in the United States.

Russell 2000 Index: A market capitalization-
we_lghted index of the stocks of the bottom two
thirds of the largest 3,000 publicly traded
companies domiciled in the United States.

Morqan Stanley Capital International Canada
Total Return Index: A market capitalization-
weighted index of SI large Canadian stocks.

Morqan Stanley Capital International Europe
Total Return Index: A market capitalization-
weighted index of large stocks from Austria,
Belgium, Denmark, Finland, France, Germany,
Ireland, Italy, Netherlands, Norway, Spain,
Sweden, Switzerland, and the United Kingdom.

Morqan Stanley Capital International Pacific
Total Return Index: A market capitalization-
weighted index of large stocks from Australia, Hong
Kong, Japan, Malaysia, New Zealand, and
Singapore.

IFC Emergmg Market_Co_mP_osne Index: A

broad-based, market capitalization-weighted index
of stocks listed in countries with a per capita GDP
below an annually-disclosed flﬂure. Currently, 20
countries are represented in the Composite index.

U.S. 90-Day Treasury Bills; Published by

Salomon_Brothers in International Bond arid Money
Market Performance.
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IT Govt/Corp Bonds

LT Govt/Corp Bonds

Mortgage-Backed Securities

Non-U.S. Bonds

Real Estate

Lehman Brothers Intermediate-Term
Government/Corporate Bond Total Return
Index: A Fortfollo of U.S. government issues
(>$100 million par value?_and investment grade
corporate debt_€>$50 million par value) with an
%ggrsage maturity of 4.42 years as of November 29,

Lehman Brothers Government/Corporate
Bond Total Return Index: A portfolio of U.S.
government issues (>$100 million par value) and
Investment grade corporate debt (>$50 million par
value) with an average maturity of 10.81 years as
of November 29, 1993,

Lehman Brothers Mortgage-Backed Securities
Total Return Index: An index of all fixed-rate
securities backed by mortgage pools of the
Government National Mortgage Association
EGNMA),_FederaI Home Loan Mortgage

orporation (FHLMC), and the Federal National
Mortgage Association SFNMA). The index has an
average maturity of5.39 years.

Salomon Brothers Non-U.S. 1+ Bond Index; A
market capitalization-weighted index of bonds from

Australia, Canada, Germany, Japan, Netherlands,
Switzerland, and the United Kingdom with one

%ear or more to maturity. The average maturity of
onds in the index is 6.95 years.

Wilshire Real Estate Securities Total Return
Index: A market capitalization-weighted index of
approximately 85 real estate investment trust and
real estate operating companies.
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A ppendix B: Forecasts Used in Asset Allocation Study

Forecasts of Expected Return and Standard Deviation

Expected Standara

Asset Class Return Deviation
U.S. Large Cap Stocks 13.56 20.61
U.S. Mid/Small Cap 18.03 32.95
Stocks
Canada Stocks 13.73 24.64
Europe Stocks 13.98 22.69
Pacific Stocks 15.11 28.24
Emerging Market Stocks 21.38 47.00
Real Estate 9.90 13.63
Cash 4.61 2.73
IT Govt/Corp Bonds 5.89 4.10
LT Govt/Corp Bonds 6.37 7.22
Mortgage-Backed 7.45 9.28
Securities

Non-U.S. Gcevt Bonds 6.01 14.75





