


STATE O F  A L A S K A

1997 LEGISLATIVE SESSION
F I S C A L  N O T E BILL NO: SB118

Revision Date: ___________________________________________Depl, Affected: Revenue_____________________
Title: Alaska Permanent Fund Corp. Investments________ BRU: Alaska Permanent Fund Corporation
_______■ _____________________________________________ Component: Aloska Permanent Fund Corporation
Sponsor: Son ato Rules Committee_______________________ ___________________________________________
Requestor: Legislative Budget & Audit Committee____________COMPONENT SERIAL NO. _____ 109________

Expendituros/Rovenues:_____________________________________ (Thousands of Dollars)
OPERATING EXPENDITURES FY 98 FY 99 P/00 FY01 FY 02 FY 03
PERSONAL SERVICES
TRAVEL
CONTRACTUAL 4,265.0 4.986.0 6,118.0 7.278.0 8.508.0 9.863.0
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 4,265.0 4,986.0 6,118.0 7,278.0 8,508.0 9,863.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES < )

FUND SOURCE____________________________________________ (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts 
1037 GF/Mental Health 
Other-Corporate Receipts 4.265.0 4.986.0 6.118.0 7.278.0 8.508.0 9.863.0
TOTAL 4,265.0 4,986.0 6,118.0 7.278.0 8.508.0 9.863.0

nolo of any current year (FY97) cost 586.0

POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS: (Attach a separate page it necessary)
SB118 as proposed amends AS 37.13.120® which established the Aloska Permanent Fund Corporation's legal Investment classes 
and their respective level of authorization. SB118 increases the percentage level of domestic and nondomestic corporate stocks 
to 60% of the total investments of the fund.

The projected costs above are calculated based on a 60% exposure to domestic and nondomestic stocks with 35% Invested in 
passive manager accounts and the remaining In active portfolios.
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A l a s k a  P e r m a n e n t  F u n d  C o r p o r a t i o n

5 5  1 1 5  P r e s e n t a t i o n  t o  t h e  

S e n a t e  S t a t e  A f f a i r s  C o m m i t t e e

April 2 2 , 1 9 9 7



I t e m s  t o  P r e s e n t

♦  A r g u m e n t s  in  f a v o r  o f  1 1 3 .

E q u i t i e s  o u t p e r f o r m

♦  C o m p a r i s o n  w i t h  o t h e r  l a r g e  i n s t i t u t i o n a l  f u n d s

♦  I m p l i c a t i o n s  o f  i n c r e a s e d  e q u i t y  a u t h o r i t y

♦  C o m m e n t s  o n  c u r r e n t  m a r k e t  e n v i r o n m e n t

♦  V o l a t i l i t y  i n  f i s c a l  1 9 9 7

♦  F r o p o e e d  1 9 9 7  P e r m a n e n t  F u n d  a s s e t  a l l o c a t i o n

♦  F i s c a l  N o t e



A r g u m e n t s  i n  F a v o r  o f  S B  113
❖  E q u i t i e s  s i g n i f i c a n t l y  o u t p e r f o r m  o t h e r  a s s e t  c l a s s e s  

o v e r  t h e  l o n g  t e r m .

#  T h e  F u n d  w o u l d  p r o d u c e  m o r e  n e t  i n c o m e  f o r  u s e  b y  

b o t h  c u r r e n t  a n d  f u t u r e  g e n e r a t i o n s .

♦  T h e  F u n d ’s  p r i n c i p a l  w o u l d  b e  b e t t e r  p r o t e c t e d  

a g a i n s t  i n f l a t i o n .

♦  T h e  F u n d ’s  a s s e t  a l l o c a t i o n  w o u l d  b e c o m e  m o r e  

c o m p a r a b l e  t o  t h a t  o f  o t h e r  l a r g e  i n s t i t u t i o n a l  f u n d s .

❖  T h e  i n c r e a s e d  v o l a t i l i t y  w o u l d  b e  l a r g e l y  m i t g a t e d  b y  

t h e  e x i s t i n g  p r o v i s i o n  f o r  5 - y e a r  a v e r a g i n g  o f  i n c o m e  

a v a i l a b l e  f o r  d i s t r i b u t i o n .



E q u i t i e s  O u t p e r f o r m

C o n s i d e r  t h e  g r o w t h  o f  $ 1 . 0 0  i n v e s t e d  i n  v a r i o u s  U . S .  

a s s e t  c l a s s e s  f r o m  D e c .  3 1 , 1 9 2 5  t o  D e c .  3 1 , 1 9 9 5 :

♦ I n f l a t i o n $  9

♦ T r e a s u r y  b i l l s 1 3

♦ T r e a s u r y  b o n d s 3 4

♦ L a r g e  c o m y a r \ ) j  s t o c k s 1 , 1 1 4

♦ S m a l l  c o w \ ^ m \ j  s t o c k s 3 , 5 2 2



L o n g - T e r m  T o t a l  R e t u r n s

1 3  Y e a r s  E n d in g  D e c e m b e r  3 1 , 1 9 9 6

P e r c e n t

1 6 , 2 6

1 0 . 5 5

U.S. StocksTotal Fund Fixed Income Non-U.S. Stocks 
* Last 5 Years

Real Esta te



O t h e r  L a r g e  I n s t i t i o n a l  F u n d s  

I n v e s t  M o r e  i n  S t o c k s

A c c o r d i n g  t o  P e n s i o n s  a n d  I n v e s t m e n t s  A g e ,  t h e s e  

a r e  t h e  a v e r a g e  a l l o c a t i o n s  t o  e q u i t i e s  o f  t h e  t o p  

2 0 0  l a r g e s t  U . S .  d e f i n e d  b e n e f i t  p e n s i o n  f u n d s  a s  o f  

S e p t e m b e r  3 0 , 1 9 9 6 :

♦  C o r p o r a t e  6 3 %

♦  P u b l i c  5 4 %

❖  A l a s k a P E P S  5 4 %

♦  A l a s k a  P e r m a n e n t  F u n d  4 9 %



G r o w t h  o f  t h e  P e r m a n e n t  F u n d  

E q u i t i e s  a t  5 0 %  v s  6 0 %
P e r c e n t

1 0  

6 0  

5 0  

4 0  

3 0  

2 0  

1 0

97 93 99 0 1 2 3 4 5 6 7 3 9 10 11 12 13 14 15 16 17

Assumptions: Fund with 507o equities earns 3 A to, Fund with 30  to equities earns 301 to 
Growth is net of a 4% annual income distribution
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P e r m a n e n t  F u n d  A s s e t  A l l o c a t i o n

S i n c e  1 9 8 3  C u r r e n t



IMPLICATIONS OF INCREASED EQUITY AUTHORITY

Each year, Callan prepares an asset allocation analysis for the Alaska Permanent Fund 
Corporation. The purpose of the analysis is to provide the Board with an objective comparison 
for a range of asset allocation policy options.

While the analysis is conducted annually, the capital market projections employed are long-term 
estimates that change only modestly from one year to another. In recent years, the Corporation’s 
commitment to equities has been increased substantially. In 1996, the Legislature further 
liberalized statutory investment authority. At present, APFC is essentially at the upper limit of 
the allowable range.

Callan has been asked to provide information regarding the possible policy consequences of 
further equity authority. We have prepared a comparison of APFC’s current policy with three 
alternative policies. Each of the alternatives is expected to produce a higher, but more volatile, 
return pattern than the current policy. The analysis should help policy makers better understand 
the return and risk tradeoffs associated with further, albeit still very reasonable, statutory 
liberalization.

The current and alternative policies are outlined below:

• Current Policy - total equity commitment of 48% including a 12%
international exposure. Total bond target of 42% including a 2% international
bond exposure. A 10% real estate target exposure.

>- '      —   -

• Alternative I - same as the current except total equity is raised to 55% 
including a 14% international exposure. Total bond exposure is reduced to 
35%.

• Alternative 2 - total equity exposure is 60% including 16% in international 
equities. Total bond exposure is reduced to 30%.

• Alternative 3 - total equity exposure is 65% including an 18% international 
commitment. Bonds arc 25%.

Callan Associates hie. nose I



T h e  a lt e rn a t iv e s  a re  d e p ic te d  g r a p h ic a l ly  b e lo w .

Ciirrenl Alternative til Allcrncilivc HI AlternativeUS

H Rnl l:.<i.-ur 
O Inrnrtirinl (\t\K

■ h<nru!c fVnH

■  Irtmnlirm!

Current Alter ft Aitcr 12Alter 1}
DmtetllrSlnrfci M% 41% 44% 47%
InlrmHtloiitl Slmfci 12% 14% ua 1*%
llimrvtlc Ibmih 40% M% 2A% 2.1%
InlcmMllwnj li«<n<h 2% 2% 2% 2%
Hml KxlNtr io% 10% 10% 10%

The return and risk estimates used to drive the analysis are Callan's 1996 5-year capital market 
projections. These are the same projections used earlier in 1996 in the development of the 
current policy.

* Risk is defined as standard deviation of annual returns, This is a statistical measure designed to capture 

two-thirds of the possible returns. For example, the bond return projection (+6.87c) combined with the 

bond standard deviation estimate of 6,07c would suggest that in two of three annual periods, bond returns 

would be within one standard deviation from the expected return -- no less than 0.87c nor mote than 12.87c. 
The greater the standard deviation, the greater the range of potential returns.

Callan Associates Inc. 10129190 Rage 2



Since stocks, bonds and real estate do not always move together, the risk (standard deviation) for 
a mixed asset portfolio will be less than the weighted average risk of the components. In order to 
estimate this "diversification" benefit, one needs to estimate the statistical inter-relationship of 
each asset category with one another. Callan’s estimates (correlation coefficients) are presented 
in the Appendix. As with our return and risk estimates, the correlation estimates are based 
primarily on historic experience.

Using these capital market projections and the alternative policies described earlier, we 
developed a range of projected returns for a number of different time periods. The results are 
presented graphically below.

Range of Projected Rates of Return
(Projection period, one year)

Currcni I 2 .1
Mi*

Asset M i s Alternatives

This graph illustrates that APFC’s current policy has a median expected return of 8.4%. Based 
on the inputs, there is a 5 in 100 chance that the return may be greater than 23.4% in a one year 
period and a similar probability that the total return could be worse than negative 4.9%. As one 
mix is compared with another, it is useful to focus on the change in expected return (at the 
median, or 50th percentile) and the change in the "downside risk" — the expected return at the 
95th percentile.

Each alternative, owing to progressively greater equity exposure, produces a higher median 
expected return but also widens the range of possible returns. For example, Alternative '/3, with 
a total 65% equity commitment, is expected to produce a 0.5% greater median return (8.9% vs. 
8.4%) but also has a downside risk that is lower by 1.6% (the 95th percentile return of negative 
6.5% compared to the negative 4.9% associated with the current policy).

Callan Associates Inc. 101291% Rage .?



Over time, the range of possible returns for all mixes narrows. This is intuitively reasonable. 
The oclcls of having two or three very good or very bad years in a row are less than those of 
having a single good or bad year. This can be readily seen by examining the range of compound 
annual returns for 3 and 5 year periods.

Annual 

Rate.1; of 

Return 

(?o)

Range of Projected Rates of Return 

(Projection pcritxl: } years)

Mis
Asset Mis Alternatives

Annual 

Rales of 

Return 

("!•)

J  1 '1' 1'
• • ' C - A L»-r-— — — -...

'j \ -rrr

Range of Projected Rales of Return

(Projection pcrisxl: 5 years)

Asset Mis Alternatives

lj A

Cniltin Associates Inc. 10129196 Pane ■)



The longer the period considered, the less significant the short-term volatility. For example, if 
one focuses on a 10 year period, there is very little difference in the downside risk (95th 
percentile) outcomes for the more aggressive policies when compared with the current policy. 
Simultaneously, there is a distinct advantage (looking at the median) of the greater equity 
commitment.

Annual 

Rates of 

Return 

Tn)

Range o f Projected Rales of Return 

(Projection period: 10 years)

Asset Mis Alternatives

This pattern results from the greater average return expected from stocks relative to bonds. It 
demonstrates statistically the importance of time horizon in investment policy formulation. 
Clearly, over the very long-term, equities should produce higher returns than bonds. But..the, 
return pattern will be more volatile  ̂So, for the long-term investor, the real question is how much j 
"discomfort carThe/slie accept both financially and emotionally over the short run. Inevitably, i 
poor short run results produce tremendous pressure to alter the long-term policy. This results in I 
the worst of two worlds (realization of the short-term risk of an aggressive policy and the lower I

' long-term return of a niore_c.onservativc policy).Finding .the. right balancc is jin ongoing \
\ challenge. | In the fund’s early years, any volatility was difficult to accept. Conversely, over the 

recent past, extraordinary stock market returns may make it easy to ignore the inherently more 
volatile pattern of stock returns. The 20 year flood level may only occur once in 20 years, but 
you don’t want to build your house in “ ‘ r' ' ( 1

Financially, as a perpetual fund with limited distribution requirements, the fund can afford to 
pursue high return policies. The limiting factors are the various stakeholders’ reactions to the 
inevitable shorter-term periods of weak performance. You must have the staying power to reap 
the long-term benefits. Currently, distributions are a function.o.f_ovcrage_fivc.ycnr.results. One 
could argue that this is the most appropriate time frame on which you should focus. It is long

Callan Associates Inc. 101291)6 I'at’C 5
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A ? M  F i l e s :  S E P 2 0 . A D T
S e p t e m b e r  2 0 ,  1 9 9 6

P r o j e c t e d  a v e r a g e  r e s u l t s  ( $ m i l l i o n s )  f o r  a s s e t  m i x  1 :

S t a r t i n g S t a r t i n g E n d i n g
Y e a r D a t e A s s e t s A s s e t s

1 0 7 / 0 1 / 9 6 1 .  0 0 1 .  0 8
2 0 7 / 0 1 / 9 7 1 .  0 8 1 . 1 7
3 0 7 / 0 1 / 9 8 1 . 1 7 1 . 2 7
4 0 7 / 0 1 / 9 9 1 . 2 7 1 . 3 8
5 0 7 / 0 1 / 0 0 1 . 3 8 1 . 4 9

1 0 0 7 / 0 1 / 0 5 2  . 0 6 2 . 2 3

A n n u a l c h a n g e : 8  . 4 % 8 . 4 %

P r o j e c t e d  r a n g e o f  a s s e t s ( $ m i l l i o n s ) f o r  a s s e t m i x  1  ;

P e r c e n t i l e  1 y e a r 3  y e a r s 5  y e a r s 1 0  y e a r s

5 t h 1 . 2 3 1 . 5 9 2 .  0 0 3 . 3 6

1 0 t h 1 . 2 0 1 . 5 1 COCO1—1 3  . 1 0

2 5 t h 1 . 1 4 1 . 3 9 1 .  6 9 2  . 6 3

5 0 t h 1 . 0 8 1 . 2 7 1 . 4  9 2  . 2 3

7 5 t h 1 . 0 3 1 . 1 6 1 . 3 2 1 .  9 0

9 0  t h . 9 8 1 . 0 7 1 . 1 9 1 .  6 1

9 5 t h . 9 5 1 . 0 2 1 . 1 2 1 . 4 9



P r o j e c t e d  a v e r a g e  r e s u l t s  ( $ m i l l i o n s )  f o r  a s s e t  m i x  3

S t a r t i n g S t a r t i n g
Y e a r D a t e A s s e t s

1 0 7 / 0 1 / 9 6 1 . 0 0
2 0 7 / 0 1 / 9 7 1 .  0 9
3 0 7 / 0 1 / 9 8 1 . 1 8
4 0 7 / 0 1 / 9 9 1 . 2 9
5 0 7 / 0 1 / 0 0 1 . 4 0

1 0 0 7 / 0 1 / 0 5 2 . 1 3

A n n u a l  c h a n g e :  8 . 7 %

P r o j e c t e d  r a n g e  o f  a s s e t s

e r c e n t i l e 1  y e a r

5 t h 1 . 2 5

1 0 t h 1 . 2 2

2 5 t h 1 . 1 6

5 0 t h 1 .  0 9

7 5 t h 1 . 0 2

9 0 t h . 9 7

9 5  t h . 9 4

E n d i n g
A s s e t s

1 . 0 9
1 . 1 8
1 . 2 9
1 . 4 0
1 . 5 2

2 . 3 1

8 . 7 %

( ^ m i l l i o n s )  f o r  a s s e t  m i x  3 :

3  y e a r s 5  y e a r s 1 0  y e a r s

1 .  6 5 2 . 1 0 3 . 6 3

1 .  5 6 1 .  9 6 3 . 3 4

1 . 4  2 1 . 7 4 2  . 7 8

1 . 2 9 1 . 5 2 2 . 3 1

1 . 1 6 1 .  3 3 1 .  9 2

1 . 0 6 1 . 1 8 1 . 6 0

1 .  0 0 1 . 1 0 1 . 4  7



A la sk a  P e rm an en t F u n d  C o rp o ra t io n
P . O .  B o x  2 5 5 0 0  J u n e a u ,  A K  0 9 8 0 2 - 5 5 0 0  

( 9 0 7 )  4 6 5 - 2 0 4 7

M E M O R A N D U M

D A T E : April 3, 1997

TO : Byron I. M a llo tt
Executive D irector

T H R O U G H : T e rry  A. Brown
Ch ie f Investm ent O fficer

F R O M : M ichael T. B e ll
A ssistant Investm ent O fficer

S U B JE C T : Comment on A laska Perm anent Capita l Management
Move From  Equities (20% ) to Cash

B y ron , you  asked me to comment on the notes -  the firs t a ttachm ent to 
th is m em orandum  -  from  the specia l m eeting o f the A la ska  P e rm anen t 
C ap ita l M anagem ent C om pany ’s In ves tm en t Com m ittee . I in tended to 
m ake my comments b rie f; however, as I w rote, I  fe lt compelled to expand 
my comments and provide additional detail on key points and issues.

I a lso took the libe rty  to make comments not on ly on the points brought up 
in the Investm en t Comm ittee ’s notes, but to add in additional deta ils and 
commentary concerning the cu rren t state o f the U .S . equity m arket.

P lease do not in te rp re t my comments to be a fo rm al recommendation from 
th e  A la s k a  P e rm a n e n t  F u n d  C o rp o r a t io n ’ s (A P F C ’ s ) In v e s tm e n t  
D e p a r tm e n t . W h ile  I do fe e l s t ro n g ly , an y  s t a f f  re c om m end a t io n s  
rega rd ing  sh ifts  in the A PFC ’s asset a llo ca tion  shou ld  and w ill come to 
you via T e rry  Brown, C h ie f Investm ent Officer.



A l a s k a  P e r m a n e n t  C a p i t a l  M a n a g e m e n t ’s  2 0 %  M o v e  t o  C a s h

A p r i l  3 ,  1 9 9 7

P a g e  2

*• C o m m e n t a r y  ‘ ■.

The recent move by A laska Perm anen t C ap ita l M anagement o f 20%  o f its 
equ ity assets in to cash is understandab le given the trem endous increase 
in  the v a lu a tio n  o f  the m a rk e t ove r the p ast two yea rs , recen t m a rk e t 
v o la t i li t y  as m ore in ves to rs  have begun to doubt com pan ies ’ a b ility  to 
con tinue  to d e liv e r eve r g re a te r e a rn in g s , and the p rospec t o f  h igh e r 
in te re s t  ra te s  from  a d d it io n a l Fed  ra te  h ik e s  as i t  t r ie s  to  head  o f f  
p o ten tia l fu tu re  in fla t io n  from  what it m ay see as a m ore v igorous than 
desired economy.

In fo rm ation  fr om numerous sources o f financial in fo rm ation  indicate there 
a re  in v e s to rs  ta k in g  m oney  o f f  th e  ta b le  as th ey  have  become m ore 
n ervous and w ish to p rese rve  cu rren t ga ins, espec ia lly  as some m arke t 
ana lysts are claim ing there is increased probability o f a m arket correction, 
something in the neighborhood o f  10% , and that we m ight be in the m idst 
o f one now.

A m ove by the A PFC  e q u iv a le n t  to the  A la s k a  P e rm a n e n t  C a p ita l 
M anagem en t move o f  20%  o f its  equ ity  assets to cash , w ou ld  have the 
A PFC  se ll about $1 .4  b illion  o f domestic equities, pu tting  ano th e r 7% o f 
the A PFC  po rtfo lio  in to cash, on top o f the cash and cash equ iva len ts we 
c u rre n t ly  ho ld , app rox im ate ly  $1 .0  b illion , o r 5%  o f the en tire  po rtfo lio . 
This would put 12% o f the portfo lio in cash.

The A la ska  Perm anen t C ap ita l M anagem ent Investm en t Comm ittee did 
m ake im po rtan t observations about ind icators th a t h is to rica lly  have had 
g r e a t  s ig n i f ic a n c e , h e r a ld in g  p o t e n t i a l ly  d a n g e ro u s  in v e s t in g  
en v ironm en ts , and w h ile  a s ig n ific an t move by the A PFC  to cash now 
m ight seem attractive , I do not fee l th a t it is app rop ria te  fo r the Fund to 
do so a t this time.

Am ong o th e r m easu re s , the  A la s k a  P e rm an en t C ap ita l M anagem en t 
In v e s tm en t C om m ittee  noted  th a t the m a rk e t ’s P E  ra t io , 2 1 .4 3 , was 
h ighe r th an  1987 , the d iv idend y ie ld  was 1 .81% , and the price-to-book 
ra tio  at 4 .56 , was also higher than it was in 1987.

A lth ou g h  I do n o t p e rs o n a lly  b e lie ve  as some in v e s to rs  do, th a t  the 
investing  w orld  has changed such th a t the old ind icato rs no longer have 
re levance , I do feel th a t the re  have been some im po rtan t changes in the



A l a s k a  P e r m a n e n t  C a p i t a l  M a n a g e m e n t ’s  2 0 %  M o v e  t o  C a s h

A p r i l  3 ,  1 9 9 7

P a g e  3

m a rk e tp la c e  th a t  e x p la in  th e  p a ra d o x  o f  how  th is  b u ll m a rk e t  can 
continue moving upward even as these ind icators are in  what used to be 
considered dangerous te rrito ry .

F o r example, stocks’ d iv id e n d  y ie ld  is indeed at o r n ea r h isto rica l lows, 
bu t th is  is not a la rm in g  fo r  co rp o ra tion s  a re  fin d in g  th a t ra th e r  th an  
spinning cash o ff to investors in the form  o f dividends as they have in the 
past, they can b ring  better va lue to the ir shareho lders by using th a t cash 
to acquire o the r companies, buy back th e ir own stock, o r in vest in other 
projects tha t bring a h igher net p resent va lue to th e ir shareho lders when 
compared to a payout o f dividends.

P r ic e /E a rn in g s  ra tio s , ano ther s ta tis tica l m easu re h is to ric a lly  used to 
gauge the value and hea lth  o f the equity m arkets , have moved up beyond 
20, ra is ing  m any eyebrows -  the S&P 5 00 ’s PE  was app rox im ate ly  21 .44  
when the S& P 500 reached its high point o f 816 .29  on Feb. 18, 1997. Yet it 
has been h ighe r be fo re , fo r  exam p le , it h it 2 6 .1 2  in  1991  and 2 2 .8 2  in 
1992 , but w ith the cu rren t m a rk e t pu llb ack , the PE  fo r the S& P 500 is 
now about 19.7, and the PE  based on projected 1997 corporate earn ings is 
about 18.8 , both considered to be much c loser to the typ ical ra tio , though 
at the higher end o f the norm al range.

The U .S . economy, too, has changed, hav ing  to ta lly  rem ade i t s e lf  since 
1 980 , going from  the one o f  the w o r ld ’s le a s t p roduc tive  to one o f  the 
w o rld ’s m ost p roductive econom ies. Th is h ighe r le v e l o f  p roductiv ity  is 
h a v in g  a p ro fo u n d , p o s it iv e  e ffe c t upon the  econom y and  c o rp o ra te  
earnings, thus helping move companies’ stock prices to h igher levels.

M any  s tock  m a rk e t  w a tch e rs  a t t r ib u te  m uch o f  th e  s tock  m a rk e t s ’ 
peiform ance over the past two years to tremendous cash in flow s from  the 
demographic cohort known as the “Baby Boomers.” These ind iv idua ls have 
made the ir m ajor purchases -  houses, cars, appliances, etc. -  and are now 
in the period in th e ir lives when th e ir d isposal income is a t its g reatest. 
A dd itiona lly , they are now rea liz ing  that re tirem en t is not th a t fa r  away, 
and they feel tha t Social Security m ay not be able to support them in the 
lifesty le  to which they have become accustomed.

The conventional wisdom is tha t Boomers, w ith re tirem en t in m ind, have 
been d irecting ever increasing amounts o f th e ir income into stock m utua l
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funds, intending to keep the investm ents fo r the long hau l. Additiona lly , it 
is thought, backed by su rvey in fo rm ation , th a t these investo rs are much 
m ore savvy th a t p rev iou s ly  be lieved , hav ing  watched m a rke t recoveries 
from  the 1 987  and 1 989  c o rre c tio n s , h a v in g  h e a rd  th a t  in v e s tin g  in 
equities is a long te rm  investm en t decision, and unde rstand ing  th a t fo r 
g re a te r long  te rm  re tu rn s  one has to accept g re a te r sh o rt and medium  
term  vo la tility .

F u rth e rm o re , it  appears th a t the equ ity m a rke t has, in fact, experienced 
th ree o r fo u r “ ro llin g  corrections” over the past two years where investors 
h a ve  ro ta t e d  th e i r  in v e s tm e n ts  f r o m  one s e c to r to  a n o th e r  w hen 
va lu a tion s  were perceived to have became too high and un su sta in ab le . 
T h is  h a s  h app en ed  tw ice  to  th e  te c h n o lo g y  s e c to r , w ith  a s im i la r  
occurrence in the energy sector and in  sm a ll cap stocks. The bright side o f 
th is, though, is th a t each o f these ro llin g  corrections has taken  some o f the 
worrisome fro th  out o f the m arket, giving it a chance to consolidate before 
moving higher.

E ven  so, th is  m ay n o t be a tim e to v a s t ly  in c re a se  on e ’s exposu re  to 
equities; va lu a tion s a re high now and the re  are questions now about the 
p o te n t ia l fo r  h ig h e r fu tu re  in f la t io n  and  w h e th e r fu tu re  c o rp o ra te  
e a rn in g s  w ill indeed con tinue to in c rease . Y e t i f  p rices dec line much 
fu rth e r , the va lu a tion s  m ay become low  enough th a t a com pe lling  case 
cou ld  be m ade fo r buy ing  in to  the m a rk e t and in c re a s in g  o u r tac tica l 
a llocation to equities.

W e m ust keep  in  m ind , h ow eve r, th a t  o v e rv a lu e d  m a rk e ts  can s tay  
ove rva lued  fo r yea rs and corrections do not a lw ays look  lik e  steep drop- 
offs. Corrections can sim p ly be p lateaus and trad ing ranges that securities 
reach and stay in fo r months o r even years.

As fo r  s to ck  m a rk e t  v o la t i l i t y ,  w h ile  th e  s to ck  m a rk e t  has become 
increasing ly vo la tile  in the past severa l months, it has on ly reverted back 
to a m ore n o rm a l, a lb e it h igher, leve l o f v o la t i lity . Thus, the U .S . equity 
m arket now moves more qu ick ly and sign ifican tly  up o r down, both in tra ­
day and in ter-day , yet while the absolute price movement number may be 
la rg e , the re la t iv e  percentage o f  m ovem ent up o r down is much less at 
these  h igh  le v e ls  in  the m a jo r  ind ices as the ta b le  on the n ex t page 
illu stra tes :
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A 100 Point Move A 10 Point Move We have witnessed increased 
v o la tility  on the upside since 
la s t  sum m e r w hen we la s t  
saw  a s iza b le  d ow nd ra ft in 
the m arke t. O f course, there 
were ana lysts  a t th a t tim e -  
Ju ly  -  ca lling  fo r investors to 
m ove o u t o f  e q u it ie s  in to  
cash and  o th e r  a s se ts , y e t 
o n c e  t h e  m a r k e t  h a d  
b o t t o m e d  o u t ,  d o w n  
anywhere from  7%  fo r la rge 
cap to 16%  fo r  sm a ll cap, it 

re sum ed  its  upw ard  m om en tum , re g a in in g  its  lo ss  and  th en  m ov ing  
beyond to new highs. Those who exited the m arke t and did not reen te r in 
a tim e ly  fashion, lost out on the upside the m arket has enjoyed since. The 
chart below shows the movement o f the S&P 500 fo r the past year.

With Dow 
At

% Move In 
the index

With S&P % Move.Jn 
500 At the Index

1 ,0 00 1 0 . 0 % 1 0 0 1 0 . 0 %

2 , 0 0 0 5 . 0 % 2 0 0 5 . 0 %

3 . 0 0 0 3 . 3 % 3 0 0 3 . 3 %

4 , 0 0 0 2 . 5 % 4 0 0 2 . 5 %

5 , 0 0 0 2iQ% 5 0 0 _ ~ 2 . 0 % ~

' 6 , 0 0 0 1 . 7 % 6 0 0  ~ 1 . 7 %

7 , 0 0 0 1 . 4 % 7 0 0 1 . 4 %

8 , 0 0 0 1 . 3 % 8 0 C T 1 . 3 %

9 , 0 0 0 1 . 1 %  ~ 9 0 0 1 . 1 % '

1 0 , 0 0 0 1 . 0 % 1 ,0 00 1 . 0 %
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This points out a fundamental issue, it is difficult to time the market: yoh 
have to be right not once but twice to succeed. You have to be right about 
your exit point, but you have to also be right about your reentry point as 
well. Historically, investors who are tactical asset allocators, also known 
as market timers, have had portfolio returns that are significantly below 
those of investors who maintain an asset allocation based on a longer term 
investing time horizon and who move assets with less frequency.
That does not mean that I propose that we stick our head in the sand and 
ignore market conditions, rather I believe we have been directed, through 
our current asset allocation, adopted by a Board of Trustees who have 
stated their long term investment horizon, to maintain that allocation 
discipline even in the face of adverse short term market conditions.
However, in recognition of unfavorable short term market conditions, the 
Board of Trustees-mandated asset allocation does have control bands 
around each asset target that give us the option to tactically increase or 
decrease our weighting of a particular asset class relative to an alternative 
when we feel that i t ' •> appropriate to do so.
These control bands also direct staff to trim positions when an asset class 
increases in value at faster rate than other APFC investments and 
exceeds its control band’s upper limit. This rebalancing both preserves 
gains and Board of Trustees-mandated asset a llocation and 
diversification.
As of the close of business April 2, the APFC has 34.6% of its investments 
in domestic equities and 12.1% in international, for a total allocation to 
equities of 46.7%. According to Resolution 96-4, the allocation to equities 
is 48%, +2%/-3%. The suballocation to domestic equities is 36% ± 4%, and 
the suballocation to international is 12% ± 4%. Therefore, the APFC is 
within its control bands for equity investments, and it is already 
underweighted domestic equities, at 34.6%, relative to its target of 36%.
A dramatic move to cash by APFC staff would take the allocation to 
domestic equities below the lower limit of its control band, and, in effect, 
have staff override a Board of Trustees asset allocation decision, thus 
setting a historic precedent. However, with management’s emphasis on 
frequent communication with the Board of Trustees and its desire to
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obtain Trustees’ concurrence on actions of major importance to the Fund, I 
seriously doubt such a large amount of assets would be moved from one 
asset class to another without Board of Trustees’ approval.
The alternative would then be for staff to go to the Board and recommend 
the Board adopt a measure calling for a move from equities to cash -  an 
asset with no allocation to it currently. Such a move could potentially have 
a tremendous detrimental effect on the long term total return of the Fund, 
as the Fund’s new expected total return would potentially be less than its 
current expected total return target, due to a higher allocation to cash, a 
lower yielding asset historically.
Staff then has a difficult challenge, in between Board of Trustees asset 
allocation reviews, it must watch the markets and monitor extraordinary 
investing environments when they appear in light of their potential effect 
on both short term and long term returns, constantly balancing the 
probable net result of recommending the Board of Trustees maintain the 
existing asset allocation versus recommending the implementation of one 
of various alternative allocations.

S u m m a r y

The primary emphasis in all Fund decision-making is maintaining the 
safety of Fund principal, with maximizing the return on its investments 
an important but secondary consideration. So, the APFC has capital 
preservation as a primary mandate, thus leading to its conservative 
investment philosophy and investing practices. The APFC’s current asset 
allocation and portfolio diversification is a direct result of this mandate, 
and is recognized as prudent management practice. Additionally, we must 
remember that one of the primary benefits of asset diversification is that 
the Fund is protected from severe price movements within single asset 
classes.
It is my sincere hope that the move by the Alaska i '.ii jav»o^f r’ . pit a I 
Management Company is ultimately a successful strategy. Certainly its 
staff called the move down quite well, however, the company’s investment 
committee must move hack into the market equally successfully at an 
opportune time if it wishes to preserve the gains it booked.

♦ ♦ ♦
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(This Resolution supersedes portions of Resolution 94-6 pertaining to sub-allocations of International Equities and

Domestic Equities.)

The Alaska Permanent Fund Corporation (the "APFC") is managed by a Board of 
Trustees charged with broad powers to safeguard, protect, invest and account for the 
Alaska Permanent Fund (the "Fund") and other State assets entrusted to its care. The 
Board formulates policy and supervises an executive director who, in turn, retains staff 
and conducts day-to-day operational, administrative, communications, and investment 
functions of the APFC in accordance with Board policy.

I n v e s t m e n t  P h i l o s o p h y

• Risk Posture

The Board's overriding investment objective for the Fund is to maintain the safety of 
principal while maximizing total return. Therefore, it will always act to ensure that the 
level of investment risk in the Fund is prudent and does nut jeopardize that primary 
objective.

• Return

The Board believes, however, that over the long term, there exists a relationship 
between the level of investment risk taken and the rate of investment return realized. 
The Board therefore believes that the assumption of a moderate level of investment risk 
is reasonable and justified in order to enhance potential long-term returns. 
Furthermore, the Board will attempt to maximize the return to the Fund by selecting a 
moderately aggressive asset mix that will produce higher median returns, having a 
wider range of expected returns than more conservative asset mixes. This range of 
expected returns will narrow as the investment time horizon is lengthened, which fils 
well with the Fund's role as a long-term investor.

• Diversification

The primary technique employed by the Board lo reduce risk and enhance returns is 
diversification. Therefore, Fund investments are spread among three major asset 
classes: equities, fixed income and real estate. An asset allocation review is conducted 
each year to determine what portion of the Fund to invest in each of these asset classes 
in the coming 36-month period. Fixed-income assets are further diversified by type of

Resolution 97-6
Page 1



investment, by duration; equities by investment style, by manager, by geographic 
region, and by individual security; and real estate by type of investment, by region, and 
by manager.

• Liquidity

The Permanent Fund is managed with a long-term investment horizon, but seeks to 
avoid major fluctuations in year-to-year results. Although major consideration is given 
to capital growth over the long term, appropriate consideration is also given to current 
income. This meets the statutory requirement to provide benefits for both current and 
future generations of Alaskans.

L o n g - T e r m  G o a l s

• Protect the principal of the Fund.

The Prudent Investor Rule applies to all investments.

• Maximize the Fund's total return over time.

Achieve a long-term, average, annualized real rate of return of 4%. It is 
recognized that there may be years, or a period of years, when the Fund does not 
achieve this goal, and other years when the goal is exceeded. But, over the long­
term, the Permanent Fund will achieve a total return at least 4% greater than the 
rate of inflation.

• Maintain the real value of the Permanent Fund over time.

The Fund must be fully inflation-proofed to maintain its value over time.

• Recognize the long-term importance of the Permanent Fund to the State of Alaska 
and its people.

Provide reliable and objective information to the Administration, the Legislature, 
and the people of Alaska on all public policy matters affecting the Fund.

• Asset Allocation shall minimize the Fund's risk through asset diversification.

The Board of Trustees has engaged in extensive discussions and analyses of Fund asset 
allocation posture, plans, and policies during the meetings of February 12-13 and April 
10, 1997. Staff and consultants have been fully involved in formulating the 1997 Asset 
Allocation Plan.
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B e I t  R e s o l v e d :

THAT the Board of Trustees adopts (1) the capital market u tu rn s  and risk assumptions 
prepared by the APFC's consultant Callan Associates, dated February, 1997; and (2) an 
asset allocation plan which targets the following asset allocation percentages for the 
period ending June 30, 2000:

Domestic Equities (Broad Market) 34% ± 4%
International Equities 14% ± 4%

Total Equities 48% (+ 2%/-3%)
Domestic Bonds <:’ 40% (+ 6%/-4%)
Non-Dollar Bonds 2% ± 2%

Total Bonds 42% (+ 6%/-4%)
Real Estate 0110% (+2%/-3%)

"’Includes an allocation of 2% of the total Fund to Emerging Markets

'■’’Includes an allocation of $300,000,000 for Alaska Financial Institutions' Certificates of 
Deposit.

1% is anticipated in REITs and mortgages.

F u r t h e r  R e s o l v e d :

THAT the Board of Trustees adopts the Asset Allocation Plan recommended by staff on 
this date. The Plan has two primary objectives: (1) to increase the amount of large-cap 
domestic equity that is passively managed from the present sub-allocation target of 35% 
to a revised target of 45% with a tactical control band range of 40% to 50%, with a 
corresponding decrease in the amount of large-cap domestic equity that is actively 
managed from 65% to .55% with a tactical control band range of 50% to 60%; and (2) to 
increase the amount of the international equity from the present sub-allocation target of 
12% ± 4% to a revised target of 14% ± 4% to include an allocation of 2% Emerging 
Markets equity with a control band range of 0% to 4%.

In addition, the Plan (1) maintains style neutrality and balanced capitalization; (2) 
ensures continuing APFC management flexibility; (3) continues the emphasis on global 
equity management with broader international diversification and the goal of providing 
low cost, superior risk-adjusted returns.

R e so lu t io n  97-Ci
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F u r t h e r  R e s o l v e d :

T 1 I A .  r  p o l i c y  c o n t i o l  b c i n d s  o s  s e t  o u t  b e l o w  w i l l  p r o v i d e  s t a f f  n n d  c i j u i t y  i u < i n n g c r s  

f l e x i b i l i t y  i n  t a c t i c a l l y  m a n a g i n g  F u n d  a s s e t s  w h i l e  a t  t h e  s a m e  t i m e  m a i n t a i n i n g  t h e  
p u r p o s e  a n d  i n t e n t  o f  t h e  A s s e t  A l l o c a t i o n  P l a n :

C O N T R O L  R A N D S  

D o m e s t i c  E q u i t y :  Asset Allocation 34% ± 4%

By Style:" V a l u e  P o r t f o l i o s  

G r o w t h  P o r t f o l i o s

% of Domestic Equities
5 0 %

5 0 %

Control lionet

4 0 - 6 0 %

4 0 - 6 0 %

* Passive portfolios will be evenly split between value and growth for compliance 
measurement.

Cap Size:

% of Domestic %  of Large
Eauities Cap Portfolio Control Band

L a r g e  C a p  P o r t f o l i o s so% 70-90%.
Active Portfolios 55%. 50-60%.
Passive Portfolios 45%. 40-50%,

% of Domestic % of Smaller
Eauities Cap Portfolio Control Band

S m a l l e r  C a p  P o r t f o l i o s 20%. 10-30%,
Active Portfolios 65%. 55-75%.
Passive Portfolios 35%o 25-45%.

I n t e r n a t i o n a l  E q u i t y :** Asset Allocation 14% ±  4%

% of International %  of Developed
Equities Portfolio Control Point

Market: D e v e l o p e d  8 5 %  7 0 - 1 0 0 % )

Active Portfolios 65%.+  5 5 - 7 5 % .

Passive Portfolios 35%.  2 5 - 4 5 % .

E m e r g i n g  M a r k e t s  15%.  0 - 1 5 % .

4* Unusually broad range reflects consequences of potential global manager shifts.
I Active includes regional developed markets exposure ami EAPE portfolios.
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F u r t h e r  R e s o l v e d :

T H A T  t h e  E x e c u t i v e  D i r e c t o r  s h a l l  d e v e l o p  a n d  i n i t i a t e  a n  i m p l e m e n t a t i o n  p l a n  w h i c h  

w i l l  i n c l u d e  d e t a i l e d  m a t t e r s  s u c h  a s ,  b u t  n o t  l i m i t e d  t o ,  f u n d i n g  s c h e d u l e s ,  a s s e t  s h i f t s ,  

b e n c h m a r k s ,  p e r f o r m a n c e ,  s t y l e  e f f e c t s ,  a n d  m a n a g e r  r e l a t i o n s h i p s  a n d  s h a l l  r e p o r t  t h i s  

p l a n  t o  t h e  B o a r d  a t  t h e  n e x t  r e g u l a r l y  s c h e d u l e d  m e e t i n g  a f t e r  t h e  a d o p t i o n  o f  t h i s  

R e s o l u t i o n .  A d d i t i o n a l l y ,  s t a f f  s h a l l  p r o v i d e  p e r i o d i c  w r i t t e n  a n d  o r a l  r e p o r t s  t o  t h e  

T r u s t e e s  o n  t h e  s t a t u s  o f  t h e  i m p l e m e n t a t i o n  p l a n  u n t i l  t h e  p l a n  i s  c o m p l e t e d .

A p p r o v e d  a n d  A d o p t e d  b y  t h e  B o a r d  o f  T r u s t e e s  o f  t h e  A l a s k a  P e r m a n e n t  F u n d  

C o r p o r a t i o n  t h i s  2 4 t h  d a y  o f  A p r i l ,  1 9 9 7 .

Chair, Board of Trustees
Alaska Permanent Fund Corporation

A t t e s t :

Byron I. Mallotl, Corporate Secretanj
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