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Equities significantly outperform other asset classes

over the long term

The Fund would produce more net income for use by

both current and future generations.

The Fund’s principal would be better protected

against inflation.

The Fund’s asset allocation would become more

comparable to that of other large institutional funds.

The increased volatility would be largely mitgated by
the existing provision for 5-year averaging of income

available for distribution.



Consider the growth of

asset classes from

. Inflation

¢ Treasury bills
¢ Treasury bonds
'S Large comyar\)j

¢ Small cowN~2m\j
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Percent

Total Fund

13 Years Ending December 31,1996

Fixed Income

16,26

10.55

U.S. Stocks Non-U.S. Stocks
* Last 5 Years

Real Estate



According to Pensions and Investments

are the average allocations to

200 largest U.S. defined benefit

September 30,1996 :

¢ Corporate

¢ Public

AlaskaPEPS

¢ Alaska Permanent Fund

equities

pension

Age, these
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funds
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Growth of the Permanent Fund

Equities at 50% vs 60%
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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 | - same as the current except total equity is raised to 55%
including a 14% international exposure. Total bond exposure is reduced to
35%.

e 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 |



The alternatives are depicted graphically below.

HRl B
Onrnrtirinl (\t\K
mh<nru!c fVnH

n [rtmnlirm!

Girrerl Aareied AlardlivcHi Ateretive s
Gl'"\aﬂ/to OAUZ&) 0

Wh a9
o Ny B 250

50 B 19 1)

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 retums, This is a statistical measure designed to capture
two-thirds of the possible retums. 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 deviationfrom the expected return -- no less than 0.87c nor mote than 12.87c.
The greater the standard deviation, the greater the range ofpotential retums.

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 Retum

(Projection period, one year)

Currcni | 2

Asset Mis Alternatives

This graph illustrates that APFC’s current policy has a median expected return of 84% Based
on the inputs, there isa 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 49% 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 retumn at the

95th percentile.

Each alternative, owming 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% \s.
8.4%) but also has a downside risk that is lower by 1.6% (the 95th percentile retumn of negative
6.5% compared to the negative 4.9% associated with the current policy).

Callan Associates Inc. 101291% Rage 2



Over time, the range of possible returns for all mixes narrons. This is intuitively reasonable.

The adds 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.

Range of Projected Rates of Return

(Projection peritxl: }years)

Annual
Rate.tof
Return
Mis
Asset Mis Alternatives
Range of Projected Rales of Return
(Projection perisxl: 5 years)
Annual
Rales of
Return
(%)
J 1 1t
® o' C ;—r—A - L
. I
] \ Asset Mis Alternatives
|j A
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The longer the period considered, the less significant the short-term volatility. For exanple, 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.

Range of Projected Rales of Return

(Projection period: 10 years)

Annual
Rates of
Return

™

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. Buit..the,
return pattern will be more volatile™ So, for the long-term investor, the real question is how much |
"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 |
the worst of two worlds (realization of the short-term risk of an aggressive policy and the lower |

" long-term return of a niore_c.onservative policy).Finding .the. right balancc isjin ongoing \

\ challenge. | In the fund’s early years, any volatility wes difficult to accept. Conwversely, over the
recent past, extraordinary stock market returns may meke it easy to ignore the inherently more
volatile pattern of stock returns. The 20 flood level may only occur once in 20 years, but
you don’t want to build your house in{3g91kge ' (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 five.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'atC 5
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A?M File s : SEP20.ADT
September 20, 1996

asset mix 1:

Projected average results ($ m illions) for
Starting Starting Ending
Year Date Assets Assets
1 07/01/96 1. 00 1. 08
2 07/01/97 1. 08 1,17
3 07/01/98 117 1.27
4 07/01/799 1.27 1.38
5 07/01/00 1.38 1.49
10 07/01/05 2 .06 2.23
Annual change: 8 .44 8.4
Projected range of assets ($millions) for asset mix 1
Percentile I year 3 years 5 years 10
5th 1.23 1.59 2. 00
10th 1.20 1.51 T 38
25th 1.14 1.39 1. 69
50th 1.08 1.27 1.49
75th 1.03 1.16 1.32
90th .98 1.07 1.19
.95 1.02 1.12

95¢th



illions) for asset mix 3

Projected average results ($m

Starting Starting Ending
Year Date Assets Assets
1 07/01/96 1.00 1.09
2 07/01/97 1. 09 1.18
3 07/01/98 1.18 1.29
4 07/01/99 1.29 1.40
5 07/01/00 1.40 1.52
10 07/01/05 2.13 2.31
Annual change: 8.7%h 8.7%
Projected range of assets (aApijjlions) for asset mix 3:
ercentile 1 year 3 years 5 years 10 years
5th 1.25 1. 65 2.10 3.63
10th 1.22 1. 56 1. 96 3.34
25¢th 1.16 1.4 2 1.74 2 .78
50th 1. 09 1.29 1.52 2.31
75th 1.02 1.16 1. 33 1. 92
90th .97 1.06 1.18 1.60

95th .94 1. 00 1.10 1.47



Alaska Permanent Fund Corporation

P.0. Box 25500 Juneau, AK 09802-5500
(907) 465-2047

MEMORANDUM
DATE: April 3, 1997

T0: Byron |. Mallott
xecutive Director

THROUGH: Terry A. Brown _
ChiefInvestment Officer

FROM: Michael T. Bell _
Assistant Investment Officer

SUBJECT: Comment on Alaska Permanent Capital Management
Move From Equities (20%) to Cash

Byron, you asked me to comment on the notes - the first attachment to
this memorandum - from the special meetln? of the Alaska Permanent
Caﬁltal Management Company’s Investment Committee. | intended to
make my comments brief; however, as | wrote, | felt compelled to expand
my comments and provide additional detail on key points and issues.

| also took the liberty to make comments not only on the points brou_?ht up
in the Investment Committee’s notes, but to add in additional details and
commentary concerning the current state of the U.S. equity market.

Please do not interpret my comments to be a formal recommendation from
the Alaska Permanent Fund Corporation’s (APFC's) Investment
Department, While | do feel strongl?/, any staff recommendations
regarding shifts in the APFC’s asset allocation should and will come to
you via Terry Brown, ChiefInvestment Officer.



Alaska Permanent Capital Management's 20% Move to Cash
April 3, 1997
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i d Commentary fom

The recent move by Alaska Permanent Capital Management of 20% of its
equity assets into cash is understandable given the tremendous increase
in the valuation of the market over the past two years, recent market
volatility as more investors have begun to doubt companies’ ability to
continue to deliver ever greater earnings, and the_Prospect of higher
interest rates from additional Fed rate hikes as i tries to head off
potential future inflation from what it may see as a more vigorous than

desired economy.

Information from numerous sources of financial information indicate there
are investors taking money off the table as they have hecome more
nervous and wish to preserve current gains, es_PemaIIy as some market
analysts are claiming there is increased probability ofa market correction,
something in the neighborhood of 10%, and that we might be in the midst

of one now.

A move by the APFC e%uiva_lent to the Alaska Permanent Capital
Management move of 20% of its equity assets to cash, would have the
APFC ‘sell about $1.4 billion of domestic equities, putting another 7% of
the APFC portfolio into cash, on top of the cash and cash e(%_uwalents we
currently hold, ap)orommate]y $1.0 billion, or 5% of the entire portfolio.
This would put 12%

The Alaska Permanent Capital Management Investment Committee did
make important observations about indicators that historically have had
great significance, heralding _potentlalli/) dangerous investing
environments, and while a significant move by the APFC to cash now
might seem attractive, | do not feel that it is appropriate for the Fund to
do so at this time.

Among other measures, the Alaska Permanent Capital Management
Investment Committee noted that the market's PE ratio, 21.43, was
higher than 1987, the dividend yield was 1.81%, and the price-to-hook
ratio at 4.56, was also higher than it was in 1987,

of the portfolio in cash.

Although | do not personally helieve as some investors do, that the
investing world has chan%ed such that the old indicators no longer have
relevance, | do feel that there have been some important changes in the
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marketplace that explain the paradox of how this bull market can
continue moving upward even as these indicators are in what used to be

considered dangerous territory.

For example, stocks’ dividend yield is indeed at or near historical lows,
but this is not alarming for corporations are finding that rather than
spinning cash off to investors in the form of dividends as they have in the
Past, they can bring better value to their shareholders by using that cash
0 acquire other comﬁanles, buy back their own stock, or invest in other
projects that bring a |Pher net present value to their shareholders when

compared to a payout ot dividends.

Price/Earnings ratios, another statistical measure historically used to
gauge_the value and health of the equity markets, have moved up beyond
0, raising many eyebrows - the S&P 500's PE was approximately 21.44
when the S&P 500 reached its high point of 816.29 on Feb. 18, 1997. Yet it
has been higher before, for example, it hit 26.12 in 1991 and 22.82 in
1992, but with the current market pullback, the PE for the S&P 500 is
now about 19.7, and the PE based on projected 1997 corporate earnings is
about 18.8, both considered to be much closer to the typical ratio, though
at the higher end of the normal range.

The U.S. economy, too, has changed, having totally remade itself since
1980, going from the one of the world's least productive to one of the
world's most Productlve economies. This hlﬁher level of productivity is
having a Rro ound, positive effect upon the economy and corporate
earnings, thus helping move companies'stock prices to higher levels.

Many stock market watchers attribute much of the stock markets’
peiformance over the past two years to tremendous cash inflows from the
demographic cohort known as the “Baby Boomers.” These individuals have
made their major purchases - houses, cars, appliances, etc. - and are now
in the period in their lives when their disposal income is at its greatest.
Additionally, they are now realizing that retirement is not that far away,
and they feel that Social Security may not be able to support them in the
lifestyle"to which they have become accustomed.

The conventional wisdom is that Boomers, with retirement in mind, have
been directing ever increasing amounts of their income into stock mutual
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funds, intending to keep the investments for the long haul. Additionally, it
is thought, backed by survey information, that these investors are much
more savvy that previously believed, having watched market recoveries
from the 1987 and 1989 corrections, having heard that mvestmg in
equities is a long term investment decision, and understanding that for
greater long term returns one has to accept greater short and medium

term volatility.

Furthermore, it appears that the equitﬁ market has, in fact, experienced
three or four “rolling corrections” over the past two years where investors
have rotated their investments from one sector to another when
valuations were perceived to have became too high and unsustainable.
This has h_apﬁened twice to the technology sector, with a similar
occurrence in the energi/] sector and in small cap stocks. The bright side of
this, though, is that each of these rolling corrections has taken some of the
worrisome froth out of the market, giving it a chance to consolidate before

moving higher.

Even so, this may not be a time to vastly increase one's exposure to
equities; valuations are high now and there are questions now about the
potential for hlgher future inflation and whether future corporate
earnings will indeed continue to increase. Yet if prices decline much
further, the valuations may become low enough that a compelling case
could be made for buying into the market and increasing our tactical

allocation to equities.

We must keep in mind, however, that overvalued markets can stay
overvalued for years and corrections do not always look like steep drop-
offs. Corrections can mmplg be plateaus and trading ranges that securities
reach and stay in for months or even years.

As for stock market volatility, while the stock market has become
increasingly volatile in the past several months, it has only reverted back
to a more normal, albeit higher, level of volatility. Thus, the U.S. equity
market now moves more quickly and significantly up or down, both intra-
day and inter-day, yet while the absolute price movement number may be
large, the relative percentage of movement up or down is much less at
these high levels in the major indices as the table on the next page

lllustrates:



Alaska Permanent Capital Management's 20% Move to Cash

April 3, 1997

Page 5
A 100 Point Move A 10 Paint Move We have witnessed increased

With Dow. % Move In - With S&P % Move.Jn volatility on the upside since
At t index the Index
oo 1o s last summer when we last
saw a sizable downdraft in
the market. Of course, there
400 2.5% were analysts at that time -
8000 2k 0020k July - callln% for investors to
b o SO move out of equities into
8001 cash and other assets, yet
once the market had
10,000 1.0% 1,000 1.0% bOttomed Out’ down

anywhere from 7% for large

. - cap to 16% for small cap, it

resumed its uP]\_/vard momentum,.regalnlng Its loss and then moving

beyond to new |g1hs. Those who exited the market and did not reenter in

a fimely fashion, lost out on the upside the market has enjoyed since. The
chart below shows the movement ofthe S&P 500 for the past year.
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er term
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ALASKA PERMANENT FUND CORPORATION

Resolution of the Board of Trustees of the Alaska Permanent Fund
Corporation Pertaining to Asset Allocation G oals for the
Period 1997-2000

Resolution 97-6
(This Resolution supersedes portions of Resolution 94-6 pertaining to sub-allocations of Intemational Equitiesand
Domestic Fyities.)

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.

Investment Philosophy

* 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.

e 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.

Long-Term G oals
» Protect the principal of the Fund.

The Prudent Investor Rule applies to all investments.

e 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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Belt Resolved:

THAT the Board of Trustees adopts (1) the capital market uturns 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

W includes an allocation of $300,000,000 for Alaska Financial Institutions' Certificates of
Deposit.

1% is anticipated in REITs and mortgages.

Further Resolved:

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.
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Further Resolved:

T1IA. r policy contiol bcinds os set out below will provide staff nnd cijuity iu<inngcrs
flexibility in tactically managing Fund assets while at the same time maintaining the

purpose and intent of the Asset Allocation Plan:

CONTROL RANDS

Domestic Equity: Asset Allocation 34% + 4%

Control lioet
40-60%
40-60%

% of Domestic Equities
By Style:" Value Portfolios 50%
Growth Portfolios 50 %
= Passive portfolios will be evenly split between value and growth for compliance

measurement.

% of Domestic

% of Large

Eauities Cap Portfolio Control Band
Cap Size: Large Cap Portfolios s0% 70-90%.
Active Portfolios 55%. 50-60%.
Passive Portfolios 45%. 40-50%,

% of Domestic

% ofSmaller

Eauities Cap Portfolio Control Band
Smaller Cap Portfolios 20%. 10-30%,
Active Portfolios 65%. 55-75%.
Passive Portfolios KS0) 25-45%.

International Equity> Asset Allocation 14% + 4%

% of Intemational

% of Developed

Equities Portfolio Control Point
Market: Developed 85% 70-100%)
Active Portfolios 65%.+ 55-75%.
Passive Portfolios 35%. 25-45%.
Emerging Markets 15%. 0-15%.

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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Further Resolved:
THAT the Executive Director shall develop and initiate an implementation plan which
will include detailed matters such as, but not limited to, funding schedules, asset shifts,

benchmarks, performance, style effects, and manager relationships and shall report this

plan to the Board at the next regularly scheduled meeting after the adoption of this

Resolution. Additionally, staff shall provide periodic written and oral reports to the

Trustees on the status of the implementation plan until the plan iscompleted.

Approved and Adopted by the Board of Trustees of the Alaska Permanent Fund

Corporation this 24th day of April, 1997.

Chair, Board of Trustees
Alaska Permanent Fund Corporation

Attest:

Byron 1. Mallotl, Corporate Secretanj
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