





Alaska Permanent Fund Corporation
P.O. Box 25500 Juneau, AK 99802-5500
Telephone (907) 465-2047
Facsimile (907) 586-2057

MEMORANDUM

DATE: February 19, 2002
TO: Representative Eldon Mulder
Co-Chairman

House Finance Committee

THRU: Robert D. Storen.
Executive Director

FROM: /~Mvfchris Phillips
I ~Director of Finance

SUBJECT: Presentation, House Finance, February 12, 2002

I would like to make one correction to a slide in the presentation to House Finance
February 12, 2002. The correction is on page 10 of the presentation reproduced
correctly below. The graphical presentation of the slide below contained an error,
however the Figures represented were correct.
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February 19, 2002
Representative Mulder

The data used in the February 12lhpresentation was based on the Alaska Permanent
Fund financial results as of 12/31/01. We have recently produced the January 31,
2002 Financial statements. The downturn in the financial markets continues. At the
end of January, our statutory net income projection of approximately $700 for the year
is currently below the bottom quartile of $8uG million as presented to you in House
Finance on 2/12/02 (page 8). Because of the Five year averaging of the annual realized
earnings, the projected distributed income continues to be approximately $1 billion
(page 9). Projected earnings reserve at the end of FY02 continues to be within the top
and bottom quartile as presented to you in House Finance on 2/12/02 (page 7).

A complete set of financial statements for the Alaska Permanent Fund as of January
31, 2002 is attached for your review.



ALASKA PERMANENT FUND

Balance Sheets/Statements of Net Assets

Unaudited January 31,
(Millions of Dollars) 2002
Assets
Cash and temporary investments S 636.4
Receivables, prepaid expenses and other assets 312.4
Investments —
Marketable debt securities 8,691.5
Preferred and common stock 12,823.7
Real estate 2,437.9
Alaska certificates of deposit 29.4
Total investments 23,9825
TOTAL ASSETS S 24,931.3
Liabilities
Accounts payable S 346.1
Income distributable to the State of Alaska 1.7
TOTAL LIABILITIES 347.8

Fund Balances/Net Assets
Reserved/Restricted:

Principal 21,171.3

Unreserved/Unrestricted:
Unrealized earnings reserve 880.1
Remaining earnings reserve 2,532.1
Total earnings reserve 3,412.2
TOTAL FUND BALANCES/NET ASSETS 24,583.5

TOTAL LIABILITIES & FUND BALANCES/
NET ASSETS S 24,9313

June 30,
2001

544.0
365.2

10,005.7
12,617.7
2,504.5
147.4

25.275.3
26,184.5

253.2
1,116.4

1,369.6

21,047.6

1,383.6
2.383.7

3,767.3
24,814.9

26,184.5



ALASKA PERMANENT FUND
Statements of Revenues, Expenses and Changes

in Fund Balances/Statements of Activities

Month Seven months
Unaudited ended January 31, ended January 31,
(Millions of Dollars) 2002 2002
Revenues
Interest S 44.8 348.5
Dividends 9.4 84.3
Real estate and other income 32.2 138.8
Total interest, dividends, real
estate & other 86.4 571.6
Net increase (decrease) in the fair value of investments —
Marketable debt securities 24.8 206.5
Preferred and common stock (315.4) (1,068.9)
Real estate (47.0) (39.1)
Foreign exchange contracts 10.6 0.1)
Currency 0.8) (1.7)
Total net decrease (327.8) (903.3;
TOTAL REVENUES (241.4) (331.7)
Expenditures/Expenses
Operating expenses (3.5) (23.4)
EXCESS OF REVENUE OVER
EXPENDITURES/EXPENSES S (244.9) (355.1)

Other Financing Sources/Uses
Contributions 148 123.7
Distributions — —

EXCESS OF REVENUES & TRANSFERS IN OVER
EXPENDITURES/EXPENSES & TRANSERS OUT (230.1) (231.4)

Fund Balances/Net Assets
Beginning of period 24,813.6 24,814.9

End of period S 245835 24,583.5

Statutory Income Calculation

Excess of revenues ever expenditures/expenses (244.9) (355.1)
Settlement earnings and unrealized losses 254.5 493.3

STATUTORY NET INCOME S 9.6 138.2

Fiscal year-end

projected/actual June 30,

2002

587.9
147.4
211.9

947.2

206.5
(633.8)
(33.6)
(0.1)
0.7)

(462.7)

454.5

(40.1)

444.4

223.0
(972.0)

(304.6)

24,814.9
24,510.3

444.4
251.3

695.7

2001

710.3
155.6
225.2

1.091.1

359.6
(2.486.9)
119.9

37.2
(5.3)

(1.975.5)
(884.4)

(39.5)

(923.9)

339.3
(1.116.4)

(1,701.0)

26,515.9
24,814.9

(923.9)
2,123.0

1,199.1



ALASKA PERMANENT FUND

FINANCIALPROJECTIONS 2002 -2012,2021
as ofJanuary 31,2002
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Alaska Permanent Fund

Financial outlook for Fund
growth and income
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Perm anent Fund m arket value

$30$b|II|ons
The market
$25
value of the Incom e
(in the Earnings
Permanent Fund 520 Reserve Account)
Iscurrently
. . Principal
$24.8 billion $15
; $10 $20.2
It consists of
two parts:
$5
principal and
income $0

12/31/00 12/31/01
Alaska Permanent Fund



P erm anwen-t

The Alaska
Permanent Fund
principal is
protected by the

Alaska
Constitution

The principal is
not available for
appropriation.

F und

$ billions

P«3

princip al
| -
k t $7.2 Dedicated Oil
& = Revenues
Inflation -

m W MKk,'w ®, Proofing
6 6 %

$7.1
Special
Appropriations

$21.2 billion as ofDec. 31, 2001

Alaska Permanent Fund



Permanent Fund earnings

As provided by law,
the
Permanent Fund's

all tncome from

iInvestments is
deposited into the
Earnings Reserve
Account in the

Permanent Fund

It is retained there
until appropriated

by the legislature

Pg4

reserve

$ billions
7
$6
$5 }ﬁéSBart,ﬁf_
$4 v " Unrealized
Income —
$3
$2
$3.6 Realized
Income $2.5
$1
$0 1
Earnings Earnings

Reserve: $6
billion as of Dec
31, 2000

Reserve: $3.6
billion as of Dec
31, 2001

Alaska Permanent Fund



R ange
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R ange
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R ange of total earnings reserve

FYO02 - FYO7
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Alaska Permanent Fund



R ange of annual
FYO02 - FYOQ7
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R ange of distributed Income

FYO02 - FYOY
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$0.8 «
| |
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Top quartile $1.0 $1.0 $1.0 $1.0 $1.1 $1.3
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Bottom quartile $1.0 $.8 $.7 $.6 $.6 $.6

Alaska Permanent Fund



R ange of per capita dividend
FYO02 - FYO7
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Bottom quartile $1,610 $1,300 $1,020 $ 850 $ 920 $ 970

Alaska Permanent Fund
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2002 Capital Market Outlook
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Michael J. O’'Leary CFA
Executive Vice President

Callan Associates inc.
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2002 Capital Market Outlook

Summary ofToday"s Presentation

W hatw ill be the economic environm entover the next

five years

W e entered recession in Q2 -the worstmay already be

past.
The revenge offundamentals - prices have fallen but
earnings are falling, too. How far away is the earnings

bottom ?

W hat are the risks to the economy? To the capital

m arkets?

The projections - how they differ from 200172



The New World In the New Millennium

G il

The Party"s Over

000-2001 have been aremarkable (and painful)

run for the U .S.

Technology and dot-com bubble burst.

Terrorist attacks, ensuing war, and broken confidence.

The longestexpansion in history ended in M arch 2001.

Stock m arket fell for tw o consecutive years, the first
such decline since 1973-74. S &P 500 is down 21.7%

since M arch 2000; NASDAQ is off57.2% .

The Fed cutinterestrates 11 times (4.75% ), the steepest

cutin history. Interestrates are near a 40-year low .

M uch-touted federal surplus sighted in fiscal 2000, only

to disappear again in the current fiscal year.



The Current Economic Environment

e U.S. economy officially peaked in M arch 2001, thus

entering recession in the second quarter of the year.

e Christm as m ay have been m errier than expected, and
data suggesta fourth qguarter grow th rate near zero. The

recession m ay already be technically over.

* However:
S Corporations are still retrenching.
S Investors are bewildered - high cash levels, where to invest?
S The stock market still looks overvalued by many standards.
S Layoffs are high and rising.
S The savings rate is still very low (1%).
S Consumer debtis very high (104% of disposable income).
S The trade gap is hitting records.

S Low interestrates can'teliminate excess capacity.



GDP Growth Heads Into Recession

(Real GDP Growth -annual percentchange)



Many Overseas Economies Are In or
Near Recession

N orth America Asia Latin America

Argentina

Canada
Peru
Hong
Kong
Singapore
W estern Europe Emerging Europe
Turkey

Belgium Poland



U.S. Recession Will Be Relatively Mild

The Worst MayHave Already Passed
(Source: DRI-W EFA)

Duration, Real GDP Unemployment

Recession Months % Decline Rate Peak

201 - 2002 . .

1990-1991 0 -1.5% 1.8%
191 -1962 16 2% 108%
190 0 2% 1.8%
1973-1975 16 -34% 90%
1969-1970 il 06% 0.1%
1960-1961 10 -16% 1.1%




Despite the Gulf War Analogies, This
Downturn Differs From 1990-91

N egative D ifferences:

v'The terrorist attacks.

S M ore synchronized globalcycle.
S High tech investm entcrash.

P ositive D ifferences:

S Sharp decline in energy costs.

S Stronger banking system .

mfM ore balanced real estate m arkets.

S Stronger fiscaland monetary policy response - M r.

G reenspan learned his lessons.



Confidence Follows Jobs

1980 1984 1988 1992 1996 2000

Consumer Sentiment (left) — Employment change (nin)
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Saving Plunged as Wealth Hit a

Record High

W ealth/incom e

Saving rate (right)

12



Debt is Hitting New Records, Dominated
by Mortgages
(Household debt as share of after-tax income)

0

1980 1983 1986 1989 1992 1995 1998 2001

O Total m Mortgages

Gil 1



Capital Investment Follows GDP

Corporations Are More Cautious Than Consumers

(4-quarter percent change)

6 % 20 %
4 %

- 10%
2 %

0%
0%
2N - 10%
1990 1992 1994 1996 1998 2000
Real GDP (right) Equipment spending (left)

Gil



Corporations Are Still More Cautious
Than Consumers

Capital spending has been slashed.
Inventories have been run off dram atically.

Payrolls have been shaved.
However, capital spending is notlikely to recover until
orders start showing up on the books. Thus far, only

defense orders are clim bing.

Recovery w ill notbe smooth - some industries are

plagued by overcapacity.

. Emoploymentlags the economy - layoffs are likely to
continue in 2002. Companies w ill notbe rehiring until

they are sure thatthe orders w ill continue.
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cdh from vyear earlier)

0

Inflation Will Decelerate as the
Economy Softens

4.0%
3.0%
2.0%
1.0%
00% i 1+ r i & r r rp i i it ot i i i i"ioti i i%Tii'"

1994 1995 1996 1997 1998 1999 2000 2001

Unemployment Rate (right) Core CPI Consumer Price Index

14
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The Fed Has Loosened Quickly

4_.75% 1n 11 Rate Cuts -Are They Done?

(Percent)

— Federal Funds R ate — 10-Year Treasury Bond Y ield



Capital Markets Confront the Law of
Gravity

1999 Returns 2000 Returns 2001 Returns

Callan Broad 22.74 -9.79 -1 1.96
S&P Super Composite 1500 20.27 -6.98 -10.64
S&P 500 21.04 -9.10 -1 1.88
Callan Small 33.87 0.23 -2.45
S&P 600 Small Cap 12.40 11.80 6.54
Rmsell 2000 2? .26 -3.02 2.49
EAFE 26.96 -14.17 -21.44
NASDAQ 86.10 -39.18 -20.80
LB Agg -0.82 11.63 8.43
SB Non-US -5.07 -2.63 -3.54

QOil



U.S. Economic Forecast: Consensus on
Recovery in 2002

e The recession w ill be relatively m ild, with grow th returning

in the second half ofthe year.

e The Fed switched quickly from recession avoidance to

seeding recovery,butdon'texpectmore rate cuts.

. Consumers have proven resilient, and the recovery depends

on the consumer (although there is little pent-up dem and).

* Inflation w ill rem ain benign.
e The restofthe world w ill suffer from a U.S. slowdown.
. Fiscalpolicy w ill be very expansionary, even without a

specific stimulus package.
. Exports and investmentw ill lag.

-> Our Capital M arketprojections incorporate our econom.ic

expectations.
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Capital Market Projection Process

Evaluate the currentenvironmentand econom ic
outlook for the U.S. and other m ajor industrial

countries.

E xamine the relationships between the economy and

assetclass perform ance patterns.

Examine recent and long-run trends in asset class
perform ance, and create risk, return and correlation

projections.

Testthe projections for reasonable results.
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Stock Fundamentals Matter More Than Ever

(...although zve w ere starting to w onder)

e P/E ratios hit astounding heights, and were

inconsistentw ith long-term interest rates

prices may be falling, butearnings are plum m eting.

W hen do we getto "reasonable" prices?

price depreciation during 2000 began w ith

weakening earnings (or even weakening

expectations). Fear overtook in 2001.

-> it is s till difficult to m ake m any quantitative m odels

ju stify expected real returns in the near future.

W e retain our bias towards long-run averages.



The Last Few Years Were More Than
a Little Unusual

Dividend Yield of S&P 500 (1947 - 12/31/200L)
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Equity Valuations Now In Line?

The Ever-PopularGreenspan Mode |

S&P 500 Earnings Yield vs. 10-Year Treasury Yield
16%
14%
1%
£ 106 :
S0
6%
4% ;

Peak of interest
Fed raises interest rates to

rates and inflation Ratio of S&P 500 Earnings Yield and 10-Year Treasury Yield ward off inflation
rates,
falling
earnings
1987 Market Crash Fed tardy in raising interest rates



Are Equity Prices Becoming Re-connected
to Their Underlying Value?

S&P 5u0 5-Year Returns vs. Lagged Earnings/Price (1954 - 2001)

Annualized 5-Year Returns (%)
Earnings/Price Ratio (t-5)

-10% 0%



Why Bother With Bonds?

Because ofYears Like 2000 & 2001

Plan sponsors are finally enjoying the diversification benefit

ofbonds.

Bond yields trended down during the firstthree quarters as

the recession emerged, then plum m eted in the flight to
guality following September 11. Yields moved back up at

the end ofthe year as the stock m arketrecovered.

The yield curve steepened dram atically during 2001. The
475 basis points in interestrate reductions by the Fed had
only amodest effecton longer-term rates. M oney-market
rates are now below inflation, im plying negative real yield.
The elimination ofthe 30-year Treasury bond had a greater

im pacton the long term rates than the rate cuts.

O ur forecastimplies a slightrise in return over the current

yield over the next five years.

231



Impact of September 11 Was Substantial
But Largely Temporary

Lehman Aggregate Index - 2001 Daily Yield to Maturity (Yield to Worst)

6.50%

Yield © Maturity (%)



Domestic Fixed Income

Current Yield IsA Strong Predictor ofReturns

Lehman Aggregate Index 5 Year Returns vs. Lagged Yield to Maturity

Five Year Annualized Return (t)

Yield to Maturity (t-5)

Five Year Return (%, Annualized)
Yield © Maturity (%, Lagged)

0% 0%

W
\?ﬁvg;’sx7bar§?$\?$"""" ' Xt Xve ~ro M VoV



2002 Capital Market Projections

2002 Capital Market Projections

Asset Class

Equities

Broad Domestic Equity
Large Cap

Small Cap

International Equity
Emerging Markets Equity
Global Broad Equity

Fixed Income
Domestic Fixed
Defensive

High Yield
Non US$ Fixed

Other

Real Estate

Alternative Investments
Cash Equivalents

Inflation

Index

CAl Broad

S&P 500

CAIl Small

EAFE

MSCI EMF

90% EAFE/10% EMF

LB Agg

LB Gov't 1-3
FB High Yield
SB Non US

CRES
VECO 100
T-Dill

CP1-U

Projected Annual

Return

9.30%
9.00%
10.60%
9.90%
10.40%
9.95%

5.75%
4.60%
7.50%
5.60%

8.00%
12.25%
3.50%

2.90%

Projected Standard
Deviation (Risk)

17.20
16.00
25.00
21.50
35.00
21.15

5.00
2.60
12.65
9.60

16.50
35.00
0.70

100

2001 Projections

9.20
8.90
10.40
9.80
10.30

6.45
5.30
7.50
6.25

8.30
12.00
5.00

3.25

16.30
15.00
25.00
21.50
35.00

5.30
3.30
11.40
9.80

16.50
36.00
0.70

190

26



2002 Capital Market Projections

Largestchanges are to returns for

cash and bonds.

In flation has risen over the pasttw o years, butthe threat

of further price acceleration is fading.

Bond returns are low er, reflecting

m aturity com pared to

E quity return expecta

ayear ago.

tions rem ain

-below the long-run averages.

W e rem ain convinced

diversified portfolio,

low er yields to

essentially unchanged

thatinternational belongs in a

despite the second-worstabsolute

perform ance in 20 years.

Real estate returns are reduced slightly.

Private equity returns

are increased slightly.

27



Optimizations - Where The Rubber
Meets the Road

The 2002 e fficient frontier is "steeper” and shifted to the right

compared to lastyear's frontier.

Compared to lastyear, portfolios w ith the same targeted level

of return have a higher level ofrisk.

Portfolios w ith the same targeted percentage of equities face

low er returns buthigher expected risk.

Smallcap stocks account for a sim ilar percentage of dom estic
equity (approxim ately 20% ) across mixes reflecting along-run

neutral bias toward market capitalization.

International equities account for a sim ilar percentage of the

total equity allocation (approxim ately 30% ) across all mixes.

Allocations to dom estic fixed income are lower across alm ost

all mixes.



2002

Asset Classes
Large Doin E]
Small Dorn E)
International Eq
Dom Fixed
International Fixed
Real Estate

Cash

Totals

Projected Return
Projected Risk

2001

Asset Classes
Large Dorn Eq
Small Dorn Eq
International Eq
Dorn Fixed
International Fixed
Real Estate

Cash

Totals

Projected Return
Projected Risk

2002-2001
Asset Classes
Large DomEq
Small Dom Eq
International E)

2002 vs. 2001 Comparison

Limits
Min Max
0% 100%
0% 100%
0% 100%
0% 100%
0% 100%
0% 100%
0% 100%

Limits
Min Max
(07} 100%
0% 100%
0% 100%
0% 100%-
0% 10004
0% 10004
0% 100%

Limits
Min Max
0% 100%
0% 100%.
0% 1004

1
18%
4%
8%
57%
6%
6%
0%
100%

7.00%.
T41%

12%
3%
5%

65%
6%
4%.
5%

100%)
7.00%
6.03%.

6%
1%
3%

2
21%.
57c
10%
51%.
(S
%
0%
100%

7.25%
8.28%

16%
3%.
17¢

4%
6%
4%.
(07}

100%

7.25%.
6.81%.

5%
27c
3%

25%
(S
12%.
45%.
5%
7%
0%
100%

7.50%
9.20%

20%
4%
10%
56%
5%
5%
0%
100%

7.50%
1.117c

5%
2%
2%

Asset Mix Alternatives

4 5 6
28% 31%. 35%.
17¢c 8% 8%
14%. 16% 18%.
38% 32%. 267c
57c 4%. 47¢
S 8%. 97c
07c O7c 07c
100% 100% 1004
7.75% 800% 8.25%.
10.16% 11.15% 12.16%

Asset Mix Alternatives

4 5 6
23% 28% 32%
6rc 17c 8%
127¢ 14%. 1%
48%. 40% 32%.
b 4% 3%
67c 7% &
Orc 0% Orc
100% 100% 100%
7.75% 8.00% S25%-
8.75% 9.85%. 1L.OO%

Asset Mix Alternatives

4 S 6
5% 3% 3%
1% 1% 0%
17c 2% 1%

7
38%
9%
20%
19%
3%
10%
0%
100%

8.50%
13.19%

36%
9%
207c
24%
27c
9%
(07}

100%

8.50%.
12.19%.

2%.
0%
0%

8
41%.
10%
22%.
13%
3%
10%
07c

100%

8.757¢c
14.24%.

8
40%.
10%
22%.
16%
27c
107¢
Orc

100%

8.75%
13.41%

1%
(07}

9
45%
11%
24%.
%
2%
11%
0%
100%

9.00%
15.29%

44%.
11%.
2%
8%
1%.
11%.
(073}

100%

900%
14.65%

1%
0%
-1%

10
48%.
12%
26%.
(07}
2%
127¢

100%

9.25%
16.35%.

10
48%.
13%.
27%.
0%
0%
12%
0%
100%

9.25%
15.90%

10
0%
-1%
-1%



Return

5.0%

7.0%

Comparison

Efficient Frontier (Alternative Investments Excluded)

9.0% 11.0% 13.0%
Standard Deviation

15.0%

17.0%



Unconstrained Efficient Frontier

Cplinul

Portfolios

Porlfol ic Target

Conponent

Br oad
Int'l Eq
LB Agg
NUS Bond
Real Est
T-Bill s

Tot als
M-di an
Std Dev

M x

37%
16%
35%
2%
10%
0%

100%
7. 95%
10. 99%

Linils

Asset Mx Alternatives

0%
(0
0%
0%
0%
0%

100%
100%
100%
100%
100%
10090

30%
13%
45%
5%
6%
0%

100%
7. 50%
9. 22%

34%
15%
39%
5%
7%
0%

100%
7. 74%
10. 14%.

38%)
17%
33%
5%.
8%
%.

100%:
7. 97%.
11. 08%.

4

42%)
19%:
27%)
4%.
M%.
0%

100%
8. 21%.
12. 04%.

5

46%.
21%.
20%.
4%
%.
0%

1009*
8. 45%.
13. 01%.

6

50%.
23%)
14%.
3%.
10%:
0%

100%.
8. 69%
14. 00%.

7

54%
25%
8%.
3%
11%.
0%

100%
8. 92%.
15. 00%.



Efficient Frontier with equities
constrained to 60%

Cplimil Portfolios

, Linils Asset M x Alternativcs

Por 1folic i:IHP"r&IeiI

Coivponent M x M n Mix 1 2 3 4 5 6 7
Br oad 37% 0% 100% 30% 34% 38% 41 % 39% 35%. 33%
Int'"l Eq 16% 0%, 100% 13% 15% 17% 18% 21%. 25%. 27%
LB Agg 35% 0% 100% 45% 39% 33% 28%. 21% 14%. 5%
NUS Bond 2% 0% 100% 5% 5% 5% 4%. 2% 0% 0%.
Rcal Esl 10% 0% 100% 6% 7% 8% 8% 17% 26%. 35%
T-Bills 0% 0%. 100% 0% 0% 0% 0% 0%. 0% 0%
Tot als 100% 100% 100% 100% 100% 100%. 100% 100%
Midi an 7. 95% 7. 50% 7. 72% 7. 94%. 8. 17%. 8. 39% 8. 61% 8. 83%
Std Dev 10. 99% 9. 22%. 10. 08% 10. 96%. 11. 86%. 12. 81% 13. 87%. 15. 00%

The 60% equity constraintresults in huge real estate
allocations beyond mix 4 because thatis the only choice

available to the optimizer that would increase expected returns





