




A la s k a  P e r m a n e n t  F u n d  C o r p o r a t io n
P.O. Box 25500 Juneau, A K 99802-5500 

Telephone (907) 465-2047 
Facsimile (907) 586-2057

M E M O R A N D U M

TO :

TH R U :

FRO M :

DATE: February 19, 2002

Representative Eldon Mulder
Co-Chairman
House Finance Committee

Robert D. Storen. 
Executive Director

/^fvfchris 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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Top quartile $1,670 $1,550 $1,560 $1,550 $1,740 $2,050
Median $1,640 $1,420 $1,280 $1,190 $1,310 $1,510

Bottom quartile $1,610 $1,300 $1,020 $ 850 $ 920 $ 970



February 19, 2002 
Representative Mulder

The data used in the February 12lh presentation 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

B a la n c e  S h e e ts /S ta te m e n ts  o f N e t A s s e ts

Unaudited 
(Millions of Dollars)

January 31, 
2002

June 30, 
2001

Assets
Cash and temporary investments S 636.4 544.0
Receivables, prepaid expenses and other assets 312.4 365.2
Investments —

Marketable debt securities 8,691.5 10,005.7
Preferred and common stock 12,823.7 12,617.7
Real estate 2,437.9 2,504.5
Alaska certificates of deposit 29.4 147.4

Total investments 23,982.5 25.275.3

TOTAL ASSETS S 24,931.3 26,184.5

L iab ilities
Accounts payable S 346.1 253.2
Income distributable to the State of Alaska 1.7 1,116.4

TOTAL LIABILITIES 347.8 1,369.6

Fund B alances/N et A ssets
Reserved/Restricted:

Principal 21,171.3 21,047.6
Unreserved/Unrestricted:

Unrealized earnings reserve 880.1 1,383.6
Remaining earnings reserve 2,532.1 2.383.7

Total earnings reserve 3,412.2 3,767.3

TOTAL FUND BALANCES/NET ASSETS 24,583.5 24,814.9

TOTAL LIABILITIES & FUND BALANCES/
NET ASSETS S 24,931.3 26,184.5



ALASKA PERMANENT FUND

S ta te m e n ts  o f  R evenues, E xpe n ses  a n d  C hanges  

in  Fund B a la n c e s /S ta te m e n ts  o f  A c t iv it ie s

Month Seven months Fiscal year-end
Unaudited ended January 31, ended January 31, projected/actual June 30,
(Millions of Dollars) 2002 2002 2002 2001

R e v e n u e s

Interest S 44.8 348.5 587.9 710.3
Dividends 9.4 84.3 147.4 155.6
Real estate and other income 32.2 138.8 211.9 225.2

Total interest, dividends, real
estate & other 86.4 571.6 947.2 1.091.1

Net increase (decrease) in the fair value of investments 
Marketable debt securities

—
24.8 206.5 206.5 359.6

Preferred and common stock (315.4) (1,068.9) (633.8) (2.486.9)
Real estate (47.0) (39.1) (33.6) 119.9
Foreign exchange contracts 10.6 (0.1) (0.1) 37.2
Currency (0.8) (1.7) 0 .7) (5.3)

Total net decrease (327.8) (903.3; (462.7) (1.975.5)

TOTAL REVENUES (241.4) (331.7) 4S4.5 (884.4)

E x p e n d i tu re s /E x p e n s e s
Operating expenses (3.5) (23.4) (40.1) (39.5)

EXCESS OF REVENUE OVER
EXPENDITURES/EXPENSES s (244.9) (355.1) 444.4 (923.9)

O th e r  F in a n c in g  S o u rc e s /U s e s
Contributions 14.8 123.7 223.0 339.3
Distributions — — (972.0) (1.116.4)

EXCESS OF REVENUES & TRANSFERS IN OVER 
EXPENDITURES/EXPENSES & TRANSERS OUT (230.1) (231.4) (304.6) (1,701.0)

F u n d  B a la n c e s /N e t  A s s e ts
Beginning of period 24,813.6 24,814.9 24,814.9 26,515.9

End of period s 24,583.5 24,583.5 24,510.3 24,814.9

S ta tu to ry  In c o m e  C a lcu la tio n
Excess of revenues ever expenditures/expenses (244.9) (355.1) 444.4 (923.9)
Settlement earnings and unrealized losses 254.5 493.3 251.3 2,123.0

STATUTORY NET INCOME s 9.6 138.2 695.7 1,199.1



Assumptions

Total Return * Inflation = Total Real Return
FY 2002 1.95% 2.83% -0.88%

FY 2003-2021 <4I 7.95% 2.95% 5.00%

Net income is statutory net income plus the nel 
change in unrealized gains and settlement earnings.
Earnings reserve appropiated to principal.

IJ> Settlement earnings transferred to principal per AS 37.13.145(d).
I4* Based on 2002 Callar, capital market assumptions.
|5) Total Fund equals Principal plus Earnings Reserve.
(t) The MOMA volatility graph shows the range of possible outcomes 

with the extremes of the bars indicating the less likely probability.

ALASKA PERM AN ENT FUND 

FINANCIAL PR O JE C T IO N S 2 0 0 2  -  2 0 1 2 , 2 0 2 1

a s  o f  J a n u a ry  3 1 ,2 0 0 2
(in millions)

FY Begin

PRINCIPAL

Dedicated 
Appro- State 
riations Revenues

Inflation-
Proofing

FYEnd
BalanceFY Balance

77-96 0 5,870 5,711 4,624 16,205
97 16,205 829 308 486 17,828
98 17,828 35(3) 230 423 18,516
99 18,516 41 155 288 19,001
00 19,001 281 P» 310 423 20,015
01 20,015 7 339 686 21,047
•
02 21,047 0 223 602 21,872
03 21,872 17 216 652 22,757
04 22,757 18 240 679 23,695
05 23,695 20 218 706 24,638
06 24,638 21 195 733 25,587
07 25,587 22 187 761 26,557
08 26,557 24 181 789 27,552
09 27,552 25 174 819 28,569
10 28,569 27 164 848 29,609
11 29,609 23 125 878 30,641
12 30,641 31 125 908 31,705
21 41,362 55 125 1,225 42,767

Cumulative Totals
Projected for 2002-2021 3,358 18,759

INCOME
Earnings Reserve

Statutory 
Net Net

Income •’* Income
14,134
3,149
3,435
2,148
2,249

_J9241
444

1,914
2,015
2,131
2,259
2,390
2,521
2,657
2,799
2,946
3,098

4,827

60,248

$ millions 
60,000
55.000
50.000
45.000
40.000
35.000
30.000
25.000
20.000

14,054
2,036
2,595
2,544
2,222
1,199

Distributions of Statutory Income______ Realized
Inflation- General Nel

Dividends Proofing Fund Change

Unrealized
FYEnd
Balance

5,993
747
893

1,045
1,172
1,113

4,624
486
423
288
423
686

223
1
1
3
3
4

104
3

1,282
1,201
382
(508)

104
107

1,389
2,590
2,972
2,384

Net FY End 
Change Balance

696 972 602 (878) 1,506

2.084
1.085 

802
(430)
(12)

(2.146)

2,084
3,169
3,971
3,541
3,529
1,383

(252) 1,131

1,572
1,655
1,750
1,856
1,964
2,071
2,183
2,299
2,420
2,545

3,962

864
771
722
790
924
976

1,031
1,089
1,148
1,209

1,891

652
679
706
733
761
789
819
848
878
908

1,225

56 1,561 325 1,456
205 1,766 342 1,798
322 2,088 361 2,159
332 2,421 383 2,542
279 2,699 404 2,946
305 3,005 426 3,373
333 3,338 449 3,822
362 3,700 473 4,294
394 4,094 497 4,792
427 4,521 523 5,314

845 10,285 811 11,371

51,765 25,704 18,759

FY
77-96
97
98

_T9_
0."
01
02
03
04
05
_06_
07
08
C9_

'10
11
12

TOTAL
FUND

(5)
FYEnd
Balance
18,393
21,104
23,876
25,132
26,516
24,814

24,509

25,775
27,259
28,886
30,550
32,203
33,929
35,729
37,603
39,526
41,540

64,424

Volatility of Forecast Fund Market Value (6J
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Alaska Permanent Fund
Financial outlook for Fund 

growth and income

C h r i s  P h i l l i p s ,  D i r e c t o r  o f  F i n a n c 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

H o u s e  F i n a n c e  

F e b r u a r y  1 2 ,  2 0 0 2

A l a s k a  P e r m a n e n t  F u n d



P e r m a n e n t  F u n d  m a r k e t  v a l u e

PR 2

T h e  m a r k e t  

v a l u e  o f  t h e  

P e r m a n e n t  F u n d  

i s  c u r r e n t l y  

$ 2 4 . 8  b i l l i o n

I t  c o n s i s t s  o f  

t w o  p a r t s :  

p r i n c i p a l  a n d  

i n c o m e

$30
$ billions

$25

$20

$15

$10

$5

$0

$20.2

12/31/00 1 2 /3 1 /0 1

In c o m e
( in  th e  E a rn in g s  
R e se rve  A c c o u n t)

P r in c ip a l

Alaska P e rm anen t  Fund



P e r m a n e n t  F u n d  p r i n c i p a l

P«3

T h e  A l a s k a  
P e r m a n e n t  F u n d  
p r i n c i p a l  i s  
p r o t e c t e d  b y  t h e  
A l a s k a  
C o n s t i t u t i o n

T h e  p r i n c i p a l  i s  
n o t  a v a i l a b l e  f o r  
a p p r o p r i a t i o n .

$ billions

I ••

k  t  $ 7 . 2

&  ■

D e d ic a te d  O il 
R e ve n u e s

m  W M k  ' w ®. t ‘ .-x t

$ 7 .1

I n f la t io n -
P ro o fin g

S p e c ia l
A p p ro p r ia t io n s

6 6 %

$ 2 1 . 2  b i l l i o n  a s  o f  D e c .  3 1 ,  2 0 0 1

Alaska P e rm anen t  Fund
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P e r m a n e n t  F u n d  e a r n i n g s  r e s e r v e

A s  p r o v i d e d  b y  l a w ,  
a l l  i n c o m e  f r o m  t h e  
P e r m a n e n t  F u n d ' s  
i n v e s t m e n t s  i s  
d e p o s i t e d  i n t o  t h e  
E a r n i n g s  R e s e r v e  
A c c o u n t  i n  t h e  
P e r m a n e n t  F u n d

I t  i s  r e t a i n e d  t h e r e  
u n t i l  a p p r o p r i a t e d  
b y  t h e  l e g i s l a t u r e

$ 7

$ 6

$ 5

$ 4

$ 3

$ 2

$ 1

$ 0

$ billions

w SR art#'■ s'jjre * ' **>••

. .. v- fir" Unrealized
Incom e —

$ 3 . 6 Realized
Incom e $ 2 . 5

1
•

E a r n i n g s  E a r n i n g s
R e s e r v e :  $ 6  R e s e r v e :  $ 3 .6  

b i l l io n  a s  o f  D e c  b i l l io n  a s  o f  D e c  
3 1 ,  2 0 0 0  3 1 ,  2 0 0 1

Alaska P e rm anen t  Fund



R a n g e  o f  m a r k e t  v a l u e

F Y 0 2  -  F Y 0 7

$35 

$30

$40

$25 

$ 2 0

FY 02 FY 03 FY04 FY 05 FY 06 FY07

T o p  q u a r t i le $ 2 6 .0 $ 2 8 .1 $ 3 0 .2 $ 3 1 .9 $ 3 3 .9 $ 3 6 . 6

M e d i a n $ 2 4 . 6 $ 2 5 . 7 $ 2 6 . 9 $ 2 8 . 4 $ 3 0 . 4 $ 3 1 . 9

B o t to m  q u a r t i l e $ 2 3 .6 $ 2 3 .7 $ 2 4 .4 $ 2 5 .4 $ 2 6 .3 $ 2 7 . 7

Alaska P e rm anen t  Fund



R a n g e  o f  p r i n c i p a l  b a l a n c e

F Y 0 2  -  F Y 0 7
$28 

$26

$24

$ 2 2

$20

FY02 FY 03 FY 04 FY 05 FY 06  F Y 07

T o p  q u a r t i le $ 2 1 .9 $ 2 2 .9 $ 2 3 .9 $ 2 4 .8 $ 2 5 .8 $ 2 6 .8

M e d i a n $ 2 1 . 9 $ 2 2 . 6 $ 2 3 . 4 $ 2 4 . 3 $ 2 5 . 2 $ 2 6 . 0

B o t to m  q u a r t i le $ 2 1 .9 $ 2 2 .3 $ 2 3 .1 $ 2 3 .8 $ 2 4 .6 $ 2 5 .3

Alaska P e rm an en t  Fund



R a n g e  o f  t o t a l  e a r n i n g s  r e s e r v e

F Y 0 2  -  F Y 0 7
$ 1 2  

$ 1 0  

$ 8  

$ 6  

$ 4  

$ 2  

$ 0

F Y 0 2  F Y 0 3  F Y 0 4  F Y 0 5  F Y 0 6  F Y 0 7

T o p  q u a r t i le $ 4 .1 $ 5 .6 $ 6 .7 $ 7 .5 $ 8 .4 $ 1 0 .3

M e d i a n $ 2 . 8 $ 2 . 8 $ 3 . 4 $ 3 . 8 $ 4 . 9 $ 5 . 5

B o t to m  q u a r t i le $ 1 .7 $ 1 .0 $ 0 .9 $ 1 .1 $ 1 .1 $ 1 .5

A laska P e rm anen t  Fund
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R a n g e  o f  a n n u a l  s t a t u t o r y  n e t  i n c o m e

F Y 0 2  -  F Y 0 7
$4

$3

$ 2

$1

$■

F Y 02 FY 03 F Y 04 FY05 FY06 FY07

T o p  q u a r t i le $ 1 .2 $ 2 .1 $ 2 .6 $ 2 .6 $ 3 .1 $ 3 .3

M e d i a n $ 1 . 0 $ 1 . 4 $ 1 . 7 $ 1 . 9 $ 2 . 0 $ 2 . 1

B o t to m  q u a r t i le $  0 .8 $ 0 .8 $ 1 .0 $ 1 .0 $ 1 .1 $ 1 .3

A laska  Pe rm anen t  Fund



R a n g e  o f  d i s t r i b u t e d  i n c o m e

F Y 0 2  -  F Y 0 7
$ 2 .0  

$ 1 .6  

$ 1 .2

$ 0 .8

$ 0 .4

$ 0 .0

F Y 0 2  F Y 0 3  F Y 0 4  F Y 0 5  F Y 0 6  F Y 0 7

T o p  q u a r t i l e $ 1 .0 $ 1 .0 $ 1 .0 $ 1 .0 $ 1 .1 $ 1 .3

M e d i a n $ 1 . 0 $ . 9 $ . 8 $ . 8 $ . 9 $ 1 . 0

B o t to m  q u a r t i l e $ 1 .0 $ .8 $ .7 $ .6 $ .6 $ .6

$  b i l l i o n s

«

—  ..... M S
* *

■  ■

t i i i r

A laska  Pe rm anen t  Fund



R a n g e  o f  p e r  c a p i t a  d i v i d e n d

F Y 0 2  -  F Y 0 7
$ 2 ,1 0 0  

$ 1 ,9 0 0  

$ 1 ,7 0 0  

$ 1 ,5 0 0  

$ 1 ,3 0 0  

$ 1 ,1 0 0  

$ 9 0 0  

$ 7 0 0

F Y 0 2  F Y 0 3  F Y 0 4  F Y 0 5  F Y 0 6  F Y 0 7

T o p  q u a r t i l e $ 1 ,6 7 0 $ 1 ,5 5 0 $ 1 ,5 6 0 $ 1 ,5 5 0 $ 1 ,7 4 0 $ 2 ,0 5 0

M e d i a n $ 1 , 6 4 0 $ 1 , 4 2 0 $ 1 , 2 8 0 $ 1 , 1 9 0 $ 1 , 3 1 0 $ 1 , 5 1 0

B o t to m  q u a r t i le $ 1 ,6 1 0 $ 1 ,3 0 0 $ 1 ,0 2 0 $  8 5 0 $  9 2 0 $  9 7 0

A laska  P e rm anen t  Fund
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Alaska Permanent Fund
professionalism

FINANCIALS; T O m  iTPCIH i jF A tQ O tV ID F M P lj  CONTACT >■)«) H t tT T H t BOAHO )  FUN

F eb ru a ry  0 8 ,  2 0 0 2

■ Committee, Board to 
meet
JANUARY 31 - The Board of 
Trustees' Corporate Governance 
Committee will meet in Juneau at 
10:00 a.m. on February 11th to 
consider proxy voting policy and 
receive an informational 
presentation on class action 
litigation. That meeting will be 
followed at 1:00 p.m. by a regular 
Board of Trustees meeting, which Is 
scheduled to conclude at 3i00 p.m. 
on February 13. This meeting 
begins the Board's annual review of 
asset allocation policy. The 
meetings will be held at the APFC's 
Hugh Malone Boardroom in Juneau 
and the public Is invited to attend. 
View Committee Agenda 
View Board Agenda
■ Summer internships 
offered
JANUARY 29 - The Alaska 
Permanent Fund Corporation 
(APFC) invites students to take 
advantage of internship 
opportunities that both the APFC 
and Its partnering firms are offering 
to qualified Alaska students for the 
summer of 2002. All application 
information can be found at the

D a i l y  u n a u d i t e d  p o e i t i o n
as of February 07, 2002

U.S. Fixed Income 35% 58,506,800,000
Non-U.S Fixed Income 3% 5608,500,000
U.S. Equities 36% 58,662,500.000
n ->n-U.S. Equities 16% 53,850.600,000
Rea Estate 11% 52,666,800,000
A lade COs 0% 529,600,000

100% 5 24,324,800,0001

_ j  Q u a r t e r l y  r e p o r t

J  A n  A l a s k a n ' s  G u i d e  
to  the  P e r m a n e n t  F u n d

Alaska  P e rm anen t  Fund



2002 Capital Market Outlook 
Alaska Permanent Fund

2 / 1 2 / 0 2

M ic h a e l J. O ’ L e a ry  C F A  

E x e c u t iv e  V ic e  P re s id e n t 

C a lla n  A s s o c ia te s  in c .



2002 Capital Market Outlook
S u m m a r y  of Today's Presentation

•  W h a t  w i l l  b e  t h e  e c o n o m i c  e n v i r o n m e n t  o v e r  t h e  n e x t  

f i v e  y e a r s

•  W e  e n t e r e d  r e c e s s i o n  i n  Q 2  -  t h e  w o r s t  m a y  a l r e a d y  b e  

p a s t .

•  T h e  r e v e n g e  o f  f u n d a m e n t a l s  -  p r i c e s  h a v e  f a l l e n  b u t  

e a r n i n g s  a r e  f a l l i n g ,  t o o .  H o w  f a r  a w a y  i s  t h e  e a r n i n g s  

b o t t o m ?

•  W h a t  a r e  t h e  r i s k s  t o  t h e  e c o n o m y ?  T o  t h e  c a p i t a l  

m a r k e t s ?

•  T h e  p r o j e c t i o n s  -  h o w  t h e y  d i f f e r  f r o m  2 0 0 1 ?

Gil 2



The New World in the New Millennium
T h e  Party's O v e r

2 0 0 0 - 2 0 0 1  h a v e  b e e n  a  r e m a r k a b l e  ( a n d  p a i n f u l )  

r u n  f o r  t h e  U . S .

•  T e c h n o l o g y  a n d  d o t - c o m  b u b b l e  b u r s t .

•  T e r r o r i s t  a t t a c k s ,  e n s u i n g  w a r ,  a n d  b r o k e n  c o n f i d e n c e .  

T h e  l o n g e s t  e x p a n s i o n  i n  h i s t o r y  e n d e d  i n  M a r c h  2 0 0 1 .

•  S t o c k  m a r k e t  f e l l  f o r  t w o  c o n s e c u t i v e  y e a r s ,  t h e  f i r s t  

s u c h  d e c l i n e  s i n c e  1 9 7 3 - 7 4 .  S & P  5 0 0  i s  d o w n  2 1 . 7 %  

s i n c e  M a r c h  2 0 0 0 ;  N A S D A Q  i s  o f f  5 7 . 2 % .

•  T h e  F e d  c u t  i n t e r e s t  r a t e s  1 1  t i m e s  ( 4 . 7 5 % ) ,  t h e  s t e e p e s t  

c u t  i n  h i s t o r y .  I n t e r e s t  r a t e s  a r e  n e a r  a  4 0 - y e a r  l o w .

•  M u c h - t o u t e d  f e d e r a l  s u r p l u s  s i g h t e d  i n  f i s c a l  2 0 0 0 ,  o n l y  

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



The Current Economic Environment
•  U . S .  e c o n o m y  o f f i c i a l l y  p e a k e d  i n  M a r c h  2 0 0 1 ,  t h u s  

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

•  C h r i s t m a s  m a y  h a v e  b e e n  m e r r i e r  t h a n  e x p e c t e d ,  a n d  

d a t a  s u g g e s t  a  f o u r t h  q u a r t e r  g r o w t h  r a t e  n e a r  z e r o .  T h e  

r e c e s s i o n  m a y  a l r e a d y  b e  t e c h n i c a l l y  o v e r .

•  H o w e v e r :

S  C o r p o r a t i o n s  a r e  s t i l l  r e t r e n c h i n g .

S  I n v e s t o r s  a r e  b e w i l d e r e d  -  h i g h  c a s h  l e v e l s ,  w h e r e  t o  i n v e s t ?

S  T h e  s t o c k  m a r k e t  s t i l l  l o o k s  o v e r v a l u e d  b y  m a n y  s t a n d a r d s .

S  L a y o f f s  a r e  h i g h  a n d  r i s i n g .

S  T h e  s a v i n g s  r a t e  i s  s t i l l  v e r y  l o w  ( 1 % ) .

S  C o n s u m e r  d e b t  i s  v e r y  h i g h  ( 1 0 4 %  o f  d i s p o s a b l e  i n c o m e ) .

S  T h e  t r a d e  g a p  i s  h i t t i n g  r e c o r d s .

S  L o w  i n t e r e s t  r a t e s  c a n ' t  e l i m i n a t e  e x c e s s  c a p a c i t y .



GDP Growth Heads Into Recession
( R e a l  G D P  G r o w t h  -  a n n u a l  p e r c e n t  c h a n g e )



Many Overseas Economies Are in or 
Near Recession

N o r t h  A m e r i c a  A s i a  L a t i n  A m e r i c a

H o n g

K o n g

S in g a p o r e

C a n a d a
A r g e n t i n a

P e r u

E m e r g i n g  E u r o p e

T u r k e y

P o la n d

W e s t e r n  E u r o p e

B e lg i u m

m
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U.S. Recession Will Be Relatively Mild
T h e  W o r s t  M a y  H a v e  A l r e a d y  Passed

( S o u r c e :  D R I - W E F A )

D u r a t i o n ,  R e a l  G D P  U n e m p l o y m e n t  

R e c e s s i o n  M o n t h s  %  D e c l i n e  R a t e  P e a k

2001 - 2002 10 -1.0% 6.3%
1990-1991 8 -1.5% 7.8%
1981 -1982 16 -2.9% 10.8%
1980 6 -2.2% 7.8%
1973-1975 16 -3.4% 9.0%
1969-1970 11 -0.6% 6.1%
1960-1961 10 -1.6% 7.1%

Gil 7



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

•  N e g a t i v e  D i f f e r e n c e s :

v ' '  T h e  t e r r o r i s t  a t t a c k s .

S  M o r e  s y n c h r o n i z e d  g l o b a l  c y c l e .

S  H i g h  t e c h  i n v e s t m e n t  c r a s h .

•  P o s i t i v e  D i f f e r e n c e s :

S  S h a r p  d e c l i n e  i n  e n e r g y  c o s t s .

S  S t r o n g e r  b a n k i n g  s y s t e m .

■ f  M o r e  b a l a n c e d  r e a l  e s t a t e  m a r k e t s .

S  S t r o n g e r  f i s c a l  a n d  m o n e t a r y  p o l i c y  r e s p o n s e  -  M r .  

G r e e n s p a n  l e a r n e d  h i s  l e s s o n s .



Confidence Follows Jobs

1 9 8 0  1 9 8 4  1 9 8 8  1 9 9 2  1 9 9 6  2 0 0 0

C o n s u m e r  S e n t i m e n t  ( l e f t )  —  E m p l o y m e n t  c h a n g e  ( n i n )



Saving Plunged as Wealth Hit a
Record High

1 2

9

6

0

- 3

W e a l t h / i n c o m e S a v i n g  r a t e  ( r i g h t )
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Debt is Hitting New Records, Dominated 
by Mortgages

( H o u s e h o ld  d e b t  as  s h a re  o f  a f t e r - t a x  in c o m e )
1 2 0  

1 0 0  

8 0  

6 0  

4 0  

2 0  

0

1 9 8 0  1 9 8 3  1 9 8 6  1 9 8 9  1 9 9 2  1 9 9 5  1 9 9 8  2 0 0 1

□  T o t a l  ■  M o r t g a g e s

Gil l l



Capital Investment Follows GDP
Corporations A r e  M o r e  Cautious T h a n  C o n s u m e r s

( 4 -q u a r te r  p e rc e n t c h a n g e )

6 %

4 %

2 %

0 %

- 2 %0/ _

1 9 9 0

2 0 %

- -  1 0 %

-  0 %

- 1 0 %

1 9 9 2  1 9 9 4  1 9 9 6  1 9 9 8 2 0 0 0

R e a l G D P  ( r ig h t ) E q u ip m e n t  s p e n d in g  ( le f t )
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Corporations Are Still More Cautious 
Than Consumers

•  C a p i t a l  s p e n d i n g  h a s  b e e n  s l a s h e d .

•  I n v e n t o r i e s  h a v e  b e e n  r u n  o f f  d r a m a t i c a l l y .

•  P a y r o l l s  h a v e  b e e n  s h a v e d .

•  H o w e v e r ,  c a p i t a l  s p e n d i n g  i s  n o t  l i k e l y  t o  r e c o v e r  u n t i l  

o r d e r s  s t a r t  s h o w i n g  u p  o n  t h e  b o o k s .  T h u s  f a r ,  o n l y  

d e f e n s e  o r d e r s  a r e  c l i m b i n g .

•  R e c o v e r y  w i l l  n o t  b e  s m o o t h  -  s o m e  i n d u s t r i e s  a r e  

p l a g u e d  b y  o v e r c a p a c i t y .

•  E m p l o y m e n t  l a g s  t h e  e c o n o m y  -  l a y o f f s  a r e  l i k e l y  t o  

c o n t i n u e  i n  2 0 0 2 .  C o m p a n i e s  w i l l  n o t  b e  r e h i r i n g  u n t i l  

t h e y  a r e  s u r e  t h a t  t h e  o r d e r s  w i l l  c o n t i n u e .

13
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Inflation Will Decelerate as the 
Economy Softens

3.0%
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The Fed Has Loosened Quickly
4 . 7 5 %  in 11 Rate C u t s  - A r e  T h e y  D o n e ?

(P e rc e n t)

—  F e d e r a l  F u n d s  R a t e  —  1 0 - Y e a r  T r e a s u r y  B o n d  Y i e l d

El 15



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

EA FE 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

Oil 16



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

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

i n  t h e  s e c o n d  h a l f  o f  t h e  y e a r .

•  T h e  F e d  s w i t c h e d  q u i c k l y  f r o m  r e c e s s i o n  a v o i d a n c e  t o  

s e e d i n g  r e c o v e r y ,  b u t  d o n ' t  e x p e c t  m o r e  r a t e  c u t s .

•  C o n s u m e r s  h a v e  p r o v e n  r e s i l i e n t ,  a n d  t h e  r e c o v e r y  d e p e n d s  

o n  t h e  c o n s u m e r  ( a l t h o u g h  t h e r e  i s  l i t t l e  p e n t - u p  d e m a n d ) .

•  I n f l a t i o n  w i l l  r e m a i n  b e n i g n .

•  T h e  r e s t  o f  t h e  w o r l d  w i l l  s u f f e r  f r o m  a  U . S .  s l o w d o w n .

•  F i s c a l  p o l i c y  w i l l  b e  v e r y  e x p a n s i o n a r y ,  e v e n  w i t h o u t  a  

s p e c i f i c  s t i m u l u s  p a c k a g e .

•  E x p o r t s  a n d  i n v e s t m e n t  w i l l  l a g .

- >  O u r  C a p i t a l  M a r k e t  p r o j e c t i o n s  i n c o r p o r a t e  o u r  e c o n o m i c  

e x p e c t a t i o n s .Oil



Capital Market Projection Process

•  E v a l u a t e  t h e  c u r r e n t  e n v i r o n m e n t  a n d  e c o n o m i c  

o u t l o o k  f o r  t h e  U . S .  a n d  o t h e r  m a j o r  i n d u s t r i a l  

c o u n t r i e s .

•  E x a m i n e  t h e  r e l a t i o n s h i p s  b e t w e e n  t h e  e c o n o m y  a n d  

a s s e t  c l a s s  p e r f o r m a n c e  p a t t e r n s .

•  E x a m i n e  r e c e n t  a n d  l o n g - r u n  t r e n d s  i n  a s s e t  c l a s s  

p e r f o r m a n c e ,  a n d  c r e a t e  r i s k ,  r e t u r n  a n d  c o r r e l a t i o n  

p r o j e c t i o n s .

•  T e s t  t h e  p r o j e c t i o n s  f o r  r e a s o n a b l e  r e s u l t s .

Gil



Stock Fundamentals Matter More Than Ever
( . . . a l t h o u g h  z v e  w e r e  s t a r t i n g  t o  w o n d e r )

•  P / E  r a t i o s  h i t  a s t o u n d i n g  h e i g h t s ,  a n d  w e r e  

i n c o n s i s t e n t  w i t h  l o n g - t e r m  i n t e r e s t  r a t e s

p r i c e s  m a y  b e  f a l l i n g ,  b u t  e a r n i n g s  a r e  p l u m m e t i n g .  

W h e n  d o  w e  g e t  t o  " r e a s o n a b l e "  p r i c e s ?

p r i c e  d e p r e c i a t i o n  d u r i n g  2 0 0 0  b e g a n  w i t h  

w e a k e n i n g  e a r n i n g s  ( o r  e v e n  w e a k e n i n g  

e x p e c t a t i o n s ) .  F e a r  o v e r t o o k  i n  2 0 0 1 .

- > i t  i s  s t i l l  d i f f i c u l t  t o  m a k e  m a n y  q u a n t i t a t i v e  m o d e l s  

j u s t i f y  e x p e c t e d  r e a l  r e t u r n s  i n  t h e  n e a r  f u t u r e .

•  W e  r e t a i n  o u r  b i a s  t o w a r d s  l o n g - r u n  a v e r a g e s .

Oil 19
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The Last Few Years Were More Than 
a Little Unusual
Dividend Yield o f S&P 500 (1947 - 12/31/2001)
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Equity Valuations Now in Line?
T h e  Ever-PopularGreenspan M o d e l

£

S&P 500 Earnings Yield vs. 10-Year Treasury Yield
16%

14%

12%
10% :
8%
6%
4% ;

Oil

rates to

rates,
falling
earnings

21

Peak of interest 
rates and inflation Fed raises interest 

ward off inflationRatio of S&P 500 Earnings Yield and 10-Year Treasury Yield

1987 Market Crash Fed tardy in raising interest rates
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Are Equity Prices Becoming Re-connected 
to Their Underlying Value?
S&P 5u0 5-Year Returns vs. Lagged Earnings/Price (1954 - 2001)
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Why Bother With Bonds?
Because of Years Like 2 0 0 0  &  2 0 0 1

P l a n  s p o n s o r s  a r e  f i n a l l y  e n j o y i n g  t h e  d i v e r s i f i c a t i o n  b e n e f i t  

o f  b o n d s .

B o n d  y i e l d s  t r e n d e d  d o w n  d u r i n g  t h e  f i r s t  t h r e e  q u a r t e r s  a s  

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

q u a l i t y  f o l l o w i n g  S e p t e m b e r  1 1 .  Y i e l d s  m o v e d  b a c k  u p  a t  

t h e  e n d  o f  t h e  y e a r  a s  t h e  s t o c k  m a r k e t  r e c o v e r e d .

T h e  y i e l d  c u r v e  s t e e p e n e d  d r a m a t i c a l l y  d u r i n g  2 0 0 1 .  T h e  

4 7 5  b a s i s  p o i n t s  i n  i n t e r e s t  r a t e  r e d u c t i o n s  b y  t h e  F e d  h a d  

o n l y  a  m o d e s t  e f f e c t  o n  l o n g e r - t e r m  r a t e s .  M o n e y - m a r k e t  

r a t e s  a r e  n o w  b e l o w  i n f l a t i o n ,  i m p l y i n g  n e g a t i v e  r e a l  y i e l d .  

T h e  e l i m i n a t i o n  o f  t h e  3 0 - y e a r  T r e a s u r y  b o n d  h a d  a  g r e a t e r  

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

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

y i e l d  o v e r  t h e  n e x t  f i v e  y e a r s .
231
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Domestic Fixed Income
C u r r e n t  Yield Is A  Str o n g  Predictor of R e t u r n s

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

Five Year Annualized Return (t) 
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2002 Capital Market Projections
2 0 0 2  C a p i t a l  M a r k e t  P r o je c t io n s

Asset Class Index
Projected Annual 

Return
Projected Standard 

Deviation (Risk) 2001 Projections
Equities
Broad Domestic Equity CAI Broad 9.30% 17.20 9.20 16.30
Large Cap S&P 500 9.00% 16.00 8.90 15.00
Small Cap CAI Small 10.60% 25.00 10.40 25.00
International Equity EAFE 9.90% 21.50 9.80 21.50
Emerging Markets Equity MSCI EMF 10.40% 35.00 10.30 35.00
Global Broad Equity 90% EAFE/10% EMF 9.95% 21.15

Fixed Income
Domestic Fixed LB Agg 5.75% 5.00 6.45 5.30
Defensive LB Gov't 1-3 4.60% 2.60 5.30 3.30
High Yield FB High Yield 7.50% 12.65 7.50 11.40
Non US$ Fixed SB Non US 5.60% 9.60 6.25 9.80

Other
Real Estate CRES 8.00% 16.50 8.30 16.50
Alternative Investments VECO 100 12.25% 35.00 12.00 36.00
Cash Equivalents T-bill 3.50% 0.70 5.00 0.70

Inflation CP1-U 2.90% 1.00 3.25 1.90
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2002 Capital Market Projections
L a r g e s t  c h a n g e s  a r e  t o  r e t u r n s  f o r  c a s h  a n d  b o n d s .

I n f l a t i o n  h a s  r i s e n  o v e r  t h e  p a s t  t w o  y e a r s ,  b u t  t h e  t h r e a t  

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

B o n d  r e t u r n s  a r e  l o w e r ,  r e f l e c t i n g  l o w e r  y i e l d s  t o  

m a t u r i t y  c o m p a r e d  t o  a  y e a r  a g o .

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

-  b e l o w  t h e  l o n g - r u n  a v e r a g e s .

W e  r e m a i n  c o n v i n c e d  t h a t  i n t e r n a t i o n a l  b e l o n g s  i n  a  

d i v e r s i f i e d  p o r t f o l i o ,  d e s p i t e  t h e  s e c o n d - w o r s t  a b s o l u t e  

p e r f o r m a n c e  i n  2 0  y e a r s .

R e a l  e s t a t e  r e t u r n s  a r e  r e d u c e d  s l i g h t l y .

P r i v a t e  e q u i t y  r e t u r n s  a r e  i n c r e a s e d  s l i g h t l y .

 __________________  27



Optimizations - Where The Rubber 
Meets the Road

•  T h e  2 0 0 2  e f f i c i e n t  f r o n t i e r  i s  " s t e e p e r "  a n d  s h i f t e d  t o  t h e  r i g h t  

c o m p a r e d  t o  l a s t  y e a r ' s  f r o n t i e r .

•  C o m p a r e d  t o  l a s t  y e a r ,  p o r t f o l i o s  w i t h  t h e  s a m e  t a r g e t e d  l e v e l  

o f  r e t u r n  h a v e  a  h i g h e r  l e v e l  o f  r i s k .

•  P o r t f o l i o s  w i t h  t h e  s a m e  t a r g e t e d  p e r c e n t a g e  o f  e q u i t i e s  f a c e  

l o w e r  r e t u r n s  b u t  h i g h e r  e x p e c t e d  r i s k .

'■ S m a l l  c a p  s t o c k s  a c c o u n t  f o r  a  s i m i l a r  p e r c e n t a g e  o f  d o m e s t i c  

e q u i t y  ( a p p r o x i m a t e l y  2 0 % )  a c r o s s  m i x e s  r e f l e c t i n g  a  l o n g - r u n  

n e u t r a l  b i a s  t o w a r d  m a r k e t  c a p i t a l i z a t i o n .

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

t o t a l  e q u i t y  a l l o c a t i o n  ( a p p r o x i m a t e l y  3 0 % )  a c r o s s  a l l  m i x e s .

•  A l l o c a t i o n s  t o  d o m e s t i c  f i x e d  i n c o m e  a r e  l o w e r  a c r o s s  a l m o s t  

a l l  m i x e s .

GH 28



2002 vs. 2001 Comparison
2002 Limits Asset M ix Alternatives
A sset C lasses Min Max 1 2 3 4 5 6 7 8 9 10
Large Do in E] 0% 100% 18% 21%. 25% 28% 31%. 35%. 38% 41%. 45% 48%.
Small Dorn E) 0% 100% 4 % 57c 6%. 17c 8% 8%. 9% 10% 11% 12%
International Eq 0% 100% 8% 10 %> 12%. 14%. 16% 18%. 20% 22%. 24%. 26%.
Do m Fixed 0% 100% 57% 51%. 45%. 38% 32%. 267c 19% 13% 6%- 0%.
International Fixed 0% 100% 6% 6%. 5% 5 7c 4%. 4 7c 3% 3% 2% 2%
Real Estate 0% 100% 6% 6%. 7% 8%. 8%. 9 7c 10% 10% 11% 12 7c

Cash 0% 100%. 0% 0% 0% 07c 0 7c 07c 0% 07c 0% 0 7c

Totals 100% 100%. 100%. 100%. 100%. 100%. 100% 100% 100%. 100%
Projected Return 7.00%. 7.25% 7.50% 7.75% 8.00%. 8.25%. 8.50% 8.757c 9.00% 9.25%
Projected Risk T4I% 8.28% 9.20% 10.16% 11.15% 12.16% 13.19% 14.24%. 15.29% 16.35%.

2001 Limits Asset M ix Alternatives
Asset C lasses Min Max 1 2 3 4 5 6 7 8 9 10
Large Dorn Eq 0%. 100% 12% 16%. 20%. 23% 28% 32% 36%. 40%. 44%. 48%.
Small Dorn Eq 0% 100% 3% 3%. 4% 6 7c 17c 8% 9% 10%. 11%. 13%.
International Eq 0% 100% 5% 17c 10%. 127c 14%. 17%. 207c 22%. 25%. 27%.
Dorn Fixed 0%. 100%- 65% 64%. 56% 48%. 40% 32%. 24% 16% 8% 0%
International Fixed 0% 100%. 6% 6% 5% 5%. 4% 3% 27c 27c 1%. 0%
Real Estate 0% 100%. 4%. 4%. 5%. 67c 7% 8%. 9% 107c 11%. 12%
Cash 0% 100%. 5% 0%. 0% 07c 0% 07c 0%. 07c 0%. 0%
Totals 100%) 100%. 100%. 100%. 100% 100 % 100%. 100%. 100% 100%.
Projected Return 7.00%. 7.25%. 7.50% 7.75% 8.00% S.25%- 8.50%. 8.75% 9.00%. 9.25%
Projected Risk 6.03%. 6.81%. 1.117c 8.75% 9.85%. 1 l.(X)% 12.19%. 13.41% 14.65% 15.90%

2002-2001 Limits Asset M ix Alternatives
Asset Classes Min Max 1 2 3 4 S 6 7 8 9 10
Large DomEq 0% 100%. 6%. 5% 5% 5% 3% 3% 2%. 1%. 1%. 0%
Small Do m Eq 0% 100%. 1% 27c 2%. 1%. 1% 0% 0% 0%. 0% -1%
International E) 0% 100%. 3 % 3% 2%. 17c 2% 1% 0%. 07c -1% -1%
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Comparison
Efficient Frontier (Alternative Investments Excluded)

5.0% 7.0% 9.0% 11.0% 13.0% 15.0% 17.0%

Standard Deviation



Unconstrained Efficient Frontier

C p l i n u l  P o r t f o l i o s

L i n i I s Asse t M x  A l t e r n a t i v e s
Por I f  o l i c Tar get ..............................................................................................
C onponent M x M n M ix 1 2 3 4 5 6 7

Br oad 37% 0% 100% 30% 34% 38%) 42%) 46%. 50%. 54%
I n t ' l  Eq 16% 0%> 100% 13% 15% 17% 19%: 21%. 23%) 25%
LB Agg 35% 0% 100% 45% 39% 33% 27%) 20%. 14%. 8%.
NUS Bond 2% 0% 100% 5% 5% 5%. 4%. 4% 3%. 3%
Real Est 10% 0% 1 00% 6% 7% 8% 9%. 9%. 1 0%: 1 1%.
T- Bi I I  s 0% 0% 1009o 0% 0% 0%. 0% 0% 0% 0%

Tot a ls 100% 100% 100% 1 00%: 100% 1009* 100%. 100%
M- d i a n 7. 95% 7. 50% 7. 74% 7. 97%. 8. 21%. 8. 45%. 8. 69% 8. 92%.
St d Dev 10. 99% 9. 22% 10. 14%. 1 1. 08%. 12. 04%. 13. 01%. 14. 00%. 15. 00%.

Oil 31



Efficient Frontier with equities 
constrained to 60%

Cpl i m i l  Por t f  ol i os

Por 1 f  ol i c 
Coivponent

" 1 'm mm fy I Li ni I s Asse t M x Al t e r nat i vcs
i a r ge i 

M x M n M ix 1 2 3 4 5 6 7

Br oad 37% 0% 1 00% 30% 34% 38% 41 %• 39% 35%. 33%
I n t ' 1 Eq 16% 0%, 100% 13% 15% 17% 18% 21%. 25%. 27%
LB Agg 35% 0% 1 00% 45% 39% 33% 28%. 21% 14%. 5%
NUS Bond 2% 0% 1 00% 5% 5% 5% 4%. 2% 0% 0%.
Rc a 1 Es I 10% 0% 100% 6% 7% 8% 8% 17% 26%. 35%
T- Bi 1 1 s 0% 0%. 100% 0% 0% 0% 0% 0%. 0% 0%

Tot a I s 100% 1 00% 100% 100% 100% 100%. 100% 100%
M id i an 7. 95% 7. 50% 7. 72% 7. 94%. 8. 17%. 8. 39% 8. 61% 8. 83%
St d Dev 10. 99% 9. 22%. 10. 08% 10. 96%. 1 1. 86%. 12. 81% 13. 87%. 15. 00%

T h e  6 0 %  e q u i t y  c o n s t r a i n t  r e s u l t s  i n  h u g e  r e a l  e s t a t e  

a l l o c a t i o n s  b e y o n d  m i x  4  b e c a u s e  t h a t  i s  t h e  o n l y  c h o i c e  

a v a i l a b l e  t o  t h e  o p t i m i z e r  t h a t  w o u l d  i n c r e a s e  e x p e c t e d  r e t u r n s




