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The Role of ASPIB and the Treasury Division



e Present reasoning behind capital market projection
process

economic background

- specific projections

e Discuss implications generally

e Qutline next steps
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Capital M arket Projections

(fro m Caban A ssociates Inc., Januwary 200 4)
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Callan's Capital Market Projection Process

E conom ic O utlo ok D rives O urpP roje ctio n s

. Evaluate the current environment and economic outlook for the

U.S. and other major industrial countries:

- Business cycles, relative growth, inflation.

. Examine the relationships between the economy and asset class

performance patterns.

. Examine recent and long-run trends in asset class performance.

Apply market insight:

- Consultant experience - Plan Sponsor, M anager Search,
Specialty

- Industry consensus

- Client Policy Review Committee

. Test the projections for reasonable results.
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2004 Capital Market Projections
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G uiding O b je ctives

. Our best thinking regarding the 5-year outlook,
recognizing our median projections represent the

m idpoint of a range, ratner than a specific number.

. Results that are readily defensible both for individual

asset classes and for total portfolios.

. Conscious of the level of change suggested in strategic

allocations for DB, DC and foundation/endowm ent clients.
. Reflect common sense and recent market developments.
. Balance conflicting goals and conflicting opinions.
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B ack in B lack A fter th e

Russell 3000
S&P Super Composite 1500

Russell 1000
S&P 500

Russell 2000
S&P 600 Small Cap

EAFE ($US)

LB Aggregate
SB Non-US Bonds

90-day T-bill

1999

20.90
20.27

20.91
21.04

21.26
12.40

26.96

-0.82
-5.07

4.85
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2000

-7.46
-6.98

-7.79
-9.10

-3.02
11.80

-14.17

11.63
-2.63

6.18

itv

2001

-11.46
-10.64

-12.45
-11.88

2.49
6.54

-21.44

8.43
-3.54

4.42

B ear M

2002

-21.54
-21.31

-21.65
-22.10

-20.48
-14.63

-15.94

10.26
21.99

1.78

arket Since 1 9 3 0 's

2003

31.06
29.59

29.89
28.80

47.25
38.79

38.59

4.10
18.52

1.15

Avg Ann Return
Last Five Years

0.37
0.39

-0.13
-0.57

7.13
9.67

-0.06

6.62
521

3.66



An Investment-Led Global Recession

. The recession was triggered by an investm ent bubble that resulted in excess

capacity and reduced returns on capital.

. The manufacturing recession was deep and global.

. Deflation became a greater concern than inflation.

. Expansionary fiscal and m onetary policies cushioned the downturn.

. Consumers kept spending and housing m arkets boomed.

. A succession of shocks impeded recovery— terrorist attacks, corporate

governance scandals, the Iraq war, SARS.

. Investm ent will recover as excess capacity is cleared and profitability

im proves.
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The Current Economic Environment

R ecovery R olls A cross The E conom vy
. The recession is over, but it hadn't felt like it until recently - in part

because we're following the mildest recession in postwar history.

. Economy is growing, but unemployment is stuck at 6%

. Business investment continues to be weak, as many of the growth

industries of the 1990s are plagued with overcapacity.

. Inflation remains non-existent. Last over 3% in 2000; just 1.9% in
200 3.
. Interest rates are still extraordinarily low:

- Treasury bonds yields were at their lowest in 40-years, due to
e Aggressive Fed action to lower interest rates,
e Investors, afraid of equity, favoring bonds and driving yields lower.
- Fed policy still seem s to work, at least on consumers...
. Credit spreads and equity risk premium have been higher than

normal.
. Consumers have been tireless, and the federal government has been

spending to boost the economy and for the war in lragq.
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Market Preview:

Keep Those Expectations Low

. The economic recovery will continue, but growth will
m odest. Capital spending will ultimately follow GDP.

. Fed will ultimately shift to tightening m onetary policy.

. The stock market recovery will be slow. U.S. stocks a

rem ain

re still

expensive relative to their valuations and to other markets.

. Callan

interest rate, single digit return environment.

. Low return expectations mean 8 % nominal return
assumptions may be difficult to achieve. Callan's 2004
assumptions generate an expected return for a 60 %
stock /40 % bond allocation of 7 .4 % over the next five

Plans may need to shift their focus to real return

expectations.

Alaska State Pension Investment Board

s outlook in a nutshell: expect a low inflation, low

years.
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Now, More Reasonably Pnced,

S&P 500 5-Year Returns vs. Lagged Earnings/Price (1954 - 2003)

16%

m5-Ycar Returns (t)

E/P Ratio (t-5)
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Domestic Equity vs. Bond Yields

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

Peak of interest

nii'linLit miniimi. Inmi IMXttinan.l
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Domestic Fixed Income
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C urrent Y ield XsA S trong P redictoro fR e turns

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

Return (%, Annualized)

Five Year

0%
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Practically no changes from last year's projections!
Inflation is held at 2.6 % , depicting inflation rising from current low levels.

Cash returns reflect rising short-term vyields, but still low real return of 0.1%

Bond returns held at 4.75%
- reflects current yield-to-worst, plus sm all adjustm ent

- build in moderate increase in short rates, relatively stable long rates, a Ilittle

m ore narrowing of credit spreads.
Equity returns built from fundamentals: 3-4% real GDP growth which
means 5.5% -6.5% nominal earnings growth, 2% dividend yield, 0.5% -1%
"buyback" yield.
Real estate return held at 7.6 % , reflecting income component & potential
valuation pressure.
Private equity return held at 12% , a 3% premium over public markets.

Premiums of international equity over domestic and small cap over large cap

have been narrowed, reflecting recent performance and relative valuations.

Alaska State Pension Investment Board 13



Asset Class

Equities

Broad Domestic Equity

Large Cap
Snvall Cap

International Equity
Emerging Markets Equity

Fi'cd Income
Domestic Fixed
Defensive
TIPS

High Yield
Non USS Fixed

Other
Real Estate
Private Equity

Cash Equivalents

Inflation

Index

S&P 1500
S&P 500
S&P 1000
MSCI EAFE
MSCI EMF

LB Aggregate
LB Gov't 1-3 Year
LB TIPS

FB High Yield

SB Non-US Gov't

Callan Real Estate
Post Venture Cap
Absolute Return

90-Day T-Bill

CPI-U
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Projected
Annual Return

9.00%
8.80%
10.10%
9.30%
9.80%

4.75%
3.75%
4.40%
6.75%
4.65%

7.60%
12.00%
6.50%
2.70%

2.60%

Projected Standard

Delation (Risk)

16.90
16.20
23.50
20.30
33.00

4.50
2.30
6.00
12.10
9.60

16.50

34.(X)
10.50
0.70

1.40

2004 Capital Market Projections

Projected Yield

2.10
2.20
1.20
2.20
0.00

4.75
3.75
4.40
6.75
4.65

7.(K)
0.%)

0
2.70

2003 Projections

9.00% 17.30
8.70% 16.20
10.30% 25.00
9.60% 21.50
10.10% 35.00

4.75% 4.50
3.75% 2.30
4.40% 6.00
6.75% 12.30
4.65% 9.60

7.60% 16.50
12.(X)% 34.(X)
6.50% 10.50
3w '% 0.70

2.60% 1.40
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2004 Correlation Coefficient Matrix
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. Despite the chaotic

pension

Where Do We Go From Here?

Is There S om ething | S hould Be D oing?

m arkets and the pain suffered

plans, foundations and endowments, m ost

nave maintained a long-term focus and have resist
urge to do something drastic.
. Sponsors are carefully re-examining their strategic

- A sset allocation, and the

- L

- A

0

ng-term return assumptions.

sset class portfolio structures.

ew asset classes or investment strategies

Real estate
Hedge funds

Private equity

M arket timing & the "new" TAA

"All-w eather" portfolios

Alaska State Pension Investment Board

by

Sponsors

ed the

plans:

assumptions driving their allocations.
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Asset Class Round-Up

N o easy answ ers - Issues & Q uestions
« Bonds?
- Yields are well below 5% , and not likely to rise m uch. M arket suffered a
violent correction last July, as prices plum m eted and yields shot up. The

"best case" for bonds is a weak recovery, where consumers lose
confidence and the Fed holds off raising interest rates - not exactly fertile

ground for strong returns in any part of the capital m arket.

. High Yield?

- Current pricing is still som ew hat attractive by historical standards - 4 .5%
premium over Treasuries - but the big gains m ay have already happened.

- Com panies that survived should do well as the economy expands.

- Defaults soared during the recession -10.5% of below-investm ent grade
com panies defaulted in 2001, 8 .4 % in 2002. Rate for 2003 will be close to
6 % , long-run average is below 4 %

- If growth rem ains slow and inflation is absent, credit problem s m ay linger.

One more accounting scandal...

Alaska State Pension Investment Board



Potential Mixes For IAC Discussion
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Efficient Frontier Segment

Note the use of constraints & "set aside"

Portfolio

Component Set Aside Max
Large -Cap ;' 0 10C
Small Cap

International Equity
Domestic Fixed
Non US$ Fixed

Real Estate
Private Equity
Casl*Equivalents
High Yield
Absolute Return

Other (Agriculture & Energy) 3
100 7 100 100

Totals

Expected Return
Standard Deviation

Note that HY, Absolute Return & Private Equity have all been constrained.
“Other'” was “set aside” so that it would have minimal effect on the

optimization process since the inputs were highly subjective.

aska State Pension Investment Board



E fficient Frontier Segm ent

TRS & PERS

Efficient Frontier

8.20
8.10
8.00
c
1S
S
T 7.90
¥ .
§e] .
% Please note that this graph represents
2 7.80 only a small portion of the efficient frontier.
£
The "ether" assumptions are "real estate"
7.70 like in terms ofrisk and return. The correlations
are similar but not identical lo those used for TIPS.
760 The "other" weighting was "set aside" while
' Current Private Equity, Absolute Return and High
Yield were constrained in the optimization.
7.50
10.80 10 11.40 1.70 12.00 12.30 12.60 12.90

Projected Risk

2'hU Kflicicut I'ronlicr Current Proposed

Alaska State Pension Investment Board 20



Range of Returns & Threshold Return Probabilities

« The graphs on the following pages depict the range of
returns for ASPIB's current policy and the proposed policy

- Neither produces an expected return equal to the actuarial discount
rate. The difference reflects Callan's use of a lower inflation
assumption than that embedded in the actuary's discount rate.

- Callan's projection Is a 5-year projection while the actuary
understandably must focus ona much longer horizon

- One way to make the assumptions comparable Is to consider
"expected"’ real returns. A7.60% nominal return would be
consistent with a 5% expected real return.

- W& have plotted two threshold return lines on each of the graphs.
Ore illustrates the probability of each mix producing a return of
7.6% while the other illustrates the prolability of achieving an
8.25% annual return.

Alaska State Pension Investment Board



1 -Year Range of Return Com parison

Range of Projected Rates of Return
Projection Period: 1year
Optimization Set: 2004

30%
o
20%
(@]
A 10%
(@)
ez}
DC
Tz
3
C 0%
(10%)
RS/PERS Proposed
10th Percentile 23.57% 23.94%
25th Percentile 15.78% 16.03%
Median 7.70% 7.84%
75th Percentile 0.18% 0.22%
90th Percentile (6.13%) (6.17%)
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This graph
demonstrates that the
proposed policy has a
52% probability of
achieving a 5-year
return of 7.6% or
greater. The current
policy has a 51%
probability.

Alaska State Pension Investment Board

18%

16%

14%

§2 12%
(@]

10%

& 8%
(o]

ra 6%

kL 4%

2%

0%

(2%)

10th Percentile
25th Percentile
Median

75th Percentile
90th Percentile

ive Year Horizon
niFIm TUUKMKHBI

Range of Projected Rates of Return
Projection Period: 5 years
Optimization Set: 2004

4> 47
S.2Vv
7
1

TRS/PERS Proposed
14.53% 14.76%
11.24% 11.43%
7.70% 7.84%
4.27% 4.36%
1.28% 1.33%



10-Year Range of Return Com parison

sM C30lI
Range of Projected Rates of Return
rojection Period: 10years
Optimization Set:
14%
C
a
ao
gJ
2%
TRS/PERS Proposed
10th Percentile 12.48% 12.69%
25th Percentile 10.19% 10.36%
Median 7.70% 7.S4%
75th Percentile 5.26% 5.37%
90th Percentile 3.12% 3.19%
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Investm ent Returns and Funded S tatus
aMttKknaBtaaMi N 'mmm- | HINWIHTT e— mall] mm!!e (1]
PERS: Cumulative Change in Funded Ratio (MVA)
40%

Over the 10 year
period, liabilities
have had the
more significant
Impact on the
decline In funded
status (MVA
basis)

Alaska State Pension

-18.5%

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

m Change in Actual MVA Funded Ratio due to liabilities

0O Change in Actual MVA Funded Ratio due to assets

Mercer Human Resource Consulting

Investment Board

IinilB I
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Changes in Funded Status - PERS and TR S
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10th Percentile
25th Percentile
Median

75th Percentile
90th Percentile

Range of Returns

Proposed

23.94%
16.03%
7.84%
0.22%
-6.17%

(in dollars)

PERS

$8,185,108,000
Gain/(Loss)

1,959,514,855
1,312,072,812
641,712,467
18,007,238
(505,021,164)

TRS
$3,913,423,000
Gain/(Loss)

936,873,466
627,321,707
306,812,363
8,609,531
(241,458,199)

v\i2 -tf(c>5



Cumulative Performance Relative to Target

The first chart below illustrates the cumulative performance of the Total Fund
relative to the cumulative performance of the Fund’s Target Asset Mix. The Target Mix is
assumed to be rebalanced each quarter with no transaction costs. The difference between
the Total Fund return and the Target Mix return is explained by the performance attribution
on the next page. The second chart below shows the return and the risk of the Total Fund
and the Target M ix, contrasted with the returns and risks of the funds in the CA1l Public

Fund Sponsor Database.

Cumulative Returns Actual vs Target

Thirteen Year Annualized Risk vs Return

11.0% ‘—=— - ~~ e —
1 [ 1A ] 1
10.5% L
A A
10.0%
X A Ai \ A
|
9.5% A
*
A A AA A
i 0,
In-90%. 1Tola! Fund Target
3 ° A * A*
— AAA
S 85% i [rotarFund f*
A A A A
8 0% * a °
* *
7.5% A
70%
f5% - 1 . . .
v* t% 7% 8% 9% 10% 1% 1% 13%

Standard Deviation
Trianples represent membership of the CAI Public fund Sponsor Database

Cnircnl Ouniicr Tnijid 31.0% U Il Aj.y. 30 0% S&P 50%. 150% MSCI liAHi Imlc*. 9.04% Tolal Knit liiiAlc DIt. 6 O* Kusscll 2tXX), 30% Non-US (Jovt
World tiiivi Hit. 2.0% MSCI tiAl-li Index. 2 0% S&P 500 anil 2.0% Kimcll 2tk

Enployee* Kcliienicnl Plan



Historical Returns for PERS and TRS
(Fiscal Years)

PERS TRS
1 Year 15.08% 15.09%
3 Year 4.06% 4.06%
5 Year 3.29% 3.29%

12.75 year 8.67% 8.73%
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