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A sset allocation of the M assachusetts P ension

R eserves Investm ent Trust Fund

Non-US
US Stocks r Stocks
43% 14%
1990
Five asset classes USs Bond;;
22%
h Real Estate
Other 15%
US Stocks Non-US
Stocks
43%
14%
2000
- US Bonds
Six asset classes
28%
Private
(VC/LBO)
6% Real Estate
Emerg Mkt 6%
Stcks
3%
Non-US
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US Stocks 16% US Bonds
35% 11%
2004 Real Estate
Ten asset classes 7%
Absolut Emerg Mkt
Soite Stcks
Return
0,
4% I ! \ private 600
Timber / _ g \ (VC/LBO)

4% HY Bonds c0/
5% 70/q 5%



W hat has the PRIT Fund done?

Increased asset classes from 5 to 10.

Increased sub-asset classes to 15.

Increased less liquid investm ents.

Increased non-correlation of asset classes.

Est. return 8.3 % , est. risk 11.5%

G oals

Meet 8 1A % actuarial return target.

Reduce risk by increasing non-correlation.

Continue to diversify.

Benefit from less liguid, higher return asset classes.

Use indexing in public markets where appropriate.
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2005 Capital Market
Outlook

After a Slow Start, Capital Markets Enjoy

Second Straight Year
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The Current Economic Environment al

Steady Growth But Unsteady Sentiment

» U.S. economy nil of the sudden looked hot in 2004, but the expansion has
been underway Cor several years, and growth has actually continued at an
orderly, if unspectacular pace.

* Jobs data finally turned around, and unemployment finally fell below 6%.

* Business spending was weak until recently, as many industries are still
plagued with overcapacity.

+ Inflation remains a low level threat, despite what we read in the headlines.
Absent oil price pressures, core rate is around 2%.

* Interest rates are still extraordinarily low:

Treasury bonds yields arc not that far from their 40-year lows,
| ed policy still seems to work, at least on consumers...

+ Consumers have been tireless, and the federal government has been spending
to hoost the economy and lor the war in Irag. However....

Leadership Passes From Consumers to al

Businesses

« With interest rates rising and tax cuts finished, the consumer spending boom
is over. Moderate gains in employment and income will drive consumer
spending.

* Ilousing markets have peaked but remain strong.

* Business equipment investment is surging in response to strong profits,
glowing markets, and technological advances.

+Nonresidential construction is beginning a slow recovery, restrained by
excess capacity.

+ Budget pressures on state and local government are easing as lax revenues
rise, but federal stimulus is ending.

* lixports are rebounding in response to the dollar’s depreciation and renewed
growth in foreign markets.

* Qutlook for 2005 is "good hut not great"



The U.S. Expansion is Strengthening
2004 Saw Best Growth Since the Late 1990s

(Real GDP. annual percent change)

U.S. Economic Growth by Sector

Real GDP
Consumption
Residential Investment
Bus. Fixed Investment
Federal Government
State & Local Govt.
Exports

Imports

(Annual percent change)

2002
1.9
3.1
4.8
-8.9
7.5
2.8
-2.3
3.4

2003
3.0
3.3
8.8
3.3
6.C
0.7
1.9
4.4

2004
4.4
3.7
9.5

10.4
4.8
0.5
8.9
9.8

Direction of Change
Strengthening
Moderating

Peaking

Surging

Winding Down

Budget Pressures Easing
Rebounding

Qil Prices
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Employment Slowly Recovers

December 2004 employment remiiins 240,000 below its March 2001 peak.

(Employment - percent change, annual rate)
3

2

1998 1999 2000 2001 2002 2003 2004

m Payroll Employment

Industrial Production Is Rebounding
Capital Spending Follows GDP

(4-ciuartcr percent change)
45%

30%
15%
0%

-15%
1990 1992 1994 1996 1998 200C 2002 2004
— Real GDP (left) Equipment spending (right) - - - High-Tech (right)
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A Third Good Year for Corporate Profits

(percent change) 2004 estimate- Global Insight

1990 1992 1994 1996 1998 2000 2002 2004
B Profits with IVA & CCA

i al
Productivity Growth Has Boosted

Corporate Profits, But Not Wages

(Percent of GDP)
50

1999 2000 2001 2002 2003 2004

— Wages and Salaries Economic Profits (right scale)
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The Consumer Is Stretched

¢ llouschold net worth has recovered from its 2000-02 drop, thanks to rising
home prices and the last two years’ stock market rally. Ilowever. a low
saving rate is limiting asset accumulation.

« federal tax cuts have boosted disposable income growth for three years.
Now tax burdens are likely to rise.

« Debt service burdens and the household financial obligations ratio peaked in

late 2001. But rising interest rates will forestall further improvement.

« Net result will be a slowdown, but not a retreat.

¢ Rising employment and income will drive the next phase of the expansion in
consumer spending.

+ Credit card delinquencies will decrease slightly as13627607 ' ' improves.

Home Prices Have Risen Sharply ...Although Low Interest
Rates Mean That Homes Are Still "Affordable”

\ higher index means homes are more affordable.
1.6
14
1.2
1.0
0.8

06 -« i
1972 1976 1980 1984 1988 1992 1996 2000 2004

Alfordability lode* for Existing Singlo-Family Homos



Inflation’s (Temporary) Resurgence

Soaring energy costs, dollar depreciation, a synchronized (if modest) global
expansion, and lean inventories have revived inflation.

Global commodity prices also reached peaks at times in 2004,

Consumer prices surged at a4.1% annual rale in the lirst seven months of
2004. while core inflation reached 2.4%. I'or the full year, inflation was
closer to 3%.

Despite the headlines, this recent burs* of inflation is temporary.

Slack labor markets and rising productivity will keep unit labor cost
increases in the 2% range.

Qil prices in the S40s (or the S50s> don't mean the same now as in the early

1980s.

m Supply responses will eventually bring down energy prices.

Bottom line: core inflation will settle in the 2.0-2.5% range after 2004,



The Fed is Moving Toward Neutral
Interest Hate Increases Should Stay Gradual

(Percent)

1994 1996 1998 2000 2002 2004

— Federal Funds Rate — 10-Year Treasury Bond Yield



Federal Government Spending Stimulus
Winds Down

(Year-over-year percent change)

1990 1992 1994 1996 1998 2000 2002 2004

— Federal — Slate & Local

Surplus Reverts to a Massive Federal
Budget Deficit

(Billions of dollars, fiscal years)
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The U.S. Current Account Deficit: Over
$600 Billion as Far as the Eye Can See

* 2005+ forecast - (.tubal tnsliclil

(Billions ofdollars) (Percent of GDP)
2

0

-2

1980 1984 1988 1992 1996 2000 2004 2008

0O Current Account Deficit Deficit as % of GDP

2005 Capital Market Preview:
Keeping Those Expectations Low

I he economic recovery will continue, blit growth will remain
modest. Capital spending will ultimately IbiJow (il)l".

| ed has already shifted to tightening monetary policy.

I he slock market recovery will lie slow. Profits cannot outpace
GDI*, share prices cannot nutpace earnings.

<'allan’s outlook in a nutshell expect a low inflation, low interest
tale. low return cm ironment

| ow return expectations mean K'\. nominal return assumptions
may be dif ficult to achieve. ( allan’s 2005 assumptions won't
likely generate an expected return lor a 00"« slock/40"n bond
allocation greater than 7,4".. over the next live years. |o the extent
possible, investors may need to shift their focus to real return

expectations.



Domestic Equity vs. Bond Yields
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Bond Market Faces a Challenging
Environment

With inllation in chock, investors poured money into bonds
following the bursting of the stock market bubble, driving prices
up and yields to 40-year lows.

Corporate (and particularly high yield) spreads widened through
2002. then staged a remarkable comeback in 2004 and 2004.

| ong-term secular decline in inllation since early SOs fueled bond
market returns that may not be seen again fora long time,
looking forward, current yields and expectations for inllation and
interest rates drive evnected future returns. With low current yields
and the potential for rising interest rales as the economy expands,
prospects for future bond market gains may have faded. | he best

case for bonds is a faltering economy.
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2005 Capital Market Projections

« llsscntially n« changes from last year’s projections!
¢ lunation is held at 2.(>"», depicting inllation rising from current low levels,
¢ Cash returns relied rising short-term yields, hut Mil. low real return ofO.-P’.i.
¢ Hond returns held at 4.75% :
reflects current yield-lo-vvorsi. phi', small adjustment

build m moderate increase in short intcs, relatively stable long rales, Ingliei
realized yields on mortgages and shorter term debt is rolled

¢ liquity returns built front fundamentals; 3-4".. real (il)l’ growth which
means 5.5V 6.5% nominal earnings growth. 2".. ilivideml ielil, 0.5"1"<
"buyback" yield.

*« Real estate return held at 7.6"... reflecting income expectations as high as 7'
hut acknow ledging potential valuation limits.

¢ Private equity return held at 12”» a V’,, 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.

4



2005 Capital Market Projections
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After a Slow Start, Capital Markets Enjoy

Second Straight Year in the Black
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The Current Economic Environment El
Steady Growth But Unsteady Sentiment

U.S. economy all of the sudden looked hot in 200-', but the expansion has
been underway for several years, and growth has actually continued at an
orderly, if unspectacular pace.
Jobs data finally turned around, and unemployment finally fell below tV".i.
Business spending was weak until recently, as many industries are still
plagued with overcapacity.
Inllation remains a low level threat, despite what we read in the headlines.
Absent oil price pressures, core rate is around 2%.
Interest rates are still extraordinarily low:

Treasury bonds yields are not that far from their 40-year lows,

'ed policy still seems to work, at least on consumers...
Consumers have been tireless, and the federal government has been spending
o boost the economy and for the war in Irag, llowevcr....

Leadership Passes From Consumers to L

Businesses

With interest rates rising and tax cuts linished. the consumer spending hoom
isover. Moderate gains in employment and income will drive consumer
spending.

[lousing markets have peaked but remain strong.

Business equipment investment is surging in response to strong profits,
growing markets, and technological advances,

Nonrcsidentiiil construction is beginning a slow recovery, restrained by
excess capacity.

Budget pressures on stale and local government are easing as tax revenues
rise, hut federal stimulus is ending.

| .xpous are rebounding in response to the dollar's depreciation and renewed
growth in foreign markets.

[hillook for 2a115is "good hut not great"



The U.S. Expansion is Strengthening
2004 Sow Best Growth Since the Late 1900s

(Real GDP, annual percent change)

U.S. Economic Growth by Sector

Real GDP
Consumption
Residential Investment
Bus. Fixed Investment
Federal Government
Slate & Local Govt.
Exports

Imports

(Animal percent change)

2002
1.9
31
4.8
-8.9
7.5
28
-2.3
3.4

2003
3.0
3.3
8.8
3.3
6.6
0.7
1.9
4.4

2004
4.4
3.7
9.5

10.4
4.8
0.5
8.9
9.8

Direction of Cl inge
Strengthening
Moderating

Peaking

Surging

Winding Down

Budget Pressures Easing
Rebounding

Oil Prices



Employment Slowly Recovers

December 2004 employment remains 240,000 below its March 2001 peak.

(Employment - percent change, annual rate)
3

2

1998 1999 2000 2001 2002 2003 2004

m Payroll Employment

Industrial Production Is Rebounding =
Capital Spending Follows GDP

(4-iliiartor percent change)
45%

30%
15%
0%

-15%
1990 1992 1994 1996 1998 2000 2002 2004

Real GDP (loft) Equipment spending (right) - « - High-Tech (right)



A Third Good Year for Corporate Profits

(percent change)
20

-10

1990 1992 1994 1996 1998 2000 2002
(I Profits with IVA & CCA

Productivity Growth Has Boosted
Corporate Profits, But Not Wages

(Percent of GDP)
50

1999 2000 2001 2002 2003 2004

— Wages and Salaries Economic Profits (right scale)

* 2004 estimate - Global Insight

2004
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The Consumer Is Stretched at

I lousehold net worth lias recovered I'rom its 2000-02 drop, thanks to rising
home prices and the last two years' stock market rally. Ilowcvcr, a low
saving rate is limiting asset accumulation.

Federal tax cuts have boosted disposable income growth for three years.
Now tax burdens are likely to rise.

Debt service burdens and the household financial obligations ratio peaked in

late 2001. Hut rising interest rates will forestall further improvement
Net result will be a slowdown, but not a retreat.
Rising employment and income will drive the next phase of the expansion in

consumer spending.

Credit card delinquencies will decrease slightly as the job market improves.

Home Prices Have Risen Sharply ...Although Low Interest
Rates Mean That Homes Are Still “Affordable”

A higher index means homes are more nlTnrduble.

1.6
14
12
1.0
0.8

0.6 r
1972 1976 1980 1984 1988 1992 1996 2000 2004

Affordability Index for Existing Single-Family Homes



. al
Inflation’s (Temporary) Resurgence

Soaring energy cosls, dollar depreciation, a synchronized (if modest) global
expansion, and lean inventories have revived inllation.

Global commodity prices also reached peaks at times in 2004,

Consumer prices surged at a4.1% annual rate in the first seven months of

2004. while core inflation reached 2.4%. For the full year, inllation was

closer to 3%.

Despite the headlines, this recent burst of inllation is temporary.

Slack labor markets and rising productivity will keep unit labor cost

increases in the 2% range.

(l)SI)|8 grices in the S4()s (or the S5()s) don’t mean the same now as in the early
5.

Supply responses will eventually bring down energy prices.

Bottom line: core inllation will settle in the 2.0-2.5% range after 2004,

Inllation Has Ticked Up...

YcaM her-Your ('lunge in Consumer Prices

xu



The Fed is Moving Toward Neutral
Interest Rate Increases Should Stay Gradual

(Percent)

1994 1996 1998 2000 2002 2004

— Federal Funds Rate — 10-Year Treasury Bond Yield



Federal Government Spending Stimulus
Winds Down

(Year-over-ycar percent change)

1990 1992 1394 1996 1998 2000 2002 2004

— Federal — State & Local

Surplus Reverts to a Massive Federal
Budget Deficit

(Millions of dollars, fiscal years)
300

12005+ forecast - Global Insljjht
150
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-150
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-450

-600
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The U.S. Current Account Deficit: Over
$600 Billion as Far as the Eye Can See

* 2005+ force*}' - Glottal InUghl

(Billions ofdollars) (Percent of CiDP)

200 2
AniTopoTr™o'mirjin
-200
-400 -4
u
-600 -6
-800 -8

1980 1984 1938 1992 1996 2000 2004 2008

Current Account Deficit Deficit as % of GDP

2005 Capital Market Preview:
Keeping Those Expectations Low

e Ilie economic recovery will continue, but growth will remain
modest. Capital spending will ultimately follow (il)I\

e | ed has already shilled to tightening monetary policy.

| he stock market recovery will be slow. Profits cannot outpace
(»DP. share prices cannot outpace earnings

« (allan's outlook in a nutshell, expect a low inllation. low interest
rale, low return cm ironmeiil

e | ow return expectations mean S",, nominal return assumptions
may be difficult to achieve. <allan's 21)05 assumptions won't
likely generate an expected return for a r>>". stock 1d"., bond
allocation greater than 7.4".. over the next live years. In the extent
possible, investors mas need to shift their locus to real return

expectations,



Domestic Equity vs. Bond Yields

S&P 500 Earning* Yield \s. 10-Year Treasury Meld
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Bond Market Faces a Challenging
Environment

W ill inflation in chock, investors poured money into bonds
following the bursting ofthe slock market bubble, dm mg prices
up and yields to -JO-ycar lows.

Corporate (and particularly high yield) spreads widened through
2002, then staged a remarkable comeback in 2004 and 2004.
l.ong-tcmi secular decline in inllation since early NOs fueled bond
market returns that may not be seen again for a long lime.
looking forward, current yields and expectations Ibr inllation and
interest rates drive expected future returns. With low current yields
and the potential for rising interest rates as the economy expands,
prospects for future bond market gains may haw faded. | he best
ease for bonds is a faltering economy.
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2005 Capital Market Projections

Isscntiully no changes from lasi year's projections!
Inllation is held at 2.0%, depicting inllation rising from current low levels

Cash returns relied rising short-term yields, hut still low real return o fO 4%

Hone' returns held at 4.75% :
ict'eets current >ioUhto*worst. plus small adjustment

huiij in moderate increase in short tales, iclativelv stable long rates, Inglici

realized yields on mortgages and slioitcr temi <ot is rolled
I-quity returns built from fundamentals. 3-4% real (il)P growth which
means 5.5%-h.5% nominal eainmgs growth. 2".. di\idend yield. 0.5".,-1",,
"buyback" yield,
Kcal estate return held at 7 . relleclmg income expectations as high as 7%
hut acknowledging potential valuation limits.
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, rellecimg recent performance and relative valuations



2005 Capital Market Projections
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Alaska State Senate

S enate Finance C om m itte e

M ail Stop 3100
State Capitol
Juneau, Alaska 99801-1182

AGENDA

February 17, 2005
10:00 a.m.

Presentation by the Alaska Permanent Fund Board &
Advisors

Joint Meeting with House Finance Committee



Senate BiIll 88

A Bridge to Development

P o lic 'y o n G e n e r a | F u n

R e v e n u e S h o r tfa 1|1

February 15, 2005



"It is the policy of the State of
Alaska that the amounts necessary
to cover a projected shortfall in
general fund revenue during a
fiscal year be appropriated equally
from the Constitutional Budget
Reserve fund and the Earnings
Reserve Account.”

AS 37.07.010 Executive ISuJget Act y

Why? Where's the problem?

FY06 Operating & Capital Budgets - $7.6 Billion
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... What's the problem?

J2.3 B. General Tuna base budQet ~ FYOG & FYO7 TtRS unfunded liability adjustments.
Source: legislative Finance

General Fund revenue can be less than
General Fund expenditures.

... and things can change quickly

"For the c”ood or for the l*nd"

FY06 Proposed General Fund Budget *

St M g S g

Source, legislative finance



.and they have

ALASKA CONSTITUTION The CBR has been used
ARTICLE IX ) )
to fill the fiscal gap 8
Soclion 17. Budget R Fund
Tﬁgrleoir;estatJlIJishgeedt asegesrevpearautg Iurg?inthe out of 12 years.
o i e -
permgnent lund ﬁndepr_ Section 15 o! this ApprOX| mate Iy $5 .5

an.cle, all money received bK the state alter -
July 1.1990, as a result ol the termnation, billion has been
through settlement or otherwise, ol an

administrative Proceeding or ot litigation in a withdrawn.

State or federal court invotving mneral lease

bonuses, rentals, royalties, royalty sato .
proceeds, tedorat ml)lnora!.revgnugshanng The state has depOSIted
paymendts ol bonusle,s‘ or |nvolvn&g tg_xes . L
imposed on nvneral income, production, or

propperlyi shdall bo dopos.tod Ilrjltgle budget el Into the CBR $56 bllllon
reserve lund. . Money may bo appropnate 11:

Irom the tund only as Authonted unggr(g) or and earned $1.6 billion

(c) otins section

... forexample

CBR Balance and Draws for FY94 - FYO05
*ANtHMuBImmGt  *a.10rwa__ AmtHBlimv

« 4,000 «4,000

+ ] ft00 «4.500
£ 11,000 +3,000 ?
8 *a.s00 ‘2,500 >
o
2 11000 2000 A
o (o]
« 1,500 +1500 §

<1000 « 1,000

E recw.al.kji 1k 1

Source  LegiMitive hn«ntf

Draw 8 out of 12 years m Average draw $318 M
Current balance $2.1 B 7



... Alaska Is a resource state
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.. a bridge I1s needed

From Todcyij to r>SvelopmelAt

Potential Future Oil and Gas Revenue
Fall 2004 Revenue Forecast, FYOG Proposed General Fund Budget
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100 General fund Revenue

Fall 2004 Revenue forecast
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Several Pots of Money

Reduce State Spending Income Tax
(Save a $, Earn a $) ($600 M) (Ti

Permanent Fund

Earnings
Corporation Tax . Other Revenue
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Sales Tax Izda%r%l Qedias CBR
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... why not just the CBR?
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...So what If. . .

The Legislature splits the
future fiscal gaps with
equal contributions from
the Constitutional Bud<
Reserve and the Earning;
Reserve Account?

(SB 88)

...and we build a bridge

Potential Future Gil and Gas Revenue
ACD Fall ;7004 Revenue Forecast, FYOG Proposed General Fund Budget
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... but can we?

An Alaskan's \
Guide to the Permanent Pund yes, we ccn/urn

The Fund would help create an
Investment base to continually generate

future Income. When oil ran out, Alaska The EarningS Reserve

would still have a major source of state

. Alask Id h
Fevenbes to pay the costs of basie APCOL}”L a result of
§%¥%£”sd£“$f”u‘t3?évg'ien%'rﬁ{ié%rsWof“%ﬁ‘;!ﬁ;ns wise investment of our
e i Permanent Fund, has

Each year, the Fund would channel a .
significant portion of the oil revenues J been and St||| IS

away frntn the Ieglslature. Less state

income reduces the opportunity for i

excessive state spendri)r?g. y ava_llable to the .

T_r;e Fu?t(;] \1votuld transforbrrll non-rene¥vable Ieg|S|ature by a Slmple
oil wealth Into a renewable source o . .

wealth for future generations of Alaskans. majorlty vote of 21-11.
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Qur Permanent Fund and our

Alaska’s Crown Jewels

,.. The Con.sti.tutiowval T&udgjt RESE>VE fimd an.d
tks Earni®s RESErVE Ac.c.ou’...

- Only legislature in America deciding
to manage $31 billion for 650,000 people

- Every minute, every hour, every day, the
world helps build Alaska by
* Investing in corporate America
* Investing in America's society
* Investing in America's future

m The CBR and the ERA form the abutment
to our Bridge to Development



... but what about my check

How watch Less Ls nty pfd if the Legislature draws
425C M frowt the ERA each year?
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Sue Laydaive Rree (Besd an 7.6%rated reum, Ramurd Arerdd Rgedias D 3L 2004)

... how does this compare to
status quo?

Hoiv much less is my PFD if the Legislature draws
$250 M from the ERA every year for 10 years?
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Source: legislative Finance

Answer: In five years, it's 30 less. In ten years, it's $110 less,
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. let’s compare alternative
revenue sources.

Income Tax Sales Tax
Raise $250 Million &82S Raise $250 Million
Mared TwoCtilden $)70&)DSt $1, o?o Maried TwoQlden Cost 950
Saree Dgainet o Rale ( A ! Sue Damtrmth—mw(Z%A)&lesTa/y
Earnings Reserve
Mrr§ ﬂg‘ Raise $250 Million
o COSt $12
Sue LlggdaiveFrae

Under the Bridge to Development Plan (SB 88),
all Alaskans share in the Power of Earnings.

Infamretion is kesed inthe ssood yeer f inden@rtatian

but does this help the CBR?
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... let’s use only when needed

Senate Bill 88 demands spending
accountability because . . .

(1) the Earnings Reserve Account is
the people's money and

(2) each legislator must answer to the
public on how much was spent
from the Earnings Reserve to funa
state services.

.. . and to summarize

The t 0 BeveUrpi'we”t plan,

>4* Bridges the State of Alaska revenue needs
until development can occur

A Recognizes Alaska's natural resource
potential and opportunity for jobs

A - Recognizes the povyer of the Earnings
Reserve - the crowwjewel of afiscal plaw

Establishes accountability by forming a
investment partnership with all voters



.and ..

When needed, minimizes the financial impact
on Alaska families

Doubles the life of the CBR

Strengthens the Alaska's bond rating and
saves millions of dollars

Provides Alaska with a stable and dependable
long term fiscal plan

Thank You!

Gary WilKen, Prime Sponsor
Senate Bui B8



