
3/1/07
ALASKA

PERMANENT
FUND
CORP.





Gil

House &  S enate  J o in t F inance
C o m m itte e 

Econom ic &  C ap ita l M a rke t
O u tlo o k  ____

Michael 3 . O 'Leary CFA 
Executive Vice President 

Callan Associates In c . 
February 2007



Economic Forecast: Contained 
Enthusiasm

Growth remained robust in 2006, but economy is 
slowing toward trend.
Outlook for 2007 depends heavily on whether housing 
stabilizes and the effects of the downturn are 
contained.
Consumers are spending all of their income, tax cuts 
are over, and the savings rate is negative. Confidence is 
high but vulnerable to shocks - housing, war, economy.
Decent job growth, improving real wages, and lower 
gasoline prices will help support consumer spending.
U.S. and China will continue to be the primary engines 
of growth.
Oil prices will slide - gradually - but with a new floor of 
$50 ($60? $70?).
Inflation will remain a low level threat; oil prices are 
the wild card, labor costs represent the upside risk.
The Fed tightened to 5.25 and paused; the rate cuts 
may still be up to a year away.
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Economy is Slowing After Three Strong 
Years - How Soft a Landing?

(Real GDP - annual percen t change) *2007 es tim a te - Global In s ig h t
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. Economic Growth by SectorIW ]

I

(Annual percen t change)

2002 2003 2004 2005 2006 Direction of Change
Real GD° 1.6 2.5 3.9 3.2 3.3 Moderating
Consumpi. n 2.7 2.8 3.9 3.5 3.2 Moderating
Residential Investment 4.8 8.4 9.9 8.6 -4.2 Falling Sharply
Bus. Fixed Investment -9.2 1.0 5.9 6.8 7.5 Surging
Federal Government 7.0 6.8 4.3 1 .5 1.9 Winding Down
State & Local Govt. 3.1 0.2 0.5 0.5 2.0 Budget Pressures Easing
Exports -2.3 1 .3 9.2 6.8 8.7 Surging
Imports 3.4 4.1 10.8 6.1 5.9 Oil Prices

■ Housing downturn reduced GDP growth in 3rd and 4th quarters 
of 2006 by 1,2% through direct effect on construction alone.
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Residential Construction Overbuilt”

(Residentia l Fixed In ve s tm en t - % o f GDP)

Source: Global Insight
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Housing Outlook: Hitting Bottom in
2507?

(M illions o f Units) (Y ea r-ove r-yea r percen t change)

—  Housing S tarts (Le ft scale)
—  Median Existing Single-Fam ily Home Price (r ig h t scale)

Source: Global Insight
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Housing Affordability Deteriorated as 
Interest Rates Rose ,

A higher index means homes are more affordable.

— A ffo rd a b ility In de x fo r Existing S ing le-Fam ily Homes

Source: Global Insight
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Mortgage*Equity Withdrawal Fueled 
Consumer Spending ^

(Percent o f D isposable Incom e)
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Personal Savings Rate Has Fallen Below 
Zero

(Personal savings rate , percen t o f disposable income)
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However, Employment is Still Growing
r  " ;

(Em p loym en t - percen t change, annual ra te )
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Wage Growth is Finally Beating Inflation

(Y ea r-ove r-yea r percen t change)

— Real Average Hourly Earnings Growth

Source: Global Insight
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Spending Has Outpaced Income Growth; 
Some Rebuilding of Savings is Likely

(Percent g row th ) * 2007 es tim a te - G lobal In s ig h t
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■  Consumption □  Disposable Income
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Productivity Growth Has Boosted 
Corporate Profits to Record Levels

(Percent o f National Incom e)

Employee Compensation — Economic Profits (right scale)

Source: Global Insight
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. An Incredible Run for Corporate Profits; 
Return to Earth?

(Percent change) * 2006 es tim a te - Global In s ig h t
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Manufacturing Capacity Utilization
Reaching the Trigger Point for Investment

  _   . _____________

(Percent)

Source : Global Insight
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Capital Spending on Business Equipment 
is Still Growing
 J*______________\_______________   o

($ B illions)
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—  Unfilled Orders (Nondefense cap ita l goods exclud ing a irc ra ft)

Source: Global Insight
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Non-Residential Construction is Taking 
the Lead

(4 -q u a rte r percen t change)

 Real GDP (le ft)  Equipment & softw are (right)  Bi» 'dings (right)

Source: Global Insight
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Fed Will Have Room to Cut Interest Rates 
in 2007

(Percent)

—  Federal Funds —- 10-Year Treasury Yield

Source: Global Insight
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Federal Budget Deficit Has Actually Done 
Better Than Expected ,

(B illions o f dolla rs, fiscal years)
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The U.S. Current Account Deficit:-Peaking 
at Last?

(B illions o f do lla rs) 
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* 2007+ fo recas t - Global In s ig h t
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U.S. Export Growth Catches Up to Worjd 
Trade Growth - Falling Dollar Helps

* 2007+ forecast - Global Insight

(Percent change, real do lla rs)

C D U.S. Export G row th — World Im p o rt G row th (Excluding U.S.)
Source: Global Insight



In fla tion  Risk Remains Modest
•*

D esp ite soa rin g ene rg y and c om m o d ity p rice s , in f la t io n  is 
co n ta in e d . O u ts id e o f ene rg y , co re in f la t io n  has m oved pas t 
th e Fed 's " c o m fo r t zo n e ", b u t show s s ig n s o f m o d e ra tin g .
U.S. is th e m os t su s ce p tib le to  in f la t io n  am ong in d u s tr ia liz e d  
econom ie s - o n ly one w ith  above tre n d  g ro w th .
C onsum e r p rice s su rged a t tim e s d u r in g  2 0 0 5 -0 6 , b u t cam e in 
a t 2 .5%  fo r th e yea r, d ow n from  th e 3 .4%  reco rded in 2005 .
S tro n g p ro d u c t iv ity  g ro w th  and m ode s t w age in f la t io n  keep 
p rice s in check .
O il p rice s in th e  $ 50 -6 0 s d o n 't seem to m ean as m uch to  th e 
U.S. econom y as once suspec ted - one o f th e  consequences o f 
a se rv ice econom y.
G row th in Europe rem a in s be low  tre n d  and u n em p lo ym e n t 
ra te s a re h igh . Japan is s t i l l sha k in g o f f th e  e ffe c ts o f a 
decade o f d e fla t io n .
W h ile U.S. ca p a c ity is s tre tc h e d , la rg e am ou n ts o f spa re 
ca p a c ity e x is t in o th e r p a r ts o f th e  w o r ld . China and o th e r 
As ian co u n tr ie s co n tin u e to  e x p o r t d e fla t io n .
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Inflation Has Ticked Up...

Y e a r - O v e r - Y e a r  C h a n g e  in  C o n s u m e r  P r i c e s
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...But Perspective Is Necessary

Y e a r - O v e r - Y e a r  C h a n g e  in  C o n s u m e r  P r i c e s
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The Capital Markets - Context
W i l d  R i d e  f o r  I n v e s t o r s  O v e r  t h e  L a s t  S e v e n  Y e a r s

Broad U.S. Stock Market
2000 2001 2002 2003

Russell 3000 -7.46 -11.46 -21.54 31.06
S&P Super Composite 1500 -6.98 -10.64 -21.31 29.59

Larqe Cap U.S. Stocks
Russell 1000 -7.79 -12.45 -21.65 29.89
S&P 500 -9.10 -11.88 -22.10 28.80

Small Cap U.S. Stocks
Russell 2000 -3.02 2.49 -20.48 47.25
S&P 600 Small Cap 11.80 6.54 -14.63 38.79

Non-U.S. Stock Markets
EAFE ($US) -14.17 -21.44 -15.94 38.59

Fixed Income Markets
LB Aggregate 11.63 8.43 10.26 4.10
Citi Non-US Bonds -2.63 -3.54 21.99 18.52

Cash Market
90-day T-L>ill 6.18 4.42 1.78 1.15

Inflation
CPI-U* 3.39 1.55 2.38 1.88

Average Annual Return
Five Years Ten Years Fifteen Years

2004 2005 2006 2002-06 1997-06 1992-06

11.95 6.12 15.72 7.17 8.64 10.79
11.78 5.66 15.34 6.79 8.83 10.89

11.40 6.27 15.46 6.82 8.64 10.80
10.88 4.91 15.79 6.19 8.42 10.64

18.33 4.55 18.37 11.39 9.44 11.47
22.65 7.68 15.11 12.49 11.57 13.24

20.25 13.54 26.34 14.98 7.71 7.86

4.33 2.43 4.33 5.06 6.24 6.50
12.14 -9.21 6.95 9.50 4.70 6.35

1.33 3.07 4.85 2.43 3.81 4.00

3.26 3.42 2.54 2.69 2.43 2.57

* Annual CPI-U data are measured as ycar-over-year change
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2007 Capital Market Projections
r

Modest changes expected from last year's projections. 
Fed executed policy exactly as expected. Strong equity 
returns, incredible corporate profits are likely not 
sustainable.
Inflation at 2.75% implies moderation from recent 
levels; consensus expectations are even lower.
Projected cash returns are lower than current short­
term yields, reflecting expectations that interest rates 
peaked in 2006. 4%  still implies a positive real return.
Bond returns nudged up to 5.25%:

- Reflects  current y ie ld -to-w orst .
Project upward sloping yield cu rve  (v ery  slight), with a v e r y  small risk 
premium for bonds o v e r  cash ( 1 . 2 5 % ) .

Equity returns left unchanged, narrowing the premium 
over fixed income.
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jmestiDomestic Fixed Income
Lehm an Aggregate Index - Daily Yield to W orst from 1/1/01 to 12/31/06

5.34%
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Domestic Fixed Income , A

••

* ^
C u r r e n t  Y i e l d  i s  a  S t r o n g  P r e d i c t o r  o f  R e t u r n s

Lehman Aggregate Index 5  Year Returns vs. Lagged Yield to Worst
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Equity Appears to be Reasonably Priced
T r a i l i n g  P / E  A p p r o a c h i n g  L o n g - R u n  A v e r a g e

Price to Earnings Ratio for S&P 5 0 0  ( 1 9 5 4  - 2 0 0 6 )

Trailing earnings as reported for the fiscal year; includes negative earnings from 1998 onward.
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Domestic Equity vs. Bond Yields
I

S&P 5 0 0  Earnings Yield vs. 1 0 -Year Treasury Yield

81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06
Stocks Undervalued?

Peak of interest Return to an old regime?
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2007 Capital Market Projections

Asset Class Index
Projected Annual Return Nomiual 

Real
Projected Standard 

Deviation (Risk) Projected Yield 2006 Projections
Equities
Broad Domestic Equity Russell 3000 9.00% 6.25% 16.90 2.10 9.00% 16.90
Large Cap S&P 500 8.85% 6.10% 16.40 2.20 8.85% 16.40
Small/Mid Cap Russell 2500 9.85% 7.10% 22.70 1.20 9.85% 22.70
International Equity MSCI EAFE 9.20% 6.45% 20.10 2.20 9.20% 20.10
Emerging Markets Equity MSCI EMF 9.80% 7.05% 32.90 0.00 9.80% 32.90

Fixed Income
Domestic Fixed LB Aggregate 5.25% 2.50% 4.50 5.25 5.00% 4.50
Defensive LB Gov't 1-3 Year 4.25% 1.50% 2.30 4.25 4.25% 2.30
TIPS LB TIPS 4.90% 2.15% 6.00 4.90 4.65% 6.00
High Yield CSFB High Yield 7.00% 4.25% 11.50 7.00 6.75% 11.40
Non USS Fixed Citi Non-US Gov't 5.15% 2.40% 9.60 5.15 4.90% 9.60

Other
Real Estate Callan Real Estate 7.60% 4.85% 16.50 6.00 7.60% 16.50
Private Equity VE Post Venture Cap 12.00% 9.25% 34.00 0.00 12.00% 34.00
Absolute Return Callan Hedge FoF 6.50% 3.75% 9.70 0.00 6.50% 10.20
Cash Equivalents 90-Day T-Bill 4.00% 1.25% 0.80 4.00 4.00% 0.80

Inflation CPI-U 2.75% 1.40 2.75% 1.40
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Current Policy with 2007 Projections\

Asset Mix Alternatives 
Optimization Set: 2007

Portfolio
Com ponent M ax Mix 1 Mix 2 Mix 3 APFC2006 Mix 4 Mix 5
Large Cap 100% 14% 19% 25% 29% 32% 38%
Small/M id Cap 100% 4% 5% 7% 5% 8% 10%
International Equity 100% 6% 9% 12% 16% 15% 19%
Em erging M arkets Equity 100% 1% 1% 2% 3% 2% 3%
Domestic Fixed 100% 59% 48% 36% 25% 24% 12%
Non US Fixed 100% 5% 4% 3% 4% 2% 0%
Real Estate 100% 5% 6% 7% 10% 9% 10%
A bsolute R eturn 4% 4% 4% 4% 4% 4% 4%
Private Equity 4% 2% 4% 4% 4% 4% 4%
Cash Equivalents 100% 0% 0% 0% 0% 0% 0%
Totals 100% 100% 100% 100% 100% 100%

Expected R eturn 6.50% 7.00% 7.50% 7.84% 8.00% 8.50%
S tandard  Deviation 6.64% 8.33% 10.16% 11.50% 12.10% 14.09%
Sharpe Ratio 0.38% 0.36% 0.34% 0.33% 0.33% 0.32%

Note that the APFC’s implementation of domestic and 
international equity is accomplished through 
both global and domestic/international portfolios. Hie 
current implementation plan has 14% allocated 
to global portfolios funded through 7% reductions 
in both international and domestic large cap.
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Efficient Frontier

Projected Risk
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Alaska Permanent Fund Corporation 
Fiscal Performance Summary

For fiscal year 2006 :

. The Fund returned 11 percent, w ell ahead of our benchm ark of 
1 0 .5 % .

. For the firs t tim e the  Fund reached $31 , $32 , $33 , $34  and $35  
billion in value

• We earned $3 .1  billion on investm ents, and received an additional 
$601  m illion in m ineral revenues.

. And w e paid $689  m illion in dividends, ending the year w ith  a 
balance of $ 3 2 .9  billion, a gain of alm ost $3 billion over FY05.

For the firs t six m onths of fiscal 2007:

. The Fund returned 9 .6 % , and closed on Decem ber 31 w ith  an 
unaudited value of $ 3 6 .4  billion.

. S tatu tory  net income as of Decem ber 31 was $1 .9  billion.
S tatu tory  net income was only $25 7  m illion for FY02, the year th a t  
falls out of the five -year average, so v/e expect dividends w ill be 
higher this fall.

. Perform ance since Decem ber was trending upw ard, and the
Perm anent Fund closed $^D million short of $38  billion on Monday.

. Most of this strong perform ance is the result o f gains in both US 
and non-US stocks, and the m arkets have held on to some of the  
gains m ade since Decem ber 31.
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O ffic ia l Business

Alaska State Senate
S e n a t e  F i n a n c e  C o m m i t t e e

M a il Slop 3100 
State Capito l 

Juneau, A laska 99801-1182

AGENDA

T h u rs d a y ,  M a rc h  1, 2 0 0 7  

9 :00  a .m .

A la s k a  P e rm a n e n t  F u n d  C o rp o ra t io n  P resen ta t io n  

A P F C  B o a r d  o f  D irec to rs
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