
2 / 2 1 / 1 2  
O V E R V IE W : 
C A P IT A L  M A R K E T S  
O U T L O O K  A N D  
P E R M A N E N T  F U N D  
P E R F O R M A N C E  
R E V IE W

< T A R G E T x B IL L x /B IL L x S U B J E C T > 2 -2 1 -1 2  OVERVIEW CAPITAL 
MARKETS OUTLOOK AND PERMANENT FUND PERFORMANCE 
REVIEW</SUBJECT><C0MM>SFIN27</C0MMx/TARGET>



Oil Pr iv ile g e d  a n d  Co n f id e n t ia l

2012 Economic Environment and 
Capital Markets Review 

Senate Finance Committee

C a lla n  A s s o c ia te s  In c .
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 
F e b ru a ry  2 1 ,20 1 2

Callan Associates • Knowledge for Investors



Oil Callan’s Capital Market Projection Process
E c o n o m ic  o u t l o o k  d r i v e s  o u r  p r o je c t i o n s .

■ 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 :

-  B u s in e ss  cyc les , re la tive  g row th , in fla tion .

■ 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 p p l y  m a r k e t  i n s i g h t :

-  C o n su lta n t e xp e rie n ce  - P lan S ponso r, M a n ag e r S earch , S p e c ia lty

-  Ind u s try  con se n su s

-  C lie n t P o licy  R ev iew  C o m m itte e

■ 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 .
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Gil Themes Explored in Setting the 2012 
Expectations

■ What the heck happened in 2011? Are we back on track? What are 
the prospects fo r growth in the short term?

■ Did inflation disappear as a risk?

■ Bond market surprised yet again in 2011, w ith rates going down 
rather than up. Did anyone call the 2011 fixed income market? Is 
THIS fina lly the end o f the road fo r bonds? Do rising rates doom 
the return expectations fo r fixed income?

■ Has the long term trend fo r GDP growth changed?

■ Sharp contrast between a long term, strategic vision fo r an 
investor (10+ years), the short term (1-3 years) reality, and the path 
from the current conditions to the long term expectations.

■ Scenarios beyond the expected case:
-  Threat of double dip.
-  Stagnation and deflation.
-  The recovery reignites and inflation takes hold.
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Gil The Capital Markets in 2011
F ix e d  I n c o m e  S u r p r i s e s ,  E q u i t y  M a r k e t s  S u f f e r  L o s s  o f  C o n f i d e n c e

Average Annual Return

2006 2007 2008 2009 2010 2011
Five Years 

2007-11
Ten Years 
2002-11

Fifteen Yrs 
1997-2011

Broad U.S. Stock Market
Russell 3000 15.72 5.14 -37.31 28.34 16.93 1.03 -0.01 3.51 5.68
S&P Super Composite 1500 15.34 5.47 -36.72 27.25 16.38 1.75 0.11 3.40 5.84

Larae Can U.S. Stocks
Russell 1000 15.46 5.77 -37.60 28.43 16.10 1.50 -0.02 3.34 5.68
S&P 500 15.79 5.49 -37.00 26.47 15.06 2.11 -0.25 2.92 5.45

Small CaD U.S. Stocks
Russell 2000 18.37 -1.57 -33.79 27.17 26.85 -4.18 0.15 5.62 6.25
S&P 600 Small Cap 15.11 -0.30 -31.07 25.57 26.31 1.02 1.94 7.09 8.27

Non-U.S. Stock Markets
EAFE ($US) 26.34 11.17 -43.38 31.78 7.75 -12.14 -4.72 4.67 3.39
MSCI Emerging Markets 32.59 39.78 -53.18 79.02 19.20 -18.17 2.70 14.20 7.12

Fixed Income Markets
BC Aggregate 4.33 6.97 5.24 5.93 6.54 7.84 6.50 5.78 6.32
Citi Non-US Bonds 6.95 11.45 10.11 4.38 5.22 5.17 7.23 8.36 5.54

Cash Market
90-day T-bill 4.85 5.00 2.06 0.21 0.13 0.10 1.48 1.95 3.02

Inflation
CPI-U* 2.54 4.08 0.09 2.72 1.50 2.96 2.26 2.48 2.37

* CPI-U data are measured as year-ouer-year change through 12/31/11.

Results for 2011 showed a sharp slump in all equity segments. Domestic equity returns were down almost 
10% through September 2011; a strong fourth quarter brought returns back above zero. International 
markets were not so fortunate.
Five-year equity returns through 2011 are essentially zero. Ten-year returns are weak as the tech bubble 
has rolled out of the calculations, and include two downturns. Fifteen-year returns are still below long-run 
averages, and are back below those of fixed income.
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Stock Market Returns by Calendar Year
2011

2 0 1 1  P e r f o r m a n c e  

H i s t o r y  o f  t h e  U . S .
224 Years o f Returns

P e r s p e c t i v e  -  

S t o c k  M a r k e t

2007 
2005 
1994 
1992 
1987 
1984 2006
1978 2004
1970 1993
1960 1988

2011 return: +2.1%

2010
2010 return: +15.1%

2009

JL
2008

1956 1986 2003 \
1953 1972 1999 *♦« 2009 return: +26.5%
1948
1947

1971
1968

1998
1996

1939 1965 1983
2000 1934 1964 1982 ■
1990 1929 1959 1979 2008 return: -37.0%
1981 1923 1952 1976 ♦
1977 1916 1942 1967
1969 1912 1921 1963 ♦

1966 1911 1909 1961
♦♦

1962 1906 1905 1955 ♦♦
1946 1902 1900 1951«♦

1941 1896 1899 19£0
1940 1895 1891 i$49
1932 1894 1886 -►*1944
1914 1892 1878** 1943
1913 1889 i« fc 1938
1910 1888 /8 7 1 1925
1890 1882 4♦ 1868 1924
1887 1884* 1865 1922
1883 ;875 1861 1919
1877 - *1874 1855 1918oo 1870 1845 1901 1997

2001 1809 1867 1844 1898 1995
1973 #4$59 1866 1840 1897 1991
1957 V* 1853 1864 1835 1885 1989
1926* 1838 1851 1829 1880 1985
^9?0 1837 1849 1824 1860 1980

/ 1 903 1831 1848 1823 1856 1975
♦ 1893 1828 1847 1821 1834 1945

♦♦ 1884 1825 1846 1820 1830 1936
7002 1876 1819 1833 1818 1817 1928

♦*1974 1858 1812 1827 1813 1809 1927
1930 1842 1811 1826 1806 1800 1915 1958 1954

■ 1917 1841 1797 1822 1803 1799 1904 1935 1933
I 1907 1839 1796 1816 1802 1798 1852 1908 1862

1857 1836 1795 1815 1793 1794 1850 1879 1808 1843
1854 1810 1792 1805 1791 1790 1832 1863 1804 1814

-50% -40% -30% -20% -10%
i  i r10% 20% 40% 50% 60% 70%
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Oil Below-Par Recovery for the U.S. Economy

R e a l  G D P
Annual Percent Change

* 2012-13 estimate - Global Insight

Source: G lobal Insight
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Oil Deeper Recession, Slower Recovery
G D P  H a s  S t r u g g le d  t o  R e g a in  I t s  P r e v io u s  P e a k

R e a l  G D P  C o m p a r e d  w i t h  R e c e s s i o n  T r o u g h

Q uarte rs  fro m  T rough

* 20 09 Q 2  tro ugh

Source: G lobal Insight
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Gil Will We Fall Back Into Recession?

W h y ?

■ A n  e c o n o m y  n e a r  s t a l l  s p e e d  

i s  v u l n e r a b l e  t o  s h o c k s .

■ F e d  c a n ’ t  h e l p  m u c h .

■ R i s k s  o f  p o l i c y  m i s t a k e s

-  P r e m a t u r e  f i s c a l  t i g h t e n i n g

-  P o l i c y  p a r a l y s i s .

*  E u r o z o n e  i s  t h e  i m m e d i a t e  

r i s k .

■ O i l  s h o c k s  a r e  a  p e r e n n i a l  

t h r e a t .

■  W h y  N o t ?

*  U . S .  b a n k s  i n  b e t t e r  s h a p e  

t h a n  2 0 0 8 .

*  N o n f i n a n c i a l  c o r p o r a t i o n s  

b a l a n c e  s h e e t s  a r e  s t r o n g .

*  E x p o s u r e s  t o  E u r o z o n e  

s o v e r e i g n  d e b t  a r e  b e t t e r  

u n d e r s t o o d  t h a n  w e r e  t h e  

e x p o s u r e s  t o  s u b - p r i m e  d e b t .

E u r o p e  u n l i k e l y  t o  a l l o w  a  

m a j o r  i n s t i t u t i o n  t o  c o l l a p s e  

s i m i l a r  t o  L e h m a n .
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Oil
Modest Employment Growth and High 
Unemployment Sapped Confidence

nEmployment Growth (Left scale, annual percent change) 
— Unemployment Rate (Right scale, percent)
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Good News: Initial Unemployment 
Insurance Claims Are Edging Down

( I n i t i a l  u n e m p l o y m e n t  i n s u r a n c e  c l a i m s ,  t h o u s a n d s )

—  4 - W e e k  M o v in g  A v e r a g e  - ♦ - A c t u a l

■ 4 0 0 ,0 0 0  = “ m a g ic  n u m b e r ”  b e lo w  w h ic h  th e  jo b  m a rk e t is  ty p ic a l ly  e x p a n d in g .

Source: U.S. D epartm ent o f Labor
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■I A Rebound in Household Formation
Sill Required for Recovery in Housing Starts

2.5 

2 . 0

1.5 

1 .0  

0.5 

0 . 0

1980 1985 1990 1995 2000 2005 2010

■Housing Starts — Household Formation

( M i l l i o n s )
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Oil
Consumers Spending Has Not Been a 
Strong Driver of Recovery

□  Real Consumption Growth (Left scale, annual percent change)
Consumer Sentiment (Right scale, Reuters/Michigan Index, 1966=100)

Source: G lobal Insight
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Pent-up Demand for Durable Goods Drives 
Growth in Consumer Spending
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Source: G lobal Insight

( P e r c e n t  c h a n g e ,  r e a l )
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Oil S o  I s  R i s i n g  I n f l a t i o n  a n  E m e r g i n g  T h r e a t ?

■ Economic theory says inflation HAS to take off:
-  U n p r e c e d e n t e d ,  s y n c h r o n i z e d  g lo b a l  m o n e t a r y  s t im u lu s .

• Interest rates at historic lows.
-  U n p r e c e d e n t e d  f i s c a l  s t im u lu s .

• Corresponding unprecedented federal budget deficit.
• Inflation beneficial to debtors—moral hazard?

-  C o m m o d i t y  p r i c e s  i t c h in g  t o  r i s e  a t  t h e  f i r s t  s i g n  o f  g r o w t h .

-  D o l l a r  m u s t  w e a k e n ,  f u r t h e r i n g  p r e s s u r e  o n  i n f la t i o n .

■ Practical reality:
-  T h e  U . S .  a n d  t h e  r e s t  o f  t h e  w o r l d  f a c e  v e r y  s l o w  r e c o v e r i e s :

• Fiscal and monetary stimulus kept us out of a longer, deeper recession, but
• Aggregate demand is weak, no post-recession surge as fiscal stimulus fades.
• Capacity utilization has plummeted in the U.S.; we are awash in new capacity 

overseas, and still importing deflationary pressure.
• Weak job market, no wage pressures.

-  I n t e r e s t  r a t e s  m a y  r i s e  s h a r p l y  w i t h o u t  a  s u r g e  in  i n f la t i o n .

-  I n f l a t io n  a  v e r y  r e a l  t h r e a t ,  b u t  i t  m a y  b e  u p  t o  f i v e  y e a r s  o f f .

-  C o m m o d i t y  p r i c e s  r e p r e s e n t  a  w i l d c a r d  t h r e a t  in  t h e  s h o r t e r  t e r m ,  p a r t i c u l a r l y  

a  s u p p ly - s i d e  d i s r u p t i o n .

• Commodity spike more likely to trigger another slowdown than a general price spiral.
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Oil
C o n s u m e r  P r i c e  I n f l a t i o n  E x p e c t e d  t o  

E a s e  in  2 0 1 2

1998 2000 2002 2004 2006 2008 2010 2012

— All-Urban CPI — Core CPI — Employment Cost Index

Source: Global Insight
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Gil C o r p o r a t e  l i q u i d i t y  &  g r o w t h

Corporate Cash as a % of Current Assets
S&P 500 companies -  cash and cash equivalents, quarterly
3 0 % i

Corporate Growth
Quarterly deal volume and nonfarm nonfinancial capex, billions USD
$1,300

$1,200

$1,100

$1,000

$900

$800

$700

$600

1.600
. apital expenditures M&A activity ►

Source: Standard & Poor's, FRB, Bloomberg, FactSet, J.P. Morgan Securities, J.P. Morgan Asset Management.
(Top left) Standard & Poor’s, FactSet, J.P. Morgan Asset Management. (Top right) M&A activity is quarterly number of deals of any value and T D  IViT/ \ K*Qf£| |T1
capital expenditures are for nonfami nonfinancial corporate business. (Bottom left) Standard & Poor's, FactSet, J.P. Morgan Asset u * A .lT iU i. ^  C H I
Management. (Bottom right) Standard & Poors, Compustat. FactSet, J.P. Morgan Asset Management. Data are most recent as of 12/31/11. Asset Management

40%
$100

$80

Share b u yb acks » MO

Dividend Payout Ratio
S&P 500 companies, LTM 
60%

Cash Returned to Shareholders
Rolling 4-quarter averages, S&P 500, billions USD

$140

$120

■This graph reproduced from J.P. Morgan Guide to Markets Q1 2012

2012 Capital Market P rojections Callan Associates • Knowledge for Investors 1§



Gil
B u s i n e s s  E q u i p m e n t  D e m a n d  I s  

S t r e n g t h e n i n g

(Nondefense capital goods excl. aircraft, 3-month moving average, billions $

— Orders —Shipments

Source: Global Insight
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Gil U . S .  E c o n o m i c  G r o w t h  b y  S e c t o r

Annual Percentage Change
12/31/2006 
Share o f  

GDP

12/31/2011 
Share o f  

GDP 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Direction o f  Change
Real GDP 100.0% 100.0% 1.8 2.5 3.5 3.1 2.7 1.9 -0.3 -3.5 3.0 1.8 Slowing
Consumption 70.3% 71.1% 2.7 2.8 3.3 3.4 2.9 2.3 -0.6 -1.9 2.0 2.2 Above total GDP growth
Residential Investment 5.1% 2.2% 5.3 8.2 9.8 6.2 -7.3 -18.7 -23.9 -22.2 -4.3 -1.7 Light on the horizon?
Bus. Fixed Investment 11.3% 10.4% -7.9 1.4 6.2 6.7 8.0 6.5 -0.8 -17.9 4.4 8.7 Healthy growth
Federal Government 6.9% 8.1% 7.3 6.6 4.1 1.3 2.1 1.2 7.2 6.0 4.5 -1.8 End of stimulus
State & Local Govt. 11.6% 11.7% 3.3 -0.1 -0.2 -0.2 0.9 1.4 0.0 -0.9 -1.8 -2.2 S e e  "Federal Government"
Exports 11.3% 13.9% -2.0 1.6 9.5 6.8 9.0 9.3 6.1 -9.4 11.3 6.9 Continued bright spot
Imports 16.6% 17.5% 3.4 4.4 11.1 6.1 6.1 2.4 -2.7 -13.6 12.5 4.8 Consumption or energy prices?

■ GDP hit bottom in Q2 2009. After inventory and stimulus boost, economy was fully 
expected to slow in second half of 2010 and through 2011, but the bottom seemed to 
fall out of economic growth, particularly during the first half of 2011.

■ As confidence deteriorated with the European debt crisis and the US budget impasse 
over the summer, concerns rose for a return to recession,

■ However, data on the U.S. economy began to surprise, notching solid growth in the 
3rd and 4th quarters. Indicators ranging from orders to jobs to consumer spending all 
strengthened in direct contrast to depressed reports on consumer and business 
confidence.

■ Note: Imports are a negative number in the calculation of GDP.

Source: Global Insight
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Oil W h a t  W i l l  T h e  F e d  D o ?

■ The Fed is worried; it had expected 2.7%-2.9% growth 
for 2011, 3.3%-3.7% for 2012.

■ 2011 came in at 1.8%.

■ Global Insight (and consensus) forecast now: 2.0% 
(2012), 2.4% (2013).

■ Fed has used its prime ammunition already.

■ No rate hike till mid-2013 “promised”.

■ Market assumes no hike before 2014.

■ Hurdle for QE III is high -  but we may clear it.

2012 Capital Market P rojections Callan Associates • Knowledge for Investors 18



Oil F e d e r a l  F u n d s  R a t e  N e a r  Z e r o  U n t i l  2 0 1 4
Long Rates Will Also Stay Low; Steep Yield Curve

(Percent)

-♦-Federal Funds — 10-Year Treasury — 30-Year Mortgage Rate

Source: Global Insight

2012 Capital Market P ro jections Callan Associates • Knowledge for Investors 19



Oil T h e  E c o n o m y  a n d  t h e  C a p i t a l  M a r k e t s

■ The economy was fully expected to meander through a weak recovery, as the 
combination of recession, financial crisis and deleveraging required time to work 
through the system.

-  GDP growth was expected to slacken in 2011, but events and emotions combined to spur 
investors into a series of risk on/risk off trades that drove market volatility.

-  Economic data suggest the economy continues to grow, but such growth will remain modest.
-  Double-dip recession is possible, but not the expected outcome.

■ Callan’s outlook:
-  Inflation will likely drift higher, but not immediately. Painfully low interest rates will persist, now 

that the Fed has “guaranteed” low rates through 2013. We expect interest rates to rise gradually 
after 2013.

-  Historic nominal return averages will be hard to achieve over the short, medium and even the 
longer run.

-  Stocks rallied in the fourth quarter of 2011, saving the results for the year. However, prospects 
for above-trend growth are weak; companies are strong enough to attain trend profit growth, but 
not a lot more.

-  The housing market has yet to truly hit bottom, despite mortgage rates at an all-time low. The 
“shadow inventory” of homes yet to foreclose still hangs over the market.

-  The chance that we could see another leg down on housing is the greatest risk to the economy, 
and to a deflationary spiral.

-  The dollar should face substantial downward pressure as a result of U.S. policy. The problem, 
of course, is what other currency can take the dollar’s place?

-  The path to a rational set of long-term capital market outcomes is likely through an ugly 
shorter term period of rising interest rates, capital losses in fixed income, and volatile 
equity markets.
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Oil E q u i t y  I s  M o r e  R e a s o n a b l y  P r i c e d
Trailing P/E Below Its Long Run Average

Price to Earnings Ratio for S&P 500 (1954 - 2011)

r - r — T - T - T - r - T - t — r - T - T - T - T - i — T - T — C M C N C N C N

Trailing earnings as reported for the fiscal year; includes negative earnings from 1998 onward. 
Source: Standard & Poor’s and Callan.
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Oil B u i l d i n g  U S  E q u i t y  E x p e c t a t i o n s

■ Dividend Yields Likely to Stay Near Current Levels.
-  Financing uncertainty continues so cash unlikely to be returned to investors.
-  Fixed income yields expected to remain low.

■ Equity Valuations Currently Moderate to Attractive After Market 
Angst During 2010 and 2011.

■ Corporate Profits Near Long-Term Growth Rate.
-  Companies may be able to sustain trend or above trend profit growth even in a weak 

recovery.

■ Company Balance Sheets Are Strong, But No One is Eager to 
Spend. Large Cash Holdings a Drag on ROE.

■ Consumption Still Dominates Economic Growth.
-  Unemployment high but finally declining,
-  Wealth depleted,
-  Deleveraging continues,
-  Savings replenished.

■ Exports Remain Strong, in Spite of Strengthening Dollar but Impact 
Muted by Size of Economy.

■ Have We Entered a New Era of Lower Trend Growth in GDP?
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Gil
C u r r e n t  Y i e l d  is  E x c e p t i o n a l l y  L o w
We Can Go Lower; Uncharted Waters Going Forward

BC Aggregate Index - Daily Yield to Worst from 1/2/01 to 12/30/11

6.75%

2.00%

Source: Barclays Capital and Callan
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T r e a s u r y  R a t e s  F e l l  W i t h  F e a r s  o f  a  
F a l t e r i n g  R e c o v e r y

U.S. Treasury Yield Curves
Constant Maturities: 1Mo/3Mo/6Mo/1Yr/2Yr/3Yr/5Yr/7Yr/10Yr/20Yr/30Yr

Source: Federal Reserve

0  0  £  £  £
^  ^  V- CNJ CO LO h -  o1-  CO CO T—

Maturity
o
CM

Source: Federal Reserve and Callan
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Oil B u i l d i n g  F i x e d  I n c o m e  E x p e c t a t i o n s

■  2 0 1 1  r e s u l t s  y e t  a n o t h e r  s u r p r i s e  -  i n t e r e s t  r a t e s  f e l l ,  b r o a d  

m a r k e t  g e n e r a t e d  7 . 8 %  r e t u r n  ( B C  A g g r e g a t e ) .

-  C r e d i t  e v e n t  o f  2 0 1 1 :  d o w n g r a d e  o f  U . S .  T r e a s u r y  d e b t  b y  S & P .

-  R e s u l t  o f  d o w n g r a d e :  a  f l i g h t  t o  q u a l i t y .  T r e a s u r i e s  r a l l i e d .  T h e  m a r k e t  s p e a k s .

■  T h e  p a t h  t o  f u t u r e  r e t u r n  m a t t e r s :

-  I n f l a t io n

-  C o m p o s i t i o n  o f  t h e  m a r k e t

-  E x p e c t e d  s p r e a d s  a n d  r i s k  p r e m iu m s

-  C u r r e n t  y i e l d s  -  l e v e l ,  s l o p e  o f  t h e  y ie ld  c u r v e .

■  H a r d  t o  b e  e n t h u s i a s t i c  a b o u t  f i x e d  i n c o m e  r e t u r n s  g i v e n  

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

g r o w t h .

-  C a l l i n g  t h e  b o t t o m  o f  t h e  “ lo n g  t e r m ”  i n t e r e s t  r a t e  c y c le  h a s  b e e n  p e r i l o u s .  

N e v e r t h e le s s ,  t h e  r i s k  t h a t  r a t e s  w i l l  m o v e  h ig h e r  i s  l i k e l y  g r e a t e r  t h a n  t h e  

p o t e n t i a l  f o r  r a t e s  t o  m o v e  lo w e r .
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Oil 2 0 1 2  C a p i t a l  M a r k e t  E x p e c t a t i o n s

■ Bond returns reduced to 3.25%. We expect interest rates to rise, 
likely after 2013, resulting in capital loss before higher yields kick in. 
We expect cash yields to reach 3.0% and 10-year Treasury yields to 
reach 5% over the ten-year projection.

■ Project an upward sloping yield curve, with a slim risk premium for 
bonds over cash (1.0%).

■ Building equity returns from long-term fundamentals, we find it hard 
to get to 8%: 2.5-3.0% real GDP growth, which means 5-5.5% nominal 
earnings growth, 2% dividend yield. Nothing expected from the 
“buyback yield”. Equity suffered in the broad flight to quality in 2011, 
particularly outside the U.S., and looks reasonably priced, but is it 
“cheap”? Broad U.S. equity expectations are reduced 25 bps, from 
8.0% to 7.75%. Broad non-U.S. equity returns are decreased by a 
similar amount.

■ Real estate return reduced to 6.4% from 6.75%, reflecting income 
returns holding up at 5-6% but reduced expectations for appreciation.

■ Hedge fund expectations of T-bill plus 2.75% suggests a return of 
5.5%.
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2 0 1 2  C a p i t a l  M a r k e t  E x p e c t a t i o n s
Return and Risk

Summary of Callan's Long-Term Capital Market Projections (2012 - 2021)

A sset C la s s In d ex

P ro je cte d  Return

1-Y ear 10-year  
A rithm etic G e o m e tric*  R ea l

P ro jecte d  Risk

Stan d ard
Deviation

P ro jecte d
Y ie ld

2011

10-year  
G e o m e tric  *

S ta n d a rd
Deviation

E q u itie s
Broad Domestic Equity Russell 3000 9.20% 7.75% 5.25% 18.70% 2.00% 8.00% 18.10%
Large Cap S&P 500 8.95% 7.60% 5.10% 18.00% 2.20% 7.85% 17.25%
Small/Mid Cap Russell 2500 10.25% 7.90% 5.40% 23.00% 1.20% 8.25% 23.00%
International Equity MSCI EAFE 9.30% 7.60% 5.10% 20.00% 2.00% 7.85% 19.75%
Emerging Markets Equity MSCI EMF 11.50% 8.00% 5.50% 27.75% 0.00% 8.35% 27.50%
Global ex-US Equity MSCI ACWI ex-US 9.85% 7.90% 5.40% 21.15% 1.70% 8.20% 20.90%

F ix e d  In com e
D efensive BC Gov't 1-3 3.00% 3.00% 0.50% 2.50% 3.00% 3.25% 2.50%
Domestic Fixed BC Aggregate 3.30% 3.25% 0.75% 4.25% 3.30% 3.75% 4.50%
TIPS BC TIPS 3.10% 3.00% 0.50% 5.60% 3.10% 3.50% 5.90%
Long Duration BC Long Gov/t/Credit 4.10% 3.45% 0.95% 11.80% 4.10% 4.00% 11.15%
High Yield BC High Yield 6.00% 5.35% 2.85% 12.50% 6.00% 5.60% 11.55%
Non-US Fixed Citi Non-US Gov’t 3.25% 2.85% 0.35% 9.50% 3.25% 3.35% 9.70%

O ther
Real Estate Callan Real Estate 7.65% 6.40% 3.90% 16.95% 5.00% 6.75% 16.35%
Private Equity VE Post Venture Cap 13.05% 8.90% 6.40% 30.60% 0.00% 9.00% 30.00%
Hedge Funds Callan Hedge FoF 5.90% 5.55% 3.05% 10.00% 0.00% 5.90% 10.00%
Commodities DJ-UBS 4.75% 3.25% 0.75% 17.90% 3.00% 3.75% 24.00%
Cash Equivalents 90-day T-bill 2.75% 2.75% 0.25% 0.90% 2.75% 3.00% 0.90%

Inflation CPI-U 2.50% 2.50% 1.40% 2.50% 1.40%

* Geometric returns are derived from arithmetic returns and the associated risk (standard deviation). 

Source: Callan
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2 0 1 2  C a p i ta l  M a rk e t  E x p e c t a t io n s  
L a rg e ly  U n c o n s t r a in e d  Asset Mix Return and Risk 
Absolute Return Capped at 5%

Asset M ix Alternatives 
Optimization Set: 2012 Broad Equity

Portfolio
Component Min Max Mix 1 Mix 2 M ix3 M x 4 M ix5 Mix 6
Broad Domestic Equity 0% 100% 19% 22% 26% 29% 33% 35%
Global ex-US Equity 0% 100% 14% 17% 20% 23% 26% 29%
Private Equity 0% 100% 2% 3% 5% 6% 7% 10%
Domestic Fixed 0% 100% 39% 31% 23% 16% 7% 0%
High Yield 0% 100% 6% 6% 6% 7% 7% 6%
Non US Fixed 0% 100% 3% 4% 4% 4% 5% 4%
TIPS 0% 100% 7% 6% 3% 1% 0% 0%
Real Estate 0% 100% 5% 6% 8% 9% 10% 11%
Absolute Return 0% 5% 5% 5% 5% 5% 5% 5%
Totals 100% 100% 100% 100% 100% 100%

Projected Arithmetic Return 6.00% 6.60% 7.20% 7.80% 8.40% 9.00%
Projected Standard Deviation 8.59% 10.30% 12.06% 13.85% 15.66% 17.49%
5 Yr. Geometric Mean Return 5.77% 6.24% 6.68% 7.08% 7.45% 7.78%
10 Yr. Geometric Mean Return 5.77% 6.23% 6.66% 7.06% 7.42% 7.74%
10 Yr. Simulated Sharpe Ratio 0.32% 0.31% 0.30% 0.29% 0.28% 0.27%

ARMB’s current policy has an expected arithmetic return of 7.9% 
The expected 10-year geometric mean return is 7.1%.

Source: Callan

Oil
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F a l lo u t  o f  2 0 1 2  C a p i ta l  M a rk e t  E x p e c t a t io n s

■ What happened in 2011? The economic recovery appeared to lose steam, 
investors lost faith, the equity market took beating through Q3, and interest 
rates fell sharply, from already-low levels. Strong fourth quarter pushed U.S. 
equities back up, but only enough to end the year flat sharply; non-U.S. 
markets were not so fortunate. Bonds recorded yet another (unexpected) 
stellar year as interest rates dropped in the flight from risk.

■ Bond returns going forward- not a lot of room for optimism. Interest rates 
have no where to go but up, right?

■ Cash cannot sustain a negative real yield over the longer term. Or can it? We 
project an upward sloping yield curve, with very a slim risk premium for 
bonds over cash.

■ Building equity returns from long-term fundamentals:
-  Earnings growth -  o u tlo o k  n o w  in jeo p a rd y .

-  Real G DP -  h o w  s lo w  ca n  w e  g o ?

-  D ividends & other returns on free ca sh  flow -  ca n  d iv id e n d s  s u r p a s s  T rea su ry  y ie ld s ?  For h o w  lo n g ?  

Valuation -  c h e a p e r , b ut c h e a p  e n o u g h ?

■ How to make investors very unhappy in 3 easy numbers:
-  B onds = 3%, or le s s  

S to ck s = 8%, or le s s

-  6 0 /4 0  = 7%, or le s s . . .

-  Our 20 1 2  num bers reflect our o p tim ism  for the econ om y, for inflation, and for the capital m arkets.

-  T he challenge: to refrain from translating th e se  exp ecta tion s into a n eed  to take on m ore risk in pursuit of 
return.

-  How d o e s  o n e  k eep  invested  in fixed incom e -  a prudent investor’s  anchor to windward -w hen w e all KNOW  
it’s  going to lo se  m oney while interest rates rise?
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1 0 - Y e a r  v s .  3 0 - Y e a r  C a p i t a l  M a r k e t  

E x p e c t a t i o n s

■ Over a 30-year time horizon, our capital market expectations would 
reference long-term historical mean results, with an overlay of informed 
judgment. Key elements to consider:

-  Nominal returns
-  Inflation
-  Real returns

Risk premia -  bonds over cash, stocks over bonds, long duration over short 
Long term underlying economic growth (real GDP).

■ Current expectations:
Stocks: 7.75% nominal, 5.25% real, 4.50% premium over bonds 
Bonds: 3.25% nominal, 0.75% real, 0.50% premium over cash

-  Cash: 2.75% nominal, 0.25% real 
Inflation: 2.5%
Underlying economic growth (real GDP) -  2 to 3% per year.

■ Long-term (30-year) expectations:
-  Stocks: 9.5% nominal, 6.5% real, 4.5% premium over bonds 

Bonds: 5% nominal, 2% real, 1% premium over cash
-  Cash: 4% nominal, 1% real
-  Inflation: 3.0%

Underlying economic growth (real GDP) -  3 to 3.5% per year.
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1 0 - Y e a r  v s .  3 0 - Y e a r  C a p i t a l  M a r k e t  

E x p e c t a t i o n s

■ Under Callan’s current 5-10 year expectations, a typical 
institutional policy target mix is not expected to generate an 
annual return anywhere near 8.0%; even 7.0% will be a challenge.

-  Assumed returns for pension valuations and endowment/foundation spending are usually 
between 7% and 8%.

■ Substantially greater exposure to risk assets than the typical 
policy mix would be required to generate an 8% return over the 5- 
10 year horizon, potentially in conflict with many investors’ 
expressed tolerance for risk.

■ Appealing to expectations with a 30-year time horizon, a typical 
institutional policy mix may indeed be expected to generate an 8% 
return. However, long-term perspective must be maintained. The 
path to a long-term 8% return will include extended periods of 
returns above the 8% (the 1990s, 2003-2007) and periods below the 
8 % .
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Alaska Permanent Fund

Designed for Sustainability

m  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



FY2011 performance
Total return 20.60%

Benchmark return 21.50%

Ending balance $40.1 billion

Change from FY11 $ 6.9 billion

Dividend $801 million



FY2012 to-date
Total return -4 .5%

Benchmark return -4 .6%

Ending balance $39.0 billion

Change from FY11 -$ 1.1 billion



Renewable resource

$ 1 5 . 6 $ 1 9 . 2 $ 4 0 . 7

b i l l i o n b i l l i o n b i l l i o n

d e p o s ite d d iv id e n d s c u r r e n t
in  F u n d  to p a id  to  d a te v a lu e

d a te



Tysons Corner Center

Washington, DC

2 million square feet developed

1.4 million square feet entitled

Apartment, office, hotel

Train access to DC and Dulles

Alaska Permanent Fund Corporation



299 Park Avenue

New York, NY

Partners: Fisher Brothers

Office

1.1 million square feet

$1.2 billion total property value



ON
I"**

City Centre I I  & I I I
Houston, TX 

Office & Retail

150,000 square feet at present

270,000 square feet after 
construction

$50 million property value




