
ALASKA L E G I S L A T U R E 1879 
HOUSE and SENATE FINANCE COMMITTEE FILES, 1999 - 2000



'. JPl
::‘rrU~

li-j
?l

Initial P a y m e n t  A d ju s tm en ts

4 V olum e A djus tm en t

4 N on-Settling S ta t e s  
R educ tion

4 O ffset for M iscalcu la ted  
o r  D isputed  P a y m e n ts

A nnual P a y m e n t  A d jus tm en ts

+ Inflation A d jus tm en t

4 V o lum e A djus tm en t

4 P rev ious ly -Settled  S ta te s  

R educ t ion

4 N on-Settl ing  S ta t e s  

R edu c tio n

4 NPM A djus tm en t

4 O ffset for M iscalculated  

o r  D ispu ted  P a y m e n ts

4 F ed e ra l  T o b a c c o  

Legislation O ffset

4 Litigating R e lea s in g  

P a r t i e s  O ffset

Subsequent Participating Manufacturer1 Payments

A nnual P a y m e n t  A d jus tm en ts

4 Inflation A d jus tm en t

4 V olum e A djus tm en t

4 N on-Settling  S ta t e s  R eduction

4 NPM A djustm ent

4 Offset for M iscalculated or 

D ispu ted  P a y m e n ts

4 F e d e ra l  T o b a c c o  Legislation Offset

4 Litigating R e le a s in g  P a r t ie s  Offset
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U . S .  C i g a r e t t e  C o n s u m p t i o n  T r e n d s ____
______  ——=       :T— -  -j”-.' i iiuuiuilHifMRMHBBHMHMNl

C ig a r e t te  C o n s u m p t io n ,  1 9 0 0 - 1 9 9 8

Television Beginning of Sustained 
Mandatory Hea; h and Radio Real Price Increases (1982)*'*

Source: U.S. Department of Agriculture . ,
(1) Jeffrey E. Harris, "A Working Model for Predicting Consumption and Revenue Impacts of Large Increases in the U.S. Federal cigarette Excise Tax
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W E F A  F o r e c a s t s  a  5 8 %  D e c l i n e  i n  T o t a l  U . S .  C o n s u m p t i o n

o f  C i g a r e t t e s  O v e r  t h e  N e x t  4 3  Y e a r s

' j ~ ' -T~ "   ~  ~    "      "• g jg jB j j j j j

A c t u a l  H i s t o r i c a l  C o n s u m p t i o n  F o r e c a s t e d  C o n s u m p t i o n

Y e a r
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C r e d i t  C o n c e r n s  R e g a r d i n g  

P a y m e n t s  u n d e r  t h e  M S A
v ---------------------  ' ” ' " ■ - — ■ ■ > - - >



muraa -

C r e d i t  C o n c e r n s  R e g a r d i n g  

P a y r n e n t s  U n d e r  t h e  M I S A

Credit Concerns
U n c e r t a i n t y  o f  f u t u r e  c i g a r e t t e  

c o n s u m p t i o n

Mitigating Factors
•  U t i l i z e  a n  i n d e p e n d e n t  c o n s u l t a n t

•  P r e s i d e  p o t e n t i a l  i n v e s t o r s  o b j e c t i v e  a n d  

a c c u r a t e  f o r e c a s t s

B a n k r u p t c y  o f  a  P M S t r a t e g i c  b a n k r u p t c y  i s  u n l i k e l y  d u e  t o  

b e n e f i t s  o f  M S A

C r e d i t  b a n k r u p t c y  i s  u n l i k e l y  d u e  t o  t n e  

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

I n c r e a s e d  N P M  m a r k e t  s h a r e T h e  w i d e s p r e a d  e n a c t m e n t  o f  t h e  m o d e l  

s t a t u t e  a n d  t h e  s t r o n a  i n c e n t i v e s  o f  M S A

L e g a l  r i s k s  i n h e r e n t  t o  t h e  M S A V i e w e d  a s  a n  e x e c u t o r y  c o n t r a c t ,  r e d u c i n g  

r i s k  o f  n o n p a y m e n t  in  b a n k r u p t c y

1-7
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C r e d i t  C o n c e r n s  R e g a r d i n g  

P a y m e n t s  U n d e r  t h e  M S A
(WWW1 •----------------------------------------- -

C re d it  C o n c e r n s  M it iga t ing  Fac tors
L i t i g a t i o n  •  T h i r d  p a r t y  p r o v i d e r  s u i t s  l a r g e l y

u n s u c c e s s f u l

•  F l o r i d a  S u p r e m e  C o u r t  i s  r e v i e w i n g  

c l a s s - w i d e  p u n i t i v e  d a m a g e s  i s s u e  in 

E n g l e

•  A g g r e g a t e  i n d i v i d u a l  a w a r d s  u n l i k e l y  t o  

p o s e  f i n a n c i a l  t h r e a t

•  3 6  s t a t e s  r e q u i r e  m o r e  t h a n  5 0 %  

c o m p a r a t i v e  f a u l t  f o r  r e c o v e r y

H e a l t h  o f  I n d u s t r y  •  P M s  a r e  e n o r m o u s l y  p r o f i t a b l e  ( P h i l l i p

M o r r i s  E B I T  > 4 0 % ;  R J R  > 2 0 % )

•  C r e d i t  q u a l i t y  g r e a t e r  t h a n  r a t i n g

•  L i q u i d i t y  a n d  i n t e r e s t  c o v e r a g e  in  A A  

c a t e g o r y

1 -8
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S h o u l d  A l a s k a  

L e v e r a g e  S t s  F u n d s ?
■■■■MMMUMMIIll.UJJWWs.', -,r~     ruTlBMBgWWWWMMMBMI]

♦  F u t u r e  r e c e i p t  o f  t o b a c c o  s e t t l e m e n t  r e v e n u e s  u n c e r t a i n

♦  T o b a c c o  s e t t l e m e n t  r e v e n u e s  a r e  n o t  a  d i v e r s i f i e d  s o u r c e  o f  i n c o m e  f o r  t h e  s t a t e

+  A l a s k a  c a n  r e c e i v e  r e s i d u a l  t o b a c c o  s e t t l e m e n t  r e v e n u e s  a f t e r  d e b t  s e r v i c e  

p a y m e n t s

♦  A l a s k a  c a n  c h o o s e  w h e t h e r  t o  i s s u e  t h e  f u n d s  f o r  c a p i t a l  s p e n d i n g  o r  i n v e s t  t h e m

♦  A l a s k a  m a y  e m p l o y  a n  e n d o w m e n t  s t r a t e g y  t o  d i v e r s i f y  r e v e n u e  f r o m  t o b a c c o  

s e t t l e m e n t  p a y m e n t s

Secu r i t iz a t io n  Benef its
K e e p  u p s i d e  o f  r e s i d u a l s

E l i m i n a t e  d o w n s i d e  r i s k s  o f  T o b a c c o  S e t t l e m e n t  R e v e n u e s
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S a l o m o n S m t i t i E A r n e y

iVci tii/flu jT1



B o n d h o l d e r s
r

S t r u c t u r e d  C r e d i t  o r  S e c u r i t i z a t i o n

Could be an  existing  S ta te  authority/issuer or a new ly  crea ted  not-for-profit corporation
S A L O M O N S M T n  [B A R N E Y
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S T R U C T U R E  A T  I S S U A N C E O N G O I N G  D E B T  S E R V I C E

R esidua l  C a sh  
Flow Sett lem ent Funds  

P ay m en t

Debt Service on 
Bonds

Residual Bond

os' 
I

P u rc h a s e  
Price for % 

of Settlement 
F u n d s  Rights

S a le  of Rights to 
Future  Settlem ent 

Funds

Bond P ro ceed s Bonds



W h y  S e c u r i t i z e ?
WiWff- -  — "  '* •------  ----------- ---  ---------

S t a t e  o f  A l a s k a  R e s u l t s

’ • ' I • • • ’ •
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G R O S S

V A L U E
•* ' rl •

P R E S E N T

V A L U E *

• ■ . r .

R I S K

T o b a c c o  S e t t l e m e n t  

R e v e n u e s  o v e r  3 0  

y e a r s
$ 1 , 0 0 9 , 0 2 9 , 5 6 2 $ 4 0 5 , 9 3 2 , 1 3 3 U n c e r t a i n

N e t  P r o c e e d s  f r o m  

S e c u r i t i z a t i o n 3 0 7 , 5 7 0 , 7 3 0 3 0 7 , 5 7 0 , 7 3 0 C e r t a i n

R e s i d u a l  a f t e r  D e b t  

S e r v i c e 2 4 0 , 2 3 8 , 9 5 8 9 3 , 7 3 3 , 3 3 0 U n c e r t a i n

* B a s e d  u p o n  7 %  d i s c o u n t  r a t e .

1 -1 1
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+  M u s t  d i r e c t  p a y m e n t s  t o  a  b a n k r u p t c y - r e m o t e  o r  s e p a r a t e  s t a t e  e n t i t y

© O c c u r s  t h r o u g h  a  “s a l e ” o r  n o n - r e c o u r s e  t r a n s f e r  o f  S e t t l e m e n t  F u n d s  

© S h o u l d  c l a r i f y  t h a t  t h e  S t a t e  n o  l o n g e r  “o w n s ” t h e  S e t t l e m e n t  F u n d s  

+  L e g i s l a t i o n  s h o u l d  i n c l u d e  n o n - i m p a i r m e n t  c o v e n a n t s  

© A l a s k a  wil l  e n f o r c e  M S A

© S t a t e  w i l l  n o t  i m p a i r  t h e  S e t t l e m e n t  F u n d s ,  t h e  f i n a n c i n g  s t r u c t u r e  o r  

t h e  r i g h t s  o f  b o n d h o l d e r s  

© S t a t e  w i l l  n o t  a l l o w  t h e  A u t h o r i t y  ( o r  t h e  e n t i t y  i s s u i n g  b o n d s )  t o  f i l e  f o r  

b a n k r u p t c y

4  D e c l a r e  t h e  A u t h o r i t y  o r  i s s u i n g  e n t i t y  d o e s  n o t  h a v e  a u t h o r i t y  -  t o d a y  o r  in 

t h e  f u t u r e  -  t o  f i l e  f o r  b a n k r u p t c y  

♦  A u t h o r i z e  A u t h o r i t y  o r  i s s u i n g  e n t i t y  t o  c r e a t e  a  n o n - p r o f i t  e n t i t y  t o  s e r v e  

p u r e l y  a s  a  f i n a n c i n g  v e h i c l e

© T h i s  w i l l  e n a b l e  f u t u r e  t r a n s f e r s  o f  S e t t l e m e n t  F u n d s  

® N o n - i m p a i r m e n t  c o v e n a n t s  w o u l d  b e  n e c e s s a r y  a g a i n

L e g i s l a t i v e  C o n s i d e r a t i o n s

1-12
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A l t e r n a t i v e  S t a t e  T r a n s p o r t a t i o n  

F i n a n c i n g  T e c h n i q u e s

January 26, 2000

Sai x m  in Ssf rrn Barni-y
VniM* w  u'



Highway Revenue Bonds

* Supported by dedicated revenue stream rather than unlimited full faith and 
general obligation pledge

+ Typically secured by State highway user tax receipts and/or excise taxes

-  Motor fuel taxes
-  Motor vehicle registration fees
-  Motor vehicle license fees

-  Penalties and fines

+ Rating criteria
-  Diversity and stability of the pledged revenue stream
- Governmental support
-  Program management, quality of planning, construction management, 

maintenance and inspection
-  Coverage o f debt service (both historic and projected)
-  Legal and practical restrictions to additional debt issuance

S A i / M i N S v f m i B A i c a E y
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Highway Revenue Bonds - State Comparisons

Issuer Issuer's Rating
State's
Rating Pledged Revenues

Additional Bonds 
Rate Covenant Test

Debt Service 
Reserve

Debt Service 
Coverage

Alabama Highway 
Authority

Arizona 
Transportation 
Hoard (Regional 
Area Road Fund) 
Arizona 
Transportation 
Hoard (Highway 
User Revenue 
Fund)
Stale o f
Connecticut
Department o f
Transportation
Delaware
Transportation
Authority

State o f Florida 
Department o f 
Transportation 
(Full Faith and 
Credit Honds)

State o f Hawaii 
Department o f 
Transportation

A I/A A - Aa/AA Motor vehicle tag taxes. Gasoline &  2.0xM.A.D.S. Statutorily
motor fuel taxes. Petroleum 
inspection fees. Vehicle 
identification marker fees. Liquified 
petroleum gas permit fees 

AA/AA- NA/NA '/> cent general sides tax in N /A
Maricopa County only

determined.

2.0xM.A.D.S.

A.A.D.S,

N /A

Aal/AAA N.VNA Miscellaneous user fees. Fuel tax. N /A
Motor vehicle fees

A IN A  A a 3/A A- Motor fuels tax. Motor vehicle 2.0xM„\.D.S.
receipts. I.I’F revenue, FTA grants

A l/A A  A n I /A Y ' Motor fuels la x . Vehicle N /A
document/registration fees.
Miscellaneous transportation 
revenue. Delaware Turnpike 
revenue

Aa?'A.\t Aa2/AA> Casoline tax. .Supplemental Ci.O N /A
Pledue

Aa.V.V* Aa.VAl Highway fuel license taxes. Vehicle N /A 
registration fees. Vehicle weight 
taxes. Rental motor vehicle and 
(our vehicle surcharge taxes

3.0xM.A.D.S. $800 
Million issuance 
cap

2.0xM.A.D.S. 
(based on adjusted 
revenues)

l.75xM.A.D.S. 
Senior 
3.0xM.A.D.S. 
Junior on pledged 
revenues net 
senior debt service

New A.D.S. can 
not exceed 90% o f 
Pledged Revenues

1.11xM.A.D.S. 
minimum 
coverage 
2.0xM.A.D.S, 
Senior
IJOxM.A.D.S. 
Junior

N /A

M. A.D.S.

0.5xM.A.D.S. 
unless revenues 
arc less than 
2.00x M.A.D.S. 
during last 12 
months (then 
1.00.x M.A.D.S.) 
N /A

0.5xM.A.D.S.

2.39.x

3.00x

0.73.x Senior 
•I.OSx Junior

2.6x

N /A

I2.96x

22.7x-24.3lx 
Historical 14.0.x 

Actual I0.9x-7.0lx
Projected

2-2
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Highway Revenue Bonds - State Comparisons (cont’d)

Issuer Issuer's Rating State's Rating Pledged Revenues Rate Covenant
Additional Bonds 

Test
Debt Service 

Reserve
Debt Se > :e 

Coverage

State o f  Kansas An2/AA N .VNA
Department o f
Transportation

State o f  Maryland Aa/AA Ann/A A A
Department o f
Transportation

Commonwealth o f  An.VAA A l/A A -
Mnssncluiset'.s
(Special Obligations
Revenue Bonds)

State o f  Michigan AI/AA- Aa2/AA+

State Trunk Line 
Fund

State o f Mississippi A I/AA  An.VAA

Department o f
Highways

State o f  Montana AI/AA- Aa.VAA-

Departmenl o f 
Highways

Stale o f Nevada Aa/AA Ao2/AA

Department o f
Transportation

New Jersey An3/A+ Aal/AAJ
Transportation frusl 
Fund A utlio rilv

State Highway Fund (M otor fuel 3,0xM.A.D.S 
tax. driver's lie. &  vehicle 
registration tax. and a portion o f 
stale sales and use tax)

Corporate income tax. M otor N /A
vehicle fuels tax. Motor vehicle 
titling  tax. Plus others i f  needed

Gasoline tax N /A

M otor fuels taxes N /A
Motor vehicle registration Ices 
Title fees 
License plate fees

Gasoline Tax N /A
Privileged tax on earmarked 
revenues. Fuel identification

Diesel License tax N /A
Gasoline license tax
Diesel fuel tax
(iasoline fuel tax
Gross vehicle weight lax
Coal severance tax

Motor vehicle fuels tax N /A
Special fuels tax 
Federal aid

Transportation Trust Fund N /A
(State appropriation)

.VUxM.A.D.S.

2.0xM.A.D.S. 
S 1.2 b illion 
maximum 

allowable debt 
outstanding

Existing lien is 
closed

2.0xM.A.D.S.

2.0xM.A.D.S.

3.0xM.A.D.S.

S150 m illion

maximum

allowable debt

outstanding

2.0.xM.A.D.S. only

i f  specifically 
authorized by 

legislature

N /A

Required to be 0 .8 8 x
funded only i f  can 
not maintain rate 

covenant,

N /A  3.55 x

f/.50xM.A.D.S. Actual-3.29.x

N /A

M. A.D.S.

M. A.D.S. only i f 
coverage drops 

below 3.Ox

M.A.D.S.

N /A

fi.7x-8.2x 

Historical 

8.4x Actual

<).I2x

(>. 10\

6 .5 1 x

N /A

2-3
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Highway Revenue Bonds - State Comparisons (cont’d)

Issuer
State’s

Issuer's Rating Rating Pledged Revenues Rate Covenant
Additional Bonds 
Test

Debt Service 
Reserve

Debt Service 
Coverage

Stale o f New Mexico 
(Senior State Iliuliwny 
Debentures)
(Senior Subordinate 
IJcn Rev.)

New York Stale 
Thrmvnv Authority

State o f  Ohio 

(Highway Obligation 
Bonds)

Aal'AAA

A IN R

.VA-

Aa'A.W

Oklahoma Capital 
Improvenienl 
Authority (Stale llvvy 
Capital
Improvement Rev. 
Bondsl

State o f  Oregon 
Department o f 
I r.insportaliou 

Puerto Rico 

Highway Authority

A I/A t

\.i A \

Baal A

A a l/A A l

A /A-

Aal'AA*

Aal AA

\;»2 A A

Baal A

viasoline excise taxes Motor Revenue amount 
vehicle registration fees constitutionally
Federal Highway Funds protected.

Petroleum business tax N /A
Motor vehicle registration
fee
Highway use tax 
Motor fuel gasoline tax

Motor vehicle license tax N /A
Driver's license fee
Highway use fee
Gasoline lax
Motor transportation
companies lax
Private motor carriers lax
Motor vehicle fuel lax

Appropriation lease N /A

Motor vehicle fuels lax N A
Motor carrier tax 
Fuel u<e tax

Fuels tax N A

Motoi vehicle license fees 
foils 
Oil lax
(siiboidinate to GO Inn has 
never happened)

5.0.x Senior 
2.5x Sr. Sub.
I.75x Subordinate

’ .Ox.A.A.D.S.

N /A

Statutorily
determined.

V0\ V A .I) S

l.5 \M  A I) 5.

Required only i f 
coverage falls 
below 2.0.x A.D.S.

0.5xM.A.D.S. or 
10% o f Par

N /A

0.5v A.A.D.S

N A

9.8.x

5.5x

N /A

N /A

28.Ox

M.A D.S.. blit can N A
use 1 .0  < . or
surety

">-4
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Highway Revenue Bonds - State Comparisons (cont’d)

Issuer
Issuer's
Rating

State's
Rating Pledged Revenues

Rate
Covenant

Additional Bonds 
Test

Debt Service 
Reserve

Debt Service 
Coverage

State o f  Utah Aaa/AAA
(General Obligation 
Highway Bonds)
Commonwea lth  o f  An2/AA
Virginia
Transportation Board
Stale o f  Wisconsin AI/AA-
Dcpartmcnt o f 
Transportation

Aaa^AAA

Aaa/AAA

Annual lax on all real and 
personal property w ith in the Stale 
subject to taxation 
Transportation Trust l-und 
(Stale appropriation)

Aa2/AA Veh ic le  registration

N/A

N/A

I .Ox debt 
service

N/A

N/A

l.75xM.A.I).S.

N/A

N/A

Requirement 
established for 
each ind iv idual

N/A

N/A

3.8x

series.

v S A I X M J N S M r m l U R N k Y



G r a n t  A n t i c i p a t i o n  R e v e n u e  V e h i c l e s  ( “ G A R V E E s ” )

T w o  T y p e s  o f  G A R V E E s

+ Direct and Indirect

♦ Direct: Only Federal Aid Highway Projects are eligible; state must abide 
by federal statutes and regulations

> Indirect: Both federal and state projects are eligible; state subject to its 
own statutes and regulations

vSV\l X M  )N S \ I  m 11 >ARN I <Y
Viinrwi:



G r a n t  A n t i c i p a t i o n  R e v e n u e  V e h i c l e s  ( “ G A R V E E s ” )

D i r e c t  G A R V E E s

♦ Program FHWA funds for debt service payments

♦ Only Federal Aid Highway Projects are eligible

4 Principal and interest payments are reimbursed by the FHWA

♦ Secured only by FHWA funds

9 SAI JflMON Smiti iBarnfy
Vfirtrwc'e.ilnrrtujvr



G r a n t  A n t i c i p a t i o n  R e v e n u e  V e h i c l e s  ( “ G A R V E E s ” )

D i r e c t  G A R  V E E s

+ Used to finance a specific project or 
projects

♦ DOT submits the debt service 
schedule for approval (this is called 
“programming”)

♦ All proceeds need to be spent on the 
specific project 01* projects that were 
approved leaving no spending 
discretion or flexibility

♦ DOT submits for reimbursement 
three days before each 
principal/interest payment and DOT 
receives a reimbursement before the 
payment is actually made

S t a t e  a p p l i e s  f o r  
sp ec i f i c  p r o je c t

S t a t e  i s s u e s  b o n d s

j  — n -----
' F H W A  g i v e s  a d v a n c e d  j 
| c o n s t r u c t i o n  a p p r o v a l  j

V - i t

S t a t e  bu i lds  
F E D E R A L

p ro je c t

J .
S t a t e  o b l i g a t e s  f u n d s  
b a s e d  o n  a n n u a l  d e b t  
s e r v i c e  r e q u i r m e n t s~ ■ ! ■  —  | .  | I - ■ | | ~ | II | I II J-  "  ' 111 "  - ' - ■ « - - > ■ -  1-^,

S t a t e  r e c e i v e s  
r e i m b u r s e m e n t  a n d  
p a y s  d e b t  s e r v i c e

F H W A  r e i m b u r s e s  
S t a t e  fo r  a n n u a l  

d e b t  s e r v i c e

2-8
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G r a n t  A n t i c i p a t i o n  R e v e n u e  V e h i c l e s  ( “ G A R V E E s ” )

'    — —WfWWMPli1 ̂  *——' —

I n d i r e c t  G A R V E E s

+ After receiving FHWA reimbursements, State DOT repledges those funds 
to pay principal and interest on a new series of GARVEEs

♦ Federal interest in FHWA reimbursements has been extinguished

Both state and federal projects are eligible

State labor wage rates, environmental law and regulations, 
construction standards and WBE/MBE goals are used - not federal

♦ GARVEEs can be secured only with FHWA funds

♦ State DOT management of projects is critical since a timely flow of 
reimbursements is necessary

S a l o m o n  S m  i t h  B a r n e y

A'noT'-xvc' eilio'rt.ipr
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G r a n t  A n t i c i p a t i o n  R e v e n u e  V e h i c l e s  ( “ G A R V E E s ” )

I n d i r e c t  G A R V E E s

+ No restrictions on the usage of bond 
proceeds - treated as any other State 
funds - can spend on either Federal 
or State projects

♦ Issued without FHWA approval

♦ Backed by future federal 
reimbursements for future federally 
eligible expenditures

♦ DOT continues its federal aid 
program, seeking annual 
reimbursements for eligible expenses

♦ Reimbursements used to amortize 
the GARVEE bonds

S A l X 7 M O N S M T I T l B / \ R N F Y
A'nwir' ns1 r. o lif/nupT’

ANNUALLY
Sta te  obligates funds 

b a se d  on annual 
expenditures  on 
eligible projects

r  FHWA re im burses  
S ta te  for eligible 

[ expenditures

S ta te  receives  
re im bursem en t  and  
utilizes a  portion for 

deb t  service

- P  S ta te  i s su e s  b o nds j
S ta te  builds i 
F E D E R A L

project

r
_v:

S ta te  g e t s  current 
re im bursem en t  

sub jec t  to 
obligational ceiling



E x a m p l e  o f  L e v e r a g i n g  F e d e r a l  F u n d s

Utilizing GARVEEs can allow a state to bring forward approximately $300 million 
o f additional Federally Funded Projects into 2000 front FY 2001-2005fo r  every 
$100 million to be received annually

Unleveraged Federal Aid Cash Flow
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Note: These  cash f lows a r c  e x em p la r y  o f  le v e ra g in g  o f  Federa l h ig hw a y  funds and do not ref lect e i th e r  spec i f ic  p ro jec t  re la ted le ve ra g in g  n r  spec if ied  

cash f low  le ve rag ing

2 - !  I
S A i j Q M O N  S M I T I I  UAKNICV
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Credit and Ratings Issues

+ Federal Aid Highway Program
-  Multi-year program authorization and support
-  Annual review and obligation levels
-  Congressional authorization/appropriation
-  Structural change in program

+ Structural Issues
-  Single project versus program

-  State’s ability to match
-  Reimbursement cash flow and lien

-  Coverage stress tests for future potential FHWA $ reductions

S a l o m o n  S v f m  i B A k n e y
A 'fiu r xvr. e iliQ rrtjjir



Credit and Ratings Solutions

♦ Conservative approach aimed toward  high credit quality
-  Authorizes low  cost revenue debt financing o f  the State's transportation projects fo r  short­

term or long-term borrow ing
-  Project-specific o r programmatic

♦ Structured around the FH W A  and federal budget principle o f  contract authority (creditworthy 
funding commitment)

-  Passage o f  Federal Transportation Equity Authorization Act fo r  the 21 st Century (T E A -2 1) 
creates Federal commitment fo r  the apportioned amounts fo r  the current authorization period 
o f  five years plus two additional years

♦ Distinctions made between bonds maturing within the current authorization period and those 
maturing beyond the current authorization period

♦ Capital markets acceptance:
-  Standard &  P o o r ’ s, M ood y ’ s and Fitch w ill provide investment grade ratings within and 

beyond the current reauthorization period in the A level
-  M B IA  and A M B A C  w ill insure debt issuance within and beyond the current reauthorization 

period

S A l O M > N S \ m T f R A R N l W
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R E C O R D S  

C E R T IF IC A T IO N

I, t h e  u n d e r s i g n e d ,  a n  e m p l o y e e  o f  t h e  S t a t e  o f  A l a s k a ,  d o  

h e r e b y  c e r t i f y  t h a t  t h e  m i c r o f i l m  i m a g e s  o n  t h i s  m i c r o f o r m  a r e  

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

A l a s k a  a s  a c c u m u l a t e d  d u r i n g  t h e  r e g u l a r  c o u r s e  o f  b u s i n e s s ,  

a n d  t h a t  it i s  t h e  e s t a b l i s h e d  p o l i c y  a n d  p r a c t i c e  o f  t h i s  S t a t e  t o  

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

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

' S ' / S / P o o t
Date







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  

1999 C a p i ta l  M a r k e t  
P ro je c t io n s

C a l l a n  A s s o c i a t e s ,  Inc .
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 res iden t J a n u a r y  1 9 9 9



A P F C  M a n a g e r  S u r v e y

•  A s k e d  m a n a g e r s  t o  p r o v i d e  d e t a i l e d  1  &  5  y e a r  

p r o j e c t i o n s

•  O u t l i n e  a r e a s  f o r  u n d e r  &  o v e r  a l l o c a t i o n

•  P r o b l e m

S  M o s t  w e r e  n o t  a b l e  t o  p r o v i d e  i n p u t  o n  a l l  a r e a s

•  I n f o r m a t i o n  w a s  v e r y  i n t e r e s t i n g  &  p r o v i d e d  

s o m e  u n i q u e  i n s i g h t s

O il 9



I n f l a t io n  E x p e c ta t io n s

•  A l m o s t  a l l  e x p e c t  i n f l a t i o n  t o  r e m a i n  l o w  b u t  -

•  M o s t  e x p e c t  s l i g h t  a c c e l e r a t i o n  o v e r  t h e  n e x t  

f i v e  y e a r s  f r o m  r e c e n t  l e v e l s

•  H i g h  i n f l a t i o n  f o r e c a s t  w a s  4 %

•  M o s t  c o m m o n  f e l l  i n  2 - 3  %  r a n g e

•  L o w  i n f l a t i o n  f o r e c a s t  w a s  1 . 5 %



S & P  500  O n e  Y e a r  
R e t u r n  P ro je c t io n s

•  F i v e  m a n a g e r s  a n t i c i p a t e  n e g a t i v e  r e t u r n s

S  C l a y  F i n l a y  ( - 1 5 % ) ;  J u l i u s  B a e r ;  A r k ;  I n v e s c o ;  

B r i n s o n

•  S i x  m a n a g e r s  e x p e c t  r e t u r n s  o f  0 - 1 0 %

S  D R C M ;  B a n k e r s  T r u s t ;  R o g g e ;  S o c i e t y ; S c h r o d e r  &  

C a p i t a l  G u a r d i a n

•  T h r e e  m a n a g e r s  e n v i s i o n  s l i g h t l y  m o r e  t h a n  

10%
S  A l a s k a  P e r m a n e n t  C a p i t a l ;  L a z a r d  ( 1 2 % )  &  P u t n a m

O il 4



5 Y  e a r  S & P  500  P ro je c t io n s  
S l ig h t ly  M o r e  O p t im is t i c

F o u r  m a n a g e r s  e x p e c t  r e t u r n s  o f  l e s s  t h a n  5 %

S  J u l i u s  B a e r  ( - 2 % ) ;  C l a y  F i n l a y ;  A r k  &  B r i n s o n

S e v e n  e x p e c t  r e t u r n s  o f  b e t w e e n  5  a n d  1 0 %

C  I n v e s c o ;  R o g g e ;  S c h r o d e r ;  S o c i e t y ;  L a z a r d ,  D R C M  &  

C a p i t a l

T h r e e  a n t i c i p a t e  r e t u r n s  o f  m o r e  t h a n  1 0 %

S  B a n k e r s  T r u s t  ( 1 2 % ) ;  P u t n a m  &  A l a s k a  P e r m a n e n t  

C a p i t a l

El 5



S m a l l  C a p  R e t u r n  F o re c a s ts

N i n e  m a n a g e r s  p r o v i d e d  p r o j e c t i o n s  f o r  s m a l l  

a n d /  o r  m i d  c a p  s t o c k  i n d i c e s

E i g h t  o f  t h e  n i n e  e x p e c t e d  s m a l l  c a p  s t o c k s  t o  

d o  b e t t e r  t h a n  t h e i r  p r o j e c t i o n s  f o r  t h e  S & P  5 0 0

T h e  s p r e a d  i n  e s t i m a t e d  r e t u r n s  v a r i e d  w i d e l y  

f r o m  a  h i g h  o f  8 . 5 %  f o r  C l a y  F i n l a y

M o s t ,  h o w e v e r ,  e x p e c t e d  a  1  t o  2  %  p r e m i u m  

u s i n g  t h e  m a n a g e r s  5  y e a r  e s t i m a t e s

Oil



M a n a g e r s  a r e  m o r e  o p t im is t i c  f o r  
i n t e r n a t i o n a l  s to c k s

•  T w e l v e  m a n a g e r s  p r o v i d e d  E A F E  r e t u r n  

e s t i m a t e s

•  I n  a l l  c a s e s ,  t h e y  e x p e c t  e q u a l  o r  g r e a t e r  t h a n  

S & P  5 0 0  r e t u r n s  f o r  i n t e r n a t i o n a l  s t o c k s  i n  1 9 9 9

•  R a n g e  i n  5  y e a r  r e t u r n  e s t i m a t e s

• S  b e t w e e n  5  a n d  1 0 %  -  I n v e s c o ;  C l a y  F i n l a y ;  J u l i u s  

B a e r ;  D R C M :  R o g g e ;  C a p i t a l  G u a r d i a n ;  S o c i e t y  &  

S c h r o d e r

S  m o r e  t h a n  1 0 %  -  B r i n s o n ;  B a n k e r s  T r u s t ;  L a z a r d  a n d  

P u t n a m



B o n d  M a r k e t  R e t u r n  E x p e c ta t io n s

M o s t  e x p e c t  5  y e a r  b o n d  r e t u r n s  t o  f a l l  i n  a  

r a n g e  o f  5 - 6 . 5 %

S  B a n k e r s ;  I n v e s c o ;  A r k ;  B r i n s o n ;  C a p i t a l ;  S o c i e t y ;  

S c h r o d e r ;  P u t n a m ;  L a z a r d

T w o  f i r m s  h a v e  s l i g h t l y  m o r e  o p t i m i s t i c  

f o r e c a s t s

S  A l a s k a  P e r m a n e n t  C a p i t a l ;  &  R o g g e

O n e  f i r m ,  I n v e s c o ,  p r o j e c t e d  a  n e g a t i v e  1 9 9 9  

r e t u r n  f o r  b o n d s

S  a n o t h e r ,  D R C M  h a s  a  4 . 7 %  5  y e a r  r e t u r n  p r o j e c t i o n

Oil 8 wmma



R e a l E s ta te  O u t lo o k

•  C l o s e  c o n s e n s u s  o f  e s t i m a t e s

•  O n e  y e a r  p r o j e c t i o n s  c l u s t e r  a r o u n d  1 1 . 5 %  f o r  

N C R E I F

•  F i v e  y e a r  e s t i m a t e s  f a l l  i n  1 0 - 1 2 %  r a n g e

•  D i f f e r e n c e s  i n  o p i n i o n  r e g a r d i n g  R E I T  o u t l o o k

S  L a  S a l l e ;  A E W  a n d  R R E E F  e x p e c t  b e t t e r  r e t u r n s  f r o m  

R E I T S  n e a r  t e r m

A  R i c h a r d  E l l i s  &  S e n t i n e l  e x p e c t  l o w e r  t h a n  d i r e c t  

p r o p e r t y  r e t u r n s  f r o m  R E I T S



T h e  E c o n o m ic  E n v i r o n m e n t  fo r  th e  N e x  
F iv e  Y e a rs

•  U . S .  e c o n o m y  c o m i n g  o f f  t h i r d  s t r a i g h t  y e a r  o f  G D P  

g r o w t h  > 3 % ,  a n d  i s  e i g h t  y e a r s  i n t o  t h e  c u r r e n t  

e x p a n s i o n . . .

•  D e s p i t e  t r o u b l e s  i n  A s i a  a n d  R u s s i a ,  a n d  t h e  p o t e n t i a l  

f o r  p r o b l e m s  s p r e a d i n g  t o  L a t i n  A m e r i c a

•  I n f l a t i o n  r e m a i n s  l o w ,  d e s p i t e  l o w e s t  u n e m p l o y m e n t  i n  

2 8  y e a r s

•  R e a l  i n c o m e s  a r e  r i s i n g

•  R i s k  o f  r e c e s s i o n  i s  r e a l ,  b u t  r e c e d i n g

G il 10
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C a l l a n ’ s  1 9 9 9  C a p i t a l  M a r k e t  P r o j e c t i o n s

Expected Retu rn  Expected R isk
Asset Class__________Index____________________1998 1999 Change____________ 1998 1999 Change
Equities
Large Cap S&P 500 9.10 9.00 -0.10 13.30 15.00 1.70

Small Cap CA1 Small 10.10 11.20 1.10 19.10 25.30 6.20

International MSCI EAFE 9.60 10.00 0.40 18.50 21.50 3.00

Fixed Income
Domestic LB Agg 6.60 5.60 -1.00 5.50 5.30 -0.20

International SB Non-US 6.55 5.60 -0.95 11.20 11.00 -0.20

O ther
Real Estate CRES 8.25 8.00 -0.25 14.50 16.50 2.00
Alternatives Veco 100 12.30 12.30 0.00 35.00 36.00 1.00
Cash Equiv. 90-day T-bill 4.80 4.40 -0.40 1.00 0.70 -0.30

Inflation CPI-U 3.40 3.00 -0.40 0.95 1.75 0.80



O i l

F iv e -Y e a r  C a p i ta l  M a r k e t  P r o je c t io n s
I U g l i e r  R e t u r n s  a t  t h e  P r i c e  o f  H i g h e r  R i s k
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R a n g e  o f  E n d in g  M a r k e t  V a lu e  
5 Y e a r  P r o je c t io n  - B ase  C a s e

$40 ,0 0 0 ,0 0 0

$35 ,0 0 0 ,0 0 0

$30 ,000 ,000

$25 ,000 ,000

$20 ,000 ,000

$15 ,000 ,000

$10 ,000 ,000

$5 ,000 ,000

$0

Ending M arket Value

1999 2000 2001 2002 2003
10th $28,549,894 $31,775,090 $35,135,230 $36,829,372 $38,008,381
25th $27,402,520 $29,332,885 $31,680,662 $33,384,642 $33,449,238
50lh $26,016,612 $27,561,997 $28,673,109 $29,003,072 $29,925,348
75th $24,781,306 $25,324,984 $25,270,020 $25,709,501 $25,983,819
90th $23,865,713 $23,624,007 $23,052,876 $22,465,553 $23,126,773



REAL ESTATE OUTLOOK
J anuary  1 9 9 9



<«
iS

T u r b u l e n t  U . S .  C a p i t a l  M a r k e t s

Equity Raising by REITs Has Peaked
(Quarterly Equity Raised by All REITs)

Capital Flows To Real Estate
(Adjusted for Inflation)

Mar-97 Jun-97 Sep-97 Dac-97 Mar-98 Jun-98

Source: NAREIT, LaSalle Advisors Investment Research

Sep-98 Cec-98

S Billions 
(Infla tion Adjusted 97S)

Forecast

•25- n Private Debt
n Public Debt-CMBS-SO I
0 Private Equity 

•75 B Public Equity-REITs
83 84 85 83 87 89 SO 91 92 93 94 95 96 97 98 99 2000 2001

Risk has been  repriced for all real estate
Fed hat cut rates to w a r d  off recession: low interest rates to
prevail
Real estate capital  m a rke t  discipline: f lows will fall in 1999 

Substantial increase in cost of high leverage debt 
REITs access to equi ty  capital  shu t  off 
Private lenders m ore  cautious



P o s i t i v e  U . S .  R e a l  E s t a t e  F u n d a m e n t a l s

% Cap Rate Spread Over 
10-Yr. Treasuries

• Real estate d e m a n d  is s low ing  yet still posit ive
• New deve lopm en t  p lans  halted w h e n  risk capital pulled 

back mid-1998
• Real estate yields at  historic h ighs  vis a vis treasuries
• Revenue g row th  forecast  for a t  least 2 to 3 years
• Real estate prices have  declined 10 to 15% from peak  as 

REITs and  leveraged buyers  pull  hmrk

Source: RERC, Federal Reserve
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U . S .  N a t i o n a l  M a r k e t  C y c l e

S ta g n a n t  M a rk e t

* O p p o r tu n is t ic  p ric ing

• U ncerta in  recovery  
tim ing

1 s t  Q u a r t e r  1 9 9 9

R ising  M a rk e t

• V a lu e -a d d e d /re c o v e ry  
s tra tegy

• D iscounted  pric ing

• Rising occupancy

S u p p ly  R e sp o n se

• N e w  d ev e lo p m e n t

" T igh t  occupancy

■ Rental g ro w th  
s low ing

Fall ing  M a rk e t

• S u p p ly  a h e a d  of d e m a n d

• Rent g ro w th  f la t-declin ing

Neighborhood & Community Centers

1st Tier - Regional Mall

Factory Outlet Centers

Industrial - Warehouse

|
2nd Tier - Regional Mall

Office - Suburban

R&D/Flex.
I jJL S  

Apartments r ‘ j

Hr
Hotel (Full Service)

Hotel (Limited Service)

Office - Downtown

Source: LaSalle Advisors Investment Research



C y c l e  P o s i t i o n : F o r e c a s t  f o r  F i r s t  Q u a r t e r  2 0 0 0

Source: LaSalle Advisors Investment Research
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1 9 9 9  E m p l o y m e n t  F o r e c a s t

Above Average Job Growth @  Average Job Growth \ Z i Below Average Job Growth
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Public Real Estate: Price History

Index at NAREIT 
Equity Price Returns

350 -i

Oct-98
262.0

Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- 
72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98



P u b l i c  R e a l  E s t a t e : W h y  H a v e  R E I T s  U n d e r p e r f o r m e d  i n  1 9 9 8 ?

Concerns about m aturity of real estate cycle 

Uncertainty caused by proposed tax legislation 

Selling pressure from non-real estate REIT buyers 

High level of equity issues 

Overhang of acquired company shares



P u b l i c  R e a l  E s t a t e : P o s i t i v e  O u t l o o k  f o r  R E I T s  T h r o u g h  1 9 9 9

Favorable real estate fundamentals

-  Most markets are at equilibrium 

Earnings growth is projected to be strong

-  Positive internal growth for most companies

-  Still a few acquisition opportunities

-  Some development opportunities

Industry consolidation and securitization are continuing 

Valuation levels are compelling
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 S&P500

 Price/4 Quarters Forward FFO Multiple

Public Real Estate.- Market Outlook
THROUGH 11/30/98

R E IT  F F O  M u l t ip l e s

Source: Goldman Sachs
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- Favorable Real Estate Outlook

* Sound fundamentals in all domestic sectors

• High-yield spreads relative to government bonds

® Attractive current valuations relative to historic ranges and 
replacement cost

* Property pricing produces attractive forecast returns

• REIT pricing at discount to NAY and low FFO multiples
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Capital Markets Outlook: January 21,1999 
Profiles of Guest Speakers

.Michael O’Leary, dr., CFA CalJan Associates, Inc.
Mr <) I .vary serves a s  Executive Vice President, N ational Director of P lan  
Sj, ,M .,j- ( 'nnsultm g Service, and M anager of C allan’s Denver consulting
• 'Hi' •• Michael is a m em ber of Gallon's C lient Policy Review and 
M anagem ent Com m ittees and  chairs C allan’s M anger Search Committee. 
Mi« havl rejoined Callan  in 1090 afte r  spending  two years  as practice
I' idvr in William M. M ercer Asset P lann ing ’s Denver office. While a t  
Mvt :vi\ he also served on the firm ’s three-person N ational Practice 
<' inimMei*. Prior to Mercer, Michael spen t five years  in C allan’s Chicago
< )ffirv w hen  he provide a full range of investm ent consulting services to 
foundations and  public an d  private  pension plans. Michael’s prior
• \j • rivm e includes positions as research  analyst, director of research , 
d irect1 t  of portfolio m anagem en t and defined contribution p lan  product 
n iunaccm ent for m ajor t ru s t  companies in Chicago and Hartford. M ichael 
r< i-ived his bachelor's degree from Fort ham  University  and  is a
< 'barte red  Financial Analyst.

Bill Price D r e s d n e r  RCM  G lo b a l  I n v e s t o r s
Ihll P nee joined RCM in 1077 and  has been a principal since J a n u a r y  
1070. Aft r gr iduntion from D artm outh  College, he spen t several y ears  as 
an  in te rp re te r  and  cu ltu ra l affairs officer for the U.S. D ep artm en t of 
S tatv  In 1061 he became a G raduate  Fellow and instructor of Political 
Science at the City U niversity  in New York. In late 1970 he joined 
Donaldson. Lufkin and  Jc n re t te  as  an an a ly s t  and  portfolio m an ag er  in its  
newly formed subsid iary  Alliance Capital M anagem ent. Fie moved to 
Alliance Capital 's  San Francisco office in 1973 where he m anaged  several 
large s ta te  re tirem ent system  portfolios, as well as corporate pension and 
endow m ent funds. In early  1977 he became m anager of the $700 million 
office. I le joined RCM in December, 1977 as  a m em ber of the E quity  
Portfolio m anagetnen . team  and coordinator of equity inves tm ent s tra tegy  
and research. 1 lo r  w s t iv e s  as the  firm’s Chief Investm ent Officer as 
well as  C ha ir  o<‘ihe Board and  Executive Committee.



L y n n  C. T h u r b e r  L a S a l le  A d v is o r s  C a p i t a l  M a n a g e m e n t
Ms T h u rb e r  m anages publicly traded  rea l  esta te  com panies a n d  
in te rn a tio n a l  rea l e s ta te  investm ents, a n d  serves as co-chair of L aS alle ’s 
Inves tm en t Committee. She was previously the Chief Executive Officer of 
Alex, Brown, K leinw ort Benson Realty Advisors, an d  the ir  In v es tm en t 
G roup’s Chief O pera ting  Officer. She w as a principal a t  M organ Stanley  
& Co., and  a  D irector an d  m em ber of the  Inves tm en t Com m ittee a t  the  
M organ S tan ley  R eal E s ta te  Fund. Lynn T hu rber  ea rn ed  her  BA from 
Wellesley College, ancl h e r  MBA from H arv a rd  B usiness School. She is 
cu rren tly  Co-President of LaSalle Advisors Capital M anagem ent, Inc.

D a v id  F i s h e r  C a p i ta l  G u a r d i a n  T r u s t  C o m p a n y
David F isher  is C h a irm an  of the Board of Capital Group In te rna tion a l ,  
Inc. an d  Capital G u ard ian  T ru s t  Company, as well as  an  officer and 
director of num erous affiliated companies. He is a portfolio m an a g e r  for 
U.S., non-U.S., global and  em erging m arke t  assets  and  h as  been 
responsible for C apital 's  in te rna tion a l  investing  activities since 1982. He 
joined the organization  in 1969 as a financial ana ly s t  and  was D irector of 
Research for 10 years. P rio r to joining Capital, David w as a  second vice 
p res iden t an d  financial a n a ly s t  for Sm ith  B arney an d  Co. an d  a  m arke ting  
executive w ith  Genera! Electric Company in New York. He received a 
bachelor's degree from the  U niversity  of California a t  Berkeley a n d  an  
MBA from the U niversity  of M issouri G raduate  School of B usiness  
A dm inistra tion . David is a m em ber of the  Los Angeles Society of 
F inancial A nalysts and  a founding m em ber of the In te rn a tio n a l  Society of 
Security Analysts. He is a trus tee  of the J .  P au l Getty T rust, the  Lowe 
Insti tu te , A lternative  Living for the Aging, C larem ont M cK enna College 
and  I ia rvard -W estlake  School.
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Ms. Joyce Andrews 
Alaska Permanent Fund Corporation 
P.O. Box 25500 
Juneau, A K  99802

Dear Ms. Andrews:

I have attached Capital Guardian’s responses to Terry B row n’s request for capital market 
assumptions and asset allocation positions. Note that the capital market assumptions are based 
upon research conducted by one o f  our macro economists and arc not necessarily reflective o f  an 
overall “Capital Group view.”

Our global balanced allocation target (60% stocks, 40% bonds) does not include real estate. The 
International Subcommittee (ISC), a subcommittee o f C G T C ’s overall Investment Committee, 
meets formally twice each month to discuss asset allocation issues. This self-monitoring body, 
comprised o f  seven Capital g!obal portfolio managers, provides individual asset allocation 
recommendations. Once each month the members o f  the subcommittee arc given an opinion poll 
which allows them to verbalize where they would invest am ong global stocks and bonds. The 
results o f  the poll are discussed at the bi-monthly meetings to focus on key issues and variables in 
the individual responses from the group. The m em bers’ recommendations are then aggregated in 
order to arrive at an overall asset allocation decision.

Please do not hesitate to contact either Bob Sparc or me if  you have any questions or need 
additional information.

Sincerely,

Mike Casagranda

cc: Michael O ’Leary



Capital Market Assumptions

One Year

D om estic  S tocks 
S& P 500 
S&P Midcap 400 
S&P 600 Small Cap 
Russell 2000

In te rn a tio n a l Stocks
M SCI-EA FE 12.0%
MSCI Global Emerging Markets Free 18.0%

R eal E x ta tc
N C R E IF  Classic 
N C R E IF  All Properties 
Morgan Stanley REIT

Fixed Incom e
Lehman Aggregate 
Lehman Government Corporate 
Lehman Corporate Rated A 
Salomon Non Dollar World Government Bond Index 

Hedged 
Unhedged 

Merrill Lynch High Yield Master

S h o r t  T e rm
90 day T-bill 4.4%

4.5%

5.0%
7.0%
1 1 . 0 %

6 . 0 %

1 0 . 0 %

7.5%

9.0%

9.0%
11.5%

6.5%

7.5%
6.5%
9.0%

5.0%

Five Years

C onsum er Price Index 1.9% 2.3%
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FINANCE AND ECONOMICS 
Economic growth

Profits of doom
S HARE prices in much o f the world 

ended 1998 higher than they started it. 
Oddly, at the same time, the p ro fitab ility o f 
companies is shrinking, even in the world ’s 
leading economies. This begs the question 
o f whether equity prices in rich countries 
now make any sense at a ll— but it also gives 
om inous warn ing o f disappointing eco­
nom ic growth to come in 1999.

Share prices rose, on average, by more 
titan 15% in 1998 in  six o f the rich world's 
biggest economies. Uut in the th ird quarter, 
the latest period fo r which there is data, 
company profits were 12% lower than a 
year earlier in those economies (see chan). 
Much o f this is due to thecontinucd suffer­
ings o f j3panese finns. But corporate p ro fit­
ab ility has fallen compared w ith the previ­
ous year in the other big economies as well.

Continued economic strife in Asia is 
one cause o f slimmer p ro fit margins else­
where. The devaluation o f Asian curren­
cies, and a huge amount o f excess produc­
tive capacity, have intensified global price 
competition, especially in homogeneous, 
tradable goods such as textiles, chemicals 
and commodities. But in America and Brit­
a in. several years o f decent economic 
growth have driven down unemployment 
to such an extent that labour costs are start­
ing to rise— althout’h the impact o f this has 
been cushioned hy higher productivity.

These far ors are unlike ly to go away in 
1999. A n / in continental Europe, the 
launch o f the euro may increase price com­
petition by making differences in pric ing 
between countries in the euro-zone more 
transparent to consumers.

In the case o f corporate profits, the 
main uncerta in ty is how fast, i f  at all, the 
w orld ’s big economies w ill grow. The fren­
zied cutting o f shon-term interest rates by 
central bankers since die autumn’s b rie f fi- 
nancial-market crisis seems tohave averted 
the worst fo r now. But yields on corporate 
bonds, especially American ones, are typ i­
cally higher now than six mondis ago, be­
cause invcstorsare more worried 3bout die 
riskiness o f diese securities.

Worse, the recent decline in corporate 
p ro fita b ility may itse lf po in t to slower 
growth ahead. In the past, changing p ro fit­
ab ility has been a useful lead indica tor o f 
economic trends. One reason is that, when 
firms cam lower profits, they generally be­
come less optim is tic about their future 
pro fitab ility , and vice versa— and so cut (or 
boost) the ir investment spending accord­
ingly. Capiutl spending by companies is an 
im portan t con tribu to r to economic 
growth. I f there is less o f it, growth suffcts. 
In continental Europe, most o f the eco­
nom ic growth during the 1990s was due to

Share  prices *

higher spending by com panics.
America's economy is now especially 

vulnerable to a sharp reduction in invest­
ment by firms. Much attention has been 
lavished on American consumers’ alarm ­
ing recent habit o f spending more than 
diey earn. But American companies also 
have a “ negative savings ratio", points out 
David Mackie, an economist atj.P. Morgan, 
because they have been borrow ing so much 
to invest British anc* continental European 
companies, in contrast, have not paid for 
capital spending in the 1990s by gening 
deeper in to debt.

Running up debts to finance invest­
ment may make sense in conditions o f

rap id economic growth. But. when growth 
slows and pro fitab ility tumbles, heavy in ­
debtedness w ill force companies to make 
ferocious cuts in capital spending. M r 
Mackie thinks this could be severe enough 
to push the American economy in to deep 
recession. A sim ila r thing happened in Ja­
pan, that other “miracle economy", in the 
early 1990s. Companies had been borrow­
ing and investing as though tire economy 
would grow for ever. Its economy is still 
paying the price. Japan’s problems have 
m ired Asia in recession; i f  America's econ­
omy went down the plughole, the rest o f die 
w orld would probably fo llow suit.

Holdyourtongue
B EA'.rjY is in the eye o f the &  

beholder. This applies as ^  
much to economic figures as 
to die human kind . Whedicr 
an economic development is 0*
“good news" or “ bad news" &  
may depend on circumstances, 
o r 011 who you are— somedring 
most scribblers tend to ignore. In the sec­
ond article in uur occasional scries, we 
consider some o f the emotive words dial 
arc misleadingly used to describe eco­
nom ic numbers.

Headlines that include dte word 
“gloom* ate more likely to make the 
fron t page, so writers are tempted to give 
dte irs toriesagrim spin.Thus, a fell in oil 
prices might trigger the headline: “O il- 
price gloom". Lower prices are indeed 
bad news for producers— but they are 
good news for consumers. O r consider 
interest rates. Pundits always pronounce 
a rise in interest rales as “bad". Yet for ev­
ery borrower there is a saver, who gains 
fio tn higher rates. It is true tli. i l higher in ­
terest rates may fotce finns to cut invest­
ment and jobs. But in many countries 
the personal sector has more assets than 
debts at variable interest rates, so it is a

y / net w inner when rates rise
Trade balances are a rich 

source ofover-emotional Inn- 
guage used by economic 

, ̂  O  writers. When a country’s 
^  trade deficit shrinks it is always 

said to “ improve"; i f  a surplus 
disappears it has “deteriorated'. 

The presumption iS: surplus good, defi­
c it bad. But a country's trade balance is a 
poor gauge o f economic strength. Since 
Japan's w idening trade surplus reflects 
the depressed state o f its economy, it is 
hard ly good news.

Likewise, the recent shift in Asia's 
emerging economies from deficit to sur­
plus; i f  these surpluses shrink next year 
as demand picks up, that w ill be good 
news, not bad. Commentators should 
note that trade deficits may increase or 
decrcase-theycan never “ improve ".

Finally, here is a reader's nom ination 
fo r the best "financial babble"— the pre­
vious subject in this series. This gem 
comes from the Itu lep ciu ien t, a British 
newspaper: "Concerns that the eco­
nom ic outlook might not be as gloomy 
as feared hit interest rate hopes a.id sent 
financia l matkcis lower yesterday..."

66 T ill I COHO M || | jANUAMlKU 1909



DRCM  Capital Market Assumptions and Asset Allocation

1 Year Rtn 5 Year Rtn 1 Year Wt
D om estic S tocks
S&P 500 6.5% 7.0% 20%
S&P M idcap 400 7.0% 8.5% 10%
R ussell 2000 8.0% 9.5% 15%

L
International Stocks
MSCI-EAFE 8% 9% 5%
MSCI G lobal Em erging Markets Free 5% 11% 0%

Total EQUITY 50%

Real Estate
NAREIT (All) 7% 7% 10%

Total REAL ESTATE 10%

Fixed Income
Lehm an Aggregate 6.15% 4.7% 10%
Lehm an G overnm ent Corporate 5.85% 4.1% 10%
Lehm an Corporate 6.50% 5.2% 10%
Salom on Non-Dollar W orld G overnm ent Bond Index

Hedged 5.15%! 3.1% 5%
Unhedged 5.15%| 4.9% 0%

ML High Yield Master 8.50%! 7.00% 5%
I

S hort Term
90 Day T-B ill 4.40% j 4.85% 0%

Total BONDS i 40%

1 1 i
C onsum er Price Index \ 2%| 3 .5% |

[
Total PORTFOLIO 100%



Capital 
International

MSCI Emerging 
M artels Indices

Index Returns 
As of December 31,1998

% Change in US$%ol
Index* 3 Months 12 Months

Indonesia Free 1.8 125.6 -31.5
Korea 10.7 114.4 141.0
Russia 1.3 68.4 -83.0
Philippines Free 2.1 58.8 13.5
Thailand Free 2.8 54.4 11.5
Hungary 1.6 38.6 -8.2
Colombia 0.8 33.1 -42.2
Greece 7.3 28.2 78.1
Venezuela 1.0 20.8 -49.2
Czech Republic 1.1 14.5 0.5
Chile 4.5 13.3 -28.5
Mexico Free 11.3 10.5 -33.5
Poland 1.4 10.1 -6.7
Argentina 4.6 7.3 -24.3
Taiwan 9.9 7.2 -20.6
Jordan 0.2 7.0 -11.0
Turkey 2.0 5.3 -52.5
South Africa 10.3 4.8 -27.6
Israel 3.3 4.6 -5.1
China 0.7 4.1 -42.4
Brazil 11.9 0.6 -39.6
Peru 1.0 -1.1 -40.2
India 7.9 -1.6 -21.3
Pakistan 0.4 -12.5 -56.G

EMF' 100.0 18.0 -25.3
EMF Far East 21.3 47.7 -6.2
EMF Asia 15.1 33.8 -11.0
EM Europe & Middle East 28.5 21.0 •26 0
EMF Latin America 35.1 7.1 -35.1

E m e r g i n g  M a r k e t s  
S t r a t e g y  S t a t e m e n t December 31.1S98

Nineteen ninety-eight was an amazing year. At one 
point, several individual markets were down 70 to 90% in 
U.S. dollar terms, and the Morgan Stanley Capital In­
ternational Emerging Markets Free Index was down more 
than 40% on a year-to-date basis, and more than 50% 
year-over-year. This carried over to the developed mar­
kets, and at times it felt as if the whole world was going 
to Implode.

But volatility in emerging markets goes both ways, 
and we’ve had asnapbackin the Index of over 25% from 
its September low. That’s why it's so important to stay 
invested. If you look at the record of emerging markets 
over the past 12 years, much of their performance has 
come in very short spurts. In spite of what happened during 
the year, our original emerging markets fund, net of fees, 
has a return ol nearly 20% per annum. But in three of 
those years the relurn was over 60%. 11 would be a shame

■ Morgan Stanley Capi'-’ l International Emerging Markets Free Index 1 The MSCI EMF Index measures the performance ol markets where a 
substantial portion o l shares are available to non-domestic investors. 
Mote: All figures computed with gross dividends reinvested.
All indices are unmanaged.

not to be there for that kind ol return, because if you 
exclude those three years, returns would look fairly 
pedestrian.

Riding O ut the S torm
The most important Ihing we did all year was to heed 

our own advice and not panic— and it would have been 
easy to panic. We kept about our business of attempting 
to buy good companies at attractive prices. In spite of 
mass redemptions in most retail mutual funds, our insti­
tutional and individual investors took Ihe long-term view 
and remained invested.

We are confident ol higher absolute returns looking 
forward because the reasons we believe in emerging 
markets as an asset class are still valid. Despite growth 
assumptions being lowered for many countries, we still 
expect to seo more than 70% of the world's growlh 
coming from the developing world over the next 20 years. 
But equity prices in emerging markets currently reflect 
much grimmer assumptions. That's why I passionately 
believe that in a few years we will look back on this polnl 
in time as an extraordinary buying opportunity. And I am 
not alone in that belief, as informed corporate buyers 
have continued to purchase operating assets on the 
cheap, often paying a substantial premium lo what the 
market says those assets are worth.

Taking a Closer Look
One of the things we wondered about during this time 

was, did it feel as bad inside these countries as it looked 
from the outside? I think it depends on where you look. 
People in Russia and Indonesia noticed a big difference. 
But in Thailand, the Philippines, Taiwan, or Latin America 
in general, it probably didn’t (eel as though the market 
had gone down 50%, 60%, or 70%, nor did it alfect most 
people's lifestyles. In many places, the violent reaction of 

.the financial market didn't accurately reflect what was 
really going on inside the country.

We asked three of our analysts to shed some light on 
this. In each case, the analyst was born and raised in the 
country he orsho covers, and can provide some perspec­
tive as lo what tile was like on the inside during the 
financial crisis in tho emerging markets.

Patricia Artigas: Argentina
Life lor the average Argentine runs on diflerenl rails 

than the equity or debt markets. Since the hyperinflation 
ol 1989-90, peoplo don't keep their savings in stocks or 
in bonds. Tho stock market is extremely small compared 
to GDP (only about 15%, compared to 100% for Ihe 
Chilean market), and whiio the economy was booming 
from tho second hall of 1996 until tho third quartor ol

1



mi Capital Emerging Markets
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1998, the number of local brokers and small and midsized 
financial institutions has been shrinking at a last rate.

Unfortunately, the crisis in the emerging world and 
the deeper instability of our neighbor Brazil have made 
people begin to feel the indirect effect of the stock market 
collapse. The higher level of risk in the region has already 
had an impact on the capital inflows to Argentina, despite 
its solid fundamentals. Small and midsized companies 
are suffering the most from the effects of the reduced 
availability of financing and the higher unemployment 
rate. Unemployment is today’s major economic concern, 
as it has been increasing from the already high rate of 
13%. Despite that, most people continue to think things 
are better now than in the recent past, when inflation was 
4,000% and the local currency had no value at all.

Claire C. Cui: Ch ina
China is a very special case. Typical middle-class 

persons cannot freefy exchange currency to dollars or 
other hard currencies; it’s illegal. And this closed system 
has shielded Ihe country to a very large extent from the 
external financial crisis. It's realty the domestic economy 
that affects the daily living standard of most people, not 
the stock market.

The stockmarket in China is also unique. There is an 
"A-share’’ market for domestic investors and two 
‘'B-share' markets for foreigners. The A-share market, 
which is much larger, has not yet experienced a crash. So 
the stock market turmoil that we saw in the emerging 
markets has not affected China that much.

However, the domestic economy is weakening. Ex­
ternal demand from China’s neighbors has slowed, and 
that has had an impact on the domestic economy. So the 
daily living standard has decreased a little bit since 1996, 
and with the economic outlook not improving, people are 
more careful about spending. But when the markets 
crashed it had little effect on the living standard.

Osman Y. Akiman: Turkey
In spite of last year's decline in share prices, life lor 

the average Turk goes on as usual. (Of course, the 110% 
performance in 1997 helped soften that blow.) In Turkey. 
there are very few retail investors in the stock market 
(0.5% of market capitalization), and domestic institu­
tional investors are basically non-existent. While this is a 
negative in terms of the development of the local market, 
there was no negative wealth effect from this year's drop 
in stock prices.

Of course there will probably be a reduction in discre­
tionary spending for both corporations and individuals. 
For example, people will travel less. If they had been 
taking three trips a year now they'll lake two trips a year. 
But purchasing power should stay the same. The 
economy, which is expected have grown around 4.5% in

1998, is expected to slow to 1.5-2% next year, which is 
mo j or less equal to the population growth rate.

One point worth noting is that, unlike many other 
countries during this period, there has been virtually no 
local capital flight from Turkey. I think that reflects the 
deep sense of nationalism Turkish people have— they 
really believe in their country. And that thinking by the 
person on the street is reinforced by Ihe government’s 
commitment to market reforms and maintaining an open 
economy, even during this difficult environment.

Turkish history dates back seven centuries, and 
during that time, the Turks have built empires and have 
seen them destroyed. In that process, there have been 
many political and economic ups and downs, and Turks 
have learned how to deal with difficulty. I don't think 
there’s any complacency about what's going on, but I 
think the Turkish people have confidence they can see 
through ’his difficult period as they have done in the past.

The Real W orld  V ersus P ieces o f Paper
We are investors. And what we have tried to do over 

the years is draw a distinction between investing and 
trading pieces of paper back and forth. That's what led us 
to ask the question: what is really going on? Country by 
country and company by company, we realized the world 
was not coming to an end, even though the stockmarket 
was telling us il was. By understanding that outside the 
financial markets things were reasonably normal, we were 
able to stay reasonably calm and do what we always do, 
which is to invest in quality companies at fair valuations.

We thought it was appropriate that in September the 
Nobel Prize (or economics was awarded lo Prolessor 
Amartya Sen for his work on the economics of famine. 
That was in stark contrast to the previous year’s award, 
which went to Robert Merton and Myron Scholes from 
Long-Term Capital Management for their option pricing 
modal. There was an appropriate irony in that. And it 
illustrates the importance of understanding the real world 
versus explaining the price action of pieces of paper.

Looking back on 1998, the world was perilously close 
to a financial disaster. I believe when the Long-Term 
Capital story was breaking, the reason the regulators 
chose the route they did. knowing they would be accused 
ol hypocrisy, was because they were scared of the 
alternative— that $125 billion in debt could bring down 
major financial institutions. All this came out of leverage 
and computer models and thinking of things as nothing 
more than pieces of paper to be traded back and lorth. 
And I believe that wo would do well to remind ourselves 
that there’s more to life than that!

—  David I. Fisher 
Capital International
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H e a r d  o n  t h e  B e a c h
\ December 31, 1998
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W e’re certainly glad 1998 is over. It is difficult to overstate just how bad a year it was for REITs. The 
total return o f -1 7 %  turned in by the Morgan Stanley REIT Index compares with +29%  and -2 %  for 
the S&P 500 and the Russell 2000 indices, respectively. REITs underperformed the S&P by 45%! 
Numbers like these just weren’t supposed to happen.

COMPLIMENTS OF LASALLE ADVISORS

Numerous explanations have been provided for the poor performance by REITs in 1998 including 
fears of overbuilding, deflation, overpricing of acquisitions, etc. As we opined in our last edition of this 
piece, we are generally unsatisfied that these reasons provide a rational explanation for the severity 
of Ihe underperformance. Alternatively, one could point out that REITs were due for a correction, 
since they generated total returns averaging 28% during each of the prior two years. After all, REITs 
have now generated total .returns averaging about 11% over the last three years, a very "normal" 
result. In a vacuum this is fair, but in'a market where virtually every other investment vehicle has 
dramatically outpaced these results (the S&P figure for the last three years is +30%/yr), the REIT 
performance is disappointing and perplexing. W e continue to fee! thut much of the beating taken by 
REITs this year has been an overreaction to'problems that are perceived to be more severe than is 
the case.

• /

: • . y  ^
While REITs as a group may have been punished too severe.y. the actions of some REITs continue 
to add fuel to the argument that many of these new-to-the-’public-market companies will make more 
than their fair share of missteps, Perhaps the prime example of this was the inability by some 
management teams to recognize that the markei'did not want their company out growing for the sake 
of growth. While the high profile deals that took place early in the year (e.g. Simon/CPI, Rouse & 
Westfield/Hahn, Boston Properties/Embarcadero & Pru O n te r) are easy targets, we believe that, by 
and large, they do not reflect poorly on management. As we opined at the time, some of these deals 
were richly priced, and the jury will rem c!n out as to whether they were well-advised, but at least they 
took place at a time when very few people's crystal balls warned of the fallout that was to transpire in 
the latter half o f ’98. \ ;

Instead, we have found ourselves scratching our heads at the fact that a number of REITs have 
continued to adhere to their acquisitive ways long after tne market had sent a strong signal that the 
vast majority of REITs should abstain, for the time being, from purchasing properties. Recent sizable 
purchases by Summit (Ewing), United Dominion (American Apartment Communities), Reckson 
(Tower), Prologis (Meridian), Highwoods (Nichols), and Cornerstone (Wilson) strike us as deals done 
by REITs that buy into the myth that REITs must grow or die. Perhaps some of these deals may 
eventually pan out, but most of them have done significant harm to the acquiror’s balance sheet with 
little evidence that pricing was anything better than fair (e.g. SMT, UDR, RA, HIW). In other cases 
where the balance sheet is emerging unscathed, we have had difficulty buying into the grand strategy 
(CPP) or have felt the deal was pricey (PLD).

These are times when good management teams are distinguishing themselves, and the best way to % 
do so is to focus attention on value creation through development/redevelopment or on the mundane; 
but important, tasks of improving property management, squeezing more juice out of the existing 
portfolio or safeguarding the balance sheet. Those REITs that continue to acquire properties just to 
meet FFO growth expectations will, no doubt, languish in today's unfriendly environment.

Green Street Advisors. Inc.
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Regional recessions, or, at least, regional slowdowns, may be back in the cards after a roughly 
two-year hiatus during which the economies of virtually all regions hummed along at a healthy 
pace. In addition to our long-standing fears about the future of Las Vegas, several other major 
cities now serve as cause for serious concern.

Houston will almost certainly be adversely impacted by the collapse in oil prices. Yes, Houston 
ha? managed to grow at a healthy clip through the oil price decline of recent years, and there are 
few signs that the growth rate has slowed substantially. However, most of the drop in oil prices 
that has taken place this year has occurred during the last three months, as prices have dropped 
from $16.00/barrel at the beginning of October to an average price during December of just over 
$11.00/barrel. The 30+% drop that has occurred in the last three months will almost certainly 
result in cutbacks by major employers in these markets, and it may be that the recent layoff 
announcements, while admittedly small in number, are merely the tip of the iceberg. Despite 
proclamations that the city has diversified greatly its employment base, it is impossible for us to 
buy into the premise that Houston is not still very reliant on the health of the domestic oil industry, 
which in turn is heavily impacted by the price of oil.

Equally troubling is the ews out of Seattle. As is the case in Houston with its reliance on oil, 
progress has been made in Seattle toward making Boeing less of a 500-pound gorilla. 
Nevertheless, the airplane maker is still one very large monkey. So far this year Boeing has 
announced layoffs totaling 48,000 jobs, slightly over half of which will be concentrated in the 
Seattle-area. A layoff of this size could well result in a total job loss of over 75,000 people in this 
city after factoring in a multiplier effect. If things get this bad, the job loss will equate to over 5% 
of the city’s total employment base; enough to negate the positive effects of any other 
employment growth the city may experience during the next couple of years. Microsoft is often 
cited by the city’s boosters as a major engine for growth, but it is revealing to note that Microsoft 
currently employs fewer people than Boeing is laying off! The havoc being wreaked on 
Seattle by the Asian flu may also affect Portland, where the city will almost certainly see a cooling 
from the robust employment growth pace of recent years. The “Silicon Forest" has been the 
focus of much of the city’s growth of late, as computer hardware manufacturers and suppliers 
have established massive plants in the area. This business has languished in '98 as a result of 
slack demand, and with tne now-lower production costs in Asia, will likely continue to suffer as 
pricing pressure increases.

Finally, while it is difficult to single out any particular cities other than these that have undue 
exposure to the troubles caused by Asian turmoil, it seems fair to conclude that most 
cities/regions that have large manufacturing bases will experience below-average growth. The 
entire rust-belt will likely experience even less exciting growth than the relatively unimpressive 
rates of recent years. REIT investors who have, in recent years, grown accustomed to relatively 
consistent performance across various geographic regions should exp ct to see larger disparities 
develop during 1999.

Mike Kirby

Green Street Advisors. Inc.



January 11, 1999

Ms. Joyce Andrews 
Alaska Permanent Fund Corporation 
P.O. Box 25500 
Juneau, AK  99802

Dear Ms. Andrews:

I have attached Capital Guardian’s responses to Terry Brown’s request for capital market 
assumptions and asset allocation positions. Note that the capital market assumptions are based 
upon research conducted by one o f  our macro economists and are not necessarily reflective o f  an 
overall “Capital Group view.”

O ur global balanced allocation target (60% stocks, 40% bonds) does not include real estate. The 
International Subcommittee (ISC), a subcommittee o f  C G T C ’s overall Investment Committee, 
meets formally twice each month to discuss asset allocation issues. This self-monitoring body, 
comprised o f  seven Capital global portfolio managers, provides individual asset allocation 
recommendations. Once each month the members o f  the subcommittee arc given an opinion poll 
which allows them to verbalize where they would invest among global stocks and bonds. The 
results o f  the poll are discussed at the bi-monthly meetings to focus on key issues and variables in 
the individual responses from the group. The members’ recommendations are then aggregated in 
order to arrive at an overall asset allocation decision.

Please do not hesitate to contact either Bob Spare or me if you have any questions or need 
additional information.

Sincerely,

Mike Casagranda

cc: Michael O’Leary



Capital Market Assam], (ions

One Year

D om estic  S tocks 
S&P 500 
S&P Midcap 400 
S&P 600 Small Cap 
Russell 2000

In te rn a t io n a l  Stocks
M SCI-EAFE 12.0%
MSCI Global Emerging Markets Free 18.0%

R eal E x ta tc
N C R E IF  Classic 
N C R E IF  All Properties 
Morgan Stanley REIT

Fixed In co m e
Lehman Aggregate 
Lehman Government Corporate 
Lehman Corporate Rated A
Salomon Non Dollar World Government Bond Index 

Hedged 
Unhedged 

Merrill Lynch High Yield Master

S h o r t  T e rm
90 day T-bill 4.4%

4.5%

5.0%
7.0%
1 1 . 0 %

6 . 0 %

1 0 . 0 %

7.5%

9.0%

9.0%
11.5%

6.5%

7.5%
6.5%
9.0%

5.0%

Five Years

C o n s u m e r  P rice  Index 1.9% 2.3%
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FINANCE AND ECONOMICS 
Economic growth

Profits o f  doom
S HARE prices in much o f the world 

ended 1998 higher than they started it. 
Oddly, at the same time, the p ro fitab ility o f 
companies is shrinking, even in the world's 
leading economies. This begs the question 
o f whether equ ity prices in rich countries 
now make any sense at a ll— but it also gives 
ominous warn ing o f disappointing eco­
nom ic growth to come in 1999.

Share prices rose, on average, by more 
than 15% in 1998 in six o f the rich world's 
biggest economies. But in the th ird quarter, 
die latest period fo r which there is data, 
company profits were 12% lower than a 
year earlier in those economies (sec chan). 
Much o f this is due to the continued suffer­
ings ofjapanese firms. But corporate pro fit­
ab ility has fallen compared w ith the previ­
ous year in the other big economies as well.

Continued econom ic strife in Asia is 
one cause o f slimmer p ro fit margins else­
where. The devaluation o f Asian curren­
cies, and a huge amount o f excess produc­
tive capacity, have intensified global price 
competition, especially in homogeneous, 
tradable goods such as textiles, dtemicals 
and commodities. But in America and Brit­
ain, several years o f decent economic 
growth have driven down unemployment 
to such an extent that labour costs are start­
ing to rise— although the impact o f this has 
been cushioned by higher productiv ity.

These factors are unlike ly to go away in 
1999. And in continental Europe, the 
launch o f the euro may increase price com­
petition by making differences in pricing 
between countries in the eurozone more 
transparent to consumers.

In the case o f corporate profits, the 
main uncerta inty is how fast, i f  at all, die 
world 's big economies w ill grow. The fren­
zied cutting o f short-term interest rates by 
central bankers since the autumn’s b rie f fi- 
nancial-markct crisis seems to have averted 
the worst for now. But yields on corporate 
bonds, especially American ones, are typi­
cally higher now than six months ago, be­
cause investors are more worried about die 
riskiness o f these securities.

Worse, the recent decline in corporate 
p ro fitab ility may itse lf po in t to slower 
growth ahead. In the past, changing p ro fit­
ab ility has been a useful lead indicator o f 
economic trends. One reason is that, when 
firms cam lower profits, they generally be­
come lass optim is tic about their future 
pro fitab ility , and vice versa— and so cut (or 
boost) tln -ir investment spending accord­
ingly. Capital spending by companies is an 
im portan t con tribu to r to economic 
growth. I f  there is less o f it, growth suffers. 
In continental Europe, most o f the eco­
nom ic growth during the 1990s was due to

egging the.qi
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higher spending by companies.
America’s economy is now especially 

vulnerable to a sharp reduction in invest­
ment by firms. Much attention has been 
lavished on American consumers’ alarm ­
ing recent habit o f spending more than 
they earn. But American companies also 
have a “ negative savings rat.o", points out 
David Mackie, an economist ar j.P. Morgan, 
because they have been borrow ing so much 
to invest. British and continental European 
companies, in contrast, have not paid for 
capital spending in the 1990s by gening 
deeper in to debt.

Running up debts to finance invest­
ment may make sense in conditions o f

rapid economic growth. But, when growth 
slows and pro fitab ility tumbles, heavy in ­
debtedness w ill force companies to make 
ferocious cuts in capital spending. M r 
Mackie th inks this could be severe-enough 
to push the American economy in to deep 
recession. A sim ila r thing happened in Ja­
pan, that other “ m iracle economy", in the 
early 1990s. Companies had been borrow­
ing and investing as though the economy 
would grow for ever. Its economy is still 
paying the price. Japan’s problems have 
mired Asia in recession; i f America’s econ­
omy went down the plughole, the rest o f lire 
world would probab ly r llowsuit.

Hold your tongue
B EAUTY is in the eye o f the 

beholder. This applies as ^  
much to economic figures as ^  
to the human kind . Whether ^  
an economic development is 
“good news" or "bad news" V , 
may depend on circumstances, 
or on who you are— something 
most scribblers tend to ignore. In the sec­
ond article in our occasional scries, we 
consider some o f the emot ive words that 
are misleadingly used to describe eco­
nom ic numbers.

Headlines that include the word 
“ gloom’  are more likely to make the 
front page, so writers are tempted to give 
their stories a grim spin.Thus,a fa ll in oil 
prices might trigger the headline; "O il- 
pricc gloom”. Lower prices arc indeed 
bad news for producers— but they are 
good news for consumers. O r consider 
interest rates, I’undits always pronounce 
«i rise in interest rates as ’ bad". Yet fo r ev­
ery borrower there is a saver, who gains 
from higher rates. It is true that higher in ­
terest rates may force firms to cut invest­
ment and jobs. Hut in many countries 
the personal sector has more assets than 
debts at variable interest rates, so it is a

net w inner when rates rise 
Trade balances are a rich 

source ofovcr-emotional lan­
guage used by economic 
writers. When a country’s 

^  trade deficit shrinks it is always 
said to “ improve"; i f  a surplus 

disappears it has "deteriorated’ . 
The presumption i$: surplus good, defi­
c it bad But a country’s trade balance is a 
poor gauge o f economic strength. Since 
Japan's w idening trade surplus reflects 
the depressed state o f its economy, it is 
hard ly good news.

Likewise, the recent shift in Asia’s 
emerging economies from deficit to sur­
plus: i f  these surpluses shrink next year 
as demand picks up, that w ill be good 
news, not bad. Commentators should 
note that trade deficits may increa' 
decrease— they can ncvcr’ improvc 

Finally, here is a reader’s nom ination 
fo r the best "financia l babble"— the pre­
vious subject in this series. This gem 
comes from the In d ep en d en t, a British 
newspaper: “ Concerns that the eco­
nom ic outlook m ight not be as gloomy 
as feared h it interest ratehopesnnd sent 
financia l markets lowerycstcrday.. . "

a t i l l  ICUNOMIll JAMIMM IWI) mill



DRCM  Capital Market Assumptions and Asset Allocation

11 Year Rtn 15 Year Rtn 1 YearW t
Domestic Stocks 1
S&P 500 6.5% 7.0% 20%
S&P Midcap 400 7.0% 8.5% 10%
Russell 2000 8.0% 9.5% 15%

I
International Stocks r
MSCI-EAFE 8% 9% 5%
MSCI Global Emerging Markets Free 5% 11% 0%

Total EQUITY 50%

Real Estate
NAREIT (All) 7% 7% 10%

Total REAL ESTATE 10%
I

Fixed Income i
Lehman Aggregate 6.15%; 4.7% 10%
Lehman Government Corporate 5.85%| 4.1% 10%
Lehman Corporate 6.50%i 5.2% 10%
Salomon Non-Dollar World Government Bond Index I

Hedged 5.15% | 3.1% 5%
Unhedged 5.15% | 4.9% 0%

ML High Yield Master 8.50% | 7.00% 5%

! !
Short Term i!
90 Day T-Bill 4.40% i 4.85% I 0%

Total BONDS1 40%
rI

Consumer Price Index 2% I 3.5%:
i l

Total PORTFOLIO 100%



Capital 
International

Index Returns 
As of December 31,1998

%  Change in US$MSCI Emerging % of
M artels Indices Index* 3 Monlhs 12M onlhs

Indonesia Free 1.8 125.6 •31.5
Korea 10.7 114,4 141.0
Russia 1.3 68.4 ■83.0
Philippines Free 2.1 58.8 135
Thailand Free 2.8 54.4 11.5
Hungary 1.6 38.6 •8.2
Colombia 0.8 33.1 -42.2
Greece 7.3 28.2 78 1
Venezuela 1.0 20.8 -49.2
Czech Republic 1.1 14.5 05
Chile 4.5 133 -28.5
Mexico Free 11.3 10.5 -33.5
Poland 1.4 101 -6.7
Argentina 4.6 7.3 -243
Taiv/an 9.9 7.2 -20.6
Jordan 02 7.0 •11.0
Turkey 2.0 53 •52.5
South Africa 103 48 •276
Israel 33 4.6 •5.1
China 0.7 4.1 -42.4
Brazil 11.9 OG -39 6
Peru 1,0 •1.1 •402
India 7.9 •1.6 •21 3
Pakistan 04 •125 •56 6

EMF' 1000 180 •25 3
EMF Far East 21.3 47 7 •62
EMF Asia 15.1 33 8 •110
EM Europe & Middle East 285 21.0 •260
EMF Latin America 35.1 71 •35 1

E m e r g i n g  M a r k e t s
S t r a t e g y  S t a t e m e n t December 3l, 1998

N ineteen  ninety-eight w as  a n  am az in g  year.  At one  
point, s e v e ra l  individual m arkets  w e re  down 70  to 90 %  in 
U.S. dollar te rm s, a n d  th e  M organ S tan ley  Capital In­
ternational Emerging Markets Free Index w as  down more 
than 4 0 %  on a  yea r - to -da te  bas is ,  an d  m o re  than  50%  
year-over-year .  This  ea rn ed  over  to the  d ev e loped  m ar­
kets, a n d  at t im es it (elt a s  il th e  w ho le  world w as  going 
to implode.

But volatility in em erg ing  m arke ts  g o e s  both w ays,  
a n d  w e 'v e  h ad  a s n a p b a c k  in the  Index of o v er  25%  from 
its S e p te m b e r  low. T h a t 's  why it’s  s o  important to s tay  
invested. If you look at the  record of em erg ing  m arkets  
over  th e  p a s t  12  y ea rs ,  m uch  ol their  per fo rm ance  has  
c o m e  in very  short spurts. In spite of w hat happened  during 
the year, o u r  original em erg ing  m arke ts  fund, net of fees ,  
h a s  a  return of nearly  20%  p e r  an n u m . But in th ree  of 
th o s e  y e a r s  the  return w a s  over60% . It would b e  a  s h a m e

’ M org jnSh rtey Cjp'UI lu lerrutjoiu l I merging M jiM s  fice lwJc<. 
* MSCI EMf Ir.UcA measures llw performance ot nuiVets where 4 

substantial portion ot slm es l i e  i n l i ’J e  to non-domestic investor? 
Note' All Injures computed w i ll grovs Uviitervh lemvesUd 
All indices t ie  iimtuiurjeil

not to b e  there  for tha t kind of return, b e c a u s e  if you 
exc lude  th o se  th ree  yea rs ,  returns would look fairly 
pedestr ian .

Riding Out the Storm
T h e  m ost important thing w e  did all y e a r  w a s  to h ee d  

our  own advice a n d  not pan ic—a n d  it would h av e  b e e n  
e a s y  to panic. W e  kept ab o u t  o u r b u s in e s s  of attempting 
to buy good  c o m p an ie s  a t  attractive prices. In sp ite  of 
m a s s  redem ptions  in m ost  retail mutual funds, our  insti­
tutional an d  individual investors took tho  long-term view 
and  rem ained  invested.

W o a re  confident of higher ab so lu te  returns looking 
forward b e c a u s e  the r e a s o n s  w e believe in em erg ing  
m arke ts  a s  an  a s s e t  c l a s s  a re  still .alid. D esp ite  growth 
assu m p t io n s  being low ered for m any  countries, w e  still 
expec t  to s e e  m ore th a n  70%  of tho world's  growth 
coming from the  developing world o v e r th e  next 20  years .  
But equity prices in em erg ing  m arke ts  currently reflect 
m uch  grim m er assu m p tio n s .  T h a t 's  why I pass iona te ly  
believe tha t in a few yea rs  w e will look b ac k  on this point 
in time a s  an  ex traordinary  buying opportunity. And I a m  
not a lone  in that belief, a s  informed corporate  buyers  
havo  continued  to p u rc h a so  opera ting  a s s e t s  on  tho 
ch e ap ,  often paying a subs tan tia l  p rem ium  to w ha t tho 
market s a y s  th o se  a s s e t s  a re  worth.

Taking a Closer Look
O n e  of tho things we w o ndered  abou t during this time 

w as .  did it feel a s  b a d  inside th e s e  countries a s  it looked 
from tho o u ts id e?  I think it d e p e n d s  on w hero  you look. 
P eo p le  in R uss ia  a n d  Indonesia  noticed a  big difference. 
But in Thailand, the  Philippines, Taiwan, or Latin America 
in general,  it probably  didn't leol a s  though  tho market 
had  g o n e  down 50%, 60% , or 70%. nor did it atfect most 
p e o p le ’s lifestyles. In m any p laces ,  tho violent reaction ol 
the  financial market didn't accura te ly  relloct w hat w as  
really going on insido tho country.

W e a s k e d  threu  of our  ana lys ts  to sh e d  som o  light on 
this. In e a c h  case ,  tho ana lyst  w as  born  and  ra ised  in the 
country h e  or sh e  covers ,  a n d  c a n  provide s o m e  p e r s p e c ­
tive a s  to what lilo w a s  liko on tho  insido during tho 
financial crisis in tho omorging m arkets.

Patricia Artigas: Argentina
Lilo for tho a v e r a g e  Argentine runs on dilleronl mils 

Ihz n the equity or deb t m arkets .  S inco  tho hyperinflation 
of 11 89 -9 0 ,  peop le  don 't  k e e p  their sav ings  in s tocks or 
in bonus .  Tho slock  m arket is extremely  small co m pared  
to G D P  (only abou t 15%. co m p ared  to 100% for the 
Chilean market), a n d  while the  e c o n o m y  w as  booming 
from tho s e c o n d  half of 1996 until tho third quar te r  of

1



Capital Emerging Markets
International strategy Statement December 31.1598

1998, th e  n u m b e r  of local b rokers  an d  s m a i la n d  m idsized 
financial institutions h a s  b e e n  shrinking at a  last rate.

Unfortunately, the  crisis in Ihe em e rg in g  world and  
the  d e e p e r  instability of o u r  n e ig h b o r  Brazil h av e  m a d e  
p e o p le  begin  to feel tho  indirect effect of the  s to c k  m arke t 
co l lapse .  T h e  h igher  level of risk in the  region h a s  a lready  
had  a n  im pact on  the  capital inflows to Argentina ,  d esp i te  
its solid fu n d am e n ta ls .  Sm all an d  m ids ized  c o m p a n ie s  
a re  suffering th e  m ost  from th e  effec ts  of th e  red u c ed  
availability of financing an d  th e  h igher  unem ploym ent 
rate. U nem ploym en t Is to d ay 's  m ajo r  e c o n o m ic  concern ,  
a s  it h a s  b e e n  increasing  from tho a l re a d y  high ra te  of 
13%. D esp i te  that, m os t  p e o p le  con t inue  to think things 
a re  b e t te r  now  than  in the  rec en t  pas t ,  w h e n  inflation w as  
4 ,0 0 0 %  a n d  th e  local cu r rency  h ad  no  va lue  a t  all.

Claire C. Cui: China
C hina  is a  very spec ia l  c a s e .  Typical m iddle-c lass  

p e r s o n s  c a n n o t  freely e x c h a n g e  cu rrency  to dollars or 
o the r  h a rd  cu rrenc ies ;  it's illegal. And this  c lo se d  sy s te m  
h a s  sh ie lded  th e  country  to a  very  la rge  ex ten t from tho 
ex terna l  f inancial crisis. It's realty the  d o m e s t ic  e c o n o m y  
that affec ts  th o  daify living s ta n d a rd  of m os t  p eo p le ,  not 
tho s to c k  m arket.

T h o  s to c k  m arke i  ;n C h ina  is a l so  unique. T h e re  is an  
‘A - s h a r e ” m a rk e i  foi d o m e s t i c  in v e s to r s  a n d  tw o 
‘B -sh a re ” m a rk e ts  for foreigners. T h e  A -sharo  m arket,  
which is m uch  larger, h a s  nol yet e x p e r ie n c e d  a  c rash .  S o  
the  s to c k  m a rk e t  turmoil that wo s a w  in tho em erg ing  
m arke ts  h a s  not a ffec ted  C h ina  that m uch,

How ever, tho  d o m es t ic  ec o n o m y  is w eaken ing .  Ex­
ternal d e m a n d  from C h in a 's  ne ig h b o rs  h a s  s low ed, and  
that h a s  h ad  a n  impact on the  d o m es t ic  ec onom y . S o  the  
daify living s ta n d a rd  h a s  d e c r e a s e d  a  little bit s in c e  1996. 
an d  with the  e c o n o m ic  outlook not Improving, p e o p le  a r e  
moro careful a b o u t  spend ing .  But w h en  tho m arkots  
c r a s h e d  it h a d  Irttlo etfoct on tho  living tandard .

Osman Y. Aklman: Turkey
In sp i te  of la s t  yoar 's  doclino In s h a r o  prices ,  lilo lor 

tho a v e r a g e  Turk g o e s  on  a s  usua l.  (01 co u rse ,  Iho 110% 
p e r fo rm a n c e  in 1997  h e lp ed  so ltun  that blow.) In Turkey, 
the re  a r o  very  lew  rotail inves to rs  in th e  s to c k  m arket 
(0 .5%  ol m arke t capitalization), a n d  d o m e s t ic  institu­
tional inves to rs  a ro  basically  non-oxistont.  W hiio lh is  is a  
nogativo in te rm s  ot tho  dev e lo p m e n t  ol tho  local m arket,  
th e re  w a s  no n ega t ive  wealtti effect from this y e a r 's  d rop  
in s tock  prices.

01 c o u r s e  tfi sro will p robab ly  b o  a  reduction  in d iscro  
llonary sp e n d in r  lor bo th  co rpora tions  a n d  individuals 
F o r  oxam plo, p c o p lo  will travel lo ss  It th e y  h a d  boon  
taking th ree  trips a  yonr now they  II lake two trips a  yoar 
But p u r c h a s in g  p o w er  sh o u ld  s la y  t h e  s a m e  Tho 
oconorny. which Is e x p e c te d  h a v e  g row n a ro u n d  a 5% in

1998, is e x p e c te d  to slow to 1 .5 -2 %  next year,  which is 
m ore  or  k 's s  eq u a l  to the  population growth rate.

O n e  point worth noting is that, unlike m any  o ther  
coun tr ies  during this period, the re  h a s  b e e n  virtually no 
local capita l flight from Turkey. ! think tha t reflects the 
d e e p  s e n s e  of nationalism Turkish p e o p le  have— they 
really be l ieve  in their country. And that thinking by tho 
p e r s o n  on  the s t ree t  is reinforced by Ihe governm en t 's  
com m itm en t to m arket reform s an d  maintaining a n  open  
oconorny, even  during this difficult environment.

Turkish  history d a te s  b a c k  s e v e n  cen turies ,  and  
during tha t time, the  Turks have  built em pires  an d  h ave  
s e e n  th e m  des troyed . In that p ro c e ss ,  th e re  h av e  b e e n  
m a n y  political an d  econom ic  u ps  a n d  dow ns,  and  Turks 
h a v e  lea rn ed  how lo doal  with difficulty. I don't think 
th e re 's  a n y  com placency  abou t w ha t 's  going on. but I 
think tho  Turkish peoplo havo  confidenco  they ca n  s e o  
th rough  this difficult period a s  they havo  d o n e  in tho pas t .

Tho Real World Versus Pieces of Paper
W e a ro  investors. And w hat wo havo  tried to do  over 

th o  y e a rs  is d raw  a  distinction b e tw e e n  investing and  
trading p ie c e s  of p a p e r  b a c k  and  forth. T h a t 's  what led us 
to a s k  the  question: what is realty going o n ?  Country by 
country a n d  com pany  by com pany , w e  realized the  world 
w a s  nol com ing to an  end, even  though  tho stock  m arket 
w a s  telling us  it w as.  By understanding  that utsido the 
financial m arkets  things w ere  reasonab ly  normal, we were  
ab le  to s ta y  reasonably  ca lm  and  do  what w e always do, 
which is to invest in quality com pan ie s  a t  fair valuations.

W o thought it w as  appropr ia te  tha t in S e p te m b e r  tho 
Nobol Prizo  for eco n o m ics  w as  a w a rd e d  to P ro fesso r  
Arnartya S o n  lor his work on  Iho econom ics  of famine. 
T hat w as  in s tark  con tras t  to Ihe previous y ea r 's  award,  
which w en t to  Robert Merton and Myron S ch o le s  from 
Long-Term  Capital M anag e m en t  for their option pricing 
modol. T h e ro  w as  a n  appropria te  irony in that Anri it 
illustrates tho  im portance of unders tand ing  tl»o roal world 
v e r s u s  explaining tho pneo  action of p iocos of paper .

Looking b ac k  on 1998. Iho world w as  perilously c lose  
to a  t inanclal d isaster.  I beliovo w hen  Iho Long-Tenn 
Capita l s tory  w as  breaking, tho r e a s o n  Iho regula tors 
c h o s e  Iho rou te  they did, knowing they  would b e  a c c u s e d  
ol hypocrisy, w a s  b o c a u s o  they woro s c a re d  ol tho 
altornativo— that $ 1 2 5  billion in d eb t  could bring down 
m ajor  financial Institutions. All this cum o  out ol levorago  
an d  c o m p u te r  n->dols and  Ihlnlong of tilings a s  nothing 
m oro  th a n  p iocos  ol paper  to b o  t raded  b a c k  an d  forth 
And I bolfovo that wo would do  well lo rom m d ou rso lvo '  
tha t tho rn 's  room  lo lilo than  that'
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