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APPENDIX Y

MEMORANDUM STATE OF ALASKA

Department of Revenue

To: File Date: August 10, 1999

L Telephone: 465-2301
From: Wilson Jl. Condoy
Co joneg/ ™~ Subject: Decision and Justification for Asset

Allocation for the Constitutional Budget
Reserve Fund

The Constitutional Budget Reserve Fund (CBRF or Fund) is a very important financial asset of
the state. By adopting a constitutional amendment (Article IX, Section 17 of the Alaska State
Constitution) the voters of Alaska established the Fund in 1990. The state must deposit all money
received as a result of administrative proceedings or litigation on (1) mineral lease payments or
(2) taxes on mineral income into the Fund. The legislature can appropriate money from the Fund
with a three-quarters vote of both houses or, under some restricted circumstances, with a simple

majority.
The CBRF balance was $2,433,414,462 on July 31, 1999.

It appears as though the state will need almost all the money from the CBRF to implement its
Reserves Policy (Appendix X).! Based on current spending and revenue projections, Treasury
estimates that $2,150,000,000 in the CBRF should be allocated to cover the next two years’
anticipated and unanticipated budget shortfalls. Treasury used an average estimated or implied

standard deviation of oil prices, $3.66/ barrel, over the relevant period to estimate the amount of

' This memorandum is the latest in a series of similar memoranda dated September 26, 1997,

July 15, 1998, and December 28, 1998.
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money needed to cover a 90th percentile oil price decline. This results in a 10% probability that
the reserve would not be sufficient to meet anticipated expenditures. Treasury adds the amount
set aside to cover unanticipated declines to the Department of Revenue’s most recent estimate of
deficits for the next two years' budgets. Treasury’s estimate of money required for this portion of
the CBREF reflects both the state’s current fiscal position and the possibility of a material decline

in oil prices estimated using market measures of price volatility for oil.

Since (1) the CBRF balance on August 1, 1999 exceeded the state’s short-term reserve needs by
only $280 million and (2) the state projects $200 million in draws from the CBRF in the months
of August and September, the entire CBRF should now be invested to cover the state’s

short-term reserve needs.

The money designated to cover the next two years’ possible shortfalls have a low to moderate
risk tolerance. Treasury has a high liquidity requirement for these funds. The primary factor
limiting the risk tolerance for these funds is the relatively short time horizon. The state may need
a significant amount of this money within one year. Treasury has concluded that the best way to
meet the objectives for this money while maximizing returns is to invest 15% in the Short-term

Fixed Income Investment Pool and 85% in the Intermediate-term Fixed Income Investment Pool.

This is the third major change in the investment policy for the entire CBRF over the past 14
months. The following table reflects the changes in the asset allocation policy for the entire
fund:
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Change No.1  Change No.2 Change No. 3

7/97 - 7/98 7/98 - 12/98 12/98 — 8/99 8/99
Equity Pool 19% 9% 0% 0%
Long-term Fixed Income 49% 33% 44% 0%
Investment Pool
Intermediate-term Fixed 31% 47% 30% 85%
Income Investment Pool
Short-term Fixed Income 1% 11% 26% 15%

Investment Pool

Much of what has changed was occasioned by the unexpected decline in oil prices from late 1997
through early 1999. This price decline and the consequent revenue shortfall required

substantially larger than expected draws from the CBRF. This in turn reduced the CBRF balance
substantially and reduced the CBRF’s average investment time horizon from almost five years to

less than two years.

Important changes have also occurred in the investment policy pertaining to the portion of the
CBREF dedicated to meeting the state’s short-term reserve requirements. Prior to the summer of
1999, some of the CBRF was invested in a two-year shortfall reserve and some of it was invested
to cover longer-term needs. Now the CBRF is all to be invested as a two-year shortfall reserve.
The following table reflects the change in the investment policy for the two-year shortfall fund

we are currently adopting.
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Two-year shortfall fund

investment policy
12/98 — 8/99
Longer-term Fixed Income 43%
Investment Pool
Intermediate-term Fixed 21%
Income Investment Pool
Short-term Fixed Income 36%

Investment Pool

Two-year shortfall fund
investment policy
7/99 -

0%

85%

15%

This policy change raises three important questions that merit a brief analysis and explanation.

1. Why make the change?

This change is prompted by the capital market assumptions supplied by Treasury’s financial

consultant, Callan Associates, in early 1999. The following table compares (1) the expected

return, (2) the expected risks and (3) the probability of a negative return for the two policies

under the 1998 and 1999 capital market assumptions.

Old Asset Allocation Policy

Long-term Fixed Income Investment Pool
Intermediate-term Fixed Income Investment Pool

Short-term Fixed Income Investment Pool

Using 1998
Capital Market Assumptions
Expected Return 5.47%
Risk 3.32%
Probability of a Negative Return 4.97%

Percent

43%
21%
36%

Using 1999
Capital Market Assumptions

5.02%
3.17%
5.66%
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Proposed Asset Allocation Policy

Percent
Intermediate-term Fixed Income Investment Pool 85%
Short-term Fixed Income Investment Pool 15%

Using 1998 Using 1999
Capital Market Assumptions  Capital Market Assumptions

Expected Return 5.32% 5.00%
Risk 3.07% 2.83%
Probability of a Negative Return 4.16% 3.87%

Several important conclusions follow from the table. First, under the 1999 capital market
assumptions, the difference in return between the two policies drops almost to zero. Under the
1998 capital market assumptions, the expected difference in return between the two policies is 15
basis points (December 1998 policy, 5.47%, minus July 1999 policy, 5.32%). Under the 1999
capital market assumptions, the expected difference in return is 2 basis points (December 1998

policy, 5.02%, minus July 1999 policy, 5.00%).

Second, under the 1999 capital market assumptions, the difference in risk between the two
policies increases significantly. Under the 1998 capital market assumptions, the difference in
risk is 25 basis points (December 1998 policy, 3.32%, minus July 1999 policy, 3.07%). Under
the 1999 policy the difference in risk is 34 basis points (December 1998 policy, 3.17%, minus
July 1999 policy, 2.83%).

Third, using the 1999 capital market assumptions, the difference in the probability of a negative
return between the two policies increases substantially. Under the 1999 capital market

assumptions, the chances of a negative return for the December 1998 policy increased (from
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4.97% to 5.66%). The chances of a negative return for the July 1999 policy decreased (from
4.16% to 3.87%). The same expected return for less risk signals the policy change.

2. If the policy change is signaled by the January 1999 capital market assumptions, why wait
until July and August 1999 to make the policy change?

Each spring, Treasury routinely incorporates its new capital market assumptions into its annual
asset allocation reviews. Having just completed an interim evaluation of the asset allocation
policy in December 1998 (occasioned by the continuing very low oil prices and the consequent
unexpectedly heavy draws on the CBRF to balance the state’s FY 99 budget), Treasury decided
to wait until the conclusion of the 1999 legislative session to re-review the asset allocation policy

for the CBRF.

In the meantime, the Governor submitted a plan to the legislature to transform the CBRF into a
quasi-endowment fund to pay for government expenditures over the longer term. Several
extensive conflicting objectives were proposed for the long-term use and management of the
CBREF during the 1999 legislative session. Consequently, Treasury concluded it would not be
appropriate to change the CBRF asset allocation until the longer-term CBRF objectives could be

clarified.

3. Since the longer term CBRF objectives were not clarified during the 1999 legislative session
and since a public vote has been scheduled on Tuesday, September 14 to help clarify those

objectives, why change the CBRF investment policy now?

No matter how the public votes in September, many months will pass before the legislature will
make final decisions on the long-term objective for the funds held by the CBRF. In the

meantime, the new proposed asset allocation policy for the CBRF is so clearly superior —
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virtually the same return with a considerable reduction in risk — it should be implemented

immediately.
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