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[Mr. Hutton in the chair]

MR. MARZ: Good evening, ladies and gentlemen. My name is
Richard Marz, and I' d like to take this opportunity to welcome you
all heretotheannual public meeting of the AlbertaHeritage Savings
Trust Fund Committee. 1'd also like to introduce the Minister of
Revenue. TheHon. Greg Melchiniswith ustonight. Greg, giveus
a wave. The chair of the committee and MLA for Edmonton-
Glenora is Mr. Drew Hutton. Richard Magnus is the committee
deputy chair and MLA for Calgary-North Hill. Welcome, Richard.
Debby Carlson is a committee member and MLA for Edmonton-
Ellerslie. GeorgeVanderBurg isacommittee member and MLA for
Whitecourt-Ste. Anne and feels that he established an attendance
record last year when we had the meeting up there. I’'m not sure of
that. I'll have to check the figureslater. Welcome, George.

I'd like to take this opportunity to especially thank Olds College
and the Olds College Centre for Innovation for the tour that they
provided to the committee members this afternoon —it was, | think,
a very memorable occasion for al of us and an educational
experience—aswell as Ed Banner from Pharmacaps, who also gave
usatour of their facility. Alsoathank youto Hildebrand Maotorsfor
providing transportation for the committee members to get to and
from the airport and around town today.

The purpose of the annua meeting of the committeeisto approve
the business plan and the annual report of the heritage savings trust
fund. The committeeisan all-party committee, and we also review
and receive regular reports on the performance of the fund. We
conduct an annual public meeting in a different location each year
to update Albertans on the management of the fund and also to
solicit input from Albertans on the fund’s objectives. Asyou can
see, there’ samikeon thefloor tonight, and therewill be opportunity
for you to ask questions or to provide comments to us about the
fund. I’dliketo point out that thismeeting isrecorded intheofficial
legidlative record, in Hansard, so your comments will be recorded.

I’d like to point out as well that Albertais the only province that
hasafund such asthis. It was established in 1976 with $620 million
from oil and gas revenues as well as a special contribution of $1.5
billion. Over the last 26 years the fund has contributed over $25
billion to the province' sgeneral revenue fund, and thelatest figures,
asof June, show that thefund is currently worth about $11.8 billion.
So it's certainly been avery important part of Alberta's past, and it
will be avery important part of our present aswell as our future.

At thistime | would aso like to introduce some people from the
Hon. Greg Melchin’s department that are here with us tonight that
are responsiblefor the day-to-day management of thefund and staff
from Revenue communications and the Legidlative Assembly
Office. Wehavewith us Laurence Waring, director of external fund
management, investment management division of AlbertaRevenue;
Peter Orcheson, senior manager, investment management division
of Alberta Revenue; Cathy Housdorff, director of Revenue
communications; Tammy Forbes, Revenue communications. 1'd
like to thank you especially, Cathy, for all the work you've donein
helping get this evening organized. Karen Sawchuk is the
committee clerk. She's aso here. Glenn Shepherd is executive
assistant to Mr. Melchin, and Michelle Grove and Greg Morgan are
from Alberta Hansard.

I'd also like to acknowledge and thank Myrna Christoferson and
Kay Johnston, who are my assistants, for all the work they’ ve done
in helping set this up tonight. Thanks very much.

I’d also like to introduce Ken Nicol, who is the Leader of the
Official Opposition. Ken is here tonight with us. Welcome, Ken.

Now I'd liketo call onthe committee chair, Drew Hutton, to kick
things off.

THE CHAIR: Thank you, Richard. 1'd also like to thank you and
your staff for setting up the tours today, and | think | speak for the
committee when | say that we certainly learned a lot about Olds
College and that we enjoyed the tour of the plant aswell. It was a
very enjoyable day, and we look forward to this evening’ s mesting.

Our presentation is going to be split into two. Several members
of the committee will walk through the history, mission, structure,
governance, and operation and performance of the heritage fund.
Laurence Waring from the Department of Revenue will discuss
operations and performance of the fund, and then we'll have a
question-and-answer period following that. At thispoint I'll turniit
over to my vice-chair, Richard Magnus.

MR. MAGNUS: Thank you, Mr Chairman. 1'd just like to thank
everyone for attending today. It wasinteresting looking around the
room. | think | know everybody here but about eight people, and it
lookslikeafairly friendly crowd. We'll chat with you about it later.

The heritage fund was started in 1976 and is a unique aspect of
Alberta’s financial situation. No other province has such a fund.
From 1976 to 1983 it grew with 30 percent of oil and gas revenues
going into it. The fund reached a peak of just over $12 hillion in
1987 and has remained around that value ever since. From 1982 to
the present all income from the fund wastransferred into the general
revenuefund to meet thefinancia prioritiesof the province. Further
spending on capita projects ended in 1995. The bulk of the fund’'s
investments up to 1996 was in fixed-income instruments such as
bonds and money market securities.

7:10

An obvious question raised by this chart —and I’ m assuming, Mr.
Chairman, that we' ve got theright chart, because I’ m kind of sitting
behind the screen here. The question raised by the chart is: why has
the fund not grown since 19872 The value of capital projectsis not
included, and after 1982 nearly every dollar of income generated by
the fund was taken out of the fund and used within the genera
revenue fund. Those dollars were used to support programs in
various sectors such as health, education, and infrastructure. The
only exceptions were ' 97, ' 98, and 2000, when $176 million, $25
million, and $230 million were retained for inflation-proofing.

Thanks, Mr. Chairman. Are you going to introduce Debby, or
shall 1?

THE CHAIR: | will introduce her. Debby Carlson from Edmonton
will move on to the next slide.

MS CARLSON: Thank you, Drew. Asindicated by this chart, the
heritage fund has made a substantial contribution to the province's
revenue. From 1977 to 1986 the income grew dramatically. This
reflected the growth of the fund and the fact that interest rates were
substantially higher inthat period. Theincome of thefund hassince
declined, reflecting the fact that the fund has not grown, and interest
rates have declined as well. In fact, interest rates peaked in 1981,
with federal government bondsyielding 15.2 percent, then declined
to 9.8 percent by 1991, and then further declined to around 6
percent. As most of the fund was invested in interest-paying
securities, as the securities matured and were rolled over, it was at
continually lower rates of interest.

Thetotal investment income over the period has been substantial,
amounting to over $25 billion. This income does not include the
impact of legacy investments, which continue to make social and
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economic contributions. One example is the Alberta medical
research fund. This fund was started in 1980 with a $300 million
contribution by the heritage fund. At June 30, 2002, it had avalue
of $872 million. Not only doesthis provide an immediateimpact in
terms of the advancesin medical science, but it has also provided a
competitive edge in the biotechnol ogy industry.

By 1996 concerns were raised about the sustainability of
investment income. Many people were wondering whether we
should sell off the fund and just pay down the debt of the province.
If it was decided to keep the fund, how should it be managed in the
future?

George VanderBurg now will discuss how these issues were
ultimately resolved.

MR. VANDERBURG: Thank you, Debby, and thank you for being
agood sport too. It's not often that an all-party committee gets to
tour the province and the Minister of Revenue gets to pay our
expenses, so thank you, Mr. Minister, aswell. We've had aredly
enjoyable day. The people of Olds really went the extra mile to
make us feel welcome, and it was very educational, so thank you,
Richard.

A key factor in the resolution of those issues was a broad
consultative process. In fact, in 1995 questionnaires were sent to
Alberta households, asking specifically whether Albertans thought
thefund should be sold off or retained and, further, if it wasretained,
how it should be managed. As a result of that process, it was
decided to retain the fund but manage it on anew basis.

The mission of the fund would be to focus on maximizing the
financial return. This will allow current and future generations of
Albertans to gain the maximum benefit from the fund. In addition,
provisions are in place to alow the fund to grow. Given the
province' s strong fiscal position in 1999 and 2000, $230 million of
incomewasretained in the fund. Thisoffset theimpact of inflation.

Finaly, the new legislation and business plan for the fund call for
professional investment management. It wasdecided that the policy
investments would be sold and the fund would be managed on the
same basis as an ingtitutiona endowment fund. The issue in 1996
was how to get from an income-oriented fund to a fund that would
give us an opportunity to maximize the potential financial return on
the fund.

I’m going to ask Drew Hutton to speak to the structure and the
transition of the fund.

THE CHAIR: Thank you, George. The heritage trust fund in 1996
was largely made up of fixed-income securities and short-term
investments. The emphasis was on maximizing short-term income
to meet the fisca needs of the province. A program was
implemented to gradually shift the fund into what we call an
endowment portfolio, as you see on the chart.

What do we mean by an endowment fund? Well, endowment
funds are very common within institutions like universities, and as
mentioned earlier, an endowment approach is used to fund medical
research in Alberta. Capital is put aside and invested, and
investment incomeis used to fund expenditures on an annual basis.
The higher the return, obviously, the higher the spending that the
endowment fund can support. There may betimeswhen investment
income is not as great due to the performance of capital markets.
However, an important rule in the management of an endowment
fund is not to spend the underlying capital.

Two portfolios were created: the transition portfolio and the
endowment portfolio. The transition portfolio would gradually
decline, with $1.2 billion to $3.6 hillion being transferred to the
endowment portfolio each year. This transfer of assets from the
transition portfolio to the endowment portfolio was largely

completed in June of this yesr.

How hastheendowment portfolio been structured to meet thegoal
of maximizing long-term returns? The short answer is equity
investments. Over longer periodsequitieshave outperformed bonds,
but they can be more volatile, and certainly over the last several
quarters we have seen the evidence of that volatility. The volatility
is having an impact on the fund’s current income given that the
transition is amost complete. When we come to discussing the
future, amajor issue for the fund will be managing the volatility of
income.

One of the keys to the new heritage trust fund is transparency.
Every quarter an investment report is provided on the fund both in
printed form and on the Internet. Copies of the latest quarterly
report, the 2002 first quarter, are available at the front of the room,
and wewould be happy for you to take one here today, or we can put
you on amailing list for the future as well. In addition, an annua
report is prepared and published within three months of the end of
the province' s fiscal year, which isMarch 31.

Another key is accountability. We have clearly defined bench-
marksthat we use to measure the performance of thefund. Wehave
adopted a well-defined standard of care in the management of
investments, the prudent person rule, which is the basis of the
investment management industry. We have ingtituted public
meetings such as this one to discuss the fund and its performance.

Findly, the fund's performance is reviewed quarterly by this
committee of the Legidature and by the Investment Operations
Committee, which is composed of private-sector individuals with
financial and investment experience.

I will now turn the meeting over to Laurence Waring to discuss
the operations of the fund.

MR. WARING: Thank you, Mr. Chairman, and members of the
committee. We're going to change the focus a little bit and talk
about the day-to-day management of the fund. The fund's
investment management is the responsibility of the Minister of
Revenue, who has already been introduced, to my left, and the day-
to-day management of the fund is delegated to the staff of the
investment management division of Alberta Revenue. I'm the
director of external fund management and, at least temporarily, the
acting CIO until about 8:15 tomorrow, when my boss comes back.
My associate here is actually the alternate portfolio manager.

We're actually going to split the speaking duties tonight. I'm
going to start off with just an overview of the decision-making and
talk a little bit about our investment philosophy, a bit about the
structure.  Then Peter is going to take over and talk about our
investment policies, thebenchmarks, the performance, and alittlebit
about the fund in the future. Aswe move along here, if you have
any questions, pleasefed freeto stop me, and | can give answers, or
you can wait until the end of the presentation.

7:20

Intermsof decision-making, the onething that I’ d like you to take
away from this dide is that the fund is being managed on a
professional basis—thiswas mentioned earlier in the presentation —
and within our investment management division we're probably
ranked about the fifth largest investment management operation in
Canada. Weactually manage about $35 hillionin total, of which the
heritage fund is about $11 billion or $12 billion. We consider
ourselvesto beavery professional organization. Wehave 17 people
with their CFA, certified financial analyst, designation and another
seven who are in the process of completing that discipline of study.
We have in total 41 employees with an average of ailmost 10 years
investment experience.
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We also make extensive use of external managers; in fact, that's
my area of accountability. Of the $35 billion, we have about $10
billion that is externally managed. What we mean by this is that
we' ve gone out and we' ve searched basically, literaly, around the
world to find investment advisers that we can draw upon to take on
very specialized mandates. For example, we' re not going to invest
in Japanese equities out of Edmonton. We actualy go and hire
investment teams that are specialized in that area.

In terms of investment philosophy, one of the thingsthat I'd like
to highlight isthat, for want of abetter phrase, thisis mistake-prone
activity investing, and the reason why we say that isthat we' reredly
dealing with uncertainty. Wemakeinvestment decisionswith, at the
end of the day, knowledge that we have at thetime, but in hindsight
you find out that it may be something different.

For example, we make investment decisions on what we fed a
monetary policy will be, what the management planswithin different
companies are going to be, but at the end of the day there is an
element of uncertainty in al of that. | mean, we really don’t know
what’s between Allan Greenspan’s ears. We assume that there are
brains there, but in terms of what he plansto do with interest rates,
well, that’ sreally his own call, and we won’t know until he doesiit.
Similarly, we' renot going to know if planesaregoingto runinto the
Trade Centre or if there's going to be an anthrax scare. At the end
of the day we're not going to know if fraud has occurred in
companies until that is actually uncovered. So we're taking all of
this uncertainty and the best information that we have available and
we' re trying to make investment decisions.

In terms of our philosophy, there are a couple of things that I'd
like to highlight. One is that we're very risk aware when we're
making investments. When we look at every investment that we
make, we're looking very carefully at what position we're taking
relative to the market and to our benchmarks, and we' re obviously
weighing out the effects as to whether or not the investment
represents good value.

Similarly, we have a strong belief in diversification. Basicaly,
what we' retrying to do in terms of diversification is make sure that
theinvestments are broadly invested, such that if thereisaproblem
in one company or oneinvestment, in aggregatetheinvestmentswill
deliver what wewant. Again, there could be some situations where
companiesdon’t perform aswell asthey should, managementsdon’t
deliver on their business plans, and there will be some companies
that are more successful than others, and being broadly diversified,
you minimize that risk.

We're also very disciplined investors, or we believe that we're
very disciplined investors. There's an awful lot of emotion that
works its way through marketplaces. In fact, over the last year and
a half we've certainly seen a lot of that emotion not only in the
marketplace but spill over into the media, and to be blunt, it's been
avery difficult 18 months. In fact, the last time it felt like thisin
terms of emotion in the marketplace goes back for me to ' 82, when
interest rates were peaking in this country. It was interesting
because at that time | was working on Bay Street for a consulting
firm, and | was going and visiting brokerage houses every day.
Every day going down there you get on the elevator with bond
traders, and the conversation was sort of like this: “Well, how much
money did you losetoday?’” “Ah, $10 million. How much did you
lose?’ “Ah, $20 million.” You get on the elevator the next day:
“How much did you lose today?’ “Fifteen million.” | mean, this
went on for aslong asinterest rates went up, and it wasabrutal bear
market for interest rates. Theinteresting thingisthat at the worst of
that despair and emotion, if you had bought a long bond, 20 years
later you would’ ve made the best trade of your life.

Soit’svery important, when welook at investing, that we develop

disciplines that prevent us from being swept up in the emotions of
the marketplace. Thetwo emotions are fear and greed, and markets
are often a creative tension between those two.

The other thing is that we' re very much long-term investors, and
| think that’s critical when you are an investor. What's the long
term? Waell, 10, 20 years. When you' re developing an investment
strategy, it's not necessarily going to come to fruition right away,
and | think that when you take a balance of discipline and longer
term, you have to be able to see through the volatility that you're
dealing with. That's very critical for afund like the heritage fund,
wherewe have avery significant equity content. That equity content
is based on extensive long-term analysis which shows that in the
long run equities outperform bonds, but you pay for that outperform-
ance in the coin of volatility. The belief is and the endowment
structure is based on the notion that we're going to maximize the
long-term return. Werealize that year to year it is going to be quite
volatile, but we are going to realize that income over the long term.

We're also very cost-effective, and we pay very strong attention
tocost. Infact, our cost for investing the heritage fund works out to
about 11 or 12 basis points. That's comparable to an MER that
some of you might see in a mutual fund, which for most retail
investors probably runs about 150 to 250 basis points. That cost-
effectiveness really comes from our scale of operations.

Finally, we focus on our core competencies. We don't try to do
everything in-house. We focus on what we can do well, and what
we need to use outside advisors on, we' re more than happy to go out
and work with them as well, in terms of external managers.

I'd just like to spend a moment on where the fund is currently in
terms of itsasset mix. You can seethat at this point we have about
7 percent inreal estate, afairly significant exposurein international
equities, US equities, and Canadian equities, and arelatively more
modest exposurein bonds. Thekey here, though, isthat it’ sbroadly
diversified. Thereissignificant equity exposure, and alarge part of
that exposure is through international equities. One of the things
that you have to keep in mind is that Canada represents only about
3 percent of the world capital markets. In fact, if you look at the
structure of our capital markets, it tends to be quite skewed to very
specificindustrial sectors. To get that broad diversificationinterms
of international leaders, in terms of companies, and also in terms of
different types of sectors, you really have to go internationally to
manage the risk of being in equities.

Then, lastly, we do make extensive use of external managers.

With that, I'd like to turn it over to Peter to continue the
discussion.

MR. ORCHESON: Thank you very much, Laurence. I’ dliketo now
turn the discussion over to the policy benchmarks used for the fund,
and here we' ve actually highlighted three, thefirst being the cost of
debt, the second, relative return, and finally the policy benchmark
return.

On the cost of debt one could ask the question: if the fund is not
earning the same rate of return that we're paying on our debt, we
may want to go out into the market, use part of thefund, and pay that
debt down. There are afew issuesthere. On our debt theyield is
about 5.4 percent. Recently the fund hasn't earned that, but the
question is — you know, you have to look forward — can the
endowment portfolio earn abetter return than you' re paying on your
debt? So before you make that decision, you really have to assess
that.

Secondly, even if you do make the decision to go into the market
and buy back your debt, there are issues involved. Albertadebt is
very highly rated and a highly sought after security. It tendsto be
very expensive to buy it back. Even with the market value that the
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bonds are trading at, you may have to pay 20 or 25 percent more to
buy it back in. So asastrategy it's probably best, if youin fact did
decide to pay some down, to wait until it actually matured.

The second benchmark, relative return, is essentialy asking how
everyone else hasdonein theindustry. It’sdifficult asamanager to
be measured this way because it's impossible for me to tell today
who isgoing to be the median manager for the coming year. It'snot
actually investable. There are also differences in objectives and
constraints of different types of funds which dictate a different
investment policy and, therefore, different returnsin the end.

7:30

Thefina benchmark I'd liketo highlight isthe policy benchmark
return, which is the market rate of return in the market that you've
invested in; for example, the TSE 300 or the S & P 500 or the
Nekkei. What we do there is we try to beat the actual benchmark
return when we're making investments. For an active manager it's
an excellent way of assessing performance, becauseif you can’t beat
the market return, there are index funds that are available. So you
can get exposure without actually running an active fund, and we do
run an activefund. Wealso feel that on the policy benchmark return
it's the best measure because it actually measures what we do on a
daily basis. We're out there trying to beat global benchmarks.

On performance. Now, obviously the last couple of years have
been difficult. We'd certainly liketo be bringing ahappier story for
the last two years, but as Laurence pointed out, we' ve gone through
one of the worst bear markets in history. Equity markets are down
some 30 and 40 percent. The numbers that you' re seeing here are
certainly not the unmitigated disaster that a portfolio invested
entirely in equities would have produced because of the effect of
diversification. Bonds have done quite well, and rea estate
investments have a so done quite well.

Asfar as the endowment portfolio is concerned, on the one-year
basiswe' re down 2.4 percent and on the two-year basiswe're down
4.8 percent. Moving down to the bottom of the chart there, we see
that the total fund return is better than that: down 1.2 percent on a
one- and two-year basis. That reflects the fact that we've been
transitioning out of thetransition portfolio, whichisprimarily fixed-
income securities, and fixed income has done quite well.

As far as the two benchmarks you see in the middle of the slide
there, on the policy benchmark return we have performed better than
the benchmark, which shows that we have actualy been
outperforming the various indices that we've been investing in,
which is a good sign. | mean, we would like to obviously bring
positive returns, but at least it is asign that your manager is doing
something for you.

The Roya Trust median. That is, again, a measure of how
competitorsin the business have been doing, and they’ ve done well.
Thisindex is actually made up of alot of small pension funds that
have defined liability streams, so they tend to have alittle bit more
fixed income in them. Were we to get an improvement in equity
markets, our endowment portfolio would certainly move ahead of
the Royal Trust median.

Again, the transition was largely completed in June of '02. |
mean, it'saprocess that has taken place over the last several years,
moving moreinto theendowment portfolio with ahigher equity rate.
As a result, the endowment portfolio is going to dominate the
performance, and volatility is likely to become more apparent,
because the fact is that equity securities are more volatile. Over
longer periods of time we feel that we will get paid to accept some
of that volatility and be rewarded with higher returns. As some of
you may have noted, over the last couple of years we have made
some headlines and, you know, some of them not particularly

positive. From my perspective it's not an issue that we may have
lost some money in Nortel or we may have lost some money in
Cisco. Thefactisthat | don't think it would be prudent to bein a
fund that didn’t have any equity securities, because you' d lose some
diversification and you wouldn’t be in an asset class that has
produced solid returns over long periods of time.

My last point there. Theincreasein futureincome levelswill be
dependent on the degree to which the fund is alowed to grow. We
could design afund that produced more stable levels of income, but
over time we feel that those levels would be lower.

With that, I’d like to turn things over to the chairman.

THE CHAIR: Thank you very much, Peter, and thank you,
Laurence.

At thispoint inthe meeting we' || be moving over to you folks, but
| want to thank the minister and all his officials for coming this
evening to bearesource. Beforel turn the mikes over, did you care
to say anything, Minister? Please do.

MR. MELCHIN: Never give us an opportunity at the mike.

| want to thank everybody, also, for taking the time to come. |
want to also tell you that from my own experiencewereally do have
ateam of investment professionals, both by training and expertise
and experience, that manage the heritage fund. We made some
decisions a while ago. WEe've gone through it as to a long-term
investment strategy, and that’s key to keep in mind as to how you
would invest. We'll be happy to entertain some questions.

I would just want to raise another question, that’s outside of the
purview of this committee. Y ou should have received in the mail
over the past week a survey to everybody, to every home, that talks
about the heritage savingstrust fund. We' reinterested in finding out
—and beredly clear sinceit’ syour fund and it’ s your money —what
you would view as the key reasons that we should save for the
future. Now, thissurvey isnot about getting rid of thefund. It’snot
about trying to eliminateit, because we know Albertansva ueit, and
we will seethat it's there now and in the future.

The key concern that I've had is that if we're going to properly
invest the fund for the future, we have to know what it’s there for.
Just to illustrate, if for yourself you're planning on saving money,
you usually have identified for what reason you’ re going to spend it
in the future. If you have no anticipation to spend savings in the
future, it's no better than just throwing the money away. You
normally might want to savefor your children or your grandchildren.
Y ou might want to pass someinheritance onto them. That’ skind of
the concept of thefirst question in there of an endowment, of leaving
some money for the future. We know that oil and gas moneyswon'’t
stay there forever, so do you want to leave some money for future
generations? That's been a key component of the heritage fund
sinceit wasformed in 1976 and, | suspect, will continue to be such
akey component of it going forward.

The heritage fund, created in’ 76, had multiple reasons for saving
and actually had multiple purposesin it. That was only one of the
reasons that the heritage fund was created. You and | have usualy
many reasons for which we save, not just one. Another reason why
you might saveisthat you might lose your job, might have aloss of
income. Business might be down. You might need some cash
reserves on hand to handle just the volatility and risk of life. We
know that revenuesin the province are quite volatile because of oil
and gas revenues, so areason for saving is to manage the volatility
of revenue, the income. When you have high revenues, you save.
When they're down a little bit, you might use, but you'd need a
mechanism to replenish in the good years what you had saved.

A third reason why you might save. Y ou know, you and | would
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save for maybe a home or a car or investment in expansion of a
business. One of the original mandates of the fund was to use up to
25 percent of the heritage fund for capital projects. Therewould be
ameansto replenishthefund. Y ou haveto saveinthefirst instance,
but you could use some of it for those key significant capital costs
rather than incurring debt, that you put some of the equity into it.

So those are kind of the questions we're asking. There are
really no right or wrong reasons for why you save. We're looking
forward to and I'd just encourage you to complete the survey and
mail it in. Your opinion will count. It will form the basis of the
policy as we go forward. Furthermore, there's a web site,
www.a bertaheritagefund.com, where, if you wish, you could
respond to the survey. That’ Il be completed by November 22. We'll
announce the results probably early in the new year.

Thank you for taking the time to come out and for your interest in
the heritagefund. It'sserved the province well, has earned over $25
billion over itslife. It's helped the province in many ways. It has
helped lately in our focus to pay down debt. Our debts were $23
billion. They'redown to $5 billion. So rather than building up the
fund inasavingsaccount, we' ve attended to paying down adebt and
in alot of ways have saved us significant interest bills every year as
aresult.

So thanks for your time. We'll be happy now to turn it back to
Drew. Thank you, Drew.

7:40

THE CHAIR: Thank you, Mr. Minister.
comments.

Thisconcludestheformal presentation portion of theevening, and
now we'll turn the mike over to you folks for any comments or
questions. If you would be so kind asto walk to the mike, give your
name. As Richard mentioned earlier, the record is taken by
Hansard, and you can actually pick up atranscript of this meeting
a www.assembly.ab.ca.  So we're open to any comments or
questions at this time.

| appreciate your

MR. GANSER: | just have some questions. On the one chart you
indicated 41 employees. Are those people employed full-time to
administer this fund?

MR. WARING: That's the staff complement of the investment
management division, and that is 41 investment professionals. We
not only invest this fund, but we also invest six pension plans, two
or three other endowment funds, and a number of other speciaty
funds.

MR. GANSER: Okay. Well, with this number of employees do you
know what it costs to administer this each year?

MR. WARING: Yeah. It's roughly — we think in terms of basis
points — about 11 basis points of the fund. In terms of the dollar
amount, that's actualy in the quarterly report, and it's right at the
back under note 8, administrative expenses, page21. Unfortunately,
this one is on the quarterly, so | have to look at the annual. It's
about $3.9 million on the quarter, so, say, about $16 million. The
bulk of the expense is not actualy direct fund expenses or the
internally managed investment pools. To do that, administration
works out to about $900,000 for the quarter. Three million of that
is actualy what we pay to the third-party investment managers.
Then on aone-year basisit should bein asimilar spot in the annual
report.

THE CHAIR: Just apoint of clarification that the employees within

the Department of Revenue do manage over $35 hillion. That's
where the 41 employees come into play, and they manage fund
managers. Isthat afair assessment?

MR. WARING: Y es, and we al so manage money directly ourselves,
but it would depend on comparative advantage, the skill set.

MR. GANSER: The onething | was looking at wasin the paper. It
indicated that last year theincome earned was about $700,000 on the
fund. Isthat accurate?

MR. WARING: Seven hundred million.

MR. GANSER: They must have missed some zeros. It shows
$700,000, and it's kind of alarming when you look at what the
figures were and what you' re telling me, you know, the cost is. So
it's $700 million then.

MR. WARING: It was last year, yeah.
MR. GANSER: That isabout athird of what it normally would be?

MR. WARING: No. WE' ve been running around $900 million to
$1.1 billion ayear.

MR. GANSER: Soit's down about 20 or 30 percent.
MR. WARING: Yeah.
MR. GANSER: Okay.

MR. VANDERBURG: Just further to that point, | know that | was
talking with my fund manager, that manages mutua funds that my
wife and | invest in, and it's about 2 and a haf percent. In
comparison, Peter or Laurence, what would be the percentage?

MR. WARING: We'd be about .12.

MR. VANDERBURG: Yeah. Soit's very low for the volume of
dollars that we invest in for management compared to the private
sector.

MR. ANDERSON: I'm just curious. When Nortel composed such
alarge component of the TSE, if your approach was conservative,
did you factor that risk in and maybe keep your holdings in Nortel
down?

MR. WARING: In aggregate we were underweight in Nortel, and
actualy at that point, when Nortel was running the strongest, we
were moving to alower weighting in Canadian equities in generdl.

MR. ORCHESON: Just to follow up on that point, you know, we
have some active managers, and we aso do some passive
management, which is essentialy just buying theindex. When you
dothat, you' rebuying acapitalization-weighted group of companies
that actually make up the whole index, so you are going to be
exposed to all the names in the market. Now, why would you do
that if you feel that you have the expertise? Well, thefact isthat the
evidence on active management versus buying indices is somewhat
mixed. It differs depending on what market you'rein, so there are
going to be exposures to events such as Nortel if they are in the
indices. But, of course, let’s not just talk about the Nortels. Let's
talk about some of the success stories too, and of course there are
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lots of them out there.
THE CHAIR: Anybody else?

MR. WITHAGE: Peter, you talked about looking at the future and
that it was wiseto stay with theinvestment in equities. What isyour
projection in terms of getting to plus numbers? What are the
portfolio’ s projectionsin terms of getting to plus numbers? | mean,
like with everything else, it has to be your best guess.

MR. ORCHESON: Right. That's aloaded question. | would say
that prices have dropped significantly in the stock market. Earnings
have dropped as well, but prices have probably dropped more, so
we' re getting down to what might be considered more reasonable
valuations. We're also asignificant way into arecession, certainly
in the U.S. You know, | hesitate to say that we're going to see
positive returns this month or next month, but | think that just given
the reasonable valuation — | don’t want to say earnings momentum,
because companiesdon’t appear to have alot of momentum, likethe
broader indices—therea downdraft on the earnings side appearsto
have cometo aclose. Sol would say that, you know, we' re building
value, and | would certainly think that over the next two yearswe're
going to have some decent returns. Quite often what happens after
you' ve gone through a period of an extreme bear market is that the
returnsin theinitial couple of years on the way out are quite strong
to the positive side. That's certainly my hope.

MR. WARING: Just to add to that, as Peter pointed out, thereisa
fair amount of value coming back into the market. If you look back
over the last two years or 18 months, we've certainly seen the
valuationscomedown, andinall probability most of the adjustments
are behind us. But, as Peter pointed out, when that turning point is
going to be is not something that you can realy forecast. Going
forward, | think we' re alot more confident that we' |l see some better
value in the marketplace.

MSMITCHELL: Hi. Welcometo Olds. A quick question for you:
over the 25 years that we' ve had the fund, what is the average rate
of return over that 25 years? I’'mkind of interested in outcomes of
major initiatives that have been funded over that 25 years.

Thanks.

MR. WARING: Well, actually I’ m not sure about the 25-year return.
One of the problemsisthat we' ve had changesin policy through the
piece. I'll haveto check to seeif there is some data on that.

7:50

In terms of major initiatives one of the better ones to talk about,
which we' ve aready mentioned, isthe medical research fund, which
started off with $300 million and has grown to almost $900 million
and has spent about $700 million over itslife on medical researchin
this province. It's actually been quite a dramatic success story. |
believe the scholarship fund also was funded in a similar fashion.
Certainly, you can go to alot of buildingsin this province that were
built with it: the Foothillsin Calgary and | think the Tom Baker and
the Walter C. Mackenzie, the Kananaskis. Thelast annual report of
theold heritagefund, under theold rulesin’ 96, hasactually quitean
extensive list of the capital projects.

MR. MELCHIN: We' ve actually also put in the survey that you've
received an extensive list of capital projects. About $3.5 billion of
the fund wasinvested in capital projects over the life of thefund, so
it's got a range of buildings, properties. There's the Kananaskis,

Fish Creek park, the Walter C. Mackenzie, just for a sampling.
Thereisalot of infrastructure capital that’ stherein place benefiting
us now and for well into the future.

Other initiatives. | dothink it’simportant that you realizethat the
key initiativesthat have comethrough have to do with the spawning
of other endowment funds, like the scholarship fund. There are
many who would know that the Rutherford scholarships, that our
children receive when graduating from high school, come from a
fund that was established from the heritage fund. Medical research
isavery key one. Three hundred million dollars were put into that
in origin from the heritage fund to spawn that endowment fund. But
very significant to the province is $25 billion of income that’ s been
earned, some years with very significant rates of return because
interest rates in the ' 80s were very high, as you know. It'sniceif
you'reinvesting, which thisfund has. It wasn't so great if you had
your mortgage coming up for renewal, like many of us had, and you
had those high rates, but our debt isasignificant benefactor, having
been reduced from 23 years down to five because of having had cash
from things like the heritage fund, where we do save from a peak.
We used to pay about $1.7 billion in interest. Now it's closer to
about $500 million and falling. We save substantial amounts of
interest expense every year. So the heritage fund benefits a lot of
our day-to-day programs and the reduction of debt.

MR. BIRCH: | was |ed to believe that back in the ' 80s the heritage
fund was used for a lot of loans for other provinces and other
organizations. | waswondering if those have been paid back or what
the rates are that were supposed to be paid.

MR. WARING: All of that was paid back. In fact, alot of those
loans were at very high interest rates, and at every opportunity alot
of the provinces that borrowed paid them back as quickly as they
could simply because they were very, very good interest rates. As
the minister pointed out, we wouldn’t have generated the amount of
investment income that was generated if they weren't paid back flat
out. | think the last one that was paid out was a New Brunswick
loan in December of 2000, but they’ve al been paid back in full.
There were no defaults, and the interest rates were very good.

MR. MELCHIN: | should also say — | don’t know necessarily always
what raised this — that with respect to loans there were a number of
loans that were provided to companies to diversify the economy.
Redlly, in the early ' 90s it was the policy of this government to get
away from that as a policy, not to get into picking the winners and
losersin business, no longer continuing that, sothe heritagefund has
not continued that.

Thereason | raise that is it does have one loan remaining in the
heritage fund. The Prince Rupert grain terminal is on the books for
about $91 million still remaining in the heritage fund. All the other
loans from all the other companies have been settled and are no
longer part of it. Therest of thefund isclearly in stocks and bonds,
real estate, asanormal pension fund would be managed.

THE CHAIR: I'd also just like to add that locally it has had an
impact. Banner Pharmacap, that employs — what is it? — 160
employees, had heritagetrust fund dollarsput into it initsinception.

MR. LACHMAN: If we were to change partiesin the next election,
are things locked in place with this heritage fund, or could another
government just do whatever they want with that money?

MR. MELCHIN: You know, your Legislature has the power to
legidlate, so | would say to you that they are your representativesand
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it svery important that you know which policiesthey stand for. You
can lock it in by legidation — and we do have parameters in
legidation for the purpose of the fund right now — but it's aso
possiblefor afuture Legisatureto changeapolicy. Sol don’t know
that there’' s a guaranteed way to say that it could never be changed.

Weknow that Albertans want the fund kept. 1t’'s been apromise
of this government to follow the wishes of Albertans on this fund,
and we' ve heard it overwhelmingly that this fund is for the future.
| wastalking with Ken on atalk show just the other day in Medicine
Hat, and | suspect that would be similar to the Liberal Party. | think
weall recognizethat thisis Alberta sfund. It’syour money; it’snot
mine as an elected officia. It's our fund, and we hold thisin trust
for the future, to benefit today and the future.

MR. ANDERSON: I'mjust trying to put the value of the fund into
perspective. When wetalk about gross debt and net debt position of
the province, can you define that in terms of what our liability is?
If we've got $12 billion in assets theoretically in the fund, do we
have offsetting provincia debt to that extent on anet basis?

MR. MELCHIN: I’ ve been talking that we had a peak of $23 billion
of debt. It was the peak of the debt that we had. That was the
operating debt, the operational debtsthat have comein, but basically
right now we have $5 billion of debt remaining plus another couple
of billion dollars that we have cash set aside for from past years
surpluseswaiting for debt to mature. So we actually have morethan
$5 hillion of debt outstanding, but we have the cash set aside to
bring it down to $5 hillion as soon as it matures over the next year
or two. So really the net effective debt that we have is $5 billion.
| would say to you that in simple terms that really is our gross debt.

MR. ANDERSON: That would be like term debt. |sthat correct?

MR. MELCHIN: It's term debt. It matures over different times.
That's correct. Infact, thereisamaturity schedulein thissurvey as
well that shows when the $5 billion matures. The bulk of it comes
duein 2005 and’ 06, but there’ squiteabit of it that takes until 2013
and ' 14 and later to actually mature, the smaller amounts. But the
bulk of that remaining $5 billion, closeto just under $4 billion of it,
will come due by the end of 2006.

MR. ANDERSON: So in theory —and | don’t suggest that you do
this—if you manipulate a portion of that heritage fund and wipe out
the remaining debt of the province. . .

MR. MELCHIN: That is one of the questions of your choice in the
survey. The question is: do you use it as it comes due? It was
mentioned earlier that it would cost ustoo much of apremiumto go
out and buy this debt in the marketplace. It's so widely held by
Canadians and around the world, potentially, that we have such a
great credit rating in Alberta, it'sgoing to be at apremium. Soitis
more of a question as it comes due. You wouldn’'t want to pay
financial penalties, likeapenalty to prepay your mortgage, the same
type of problem. You wouldn’t want to do that. It just wouldn’t
make financial sense. So, yes, an option that we are allowing you to
chooseis: asit comes due, would you use the heritage fund, if you
need it — because surpluses may be able to answer that question
without the heritage fund — to repay the remaining debt? That's a
question you'll be able to answer.

8:00
MR. WARING: Just a technical point in terms of how much is

actually being paid on debt servicing. | mean, we have debt, but in
terms of sort of budgeted expenditures of amost $20 billion, our

interest expense, debt servicing, isabout $585 million. Sothat’ sjust
to give you an idea of the magnitude.

Astheminister pointed out, if you go back acouple of yearswhen
the operating debt peaked, there was a substantially higher
proportion of expenses. In Albertawe have alaw that says that a
dollar of expense must equal adollar of revenue. Obviously, with
debt servicing costs you're not getting a dollar back in services;
right?

MR. ANDERSON: Just to clarify. There’'soperating debt. Isthere
capital debt, then, aswell?

MR. WARING: No. Everything is considered just simply
unmatured debt. Wedon't distingui sh between operating and capital
debt.

MR. MELCHIN: The only debt that | would add to thiswhichreally
is outside of operating capita is Alberta Finance & Mortgage
Corporation. The municipalities can borrow, so there's that
corporation that allows the municipalities to borrow, but it's an
offset of revenue and expense for the province. Soitredlyisn't a
debt question to the province, but it is facilitating municipalities to
borrow.

THE CHAIR: If there is nobody else going to the mike, I'd like to
thank the people who asked questions. | also want to thank you all
for coming out thisevening. Asthe minister said, thisisyour fund,
it isour fund, and | encourage you to fill out the questionnaire. |
encourage you to go to our web page for the Assembly if you have
any comments or questions following this. 1’d like to thank Karen
Sawchuk, the committee clerk, for setting up tonight, as well as
Michelleand Greg from Hansard, aswell asCine Audio for working
the mikes for us this evening. If anybody would just like to stay
behind and discuss the fund informally, that will be fine.

I’m going to turn the mike over to our host for the day. Richard
will close the meeting, and as chair | thank you for your time.

MR. MARZ: Wéll, thank you, Drew. Again I'd like to thank
everyone for coming and add my encouragement to fill out the
questionnaire. | can tell you from the scientific research I've done
in the constituency via the coffee shops and telephone calls that
there’ sadiversity of opinioninour constituency about the questions,
and it isimportant that we hear about that.

The way our markets have performed in the last year kind of
reminds me of a cartoon that was circulated in some of the major
papers about three or four months ago, where an elderly lady was
watching her husband withdraw out of the mattress some money that
he had sewn in over the years, and she said: well, Charles, it appears
you've outsmarted the finest financial experts once again. That's
just about the size of it.

WEe've heard tonight about some of the great ways the fund has
performed over the last 25 years. Right now we're not performing
aswell, and that seems to make more news than the good news, but
over the long haul | believe the fund is going to perform well for
Albertansagain in thefuture, and | think wejust haveto kind of ride
out the storm and practise discipline.

Sowith that, I d like to thank the committee once again for taking
timeto comedown. It'sawaysajoy for an MLA to showcase parts
of their constituency to their legislative colleagues, and | am
certainly happy to have everyone come out today to do that.

Thank you.

[The committee adjourned at 8:04 p.m.]
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