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HB 245 was HEARD and HELD in committee for
further consideration.

HB 303 PERM FUND: EARNI NGS, DEPOSI TS, ACCOUNTS

HB 303 was HEARD and HELD in conmmttee for
further consideration.

Co- Chair Thonpson discussed the neeting agenda. He rel ayed
that the conmttee would focus on HB 245.

#hb224
#hb245
#hb303
HOUSE BI LL NO. 224

"An Act relating to the governor's submssion of a
projection of anticipated revenue and expenditures and
proposal for enactnment of an individual broad-based
tax; relating to incone of the Al aska permanent fund

relating to the disposition of income of the Al aska
per mmnent  fund; relating to the calculation of
permanent fund dividends; relating to the dividend
fund; and providing for an effective date."

HOUSE BI LL NO. 245

"An Act relating to the Alaska permanent fund;
relating to appropriations to the dividend fund;
relating to inconme of the Al aska permanent fund;
relating to the earnings reserve account; relating to
the Al aska permanent fund dividend; naking conformng
amendnents; and providing for an effective date."

HOUSE BI LL NO. 303

"An Act relating to the Alaska Pernmanent Fund
Corporation, the earnings of the Alaska pernmanent
fund, and the earnings reserve account; relating to
the mental health trust fund; relating to deposits
into the dividend fund; and providing for an effective
date."

1: 33: 50 PM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE
remar ked that as the departnent put together its permanent
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fund bill it had l|anded on a robust and sustainable
package. He relayed that the departnment had submtted a
request for proposal to advise on the use of the Permanent
Fund earnings reserve. MKinsey and Conpany, Inc. had been
awarded with the bid. He introduced the presenter.

1: 37: 09 PM

MARTI N BAILY, ECONOM ST, MCKI NSEY AND COVPANY; SENI OR
FELLOW BROCKI NGS | NSTI TUTI ON, provided a Power Poi nt
presentation titled "Ensuring a Sound Fiscal Future" dated
April 5, 2016 (copy on file). He turned to slide 1

The Al aska Departnent of Revenue has sought an
obj ective assessnent of the financial nodel it built
to evaluate an annual draw from the Earnings Reserve
of the Permanent Fund, as outlined in the Al aska
Per manent Fund Protection Act . The fact - based
assessnment of the financial nodel included in this
docunment was conducted by MKinsey and Conpany, Inc.
Wi th support fromexpert Martin Baily.

M. Bailey discussed slide 2, "Context for this effort":

The APFPA proposal would re-route oil revenues to the
APFC to help stabilize State spending

The Al aska Permanent Fund Protection Act (APFPA)
calls for directing a steady annual amount to the
CGeneral Fund to mitigate the inpact of oil price
volatility on year-to-year budgeti ng.
Specifically, the proposal recommends that:

50 percent of oil royalty revenues and 100
percent of production tax revenues flow to
the Al aska Permanent Fund Corporation (APFC)
for investnent

A fixed annual draw of $3.3B (adjusted for
inflation beginning in 2020) from the APFC
to t he Gener al Fund to fund State
expendi t ur es; t he anount woul d be
nethodically revisited every 4 years to
ensure conti nued Fund sustainability

D vidend paynments be paid out of the
remai ning 50 percent of oil royalties
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The APFPA seeks to inprove budget stability

Gven a rising budget deficit and declining oil
production revenues, the APFPA seeks to:

Protect and grow the State’s sovereign
weal t h to maxi nm ze long-term returns,
acknowl edging the rising inportance of
i nvestnment inconme in funding its budget

Del i nk public spendi ng from volatile
commodity prices and stabilize the budget by
est abl i shing a di sci pli ned, formul ai c
approach to drawing fromthe State’s wealth

State nodeling proposes that a $3.3B draw should be
sust ai nabl e

The Departnent of Revenue (DOR) has undertaken an
extensive exercise to assess in a financial nodel
what anount of annual draw will be sustainable
(i.e., what draw anount can the State expect wth
greater than 50 percent confidence to nmmintain
the starting asset’s real value over tine wthout
depl eting the Earnings Reserve)

G ven the Earnings Reserve's current size and the
$3B proposed transfer from the Constitutional
Budget Reserve, the State can plan wth 100
percent confidence to draw $3.3B annually for at
| east 4 years (at which point the draw anount
will be reviewed)

The cunul ative confidence level of being able to
draw $3.3B annually falls to 95 percent over 10
years and to 69 percent through 2040. Revisiting
the draw on a 4-year cadence will |end additiona
confidence (e.g., this safeguard has not been
factored in to nodeling)

The State sought an independent review of this nodel’s

rigor

The State sought an independent evaluation of (i)
t he soundness of the nodel’s nethodol ogy and (ii)
critical assunptions underlying the nodel (nost
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notably those related to expected oil revenues
and i nvestnent returns)

M. Baily addressed slide 3, "Overview of concl usions":
The DOR nodel is sound in its nethodol ogy

The nodel tests whether a $3.3B annual draw wll be
sust ai nabl e

= The DOR used probabilistic analysis, including Mnte
Carlo sinulations, to estinmate confidence levels for
(1) future oil prices and (ii) investnment returns, as
well as determnistic analysis to establish a base
case scenario for oil production

= The approach taken is reasonable and the nodel’s
logic is generally robust in testing the likely inpact
of a $3.3B draw, based on a review of the nodel’s
structure, |logic, -conceptual soundness, and process
for future updates

The assunptions that underlie the nodel are reasonabl e

Key assunptions on future crude oil selling
price, oil production, and investnment returns (total
and statutory) were obtained from credible, objective
sour ces

These assunptions are all wthin the range of
reasonabl eness Assunptions on oil production and price
are reasonable and, taken together, sonewhat nore
conservative than nost

| nvestnent returns assunptions are reasonabl e,
t hough were considered optimstic for the near-term by
sonmre nenbers of the APFC investnent staff and were
higher than those projected by APFCs strategic
partners (third-party asset managers)

Certain institutional investor best practices could
hel p improve this plan’s long-term sustainability

The State of Alaska could further strengthen the
long-termviability of the APFC and the sustainability
of its contributions to the General Fund by |everaging
best practice learnings from other SWs and investors,
e.g.: Cear savings-and-spending rules and capital
pl anni ng
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Regul ar comuni cati on bet ween i nvest or and

sponsor

For mal and i nf or mal i nvest ment educati on
opportunities for governnent officials and board
menbers

Board governance processes Wwth appropriate
conposi tion, appointnment expertise and roles

Wel | -designed strategy tied to Fund obligations
and long-terminvesting

1:42: 21 PM

M. Baily spoke to slide 5, "The scope of this assessnent”:

Overvi ew

The Departnment of Revenue is seeking an objective
assessnment of its financial nodel which analyzes a
$3.3B fixed annual draw from the Earnings Reserve of
t he Permanent Fund to finance General Fund spending

I n scope:
Detailed review and vetting of the DOR financial
nodel s met hodol ogy and construction, including

appropri ateness of use of Monte Carlo anal ysis

Assessnent of the reasonabl eness of key baseline

assunpti ons (oil price, oi | pr oducti on,
investnment returns) affecting the sustainable
dr aw

Perspective on best practices of other SWs which
i nform consi deration of the proposed nodel

Not

n scope:

Holistic evaluation of the proposed budget or
budget deficit

Perspectives relating to current or future tax
regimes (e.g., Petrol eum Val ue nodel)

Assessnment of the Permanent Fund’s mandate or its
i nvest ment nmanagenent processes

Macr oeconom ¢ study of future market fundanentals
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Reconmendati ons for alternative fundi ng nodel s

M. Baily relayed that the study had |ooked at how
sovereign wealth funds were managed and what the best
practices were. He shared that it was not the task of the
study to recomend what the policy should be. He wanted to
be careful to make it clear the study focused on the
validity of the nodel and whether it did what it was
supposed to do. He noved to slide 6 and discussed other
countries and how they had addressed the issue.

1:46: 31 PM

M. Baily turned to slide 6, "SWFs  benefit from
establishing a clear set of disciplined saving and spendi ng
rules to invest for the long-terni:

Establishes a clear set of disciplined saving and
spending rules as well as a predefined capital plan

Si ngapore’s SWF, G C, has developed a proprietary
i nternal nodel projecting 20-year sub-asset class
| evel returns

Governnment of Singapore is allowed to spend 50
per cent of the annualized 20-year expected
returns giving Governnent flexibility on a year-
by-year basis on how nuch to draw, but capping
outflows at a | ow enough | evel to grow the corpus

The National Fund of Kazakhstan had previously
suffered from discretionary draws from the
corpus. Under 2010 reforns annual draw is fixed
at $8 billion for wuse both to reduce budget
deficits and for econom c devel opnent. Gover nnment
can adjust the annual draw by 15 percent (as it
did in 2013)

If the balance of the National Fund falls bel ow
20 percent of Kazakh GDP in a given fiscal year
the Governnent nust reduce the annual draw unti

t he bal ance has returned to 20 percent of CGDP

Norway has a bipartisan bal anced budget consensus
which limts governnent non-oil deficits to 4
percentage points. This prevents the governnent
from drawing down the corpus of Nor way’ s
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Government Pension Fund d obal unless Norges Bank
| nvest nent Managenent beats the |ong-run expected
i nvestnment returns of 4 percent
Tenporary increases in wthdrawals are allowed under
only limted circunstances, but requires a specific
parliamentary resol ution
M. Baily discussed slide 7, "The DOR nodel was built to
establish and test the sustainability of a fixed annual
draw from t he Earni ngs Reserve"
What are the major inflows into the Fund?
Production tax revenues
Royal ty revenues
| nvest ment returns
What are the nost inportant drivers of future inflows?
O | production
Ol price
| nvestnent returns (total statutory)

What is the projected spendable output based on cash
fl ow projections?

Sust ai nabl e draw anount rnust ensure:
|l ess than 50 percent confidence that real
value of starting assets is preserved over
tinme

Ear ni ngs Reserve durability (confidence that
t he annual draw can be taken from ER)

1: 50: 36 PM

M. Baily looked at slide 8, "The DOR conducted advanced
probabilistic (“Monte Carlo”) nodeling to better understand
the Fund’'s ability to sustain the draw. " which showed three
graphs for a high-level description of the DOR nodeling
process":
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Step 1

Understand the critical revenue drivers of the
nmodel — in terns of restricted and unrestricted
revenue sources

Step 2

Build a probabilistic nodel of expected oil price
and investnent returns fluctuations

Step 3

Understand inpact on revenue flows into the Fund and
Earni ngs Reserve avail able for the annual draw

M. Baily spoke to slide 9, "Over 4 weeks, a detailed
review of the nost critical elenments of the DOR s nodeling
met hodol ogy and assunpti ons was conducted":

SWF Mbdel
Assunptions and Met hodol ogy

The existing DOR sovereign wealth fund node
was reviewed along 2 dinensions: nethodol ogy
and assunptions

al revenues (oil price and
production); Investnment returns (total
and statutory net income); Structure of
nodel ; Logic and conceptual soundness;
Process

Key elements of the nodel were
prioritized and pressure-tested
using industry experts, t hird-
party projections and proprietary
nodel | i ng assessnent framework

1:57: 34 PM

M. Baily displayed slide 11, "The DOR nodel inplies a 69
percent cunul ative confidence that a $3.3B annual draw can
be made fromthe Earnings Reserve each year through 2040":
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Earnings Reserve acts as a buffer to short-term
investnment return and oil revenue volatility

$10B starting balance rmneans near 100 percent
confidence of being able to draw $3.3B per year for
first four years even with negative investnent returns

APFC has only had negative total investnment returns
four times in the past 30 years

Effects of cunulative volatility and declining oi
production reduce confidence over time — but even in
2040 cunul ative confidence that a $3.3B annual draw
can be made from Earnings Reserve is 69 percent
(confidence would be even higher if adjusted for
periodic review)

M. Baily discussed slide 12, "The DOR nodel predicts that

t he
i nter

M.
i ndic
Fund

Per manent Fund will be $96B in 2040 wth an
quartile range of $34B and $196B"

Per manent Fund balance wll grow or shrink in any
gi ven year because of volatility in investnent returns
and oil revenues

DOR goal is to maintain the real value of starting
assets by seeing the nedian balance grow wth
inflation of 2.25 percent

Model led output neets this threshold, predicting
medi an balances rising to ~$96B in 2040 (nom nal
val ue)

G ven expected volatility, 2040 ending balance is
predicted to be between $34B and $196B with a 50
percent confidence |level (the threshold set by DOR)

Baily noved to slide 14, "Review of the DOR nodel
ates that the assunptions and nethodol ogy underlying
proj ections are sound":

Concl usions fromthe review

e The DOR nodeling assunptions and nethodol ogy are
reasonabl e

o Key assunptions on future oil price, oil
production, and investnment returns (total
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and statutory) were obtained from objective
sources and are wthin the range of
reasonabl eness

o The nmet hodol ogi cal approach taken, including
use of Mont e Carl o si mul ati ons, IS
reasonabl e, and the nodel logic is generally
robust in testing the likely inpact of a
$3. 3B draw

Future iterations of the nodel could benefit from
the following changes: Build functionality to
account for second-order relationships (e.g.
year-on-year correlation between variablesl and
the inpact on production of reaching certain
breakeven prices for crude2)

Est abli sh consistent process and ownership for nodel
construction and sources

Assunptions may be periodically revisited based on
changes to Fund strategy and investnent nmnanagenent, or
changes to the tax regine affecting Fund infl ows

2:03: 01 PM

M. Baily discussed slide 15, "The review considered the
nodeling nethodology and assunptions behind critical
drivers of inflows to the Fund":

Crude selling price

Expl anati on of DOR approach
DOR has enployed a Mnte Carlo analysis
using ERG crude oil price projections to
determne the likelihood of price evolution
in the future based on a survey of expert
forecasts

How approach was assessed
Conmparison of projections wth multiple
third-party obj ective sour ces (e.qg.,
Whodnmac, Rystad)

Pr oducti on vol une
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Expl anati on of DOR approach

DOR has enployed a determnistic analysis

using ERG oil production projections — this
approach t akes a fairly conservative
appr oach (e.qg., approach reflects t he

uncertainty of future production projects)
How approach was assessed

Comparison of projections wth multiple
third-party sources

Total return rate and Statutory net incone rate
Expl anati on of DOR approach

DOR has relied on Mnte Carlo anal ysis based
on projections from Callan Associates (the
third-party financial consultant that the
Per manent Fund has used for 20+ years) to
estimate the likelihood of future Fund
per formance based on current Fund strategy

How approach was assessed

Conparison of projections wth historic
performance and third-party projections

Interviews with Permanent Fund investors to understand
view of projections and potential for change to future
fund performance

M. Baily displayed slide 16, "Two types of analysis are
used in the DOR nodel: “probabilistic” and “determ nistic”
anal ysi s":
Determ nistic
Expl anati on
Describes the outconme of sone scenario given
appropriate inputs (in this case, based on the

average or nedian value and the degree to which
t hat val ue varies over tine)
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When is it best used

Wen projections are based on an assunmed trend
given variance from that trend wthin certain
standard deviation (e.g., use of a conservative
basel i ne case for oil production)

Probabilistic “Monte Carl 0”
Expl anati on

Monte Carlo analysis is a nodeling technique that
runs nmultiple trials and gives a distribution of
potential outconmes. Running a Mnte Carlo nodel
creates a probability distribution that indicates
the Iikelihood that an outconme will occur

Wien is it best used

Wen attenpting to project highly volatile and
| ess predictable drivers where the inpact of
“randomess” is inportant to understanding risk
(e.g., oil price, investnent returns)

2:08: 51 PM

M. Baily noved to slide 17, "Mdel nethodology is robust,
Wi th sonme potential opportunities for future inprovenent":

Structure
Check for errors

Expl anati on:
No nmaj or nechani cal errors found

Potential steps to inprove nodel:
None

Dependenci es on ot her nodel s
Expl anati on:
Pet r ol eum Model nodel sub-optimally

structured

O | production projections are not linked to
price projections
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Potential steps to inprove nodel:

Consi der  full audit of Petroleum Model
(particularly in light of tax / royalty
regi ne)

Wre nodel to account for pricel/production
relationship in future nodel iterations

Si ngl e use of source

Expl anati on:

Sources consistently used with exception of
sone oil price inputs (e.g., nmedian used in
Pet rol eum Model vs. probabilistic price used
in SW nodel)

Potential steps to inprove nodel:
Val i date Petrol eum Mddel for consistency in
oil pricing (e.g., using probabilistic nodel
vs. nedi an)

Logi ¢ and conceptual soundness

Cal cul ation of inputs

Expl anati on:
Underlying data sources are objective (e.qg.,
Cal | an)

Does not account for inpact of wunrealized
returns on Earni ngs Reserve bal ance)

Potential steps to inprove nodel:
Consi der inpact unrealized returns that are
apportioned to Earnings Reserve on the funds
avai |l abl e for spend

Determnistic vs. probabilistic
Expl anati on:
Current use of Mnte Carlo nmethods is
defensi bl e given behavior of oil price and
i nvestment returns

Potential steps to inprove nodel:
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None
Probabi | i stic met hodol ogy

Expl anati on:

Pert distribution of oil price (i.e., 3
points) is sufficient but highly sensitive
to accuracy of wunderlying inputs to the
di stribution (P10, P50, P90)

Does not account for year - on-year
correlations in oil prices (e.g., “ganblers
dil emma”)

Potential steps to inprove nodel:

Consi der expl ori ng nor e sophi sti cat ed
probabilistic nethodology (e.g., revisit
accuracy of Del phi-style nmethod used in PERT
di stribution)

Account for year-on-year correlations in
probabilistic analysis

Process
Repeat abl e and consi stent process
Expl anati on:
| nformal construction process (partly driven

by ongoing iterative policy process)

Governance procedures to ensure systenatic
audi ti ng/ updati ng not yet devel oped

Potential steps to inprove nodel:
For future sustainable draw re-visitations,
create set of rules [/ guidelines for
tinmeline / triggers of wupdate and devel op
design principles to guide construction

Owner ship
Expl anati on:

Uncl ear future ownership (partly driven by
uncl ear end use of nodel)
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Potential steps to inprove nodel:
For future sustainable draw re-visitations, articulate
clear owner(s) with auditing / updating rights

2:13: 30 PM

M. Baily turned to slide 18, "Each of the nodeling
nmet hodol ogy used by the DOR nodel to project critical fund
inflow drivers is technically sound":

Crude selling price

Description of DOR nodel nethodol ogy:
Use of probabilistic analysis (PERT distribution)
based on P10=$31/bbl, P50=$%$56/bbl, P90=$87/ bbl

Rati onal e for methodol ogy:
Probabilistic analysis accounts for volatility

Distribution nmethod |everages preexisting DOR ERG
crude oil price projections

Pr oducti on vol une

Description of DOR nodel methodol ogy:

Use of determi nistic anal ysi s based on
conservative base case (e.g., assumng no new
proj ect-driven increase in production)

Rati onal e for nethodol ogy:
Not nuch volatility in the projections and hence
no need for probabilistic analysis

Total return rate
Description of DOR nodel methodol ogy:
Use of probabi listic anal ysi s (nor ma
di stribution) based on 6.9 percent nean rate of
return and 13.9 percent standard devi ation

Rati onal e for methodol ogy:
bj ective and transparent met hodol ogy

Distribution nethod based on mean reversion
nmet hodol ogy used by Call an
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Statutory net incone rate

Description of DOR nodel nethodol ogy:

Use of probabilistic analysis (PERT distribution)
based on based on P10=3.7 percent, P50=6.01
percent, P90=8. 14 percent

Rati onal e for nethodol ogy:
Probabilistic analysis accounts for volatility

Di stribution based on data available from Call an
statutory nodel (P10/50/90 distribution)

M. Baily spoke to slide 19, "Based on the recomendations
that canme out of the nodel review, a series of actions were
execut ed":

| mprovenent identified:

Build Earnings Reserve sufficiency test into the
master nodel (versus using separate nodels to
test Fund bal ance and ER sufficiency)

Adapt fully objective, repeatable source for
i nvestment returns (versus prior use of blended
projected and historic returns rates)

Update standard deviation of returns assunption
to match Fund returns projections

Use nost technically correct formulas and @R sk
functions (e.g., calculation for geonetric mean,
@i sk and risk target function cross check)
Changes made t o nodel
Expanded nodel to include ER sufficiency anal ysis
Changed source from a 50 percent historic/50 percent
projected return to a 10 year determ nistic projection
from3rd party (Call an)
Changed standard deviation from use of Power Cost

Equal i zation Fund deviation to deviation matched to
returns source (Call an)
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Executed tactical inprovenents (e.g., updated the
formula to calculate geonetric nean, revised at risk
function to cal cul ate cumul ati ve confi dence)

M. Baily discussed slide 20, "Assunptions appear generally
reasonabl e; returns projections are perhaps aggressive in
the near terni:

Crude oil price
Assunpti on
10t h percentile @ $31/ bbl

Medi an @ $56/ bbl
90t h percentile @ $87/ bbl

Sour ce

Annual expert conference held by DOR/ ERGL

Expl anati on

Roughly in-line with third-party estinmates,
al beit conservative

bj ective use of DOR/ ERG projections

Crude production
Assunpti on

Declining from 500k bbl/day in 2017 to 112k
in 2040

Sour ce

Survey of O and G conpanies (with Iikelihood
adj ust ment s)

Expl anati on
In line with or below third-party estimates
in short term below 3rd parties in |ong-
termdue to AK LNG excl usion

bj ective use of DOR/ ERG projections
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Total returns
Assunpti on
Mean 6.9 percent
St andard devi ation 13.9 percent
Sour ce
Call an determ nistic nodel (Dec 2015)

Expl anati on

In line with other available projections
(e.g., 6.4 percent historic returns, 7.45
per cent alternative probabi listic

proj ection)
Statutory net returns

Assunpti on
10th percentile at 3.7 percent
Medi an @ 6. 01 percent
90th percentile @8.14 percent

Sour ce
Cal l an probabilistic nodel (Dec 2015)

Expl anati on

Only viable estimate available (e.g., no other nulti-
year projections avail abl e)

M. Baily turned to slide 21, "Future iterations of the
nodel could account nore rigorously for future trends and
second-order relationships":

Future shifts in fund target or mandate

Description
SW proposal requires Permanent Fund to
manage toward fixed stream of liabilities
(i.e. like a pension fund)
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Likely to entails shift in strategy and
potentially returns projections

Qbservations on i npact

| nvest nent earnings are single |largest
driver of success of SW (vs. O and G taxes

and royalties)
Even small percentage changes in earnings
therefore inply significant changes to fund
val ue and sustainability

Future shifts in fund allocation strategies

Description

Permanent Fund will |ikely change investnent
strategies in due course

SWF  proposal consi ders possibility of
bri ngi ng nore investnent in-house

bservations on i npact

Changes in investnent strategy for a given
asset cl ass Wil | alter risk/return

di stributions

| nvesting in-house wll reduce fees
Liquidity constrains

Description

Clearer liability streamw !l allow for nore
appropriate level of liquidity

Liability driven investing may introduce
greater |everage to portfolio

(bservations on i npact
Reduced levels of liquidity and/or higher

| everage may exacerbate risk on extrenes of
mar ket return distribution
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New t ax proposal s
Description
Current proposal would anend the tax credit
system and directly inpact O and G revenues
going to the State

(bservations on i npact

O and G revenues are a relatively small
percent of revenue in SW node

Short-term inpact, however , coul d be
significant to ensure stability of fund

2:18:24 PM

Co-Chair Neurman stated that there was currently $6.2
billion in the earnings reserve. He wondered if all of the
nodel ing assuned a $3 billion transfer from the CBR to

equal $10 billion.
M. Baily replied in the affirmative.

Co-Chair Neuman asked what woul d occur wi t hout t he
transf er.

M. Baily answered that the nodel could be run wth
different nunbers. He stressed that the current nodel was
run with $10 billion. He shared that a $7 billion nodel
woul d exhaust the probability for the earnings reserve. He
stressed that the 100 percent may be shortened by
approximately one year. The draw nust also be reduced in
order to make the nodel sustainable in the long-term He
reiterated that adjustnents could be nmade every four years.

Co- Chair Neuman noted that the nodel assumed there was $10
billion in the earnings reserve. He asked whether the nodel
was based solely on the $10 billion in the earnings reserve
at 6.9 percent to spend off $3.3 billion per year.

M. Baily replied in the affirmative.

Co-Chair Neuman asked wondered whether the npdel included
t he baseline of the Permanent Fund itself.
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M. Baily replied that it was his understandi ng.

Co-Chair Neuman noted that the volatility in the Permanent

Fund Dividend was approximately $50 billion, and wondered
how that was considered in the Mnte Carlo assessnments on
t he payback of the $3.3 billion assessnent.

M. Baily replied and deferred to Conm ssioner Hoffbeck for
further detail.

Comm ssioner Hoffbeck explained that there was sone

additional nodeling required without the $3.3 billion draw.
He stated the draw would be reduced by approximtely $150
mllion per year without the $3.3 billion. There would be a

pl at eau approxi mately one or two years earlier off the 100
percent confidence. He stated that the total uncertainty in
2040 was between two and four percent different than what
would occur with the $3.3 billion. He stated that the
Per manent Fund Corporation published a report t hat
indicated that their ten year forecast had reduced from 6.9
to 5.8 percent. He stated that Departnent of Revenue (DOR)
had requested additional information from Callan to
understand the basis of that reduction. He stated that the
forecast was published at the end of January, at the tine
when the markets had dropped dramatically. He stated that
there was a factor of seven nonths of low returns into the
ten year forecast, so it reduced their ten year forecast
based on the one year of |ow revenue. He remarked that the
other nine years were still at the 6.9 percent, and
furthered that the last five nonths of their analysis used
their long termreturn rate. He shared that it was only a
recognition of the period from FY 16 to FY 25, the | ower
rate of return was seen on the investnents. He stressed
that since the reports publication, the mrkets had
recovered. He stressed that the current value of the fund
was approxi mately $53 billion.

2:25: 02 PM

Co- Chair Neuman asked if $3.3 billion could be "spun off"
theoretically, to understand that the Permanent Fund woul d
"spin off" that revenue to replenish the earnings reserve.

Conmi ssi oner Hoffbeck answered that it was a conbi nation of

the permanent fund and oil and gas revenues could equal
$3.3 billion per year.
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Co-Chair Neuman asked if the oil and gas returns were
cal cul ated on the governor's new assunpti ons.

Comm ssioner Hoffbeck answered that it had wused the
probabilistic nodel, which had a range of prices.

Representative Gara spoke to oil prices projected at the
$40 range. He asked how it did not inpact the anpbunt coni ng
out of the new sovereign wealth fund.

Comm ssi oner Hoffbeck replied that there were two separate
processes. He shared that, wthin the sovereign wealth
nodel ing, there was the probabilistic nodel - examning a
range of prices throughout the Iife of the nodel. He stated
that there was a determnistic nunber in the Revenue
Sources Book, with a set data point each year.

Representative Gara stated that if the prices in the 10-
year forecast - he surmsed that it would inpact the payoff
fromthe fund somewhat dramatically.

Comm ssi oner Hoffbeck answered that it would be accurate
under the probabilistic nodel; best guess of what they
t hought, which was why to use the probabilistic nodel.

M. Baily replied that it showed the advantage of using the
probabilistic nmodel. QI prices fluctuated and would
continue to do so. It was not desirable to make changes to
t he program every si x nonths.

Representative Gara queried the payout wusing the price
forecast from the spring Revenue Sources Book. He recalled
that, after the guaranteed dividend, the PFD would be in
the $500 range. He queried the PFD by year three, assuning
the oil price forecast in the spring.

Comm ssi oner Hoffbeck replied that the dividend would be in
the $450 to $500 range.

Representative WIson asked |ooked at page two, and
wonder ed whet her the budget should be reduced in order to
be cover ed.

M. Baily replied that the analysis was not trying to
recommend a specific budget.
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Representative WIson queried the spending cap in the
nodel .

M. Baily replied that the nodel did not include a spending
cap. He explained that the nodel was designed to determ ne
what was required to ensure a stable anpunt.

Representative W/Ison observed that the state already had
the system in the Permanent Fund. She remarked that a
policy could be made to access the funds, with the sane
result.

Comm ssi oner Hoffbeck replied that, by comingling the oil
and gas revenue with the earnings reserve, there was an
all omance to draw nore than the deposit in years of |ow
revenue.

Representative WIlson asked for verification that under the
nodel they would not spend anything from the corpus of the
f und.

2: 35: 28 PM

Vice-Chair Saddler believed that the state could w thdraw
Wi thout any restructuring of the Permanent Fund. He
stressed that the legislature could nake the calcul ations
and nmake appropriations under current |aw.

Comm ssi oner Hoffbeck replied that the calculation could
occur without the legislation. He explained that the bil
woul d provide a rul es based ongoi ng process.

Vi ce-Chair Saddler noted that under one of the assunptions
the production decline was a steady rate. He did not
believe that the pipeline reduction was accurate, and
wondered whether the assunption considered the technical
chal l enges of a small anount of oil in the pipeline.

M. Baily replied that it was his understanding that there
were technical difficulties if the flow fell below a
certain level. He remarked that he was not an engi neer, and
woul d not want to chall enge the assertions.

Vi ce-Chair Saddl er felt t hat necessary addi ti ona
investnments to nmaintain oil flow would change the net cash
revenue, and therefore change sone of the nodel's
assunptions about oil incone. He remarked that the fund's
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current returns, assumed the current investnent guidelines
for long-term capital growth. He noted that slide 21 said
that the sovereign wealth proposal would shift to nore
pension-like strategy for investnment, which neant nore
fixed investnments that assunmed |less risk and therefore |ess
return. He wondered if t hat clouded the nodel's
concl usi ons.

M. Baily replied that the basis was that if there was a
nore stable funding process, the corporation could actually
manage the investnent funds that were nore systematic if
the plan went into effect. He relayed that the study had
not done an anal ysis on the investnent policy.

2:40: 00 PM

Vice-Chair Saddler expressed caution about setting a
specific anmount to draw, which may affect the investnent
strategy. He remarked that the Permanent Fund Board of
Directors was fairly independent when determning an
i nvest ment strategy. He stressed that changing the
permanent fund may influence the investnment strategy. He
gueried nodels of other consunmer price index inflation
rates.

M. Baily replied that he did not nodel different inflation
rates. He shared that nobst in Washington D.C. worried that
inflation was too low, and could not reach 2 percent. He
stated that the Federal Reserve target was 2 percent. He
felt that 2.25 percent was higher than the target. He did
not believe that the Federal Reserve would inflate the
dol | ar.

Vice-Chair Saddler recalled that inflation could reach 2.5
percent .

M. Baily agreed.

Representative Minoz queried the inpact on the nodel, if
the same cal culation was used with the 50 percent draw. She
al so queried the inpact of changing the cal culation from 21
percent average to a 10 percent average, but tied to the
earni ng power of the corpus.

CRAIG RICHARDS, ATTORNEY GENERAL, DEPARTMENT OF LAW

replied that the inpact of the sustainable draw would go
from payi ng out approximately $700 mllion to approximtely
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$1.4 billion per year; which would inmpact the sustainable
draw by about $400 million per year. He pointed out that
mai ntaining an earnings based dividend was undesirable
policy, when there was also earnings reserve revenues for
the general fund. He explained that a dividend calcul ated
on earnings was highly variable. He remarked that every
time the dividend "junps up" the share to the governnent
was reduced.

2:45:12 PM

Representative Minoz clarified that there would be a 4400
mllion reduction in the current cal cul ation.

Attorney Ceneral Richards agreed to follow up with the
exact nunber.

Representative Minoz noted that the nodel assuned a $3.3
billion draw, and a continued tax revenue from existing
t axes of approximately $850 mllion.

Attorney General Richards stated she was incorrect. He
explained that the nodel assuned that, over time, the
revenues woul d be highly vari abl e.

Comm ssi oner Hof f beck furthered t hat t here was
approximately $850 mllion of other taxes available for
governnment spending. He stated that the nobney was not put
into the earnings reserve, because it was not volatile.

Representative Minoz wondered whether $4.285 billion was
the total with existing revenue under the new nodel

Comm ssi oner Hof fbeck responded in the affirmative.

2:47: 50 PM

Representative Cuttenberg |ooked at slide 5. He felt that
there were sonme things left out of the scope. He wondered
if there was alternative nodeling to proof the assunptions.
M. Baily replied that he had | ooked at only one nodel.

Representative QGuttenberg wondered if there was an attenpt
to see if the nodel woul d not happen.
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M. Baily responded affirmatively. He shared that creating
this type of nodel resulted in various outcones.

Representative CQuttenberg commented that his concern was
that although the state had done sone nodeling on taxes,
but never believed that the current economc situation
woul d occur.

Representati ve Edgnon supported the concept going forward.
He commented that it seenmed that the state was shifting the
onus onto the Permanent Fund.

M. Baily did not believe it was the way the nopdel was set
up and did not believe it was underm ning the Permanent
Fund.

Attorney Ceneral Richards.

2:55: 00 PM

M. Baily believed that the intent of setting up the fund
was to create a sovereign wealth fund that would allow the
benefits fromthe oil to be there in perpetuity.

Vice-Chair Saddler remarked on M. Baily's job for the
anal ysi s.

M. Baily answered that it was necessary to revisit the
pl an every three years.

Vi ce-Chair Saddl er remarked on the state's flexibility.

3:01: 04 PM

Representative W/l son asserted that the nodel showed a high
anount of oil noney, but was put into the earnings reserve.
She stressed that the nodel required a lower dividend to
wor k. She remarked that the nodel did not show the | ower
di vidend anount inpact to the state. She stressed that the
nodel did not solve the budget problem She hoped that the
nodel woul d have shown the overall inpact to the state as a
whol e.

Conmi ssi oner Hof f beck remarked that there were other

aspects that generated the $3.3 billion. He stated that,
under the nodel, the dividend was a "pass through."”
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Representative WIlson stated that she did not understand
what was different. She remarked that |argest factor was
t he | ower dividend.

Conmi ssioner Hoffbeck answered that three things had
changed: the size of the dividend, what revenues brought
in, and how much woul d be spent.

Attorney General Richards added that it was true in the
long-term but not in the short term

3:05:43 PM

Representative WIson believed that the bill |owered the
di vidend substantially, with the hopes that the cuts would
made with no guarantee. She announced that she did not
support POW.

Representative Gara noted that the Legislative Finance
D vision (LFD) nodel showed that, under POW, savings would
extend for a decade, with a period review of oil prices. He
remarked that the PFD projections were high: $1800 to
$2000. He remarked that maintaining the current fornula for
the PFD resulted in $1.2 billion into the dividend for an
$1800 dividend. He surmised that the proposal was for a
dividend based on oil revenue. He stressed that the
forecasts showed that it would result in a PFD of
approxi mately  $500. He remarked that there was a
presentation that asserted that there would be 900 jobs
lost for every $100 nmillion lost in the dividend. He
queried nore information about that assertion.

3:13: 37 PM

Representative Gara noted that there was not a 4.5 percent
draw from the fund, based on the expectation of future oi
revenues. He remarked that the price and revenue forecasts
did not yield the sanme result. He wondered if the forecast
nunbers were used in the node.

Comm ssioner Hoffbeck replied the determnistic nunbers
were not used in the nodel.

Vi ce-Chair Saddl er wondered whether it should be consi dered
a lunp sum

Conmi ssi oner Hoffbeck replied in the affirmative.
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Attorney General Richards furthered that $3.3 billion may
not be considered alone in the governor's plan. He stated
that the plan worked as a POW. He explained that the POW
in the plan was 6 percent, rather than 4.5 percent, because
the 1.5 percent difference was accounting for the petrol eum
revenues. He explained that there could be a fixed draw of
3.3 billion, or a POW draw of 6 percent. He explained
that, as long as the petroleum revenues were flowng into
the fund, the math worked out the sane.

Vice-Chair Saddler surmsed that Attorney General Richards
was only offering a separate way to exani ne the plan.

Attorney Ceneral Ri chards answered that the letter
circul ated t he pri or week did pr opose t hat t he
admnistration would work with the commttee to adjust the
fixed draw to a percentage draw.

Co- Chair Thonpson thanked the presenters. He discussed the
schedul e for the foll ow ng neeting.

#
ADJ OURNVENT

3:17:25 PM

The neeting was adjourned at 3:17 p.m
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