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Juneau, Al aska

POSI TI ON  STATEMENT: Answered questions and presented a
Power Point on the Power Cost FEqualization Endowrent Fund
| nvest nent during the discussion of HB 86.

GARY BADER, Chief Investnment Oficer

Treasury Division

Depart ment of Revenue

Juneau, Al aska

POSI TI ON  STATEMENT: Answered questions and presented a
Power Point on the Power Cost FEqualization Endowrent Fund
| nvest nent during the discussion of HB 86.

ACTI ON NARRATI VE
3:29: 28 PM

CHAIR KURT OLSON called the House Labor and Commerce Standing
Commttee neeting to order at 3:29 p.m Representatives Col ver,
Kito, Josephson, Tilton, Hughes and O son were present at the
call to order. Representatives LeDoux arrived as the neeting
was in progress.

HB 86- PCE ENDOWVENT FUND | NVESTMENT

3:29:47 PM

CHAI R OLSON announced that the only order of business would be
HOUSE BILL NO 86, "An Act relating to investnent of the power
cost equalization endowrent fund; and providing for an effective
date."

3:30: 22 PM

JERRY BURNETT, Deputy Comm ssioner, Ofice of the Conm ssioner,
Departnment of Revenue, stated that HB 86 is a very inportant
bill. He stated that Pam Leary, Director, Treasury Division;
and Gary Bader, the state's Chief Investnment Oficer wll
present the bill.

3:31: 15 PM

PAMELA LEARY, Director, Treasury Division, Departnment of Revenue
(DOR), offered to provide a brief history of the fund, present
the bill, and discuss any considerations.

3:31: 52 PM
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M5. LEARY stated that the original Power Cost Equalization
Endowrent Fund was established in 2000. Its purpose is to fund
t he Power Cost Equal i zat i on (PCE) & Rur al El ectric
Capitalization Fund and to reinburse the costs associated wth

managi ng the fund [slide 2]. She said that 7 percent of the
nmont hly average market value of the fund for the previous three
fiscal years may be appropriated annually. The Departnent of

Revenue, Treasury Division provides the Al aska Energy Authority
(AEA) with that figure annually. She provided a brief history,
such that the PCE Endowrent Fund was established by a $100

mllion appropriation from the Constitutional Budget Reserve,
along with $89.6 mllion from proceeds of the sale of the four
dam pool hydroel ectric pr oj ect, and t wo addi ti onal

appropriations: $182.7 in 2007, and $400 million in 2012. The
current balance of the PCE Endownent Fund is $950.7 mllion
[slide 1].

3:33:11 PM

M5. LEARY directed attention to HB 86 to Section 1 of the bill
that does two inportant things [slide 3]. First, it renoves the
stated nomnal return target of at least 7 percent from the
statute, which will allow the conm ssioner of the Departnent of
Revenue (DOR) to invest the fund in the manner that can neet the
obj ectives of the fund. It would al so provide the comm ssioner
the ability invest in less risky investnments when it is prudent
to do so, but still neet the financial needs of the fund itself.
She pointed out that there is a zero fiscal note associated with
HB 86 since it will not require additional funds to continue the
wor K.

3:33:55 PM

GARY BADER, Chi ef | nvestnent O ficer, Treasury Division,
Department of Revenue (DOR), stated that the goal is to achieve
the best return for the least anmount of risk. The current
statutes direct the Comm ssioner of Revenue to attenpt to earn 7
percent each year without regard to risk.

MR. BADER directed attention to slide 4, to the 2015 Capital
Mar ket Expectations - Return and Risk. This shows the capital
mar ket assunptions provided to the Al aska Retirenment Managenent
Board by Callan and Associ ati ons. He directed attention to the
top third bracket of the investnent asset classes or equity
i nvestment classes and three columms over to the colum entitled
"1l-year Arithmetic" return, which shows high rates of return if
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one considers the return will be the mathematical average over

several years, or the nmean average. The colum entitled
"Projected Risk, Standard Deviation" neans that two-thirds of
the time the returns to the fund will be plus or mnus the

standard devi ation. Thus, when view ng broad donestic equity, a
"l-year arithnetic return” neans that the fund would earn 9.15
percent over a 10-year expectation plus or mnus 19 percent
[using the standard deviation]. Therefore, it is possible to
| ose 10 percent during two-thirds of the time, but during other
times the percentage could be far nore or far |ess. The
aforenmentioned standard deviation affects the geonetric return

The colum entitled, "10-year Ceonetric Projected Return," is a
term that neans when there is a volatility of returns, the
actual anount one could expect to gain would be sonething |ess
than the arithmetic return. It is always true, he said. For
exanple, an initial $100 investnent wth an expectation of
[zero] percent on average and a standard deviation of 50
percent, could increase to $150, but if 50 percent of the
investnment was |ost the next year, the initial investnent would
be reduced to $75. Thus, while the arithmetic average was zero,
the actual return would be far less than zero. This neans that
how funds are invested matters a lot, in terns of how
investnments are made, and the departnent's goal is to elimnate
as nmuch risk as possible.

3:37:23 PM

MR. BADER stated by |ooking down the colum of possible
investment returns and viewing the arithmetic columm, that in
order to earn 7 percent, nearly 80-90 percent of investnents
woul d need be in equities, since investing in fixed incone with
returns of 2 and 3 percent would average down the investnent
considerably. Thus, an attenpt to earn 7 percent has a tendency
to force the commssioner to take a far nore risky path than
he/ she m ght otherw se choose. He highlighted that the stock
mar ket has gone up six years in a row, which is unprecedented,
noting it has never gone up seven years in a row Al t hough he
hoped it wll <continue to inprove this year, the potential
exists for the market to go down and passage of this bill wll
allow the DOR s comm ssioner to adjust asset allocations of the
mar ket conditions and risk, but still attenpt to earn an
i nvestnment return of 7 percent over tine.

3:38:39 PM

CHAIR OLSON asked what wll happen if the market "tanks" and
with returns of 2-3 percent. He further asked whether the state
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will make up the difference in order to fund the PCE Endownent
Fund at 7 percent.

MR. BADER answered that the |egislature could appropriate the [7
percent] amount to the PCE, but there isn't any requirenent to
do so, but the PCE Endowrent Fund "lives" on its own returns.

3:39: 09 PM

REPRESENTATI VE LEDOUX related her wunderstanding that the term
"nomnal return" typically neans nothing, but it doesn't sound
like that is what is being discussed since HB 86 [renpbves the
| anguage] that specifically stated 7 percent nom nal return.
She asked for further clarification on the term "nom nal
return.”

MR. BADER answered that "nomnal return" is a term of finance
and nmeans the real rate of return plus inflation.

3:40: 03 PM

REPRESENTATI VE LEDOUX asked how long the state has been
i nvesting the PCE Endownent Fund.

M5. LEARY answered that it has been 14 years and it was
established in 2000.

REPRESENTATI VE LEDOUX asked whether the fund has always
attenpted to reach the 7 percent rate of return

MS. LEARY answered yes.

REPRESENTATI VE LEDOUX asked whether the fund has |ost or gained
revenue.

M5. LEARY answered that it has fluctuated, and the returns have
been negative in sone years and positive in others. She
reported that the last five years the returns have been 14
percent .

3:41: 01 PM
MR. BADER added that when the statute was witten interest rates
were higher than they are today so fixed income investnents

could earn 7 percent, plus equity investnents also nade the 7
percent return an attainable goal; however, under the current
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low interest rates 10 year [investnents] are earning |less than a
3 percent return, which pronpts the need for this bill.

3:41: 47 PM

CHAIR OLSON asked for the average annual nominal return in the
past 14 years.

M5. LEARY offered to provide the figures. She stated that she
has actual returns for each year, but not the conplete average.

3:42: 06 PM

REPRESENTATI VE JOSEPHSON asked for further clarification on the
grow h rate and whether it has grown 14 percent in five years or
per annum

M5. LEARY answered that the return has been 14 percent per
annum

3:42:26 PM
REPRESENTATI VE HUGHES, referring to slide 2, understood that 7

percent of the nonthly average narket value of the fund for the
previous three fiscal years may be appropriated [to the PCE

Endowrent Fund]. She asked whether that has occurred. She
further asked whether the legislature would need to adjust the
anount under the bill. For exanple, if the state wll be
earning less than anticipated, it my need to Ilower the

per cent age of appropriation to the PCE Endowrent Fund.

MS. LEARY answered that she does not have the historical figures
for the past 14 years; however, she said the FY 16 budget
appropriation is less than 7 percent, but a little nore than 5
per cent . She offered to review and provide the prior
appropriations to the commttee. She said that one of the
factors for the target return of 7 percent is to consider the
use of the fund, the cash flow, and expectations. She clarified
that from the investnent perspective the Departnent of Revenue
is nore concerned about setting the target and elimnating any
undue potential risk associated by setting the rate too high,
whi ch could increase risk in certain environnents.

3:44: 08 PM
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REPRESENTATI VE HUGHES asked whether the 7 percent that nay be
appropriated [to the Power Cost Equalization Endowrent Fund] is
set in statute.

M5. LEARY answered vyes; that the calculation that the DOR
provides to the Al aska Energy Authority (AES) is 7 percent of
the 3-year fiscal year nonthly average.

3:44:39 PM

CHAI R OLSON hel d public testinony open on HB 86.

[ HB 86 was hel d over. ]

3:45:12 PM

ADJ QURNVENT

There being no further business before the conmttee, the House

Labor and Commerce Standing Conmttee neeting was adjourned at
3:45 p. m
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