SENATE FI NANCE COWM TTEE
April 4, 2016
5:04 p.m

5:04:56 PM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 5:04 p.m

VEMBERS PRESENT

Senat or Anna MacKi nnon, Co- Chair
Senat or Pete Kelly, Co-Chair
Senator Peter M cciche, Vice-Chair
Senat or M ke Dunl eavy

Senat or Lyman Hof f man

Senat or Donny O son

VEMBERS ABSENT

Senator Cick Bishop

ALSO PRESENT

Randal I  Hof f beck, Comm ssioner, Departnment of Revenue;
Martin Baily, Economst, MKinsey and Conpany, Senior
Fel low, Brookings Institution; Craig R chards, Attorney
CGeneral, Departnent of Law

SUWARY

SB 114 PERM FUND: EARN NGS, DEPOSI TS, ACCOUNTS
SB 114 was HEARD and HELD in conmittee for
further consideration.

SB 128 PERM FUND: DEPCSI TS; DI VI DEND; EARNI NGS
SB 128 was HEARD and HELD in conmittee for
further consideration.

#sb114

#sb128

SENATE BILL NO. 114




"An Act relating to deposits into the dividend fund
and relating to the Al aska permanent fund."

SENATE BILL NO. 128

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

5:05:11 PM

RANDALL HOFFBECK, COW SSI ONER, DEPARTVENT OF REVENUE
referred to the Permanent Fund Protection Act that was
established earlier in the year. He shared that MKinsey
and Conpany was contracted to do the analysis. He renarked
that they were a leader in nonprofit, business, and
government consulting. He shared that, over the recent five
years, MKinsey had supported nore than 300 public finance
projects in 35 countries. They were a lead advisor to
institutional investors, including sovereign wealth funds
and U S. state pension funds. He shared that MKinsey had
advised other petrol rich states that had considered
adopting fixed dividend nodels for their sovereign wealth
f unds.

Co- Chai r MacKi nnon noted that the presentation was
avai l able on the State of Al aska website.

5:09: 23 PM

MARTI N  BAILY, ECONOM ST, MCKI NSEY AND COVPANY; SENI OR
FELLOW BROOKI NGS | NSTI TUTI ON, discussed the presentation
"Ensuring a sound fiscal future,” authored by MKinsey and
Conpany (copy on file). He turned to slide 1

The Al aska Departnment 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
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Per manent Fund Prot ection Act . The fact - based
assessnent of the financial npdel included in this
docunent was conducted by MKinsey and Conpany, Inc.
W 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 anmount to the
CGeneral Fund to nmitigate the inpact of oil price
volatility on year -t o-year budgeti ng.
Specifically, the proposal recommends that:

50 percent of oil royalty revenues and 100
percent of production tax revenues flow to
t he 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 ures; t he anmount woul d be
methodically revisited every 4 years to
ensure conti nued Fund sustainability

D vidend paynents be paid out of the
remai ni ng 50 percent of oil royalties

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 m ze |l ong-term returns,
acknow edging the rising inportance of
i nvestnment inconme in funding its budget
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Del i nk public spendi ng from volatile
commodity prices and stabilize the budget by
est abl i shing a di sci pl i 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
(1.e., what draw anmount can the State expect with
greater than 50 percent confidence to nmintain
the starting asset’s real value over tine w thout
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
notably those related to expected oil revenues
and i nvestnent returns)
M. Baily addressed slide 3, "Overview of conclusions":
The DOR nodel is sound in its nethodol ogy
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The nodel tests whether a $3.3B annual draw wl |
be sust ai nabl e

= The DOR used probabilistic analysis, including
Monte Carlo sinmulations, to estimate confidence
levels for (i) future oil prices and (ii)
investnment returns, as well as determnistic
analysis to establish a base case scenario for
oi | production

= The approach taken 1is 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, | ogi c, concept ua
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) wer e obt ai ned from
credi bl e, objective sources

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

| nvest ment returns assunpti ons are
reasonabl e, though were considered optimstic for
the near-term by some nenbers of the APFC
investnment staff and were higher than those
projected by APFC s strategic partners (third-
party asset nanagers)

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

The State of Alaska could further strengthen
the long-term viability of the APFC and the
sustainability of its contributions to the
Cener al Fund by | ever agi ng best practice
| earnings from other SWs and investors, e.g.:
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Cl ear savings-and-spending rules and capital

pl anni ng

Regul ar conmuni cati on between investor and
sponsor

Formal and informal investnent education
opportunities for government officials and board
menber s

Board governance processes with appropriate
conposi tion, appointnent expertise and roles

Vel | - desi gned strategy tied to Fund
obligations and | ong-terminvesting

5:14: 30 PM

Co- Chair MacKi nnon asked nmenbers to hold their questions to
the end of the presentation.

M.

M.

Baily continued to discuss slide 3.

Baily noved to slide 4, "Contents":
» Scope of the review
e Summary of the APFPA proposal

* Review of DOR node
Baily spoke to slide 5, "The scope of this assessnent”:

Overvi ew

The Departnent of Revenue is seeking an objective
assessment 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 spendi ng

I n scope:
Detailed review and vetting of the DOR financial

nodel s et hodol ogy and construction, including
appropri ateness of use of Monte Carlo anal ysis
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Assessnent of the reasonabl eness of key baseline

assunpti ons (oil pri ce, oi | producti on,
investment returns) affecting the sustainable
dr aw

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

Not in scope:

Holistic evaluation of the proposed budget or
budget deficit

Perspectives relating to current or future tax
regines (e.g., Petroleum Val ue nodel)

Assessment of the Permanent Fund’'s mandate or its
i nvest ment managenent processes

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

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-tern:

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

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

Government of Singapore is allowed to spend 50
per cent of the annualized 20-year expected
returns giving CGovernnent flexibility on a year-
by-year basis on how nmuch 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
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corpus. Under 2010 reforns annual draw is fixed
at $8 billion for wuse both to reduce budget
deficits and for econom c devel opnent. CGovernnent
can adjust the annual draw by 15 percent (as it
did in 2013)

|f 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 CDP

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
Government Pension Fund d obal unless Norges Bank
| nvest nent Managenent beats the |ong-run expected
i nvestnent returns of 4 percent

Tenporary increases in wthdrawals are allowed
under only limted circunstances, but requires a
specific parlianmentary resolution

5:19: 07 PM

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 mgjor inflows into the Fund?
Production tax revenues
Royal ty revenues
| nvest nent returns
What are the nost inportant drivers of future inflows?
G| production
Gl price
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| nvestnent returns (total statutory)

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

Sust ai nabl e draw anmount nust 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)

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":

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 Earnings Reserve available for the annual
dr aw
M. Baily spoke to slide 9, "Over 4 weeks, a detailed

review of the nost critical elenments of the DOR s nodeling
nmet hodol ogy and assunptions was conducted":
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SWF Model
Assunptions and Met hodol ogy

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

al revenues (oil price and
production); Investnent returns (total
and statutory net income); Structure of
nmodel ; 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 franmewor k

5:24:12 PM

M. Baily displayed slide 11,

percent cumnul ative confidence that

"The DOR nodel inplies a 69
a $3.3B annual draw can

be made from the Earnings Reserve each year through 2040":

Ear ni ngs Reserve

acts

i nvestnent return and oil

$10B starting bal ance
confidence of being able to draw $3.3B per year for
first four years even with negative investnment returns

as

buffer to short-term
revenue volatility

near 100 per cent

i nvestnent returns

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

Effects of cunulative volatility and declining oi

production reduce confidence over
2040 cunul ative confidence
can be made from Earnings

time — but even in
a $3.3B annual draw
Reserve is 69 percent

(confidence would be even if adjusted for
periodic review)
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Co-Chair Kelly asked if the nodel on slide 11 assuned the
$3 billion draw on the CBR, but asserted that nost
| egislators did not believe that was politically possible.
He wondered whet her future slides wuld show the
probability for renoving the draw.

M. Baily <clarified that the nopdel was run on the
assunption that the $3 billion was brought into the
earnings reserve, starting at $10 billion. He stated that
the nodel was not run the lower level of $7 billion. He
felt that, had the nodel been run at $7 billion, the draw
would need to be lowered and there nay not be the sane
| evel of confidence to have enough noney in the earnings
reserve going forward. He remarked that there was
opportunity in the periodic review, so there could be
adjustnents at that tinme.

Vice-Chair Mcciche asked how the single significant
failure affect the future cunul ati ve confi dence.

M. Baily replied that one would be able to see a
significant failure. He felt that there was enough noney in
the earnings reserve, so one could anticipate a necessary
adjustnment. He remarked that there would need to be a new
run on the nodel to assess the confidence under the new
situation.

5:29: 46 PM

Vice-Chair Mcciche thought it would be interesting to view
slide 11 without the CBR infusion.

Co- Chair MacKinnon stated that the commttee had the data
and it had been distributed the previous week.

Vi ce-Chair M cci che did not remenber a cumul ati ve
confidence | evel slide.

Co- Chair MacKi nnon wondered if Conm ssioner Hoffbeck could
provide that information. Comm ssioner Hoffbeck agreed to
provi de that information.
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Co- Chair MacKi nnon asked if the commttee could get the
information as soon as possible. Conm ssioner Hoffbeck
stated that he would provide that information in a couple
of days.

M. Baily discussed slide 12, "The DOR nodel predicts that
the Permanent Fund wll be $96B in 2040 wth an
interquartile 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
nmedi an balances rising to ~$96B in 2040 (nomi 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)

M. Baily noved to slide 14, "Review of the DOR nodel
indicates that the assunptions and nethodol ogy underlying
Fund projections are sound":

Concl usions fromthe revi ew

e The DOR nodeling assunptions and nethodol ogy are
reasonabl e

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

o The nethodol ogi cal approach taken, including
use of Mont e Carl o si mul ati ons, S
reasonabl e, and the nodel logic is generally
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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.ag.
year -on-year correlation between variablesl and
the inpact on production of reaching certain
breakeven prices for crude2)

Est abli sh consi stent process and ownership for nodel
construction and sources

Assunptions nay be periodically revisited based on

changes to Fund strategy and investnent nanagenent,
or changes to the tax reginme affecting Fund inflows

5:34: 05 PM

M. Baily discussed slide 15, "The review considered the
nodeling rmethodology 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 I|ikelihood of price evolution
in the future based on a survey of expert
forecasts
How approach was assessed
Comparison of projections wth multiple
third-party obj ective sour ces (e.g.,
Wodmac, Rystad)
Producti on vol une

Expl anati on of DOR approach
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DOR has enployed a deterministic analysis

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

uncertainty of future production projects)

How approach was assessed
Conmparison 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 |ikelihood of future Fund
performance based on current Fund strategy

How approach was assessed

Conmparison of projections wth  historic
performance and third-party projections

Interviews with Permanent Fund investors to
understand view of projections and potentia
for change to future fund perfornmance
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
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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)

VWhen is it best used

When 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 nultiple trials and gives a distribution of
potential outcomes. Running a Mnte Carlo nodel

Ccreates a probability distribution that indicates
the Iikelihood that an outconme will occur

When 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)

M. Baily noved to slide 17, "Mddel nethodology is robust,
wi th some 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
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Expl anati on:
Petrol eum Model nodel sub-optimal |y
structured

O | production projections are not linked to
price projections

Potential steps to inprove nodel:

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

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

Si ngl e use of source

Expl anati on:

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

Potential steps to inprove nodel:
Val i date Petrol eum Moddel for consistency in
oil pricing (e.g., using probabilistic nodel
vs. medi an)
Logi ¢ and conceptual soundness
Cal cul ation of inputs
Expl anati on:
Underlying data sources are objective (e.g.,
Cal | an)

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

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

Determ nistic vs. probabilistic

Expl anati on:

Current use of Mnte Carlo nethods is
defensi bl e given behavior of oil price and
i nvestment returns

Potential steps to inprove nodel:
None

Probabi | i stic methodol ogy

Process

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
di l enma”)

Potential steps to inprove nodel:

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

Account for year-on-year correlations in
probabi |l istic anal ysis

Repeat abl e and consi stent process

Expl anati on:
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I 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
timeline / triggers of update and devel op
design principles to guide construction

Owner shi p

Expl anati on:
Unclear future ownership (partly driven by
uncl ear end use of nodel)

Potential steps to inprove nodel:

For future sustainable draw re-visitations,
articulate clear owner(s) wth auditing /
updating rights

5:39: 02 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 nethodol ogy:
Probabilistic analysis accounts for volatility

Distribution nethod | everages preexisting DOR ERG
crude oil price projections
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Pr oducti on vol une

Description of DOR nodel nethodol ogy:

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

Rat i onal e for methodol ogy:
Not nuch volatility in the projections and hence
no need for probabilistic analysis

Total return rate

Description of DOR nodel nethodol ogy:

Use of probabi listic anal ysi s (norma
di stribution) based on 6.9 percent nean rate of
return and 13.9 percent standard devi ation

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

Distribution nethod based on mean reversion
nmet hodol ogy used by Call an

Statutory net incone rate

Descri pti on 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

Rat i onal e for methodol ogy:
Probabilistic analysis accounts for volatility

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

M. Baily spoke to slide 19, "Based on the reconmendations

that cane out of the nodel review a series of actions were
execut ed":
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| 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
investnment 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 (Callan)

Changed standard deviation from use of Power Cost
Equal i zation Fund deviation to deviation matched to
returns source (Call an)

Executed tactical inprovenents (e.g., updated the
formula to calculate geonetric nean, revised at risk
function to cal cul ate cunmul ati ve confi dence)

Bai ly discussed slide 20, "Assunptions appear generally

reasonabl e; returns projections are perhaps aggressive in
the near terni:

Crude oil price

Assunpti on
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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

hj 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 nment 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
hj ective use of DOR/ ERG projections

Total returns

Assunpti on

Mean 6.9 percent

St andard deviation 13.9 percent
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Sour ce
Call an determ nistic nodel (Dec 2015)

Expl anati on

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

proj ection)
Statutory net returns

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

Sour ce
Cal | an probabilistic nodel (Dec 2015)

Expl anati on

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

5:44:58 PM

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

(bservations on i npact

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

Even small percent changes in earnings
therefore inply significant changes to fund
val ue and sustainability

Future shifts in fund allocation strategies

Descri ption

Permanent Fund will 1|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
I nvesting in-house will reduce fees
Liquidity constrains

Descri ption

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

Liability driven investing nay introduce
greater |everage to portfolio
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(bservations on i npact

Reduced levels of Iliquidity and/or higher
| everage may exacerbate risk on extrenmes of
mar ket return distribution

New t ax proposal s
Description

Current proposal would anmend 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 snal
percent of revenue in SW node

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

Senator Dunleavy referred to slide 20, and asked about the
phrase in the title of the slide, "returns projections are
per haps aggressive in the near term"”

M. Baily replied that there was uncertainty in markets. He
stated that 6.9 percent real return was a fairly high
return. He felt that 6.9 percent was achievable, and did
not feel that it was aggressive over the time period of the
nodel . He remarked that markets were fairly weak at the end
of 2015, and slightly weak into 2016. He stressed that nany
of those markets were reversed.

5:49:51 PM

Vice-Chair Mcciche referred to slide 3, and noted that
i nvestment assunptions were reasonable. He remarked that
some nenbers of the Alaska Permanent Fund Corporation
investnment staff felt that those nunbers were considered
optimstic. They believed that the nunbers were higher than
the projected nunbers from the strategic partner's third
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party asset managers. He wondered whether |ocal fund
managers had experience wth that particul ar asset
al l ocation, and whether they had a hi gher expertise.

M. Baily wondered whether the question was related to
whet her the people who were running the portfolio knew nore
t han McKi nsey.

Vice-Chair Mcciche indicated in the affirmative.
M. Baily did not have a straight answer to the question.

Vi ce-Chair M cciche wondered what woul d happen to the nodel
in the outlier years.

M. Baily stated that the nodel was surprisingly robust.

Co-Chair Kelly referred to slide 21, he noted that oil and
gas revenue were a relatively small percentage of revenue.
He remarked that tax proposal bent the production curve,
and stressed that production was not a small portion of the
permanent fund. He wondered if the royalties were also
i ncl uded.

M. Baily replied that the royalties and taxes were
considered in the eval uation.

5:54:44 PM

Vice-Chair Mcciche did not believe that the guarantee of
robust markets. He queried the effects of a drawn out
correction. He renmarked that the choice was between a
likely POW, and the robust success of a fixed draw. He
wondered what would occur to a fixed draw nodel wth an
ext ensi on.

M. Baily replied that there would be a periodic review,
and deferred to Conmi ssi oner Hof f beck.

Comm ssi oner Hof fbeck explained that the four year periodic
review was in place due to the off chance of low oil prices
and | ow market returns.
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Vi ce-Chair M cciche asked why the state would not remain in
"adj ust nent node.’

M. Baily stressed that MKinsey was taxed with eval uating
the fund. The advantage of the DOR proposal was that it was
simlar in essence to other countries. He thought there was
enough robustness in the funds that. He thought the goal in
t he budget process was to find sonmething that was robust in
normal circunst ances.

5:59:55 PM
AT EASE

6: 01: 51 PM
RECONVENED

Comm ssi oner Hof fbeck conmmented that wusing a multi-year
average with the POW, resulting in robust returns foll owed
by low market returns for nultiple years. He shared that
there would be a review and adjustnment. He remarked that,
al though the POW was nore dynamic, a sustained period of
low oil returns could "bust" the earnings reserve.

Co-Chair WMacKinnon asked to look at slide 3, and asked

about the target "Certain institutional investor best
practices could help inprove this plan’s long-term
sustainability.” She wondered whether the variables were

run between the rates of returns versus the national
aver ages.

M. Baily replied in the negative. He explained that it was
related to the idea of gaining a clear ownership of the
nodel . The focus was nore around the practice of building
and preserving the nodel.

Co- Chair MacKinnon referred to the associated bullet point,
"The State of Al aska could further strengthen the |ong-term
viability of the APFC and the sustainability of its
contributions to the General Fund by |everaging best
practice learnings from other SWs and investors,” and
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wondered whether there would be additional training on the
nodel s.

M. Baily replied in the affirmative.

Co- Chair MacKi nnon wondered if M. Baily saw a weakness in
sonme practices at the PFC

M. Baily did not say it was a weakness.

6: 05:45 PM

Co-Chair MacKinnon referred to slide 5, and the itens
listed as "Not in scope.” She wondered whether those were
in the scope of the eval uation.

Conmi ssioner Hoffbeck replied that they were not in the
scope of the eval uati on.

Co-Chair MacKi nnon wondered whether the itens not in the
scope conducted by the adm nistration.

Commi ssioner Hoffbeck replied that they were conducted by
the adm ni stration.

Co- Chair MacKi nnon wondered whether there was a holistic
eval uati on of the budget and budget deficit.

Comm ssi oner Hoffbeck replied in the affirmative.

Co- Chair MacKinnon referred to slide 6, and referred to the
non-oil deficits to 4 percentage points. She wondered
whet her there was consideration of the limt on the deficit
on non-oil deficits.

CRAIG RICHARDS, ATTORNEY CENERAL, DEPARTMENT OF LAW
replied that it was taken into account in the sense that
there was a realization that they could not follow Norway's
rul es-based system He explained that Norway's system saved
all the petroleum revenues, and largely budgeted off of
br oad- based taxati on.

Senat e Fi nance Committee 27 04/ 04/ 16 5:04 P. M



Co- Chair MacKi nnon thought it was an interesting to trigger
to apply to manage the volatility on the other side.

Co-Chair MacKinnon referred to the Singapore nodel on slide
6, and wondered if there was an exam nation of a 20-year
prospective |ook at annualizing expected returns to
establish a draw versus annuity.

Attorney GCeneral Richards stated that he did not exactly
| ook at the Singapore nodel, but the nodel was close to the
efforts. He explained that they took the expected
annual i zed 24-year returns of the Permanent Fund, and
calculated a draw anmount that equated to rmaintaining the
real value of the fund after inflation

6:11:48 PM

Co- Chair MacKi nnon assuned the testifiers were considering
an asset allocation change. She remarked that the earnings
reserve was currently fairing at a 5 to 6 percent interest
rate; but the CBR was at 2 percent because of liquidity

She queried the sensitivity to drawing down the actual
earning opportunity inside the earnings reserve with the
current fornula. She stressed that there would not be as
much cash available to generate earnings, because it would
suddenly be a |liquid asset.

Comm ssi oner Hoffbeck stated that there would need to be
sone level of liquidity in order to nake the draw. He
remarked that the liquidity could be nanaged. He stressed
that there would be no other change in allocation.

Attorney General Richards stressed that the allocations
woul d continue to change. He remarked that the Pernanent
Fund was not considered a static fund.

Co-Chair MacKinnon asked if Conm ssioner Hoffbeck had
forecast a lower rate of return due to the liquidity in the
ear ni ngs reserve.

Comm ssi oner Hoffbeck replied in the negative.
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Attorney General Richards answered in the negative. He
t hought there would be some inpact but did not know the
exact inpact.

Co- Chair MacKi nnon asked if the directive of the CBR should
be changed if there would be a reduction of the rate in the
earnings reserve. She remarked that current state statute
mandated that the funds should be liquid in order to be
utilized.

Comm ssi oner Hof fbeck agreed. He explained that there would
be reinvestnents in the subaccount, should the earnings
reserve be used as a primary fundi ng source.

Co- Chair MacKi nnon asked if Comm ssioner Hoffbeck believed
that the reinvestnent could be done wthout statutory
change.

Comm ssi oner Hoffbeck replied that the funds that were not
proj ected as necessary could have a | onger allocation.

6:16: 09 PM

Co- Chai r MacKi nnon referred to slide 7, and asked
Conmi ssioner Hoffbeck if oil production was up or down in
the current year.

Comm ssi oner Hoffbeck replied that oil production was up,
forecast to be up the followng year, and drop off in the
third year.

Co- Chair MacKi nnon pointed out that the nodel presuned that
it was down for nultiple years.

Comm ssi oner Hoffbeck stated that the forecast during the
time of the nodel showed a decline noving forward.

Co- Chair MacKi nnon thought it was inportant to recognize

that oil production was currently up and forecast as up,
due to the policies adopted by the |egislature.
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Comm ssi oner Hoffbeck agreed, and stated that there were
mul ti pl e reasons for increased oil production.

Co- Chair MacKi nnon | ooked to slide 9, and referred to the
statenent "The existing DOR sovereign wealth fund nodel was
reviewed along 2 dinensions: nethodology and assunptions.”
She wondered whether other sovereign wealth funds used
ot her di nmensions to exam ne their nodels.

M. Baily replied that the assunptions and nmethodol ogies
woul d be the two principles.

Co-Chair MacKi nnon wondered whether the oil revenues and
production were wei ghted in the nodel.

M. Baily replied that it was illustrative, and not neant
to be wei ghted.

Co- Chair MacKinnon remarked that there was concern about
the lack of change in the probabilistic nodels because of
the variables based on the different forecasts. Co-Chair
MacKi nnon wondered whether the per barrel charge and tine
were the considered axes.

M. Baily answered in the affirmative.

Co- Chair MacKi nnon wondered if there was an inclusion of $9
to $150.

M. Baily replied that PERT distribution was used, with the
hi gh of $96, niddle $56, and | ow of $36.

Co- Chair MacKi nnon wondered whether a w der spread would
result in a problem because of the wde path on dollar
val ue. He wondered whet her the nodel could break.

M. Baily replied in the affirmative, and depended on the
probability of the very high price.

Co-Chair MacKinnon asked if the data was based on Call an
dat a.
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M. Baily replied that the price of oil was based on third
party estimators in Callan's own energy practice.

6:21: 46 PM

Co- Chair MacKinnon referred to slide 11, "$10B starting
bal ance neans near 100 percent confidence of being able to
draw $3.3B per year for first four years even with negative
i nvestnment returns."” She wondered whether the state could
experience negative returns for nultiple years.

M. Baily stated that if there was a whol e sequence of very
| arge negative returns. He furthered that MKi nsey had done
an assessnent.

Attorney Ceneral Richards pointed out that MKinsey had not
worked on the POW. He pointed out that bad probability
events on the front would increase decreasing the earnings
reserve

Vice-Chair Mcciche noticed that slide 6 Ilisted three
sovereign wealth funds, and wondered if the rules of the
funds were public.

M. Baily stated that there had been extensive studies of
soverei gn weal th funds.

Vice-Chair Mcciche referred to slide 12, and thought that
if the CBR insertion was unsuccessful that there would be a
different result. He wondered whether they were weighted
toward the negative potential bal ance.

M. Baily replied that the conputer ran through the
different draws and told the nedian, resulting in the
estimates of the probability distributions.

6: 26: 58 PM

Vi ce-Chair M cciche wondered why the black dot was not in
between the 75 and 25 percentile; and the nedian at $115
billion.
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M. Baily stated that the nodel was not |inear.

Vice-Chair Mcciche thought the graph was strangely
consi stent through 2040.

M. Baily thought the advantage of the nodel was that it
forced one to be systenmatic about assunptions, and was a
powerful tool. He thought it was not necessarily the nost
obvi ous result.

Co-Chair MacKinnon asked if M. Baily could speak to the
earni ngs reserve account in reference to the graph on slide
12.

M. Baily replied that he did not know what would be in the
earnings reserve at that that point.

Comm ssioner Hoffbeck thanked the conmittee for the
opportunity to bring MKinsey to discuss the nodel

M. Baily thought the project proved useful when
consi dering the budget options.

SB 114 was HEARD and HELD in commttee for further
consi derati on.

SB 128 was HEARD and HELD in commttee for further
consi derati on.

Co- Chair MacKi nnon di scussed the schedul e for the week.

6:31:15 PM
AT EASE

6:31:22 PM
RECONVENED

Co- Chai r MacKi nnon di scussed housekeepi ng.

#
ADJ OURNVENT
6: 31: 38 PM
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The neeting was adjourned at 6:31 p. m
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