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About me.. ..

Former ISER Director and Professor of Economics
Studied Alaska fiscal issues
Retired end of June 2016
Now a “Professor Emeritus”
All of my work on fiscal issues is voluntary
— Not being paid by anyone
— My attempt at public service
— All opinions are my own



What I'll talk about

« Alaska faces a major fiscal challenge
» Fiscal proposals are emerging for what we should do
 How do these proposals compare over time?

| am not advocating for or against any proposal.

| only want to:

- help people understand the proposals
- show a way of thinking about them
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A long-term look at Alaska’s revenues and spending . . .
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Trends in our savings . . .

billions of dollars
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Historical and Projected End-of-Year Balances of State Reserve Funds
(excluding the Permanent Fund)
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Source: Legislative Finance Division, Approximate Balances of Reserve Accounts reports, from Fiscal Summaries posted at:
http://www_legfin.akleg.gov/FisSum/DisplayReports._php.




Trends in the Permanent Fund . . .

millions of dollars

End-of-Year Value of the Permanent Fund
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Uses of Permanent Fund Earnings
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Key issues in the fiscal debate:

Should we begin using some of the Permanent Fund earnings
to help pay for state government?

If so, how?

* Annual “general fund draw™?
* Reduce dividends so the “general fund draw” can be bigger?



| made an “Alaska fiscal model” to compare fiscal proposals.

Nothing magic about it
Just a big Excel spreadsheet
A relatively simple model
Provides a starting point for discussion
Not a substitute for detailed models of:
— Legislative Finance Division
— Department of Revenue
— OMB
— Alaska Permanent Fund Corporation
— Proposers of specific legislation



Assumptions are critical to any fiscal projections

Future oil revenues

— Future oll prices
— Future oil production

Future investment income

— Permanent Fund total and statutory rates of return

If we use really optimistic assumptions,
we don’'t have a problem.

If we use really pessimistic assumptions,
we have a huge problem.

10



Most fiscal projections you see are based on

The Department of Revenue’s most recent oil revenue assumptions

chapter2| TOtal Unrestricted General Fund Revenue
5 A 10-year forecast

From Alaska

Department of Millions of Dollars

Revenue Fall History Forecast

2016 Revenue Fiscal Year 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

Sources Book
Petroleum 1,109.5 966.9 1,099.8 13442 13606 1,3783 14306 14382 14537 15329 1,562.0
Non-Petroleum 407.8 4612 4919 4870 4955 5055 5127 5227 5336 5450 557.3
Investment 225 18.6 324 415 50.7 59.8 69.0 78.1 87.2 96.4 1055

Rising from $1.5 billion in FY16 to $2.6 billion in FY26
Total

Unrestricted Revenue 1,539.8 |1,446.7 1,624.1 1,872.7 1,906.7 1,943.7 2,012.4 2,039.0 2,074.5 2,174.3 |2,224.8

The Permanent Fund Corporation’s average rate-of-return assumptions

o Alacka Assumptions: Total Return - Inflation = Total Real Return Statutory Return
Permanent Fund Lo FY 2017 -6.84% 2.25% -9.09% Lo 3.51%
(F:icr)lg)r?c:ﬁatli%nistory A Mid FY2017 ©  6.70% 2.25% 4.45% Mid 5.43%
Projections as of Hi FY 2017 22.26% 2.25% 20.01% Hi 8.15%
November 30, 2016 FY 2018-2026 " | 6.95% 2.25% 4.70% ___16.24%

6.95% total rate of return & 6.24% statutory rate of return

But these revenues and returns won'’t actually happen!



If oil prices are different than what the Department of Revenue projected,

our revenues will be different.
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Source: Alaska Department of Revenue Fall 2016 revenue projections
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Oil prices have always been different
from what the Department of Revenue projected

$/barrel

ANS West Coast Oil Prices: Historical and Department of Revenue Projections
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millions of dollars

Historically, our actual revenues have differed drastically from
what the Department of Revenue projected a few years earlier.

State Unrestricted General Fund Revenues:

Alaska Department of Revenue 10-Year Projections
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Historically, Permanent Fund rates of return have always fluctuated widely.

Permanent Fund Rates of Return:
Historical and Projected
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Source: Alaska Permanent Fund Financial History and Projections as of November 30, 2016.
http://www.apfc.org/home/Content/publications/reportArchive.cfm



If we can’t accurately predict our oil revenues or investment returns,
what should we assume about them when we make fiscal projections???

Not just one set of assumptions!

We should look at the implications of
a range of plausible assumptions.
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I'll show the implications of two sets of assumptions
for future Permanent Fund rates of return

Name Assumptions

APFC Alaska Permanent Fund Corporation assumptions
Constant 6.95% total rate of return
Constant 6.24% statutory rate of return

2006-16 Actual Permanent Fund rates of return for the years
2006-2016
Highly variable!
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If we don’t inflation proof or draw any PF earnings. . .

The PF total value would grow to $113 billion by FY27
The PF earnings reserve would grow to $65 billion by FY27
Annual realized earnings would grow to $6.4 billion in FY27
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Effect of the same rates of return as for FYO6-FY17 . ..

The PF total value would grow to $100 B by FY27 ($13B less)

Earnings and growth would be much more variable!

PF Earnings Reserve earnings and draws

15 000 s General fund
A A
10.000 A H— m— | nflation
| o AT proofin
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-20,000
mPrincipal:
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If we fully inflation-proof but don’t draw any PF earnings

The fund would grow in the same way
The fund’s earnings would grow in the same way
More of the fund would be in the principal and less in the earnings reserve

PF Earnings Reserve earnings and draws

s General fund
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s [ jvidends
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If we don’t inflation-proof and draw only dividends based on the current formula

The PF total value would grow to $84 B by FY27
The PF earnings reserve would grow to $35 B by FY27
Annual realized earnings would grow to $4.9 B in FY27
Annual dividend payouts would rise from $1.5B in FY17 to $2.4B in FY27
Dividend checks would rise from about $2260 in FY17 to $3560 in FY27

PF Earnings Reserve earnings and draws

Permanent Fund end-of-year value

6.000 s General fund 90,000
80,000 '
o ; EEarnings reserve
5000 ’," m | nflation 70,000 unrealized gains
,,,, proofing 60 000 -
1000 —F s ’
. mmm—— Dividends 50,000 @ mEarnings reserve
3.000 f—————————————————— e 40.000 - realized gains
A Total earnings '
oo otal earning 20,000 -
e R calized 207000 5 Eprincipal' .
1,000 lIIII earnings 10,000 - unreaiized gains
. 0 m T
~ o — ® 0~ 28 2 8 8 a6 lPrinc@paI:
— ~— o o~ o > > > > > > > contributions
> S ot S > L L L L L L L
u_ I TH T T u_ o
APFC none Current formula none

21




I'll show projections for
3 hypothetical proposals and 3 actual proposals

« 500-500-500
« Cut and tax only

* Do nothing
* Dunleavy

« HB365

* Governor

The “Dunleavy,” "THB 365” and “Governor” projections are based on
my own (possibly incorrect!) understanding of the proposals, and are
not necessarily correct representations of what the sponsors have
proposed or intend.
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UGF
Spending
$500
million
spending
cut

“500-500-500" proposal

New PF general
Revenues fund draw  Dividends Other
$500 $500 Current
million in million formula
new taxes annual
general
fund draw

My purpose in showing this “proposal” is to
illustrate how the projections work and explain the graphs.
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“500-500-500" Projections
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Because we are not
spending all of the realized
earnings, the PF earnings
reserve will grow over time

“500-500-500" Projections
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“500-500-500" Projections
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“500-500-500" Projections
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The unrealized earnings grow
over time because the total

rate of return is greater than ~ “500-500-500" Projections

the statutory rate of return
\

PF

rate-of-return
assumptions:

APFC

Permanent Fund end-of-year value

80,000

70,000
60,000
50,000
40,000
30,000
20,000
10,000

0

-

~ O ~— M W0 I~
— — N N N «N
p U S S S S
L I e ¥ T 1

S Earnings reserve:
unrealized gains

mEarnings reserve:
realized gains

------------------

BPrincipal:
unrealized gains

mPrincipal:
contributions

29



“Cut and tax only” proposal

UGF New PF general
Spending Revenues funddraw  Dividends Other
Cut by half Add by half None Current
the deficit  the deficit formula

My purpose in showing this “proposal” is to
illustrate how much we would need to cut spending or raise taxes
to fully end the deficit if we don’t use Permanent Fund earnings.
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“Cut and Tax Only” Projections

UGF spending, revenues & fund draws

PF
rate-of-return
assumptions:

APFC

6.000 PF ER earnings and draws Dividends
- zzzzza Forced PFER draw 5000 ZzZZzZ2 Forced PFER draw 4000 £2zzza Paid from
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2,000 e 2,000 "\ s Dividends 1,500 3 T
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1,000 1,000 ] , §
mmmm Oil revenues 500 l 500 I
0 e Spending 9 0~ o = ™ W0 o~ R . Wi~ ® = ™ W o~
L S s TET oS gg e calized earnings 2E 2 3 8 & 8
i A e i 1 Revenues A A A A T N (e o A T 1
End-of-year balances of spendable funds Permanent Fund end-of-year value
45,000 90,000
40,000 80 000
d mEarnings reserve:
35,000 m Other funds 70,000 unrealized gains
30,000 60,000 i
25,000 50,000 ' E mEarnings reserve
20,000 mCBRF 40,000 & realized gains
15,000 - 2000 RERERERERRERE | — T
10,000 - 20,000 - @Principal:
5,000 - = PF earnings 10,000 unrealized gains
; 0 reserve 0
0w o~ ® = M W0~ mPrincipal:
T s S g g contributions
b “ie B e, B L I
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UGF
Spending

Keep at
FY17 level

My purpose in showing this “proposal” is to

“Do nothing” proposal

New PF general
Revenues fund draw  Dividends
No new Forced Keep
revenues draw to current
cover formula
deficits
after CBRF
depletion

Other

Illustrate how much we would be forced to draw from Permanent Fund
earnings if we made no changes to spending or revenues.
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“Do Nothing” Projections

UGF spending, revenues & fund draws

PF

APFC

6.000 PF ER earnings and draws Dividends
- Forced PFER draw 4,500 § Forced PFER draw 3.000 £22zzA Paid from
: mmmm Other draws 4 000 : royalties
4000 % 3 500 { mmmm Planned PFER draw ||| 2,500 ($ millions)
? 3,000 v v 2,000 W Paid from
3,000 ? = Planned PFER draw 2 500 mmm | nflation proofing PF ER
|z 2 000 1,500 ! (S millions)
2,000 N op= = — 1‘500 s Dividends 1.000 AR EERER |
. s |\ on-0il revenues i ! i
1,000 : .99 ’ 500 é
mmmm Oil revenues 500 i
0 i e Spending 0 ks e e — ) 0 ;
0 0 8 =8 AN -2 3 8 8 X |==———Realized earnings "8 = 6 b
T ELLE & Revenues PR Ao O o (o o & & & & &
End-of-year balances of spendable funds Permanent Fund end-of-year value
25,000 70,000
60,000 mEarnings reserve:
u Other funds 50,000 BB unrealized gains
40,000 mEarnings reserve
= CBRF 30,000 realized gains
20,000 - e
@Principal:
® PF eamings 10,000 - unrealized gains
| reserve 0 -
W o~ ® — ® 0~ mPrincipal:
bl calibcongi A contributions
VIR T T I N T 1

rate-of-return
assumptions:
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“Do Nothing” Projections
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“Dunleavy” proposal
(recently proposed by Senator Dunleavy)

UGF New PF general
Spending Revenues fund draw Dividends Other
Modeled as None Same as Keep current Draw $809
$800 million dividend dividend million from
cut over formula formula; other funds
3 years increase this  over 2 years
year’s
dividend by
the amount
the Governor
vetoed last
year

My projections are based on my own (possibly incorrect!)
understanding of this proposal, and are
not necessarily correct representations of what
Senator Dunleavy has proposed or intends. 35




“Dunleavy Proposal” Projections

UGF spending, revenues & fund draws

PF
rate-of-return
assumptions:

APFC

6.000 PF ER earnings and draws Dividends
- zzzzza Forced PFER draw 4000 Forced PFER draw 3500 x w7272z Paid from
_______________________ s Other draws 3.500 royalties
4.000 H s Planned PFER draw 3,000 | ($ millions)
’ H 3,000 i
2,500 g ;
2,500 . i I Paid from
3.000 = Planned PFER draw . | nflation proofing 2 000 i PF ER
2.000 " } ($ millions)
(= - U
2,000 N - 1,500 mmmm Dividends 1,500 i SRS
000 = [ on-0il revenues 1.000 5 1,000 E
- Il mmmm Oil revenues 500 ’ 500
0 i e Spending 0 ! 0 ;
282 =88 S D=2 3 8 & J|=Realized earnings 0 5= @ b T
rHEtEL T & Revenues R A A A A T EREEEE&E &
End-of-year balances of spendable funds Permanent Fund end-of-year value
25,000 70,000
20,000 60,000 mEarnings reserve:
= Other funds 50 000 - unrealized gains
15,000 -
40,000 mEarnings reserve
10.000 - mCBRF 30.000 realized gains
20,000 .
5,000 - @Principal:
’ m PF earnings 10,000 - unrealized gains
0 - reserve 0
mPrincipal:
contributions




PF

“Dunleavy Proposal” Projections rate-of-return
assumptions:

FYO06
-FY16

UGF spending, revenues & fund draws

6.000 PF ER eamings and draws Dividends
SRS R zzzzza Forced PFER draw 8 000 § 2z Forced PFER draw 4.000 ez Paid from
A mmmm Other draws { a royalties
4.000 1 6,000 i mmmm Planned PFER draw 3,500 (3 millions)
‘ Cut 4,000 3000 | =
i 2,500 i I Paid from
3.000 mm Planned PFER draw 2.000 = | nflation proofing i PF ER
I 0 2,000 ($ millions)
2,000 K o mmmm Dividends 1,500 ™
s [\ on-0il revenues -2,000 1.000 ‘
1,000 §
Il mmmm Oil revenues -4,000 i 500 I III
0 ; -6,000 i 0 ;
s} :1 o - o o~ Spending { e palized earnings e o = O o
T ﬁ: il Rk il Revenues 7= i & it R
End-of-year balances of spendable funds Permanent Fund end-of-year value
25,000 70,000
20,000 60,000 @mEarnings reserve:
’ = Other funds 50,000 8 unrealized gains
15,000 - 40,000 -4
30000 - mEarnings reserve
m CBRF ’ realized gains
10,000 - 20,000 -
— 10,000 - @Principal:
’ m PF eamnings 0 - unrealized gains
04 reserve -10,000

mPrincipal:
contributions
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“HB365" proposal
(based on bill proposed last year by Rep. Seaton)

UGF New PF general
Spending Revenues fund draw Dividends Other
Modeled at $655 annual 2.3% POMV Half of the
FY17 income from payout under
spending level an income tax the current

formula

My projections are based on my own (possibly incorrect!)
understanding of this proposal, and are
not necessarily correct representations of what
Rep. Seaton has proposed or intends.
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“HB 365" Projections
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“HB 365" Projections
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“Governor” proposal
(based on December 2016 proposal by Governor Walker,
similar to legislation passed by the Senate last year)

UGF New PF general
Spending Revenues fund draw Dividends Other
Modeled at Increase in 5.25% POMV 20% of POMV  Reduce PF
$4.3 billion motor fuel tax draw (of which  general fund royalty
raises about 20% goesto draw + 20% of allocation to
$80 million dividends) unrestricted 25%
in new royalties
revenue

The proposal includes other important features including a reduction in
the general fund draw if royalties and taxes > $1.2 billion
and $1000 dividend check for next two years.

My projections are based on my own (possibly incorrect!)
understanding of this proposal, and are
not necessarily correct representations of what
the Governor has proposed or intends.




“Governor” Projections

6,000
5,000
4,000
3,000
2,000

1,000

UGF spending, revenues & fund draws

Forced PFER draw

4,500
mmmm Other draws 4,000
3,500
I 3,000
= Planned PFER draw 2 500
(o revenue 2,000
1,500
mm [\l on-0il revenues 1.000
mmmm Oil revenues 500
(2]
E

FY21 m———
FY23 M
FY25 mE—

FYT7 I

2 0
2 e Spending @
= -
o Revenues o

PF ER earnings and draws

PF
rate-of-return
assumptions:

APFC

Forced PFER draw 2 500 x
s Planned PFER draw ||| 2 000

. | nflation proofing 1,500

mmmm Dividends 1,000

500

@ 0 '~ | e=mRealized earnings

o
FY15 I

Dividends

FY23

Paid from
royalties
($ millions)

 Paid from
PF ER
(% millions)

FY25
FY27

End-of-year balances of spendable funds

® Other funds

®m PF earnings
reserve

Permanent Fund end-of-year value

80,000

70,000

unrealized gains

mEarnings reserve
realized gains

B Earnings reserve:

@aPrincipal:
unrealized gains

mPrincipal:
contributions

n I~ O ~ ® W0 o~
~ i — N N N
> > > > > > >
| T T N T T T

42




“Governor” Projections
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What is a “sustainable” level of state spending?

There is no simple “correct” answer
It depends on:

Very uncertain future oil revenues and investment returns
What time period we are planning for

How much we want to preserve or grow our assets

How much we want to pay in dividends

How much we’re willing to raise in new revenues
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A condition for “sustainable spending”:

a spending level which preserves the real value of our assets over time

a spending level which grows the value of our assets over time
at the rate of inflation
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Conditions for whether proposals maintain
the real (inflation-adjusted) value of our assets

What our assets would have to grow to to preserve their real value

80.000 Value of all funds

$75 billion in FY27
/

PF total value
$69 billion in FY27

o Other funds
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—End FY17 PF real value
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FY.A¢
FY189
FY21
FY23
FY25
FY27
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Sustainable on paper isn’t necessarily the same
as sustainable in practice

Suppose you plan to “add to savings when revenues are high and
draw from savings when revenues are low.”

Your plan won't be sustainable unless you have the discipline to:
— Not over-project future average revenues
— Save when revenues are high (rather than spending more)
Finding that discipline is part of our fiscal challenge
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Rather than discussing fiscal proposals separately,
we should be comparing them.

The real question for any proposal is whether there are other, better
alternatives

The real question for any critic of a proposal is “what is a better
alternative?”

It is easier to compare proposals if we:
— Use the same assumptions

— Use the same terminology

— Use the same graphs
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Fiscal projections can’t tell us which proposals are “best for Alaska”

« They can tell us if proposals are feasible and sustainable

 They can't tell us about other very important issues:
— Short-run economic effects
— Long-run economic effects
— Effects on government services
— Relative effects on different income groups
— Relative effects on different regions



