ALASKA STATE LEG SLATURE
SENATE STATE AFFAI RS COW TTEE
February 21, 2002
3:33 p.m

MVEMBERS PRESENT

Senat or CGene Therriault, Chair
Senat or Randy Phillips, Vice Chair
Senat or Ben Stevens

Senat or Bettye Davis

MEMBERS ABSENT
Senator Rick Hal ford
COW TTEE CALENDAR

SENATE JO NT RESOLUTI ON NO. 13
Proposi ng anendnents to the Constitution of the State of Al aska
relating to inflation- proofing the permanent fund.

HEARD AND HELD

PREVI QUS COW TTEE ACTI ON
SJR 13 - See State Affairs m nutes dated 4/26/01.
W TNESS REGQ STER

Robert Storer

Al aska Per manent Fund Cor poration

P. 0. Box 25500

Juneau, AK 99802-5500

PCSI TI ON STATEMENT: Testified on SIJR 13

Ron Lorensen

Al aska Permanent Fund Corporation

P. 0. Box 25500

Juneau, AK 99802- 5500

POSI TI ON STATEMENT: Testified on SIR 13

Jay Hogan

P. O, Box 21073

Juneau, AK 99802

PCSI TI ON STATEMENT: Testified on SIJR 13

ACTI ON NARRATI VE

SENATE STA COW TTEE -1- February 21, 2002



TAPE 02-10, SIDE A

CHAI RVAN CGENE THERRI AULT

Commttee neeting to order at

Davi s,

St evens,

call ed

The first order of business was SJR 13.

#SJR 13

CHAI RMAN THERRI AULT est abl i shed that

SJR 13- CONST. AM PERVANENT FUND

t he

Senat e
3:33 p.m Present
Phillips and Chairman Therriault.

t he Per manent

had previously appeared before the conmttee.

the current
Senat or
that final

ROBERT STORER
t hat

expl ai ned
amendnent

nmeeting to

t he

Al aska

Per manent
resol ution
before the voters that
the fund by Iimting the payout.
are recomendi ng that the annual

to no nore than five percent

mar ket val ue.
of return that wll

The board
anendnent as

pri nci pal ,

H s next

Range of t ot al

is

They believe that,
exceed inflation by five percent.

witten,

confortabl e
but
support the distinction that

of

with
t hey want

Fund

executi ve

woul d pl ace

over

t he

tine,

pr oposed
to nmake clear
i ncone fromthe fund,
woul d be avail able for distribution.

remarks referred to the follow ng table:

State

Affairs

were Senators

t he next hearing.

Fund Trustees
He wanted to use
review and discuss the proposal
Hal ford was unable to attend the neeting and

action be del ayed until

because
request ed

di rector,

constitutional
is designed to inflation-proof

He reinforced the fact that they
payout of fund incone be |imted
the fund’ s five year
they can earn a rate

aver age

consti tutional

t hat

t hey

not to exceed

5% payout (in mllions)

FYy 03 Fy 04 FYy 05 FY 06 FYy 07 FY 08

Top quartile $1,343 | $1,397 | $1,439 | $1, 496 $1,571 | $1, 668
Medi an $1, 313 | $1, 330 | %1, 323 $1, 368 $1,420 | $1, 464
Bottom quartile $1, 260 | $1, 007 $984 $1,031 |%$1,033 |%$1,020

Range of di vidend distribution (in mllions)
Top quartile $930 $945 $953 $1,086 | $1,270 | $1, 341
Medi an $853 $779 $732 $807 $929 $1, 039
Bottom quartil e $778 $620 $509 $551 $570 | $602
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Range of residual 1 ncone (in mllions)

Top quartile $432 $497 $545 $519 $452 $417
Medi an $391 $418 $438 $390 $318 $272
Bottom quartile $331 $255 $265 $203 $111 | $23

Money avail able at a 5 percent payout is shown as a nedian case
with a top and bottom quartile. He repeated that they expect the
begi nning anount for distribution to be $1.25 billion. The chart
shows that ampunt is slightly increased to $1.3 billion as the
fund has stabilized at $25 billion. They have extended that
nunber to FY 08 and it is $1.464 billion on a nedian case.

For FY 03 the bottom quartile is close to the $1.25 billion
estimate at $1.26 billion while the top quartile is $1.343, which
is a fairly narrow range.

What does it nean if the statutes renain the sane on the dividend
formul a and the dividend payout? $853 million would be the nedi an
case in FY 03 and $1.039 mllion in FY 08. In FY 03 the bottom
quartile is $778 mllion with a 25 percent probability or top
quartile of $930 mllion.

The nunber that has changed speaks to adjusting projections based
on short-term market volatility. The nmedian case now is $391
mllion with a bottomquartile of $331 and a top quartile of $432
mllion. He rem nded nenbers that using a percentage formula
based on the market value has less volatility than realized
income. He then explained that the reason for the increase from
the $175-300 mnmillion projection is explained because the
volatility on the total payout is not reduced a lot from six
nonths or a year ago. What has changed is the realized incone to
conpute the dividend fornmula. This year there is a significantly
| ower realized income nunber than in the four or five prior years
when there was a bull market. This nmeans that the dividend payout
is sonewhat reduced and the residual is available for
appropriation for governnment purposes.

He said he is nore confortable with the $175-300 mllion because
if the bear nmarket ends and the nmarket goes up, the dividend
could increase and that would leave a |ower residual to fund
gover nnent .

He said he woul d be happy to answer questi ons.

CHAI RVAN THERRI AULT asked if the residual goes up because the
bear market results in losses and brings the five-year average
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down.

MR. STORER said that is correct. The residual goes up because the
realized income is |ower. However, the size of the fund is
snoot hed out because of the percentage of market val ue payout.

CHAI RVAN THERRI AULT asked himto comment on the scenario in which
things had to be liquidated to achieve a five percent payout and
how t hat inpacts the calculations for the dividend. Over tine the
percentage of the five percent that goes into the dividend starts
noving up and the roomfor the residual starts getting squeezed.

MR. STORER said that potential exists if a substantially greater
anount was required to be liquidated. Then you would see
accel erated capital gains taking an accel erated dividend payout,
whi ch woul d exacerbate the payout.

He said it is weasier to nanage noney when you have nore
information on predicted cash flow needs. They realize they nust
rai se substantial anmounts of noney in Septenber of every year so
they build that into the structure of the portfolio so they
aren’t necessarily forced into taking large capital gains or
| oses. Predictability certainly helps in managi ng the fund.

CHAI RVAN THERRI AULT said legislators have different |ong-term
i deas regarding the permanent fund. A criticismof this plan is
that it has the potential to guarantee the inflation proofing,
and it spins off the revenue stream for the dividends but there
is little revenue stream |l eft for general government wthout the
| egi sl ature changi ng the dividend program

MR. STORER replied that as it now stands, there would be two
different formulas. One would be for the percentage of market
val ue approach, which limts the volatility of the anount of
noney that could be appropriated in any given year. The divi dend
formula is based on realized gains and not narket val ue. The bul
mar ket has masked the fact that realized incone is nore volatile
or less predictive than the percentage of market val ue payout. As
long as the dividend comes first, that residual anount would
absorb the volatility.

SENATOR STEVENS asked for a recap of the two fornulas.
MR. STORER said the dividend fornmula is in the statutes and is
based on realized earnings. It is dividends, interest, net gains

or losses and the liquidation of securities. Unrealized gains or
| osses are not included in the formla.
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SENAOTR STEVENS asked if he was correct that the percent of
mar ket val ue (POW) is not an average, it is an annual percent of
mar ket payout.

MR. STORER said they are proposing that it be the average market
value of the fund over the trailing five years and not to exceed
five percent.

SENATOR STEVENS asked if they couldn't elimnate volatility in
one of the two by adjusting the dividend formula to match the
five percent payout formula that is proposed.

MR. STORER said that is correct. If both were a percent of market
value you would reduce the volatility of the residual and al so
the volatility of the dividend paynent.

SENATOR STEVENS said the paynents would be inflation proofed and
t hey woul d be real nunbers.

MR. STORER agr eed.

SENATOR STEVENS asked if he’s correct that there is only a payout
if there are earnings over the last five years. If there were
five years with negative returns there would be no dividend
payout .

MR. STORER said that possibility, wunlikely as it is, exists
whet her the law is changed or not. However, the board feels it is
very inportant to maintain a cushion in the earnings reserve. At
the end of this fiscal year they will have a cushion of about $3
billion and if this is maintained, it is the shock absorber for a
prol onged bear market.

SENATOR STEVENS asked him to explain the cycle that would occur
wi th prol onged periods of high inflation and what woul d happen to
the payout. He also asked if the fund was inflation proofed first
or is it earnings first and the fund itself bears the risk of
inflationary times.

MR. STORER said prolonged rising inflation with financial markets
not keeping up with that growth such as in the 1970's is close to
such a scenario. In response to the second question he said that
currently the dividend fornmula precedes inflation. Follow ng the
statutes, the dividend would be paid and then the inflation
proofing would occur afterwards. What they are proposing has the
effect of putting inflation proofing first.

SENATOR STEVENS asked if we would have a dividend if rates of
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return were lower than inflation such as in 1976-1981.

MR. STORER said if the earnings reserve has sufficient cushion
then both goals could be achieved. He feels the current cushion
can withstand all but an extrene nmarket.

SENATOR PHI LLIPS asked if he said inflation proofing would occur
before the dividend payout.

MR, STORER said this is his opinion. He believes that by
menorializing inflation proofing in the Constitution it would
have the effect of putting inflation proofing ahead of the
di vi dend.

SENATOR PHI LLIPS asked if it would have sone affect on the payout
of the dividend.

MR, STORER said it would in an extrene scenari o.

SENATOR PHI LLIPS thought nost people wouldn't care about the
mechanics but would want to know how it would affect their
permanent fund dividend (PFD). Wth that in mnd, he asked if
there were polls to determ ne voter support.

MR. STORER said they don't feel it’s appropriate for the
Per manent Fund Corporation to conduct a poll. Expanding on the
effect on the dividend, he repeated that by nmenorializing this in
the Constitution it would have the effect of mnmmintaining the
pur chasi ng power of the fund and therefore increasing the size of
the dividend over tine. Wthout changing the fornula, they
suggest it would have a long-term positive effect on the dividend
for this and subsequent generati ons.

CHAI RVAN THERRI AULT said he has cautioned the trustees not to
conduct polls or |obby the general public. To do so would give
them a political appearance that wouldn't ultimately be
benefi ci al .

SENATOR PHILLIPS asked what they would say if a |legislator
of fered an anmendnment nmeking it a constitutional right to receive
t he PFD

MR. STORER said they have outside opinion that states if the PFD
were to be nenorialized in the Constitution it would put the tax-
exenpt status of the permanent fund earnings in question.

SENATOR STEVENS asked if that isn't why they have elected to be
“sort of half of an endowrent.” |If you start taking principal
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then it jeopardizes how the fund is managed, which in turn
j eopardi zes the tax-exenpt status.

MR. STORER said the key on the IRS ruling is that the fund can be
used for government purposes.

SENATOR THERRI AULT asked if all of the earnings had to be used
for government services. Wuld the IRS l|look favorably on a
guaranteed dividend of sonething less than 50 percent with the
bal ance all ocated to governnent services? He supports the concept
of a guaranteed dividend and believes it mght keep nore Mackie
Pl ans from bei ng presented.

MR. STORER asked if he was referring to a constitutional change
or statutory change.

CHAI RVAN THERRI AULT said he was referring to a constitutiona
change.

MR. STORER doubted that this would be view favorably, but wanted
to defer to | egal counsel

CHAIl RMAN THERRI AULT then asked about wording on page 1, line 8
that assures that principal couldn’t be used for the payout.
Legi sl ative Legal Counsel has pointed out that the proposed
wording in (b) is in conflict with that line. He wanted to nake
sure it is the board s view that you woul d never want to get into
a situation where the five percent potentially erodes the
pri nci pal .

MR. STORER said that is correct; their counsel spoke with the
| egi sl ati ve counsel about interpretation. Both the board and
their counsel are willing to discuss any |anguage changes that
m ght be hel pful.

CHAI RVAN THERRI AULT said it’s inportant that the |anguage is
clear and straightforward before it is put before the public.
This would be particularly inmportant if questions regarding the
sanctity of the principal are raised and the proposed | anguage
| eaves a gray area.

He then asked if the inflation proofing doesn’t occur naturally
under the proposal since it’s just retained earnings.

MR, STORER said that is correct. If the payout is limted to no

nore than five percent of that noving average, it would have the
effect of inflation proofing.
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SENATOR PHI LLIPS asked what their reaction would be if the
gquestion that is ultimtely put before the voters asks if they
favor a constitutionally guaranteed divi dend.

MR. STORER replied the potential for wunintended consequences
al ways exists. The board hasn’'t addressed this explicitly but
t hey have been consistent in their concern about the tax-exenpt
status being at risk.

CHAI RVAN THERRI AULT told Senator Phillips that needs exploring
because if the public has any suspicion that voting yes seriously
j eopardi zes the tax-exenpt status of the fund it will be turned
down.

SENATOR STEVENS asked if this proposal could have any |ong-term
i npact on the rate of return the fund could earn in the future.

MR STORER said it would ensure that the fund could be managed to
its maximum rate of return wthout taking wundo risk. If
uncertainty is created whereby substantial anmounts of noney from
the fund are required to fund whatever purchase in excess of that
five percent, the potential exists to manage nore conservatively
to nmeet those higher cash flow needs. Currently they nanage a
bal ance of neeting the annual dividend flow versus the |long-term
objective. However, if they knew there was a potential for
substantial increases in the fund draws, they would have to take
| ess risk and nanage for a less high rate of return because they
couldn’t accept that interimvolatility of the nmarkets.

SENATOR STEVENS said this proposal gives nore stability in
managi ng | ong-term because demands coul d be forecast.

MR. STORER said the nore certainty any fund manager has in terns
of payout, the nore effectively they are able to nanage funds.

SENATOR STEVENS said it would be fair to say that if a POW were
i npl enented, the Permanent Fund could grow at a faster rate.

MR. STORER said it could grow at an equal or faster rate given
the fact that uncertainty has been elimnated in the nmanagenent
of the fund.

CHAI RVAN THERRI AULT asked for the current breakdown between
princi pal and earni ngs reserve.

MR. STORER said the principal is currently $21 billion and the
earnings reserve is about $3.7 billion.
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CHAl RVAN THERRI AULT said wth a vote of 21 and 11, the
| egi sl ature could appropriate the entire earnings reserve so they
must manage accordingly. |If the proposal were adopted, they woul d
no |longer have that ability, but the earnings reserve could be
managed nore aggressively.

MR. STORER said that is correct. They are currently managi ng for
a five percent real rate of return because they have heard no
di scussion to indicate that the fund would be used for anything
nore than the dividend. As discussions accelerated to using nore
of the fund they would have to incorporate that information into
the nanagenment of the fund. If it exceeded nore than five
percent, then the fund would have to be nmanaged nore
conservatively.

CHAI RVAN THERRI AULT said there is the issue that the earnings
reserve is general fund dollars but it has been put back into the
fund to be managed along with the principal. However, if the
proposed |anguage is voted on and adopted, it doesn’'t say what
has happened to that earnings reserve. Is it now part of the
principal of the fund or is it still available for appropriation
by the | egislature? To appropriate those funds cannot be part of
the vote because the people don't have that power; only the
| egi slature has the power to nmke appropriations. There is sone
problemw th the wording in howit deals with that.

MR. STORER said it has always been their assunption that the
noney is in the general fund unless otherwi se stated by |aw and
the law states there is an earnings reserve. They have consi dered
t hat i ndependent of the general fund but that it could in fact be
appropriated into the general fund. Again, it’s inportant that
the language elimnates any anbiguities. At no tine did they
consider the earnings reserve as a conponent of the general fund
unless the legislature appropriated it into the general fund.
It’s been their intent to ensure there is a principal and
earnings reserve and that no nore than five percent of the fund
earnings could be used as long as it doesn’t invade principal.

CHAI RVAN THERRI AULT rem nded nenbers of the court decision on
constitutional budget reserve. Their ruling indicates they wll
|l ook at the earnings reserve as general fund dollars that is
avai l abl e for appropriation with a sinple mgjority.

He said it’s inportant to try and understand the potential view
of the IRS because different people expect different things from
the fund. Sonme people want inflation proofing guaranteed, sone
want a dividend guaranteed to them and sone want a potential
revenue stream available to the governnent. Each group wll be
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| ooking for what is inportant to them and will have questions
that will need to be answered.

RON LORENSQN, outside counsel to the Permanent Fund Corporation,
said he is not a tax expert, but has reviewed all the tax
opi nions that have been prepared for the Pernmanent Fund over the
years and has read a nunber of court decisions on tax issues in

various situations. It is his conclusion that putting the
dividend guarantee in the Constitution would place a private
interest in a governnent fund. This would create a bright Iline

and it would nmake the entire fund susceptible to taxation. The
risk of being wong is so significant that it isn't worth taking
t he chance.

SENATOR PHI LLIPS said, “You're just one |awer’s opinion, right?”

MR. LORENSON said he’s one |awer who has spent a lot of tine
revi ewi ng these opinions, but he’s not a court and not the IRS.

SENATOR PHILLIPS asked what the odds are if he were “Jinmy the
G eek.”

MR. LORENSON said | ess than 10 percent.
SENATOR PHI LLIPS said, “Ckay, | like the odds.”

CHAI RMAN THERRI AULT asked if he thought the higher the percentage
of the payout that is guaranteed as dividend the bigger the
pr obl em

RON LORENSON said certainly the greater the percentage of payout
the stronger the argunent becones that there is a significant
private interest rather than just a private interest. He hasn't
seen the question whether it is significant or not, just whether
a private interest is created. Certainly the smaller it is the
better your argunent to keep from converting it to a taxable
fund, but the risk is still there.

CHAI RMAN THERRI AULT said the Constitution currently guarantees no
di vidend even though that’s really all that the noney has been
used for.

RON LORENSON said as long as it is in the power of the
Legislature to decide what happens to the nobney each year it
passes the IRS test. It is in the Legislature’ s power now, but it
woul dn’t be if it goes into the Constitution.

SENATOR STEVENS renmarked the IRS wuld view it as an endownrent

SENATE STA COW TTEE -10- February 21, 2002



once a guarantee was nade.

RON LORENSON didn’t know whether they draw the distinction
bet ween an endowrent or sone other kind of fund, but whether or
not it creates a private interest that is beyond the control of
the Legislature to control or appropriate.

SENATOR STEVENS asked for an explanation of the repercussions if
the RS viewed the fund as a taxable entity.

RON LORENSON said it would be whatever the corporate tax rate is
on the realized income. It is his interpretation that all of the
i ncone beconmes susceptible to taxation once the | egislature gives
up control of any portion of it.

CHAI RVAN THERRI AULT said he has exam ned sone private interests
but the Permanent Fund is different because it can't be sold, or
willed to soneone.

RON LORENSON didn't think that was ever the basis for the
guestion of whether it was a private interest or not. It has nore
to do with the fact that the governnmental entity no |onger has
control

SENATOR PHILLIPS said he’s been in the Legislature for 25 years
and he’s learned to ask | awers about odds.

SIDE B
4:20 p. m

JAY HOGAN asked commttee nenbers to read the letter dated
February 21, 2002 that was in their packets. His concern is that
the Permanent Fund was originally created as a repository for
surplus revenues. The assunption of many who voted for it was
that it would be available at such time when oil and gas
declined. That decline has cone sooner than antici pated.

The euphoria of the late 1970's and early 1980's is difficult to
understand today. He referred to the $900 million appropriation
to the Permanent Fund in 1980 and the $1.8 billion appropriation
the follow ng year. No Legi sl ature has been able to consider that

kind of appropriation since and it is unlikely they will. The
Legislature of the 1970's took great care to draft a highly
flexible docunent to I|eave all the decisions to future

Legi slatures by statute. The original anendnent establishes the
fund, says the investnents nust be earning investnents and the
incone may be appropriated, as the circunstances require. Now
that the Constitutional Budget Reserve is running low, 1it’s
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i nportant to do nothing precipitous.

Most states west of the Mssissippi have small permanent funds
that come fromoriginal statehood |and grants. Unlike states that
made |and selections by single sections, Alaska was able to
sel ect petroleum rich North Slope land by contiguous townships,
which gave it trenmendous capabilities and opportunities. For
conparati ve purposes, M. Hogan included information on both the
Texas and the Wom ng pernmanent funds and that information is in
the bill file.

4:30 p.m

SENATOR PHILLIPS said he is “the only [elected] relic left over
fromthe 70°'s” and he rem nded everyone that in the 1980's the
Legi sl ature took sonme of the earnings reserve account and put it
back into the principal of the Permanent Fund. “The $900 mllion
was synbolic because it paid for past sins of the Legislature
prior and then we doubled it again and then we have, in the 80 s
specially we put in nore nonies to support the earnings reserve
account that was left over after inflation proofing and paying
the dividend... And one thing | want to add and you guys can
correct ne from the Permanent Fund. Last year’'s PFD, if we did
not do that, your PFD would have been about $1,200 $1, 300, two
thirds of what it is today because of the actions of the
| egi slature taken in the 80”"s and in the 70°s to do this. So lots
of cases we don't get the credit for it because we get blaned but
the public doesn’'t know that if we didn't take these actions

their check would have been about two thirds the anount versus
what is today, around $1, 850."

MR. HOGAN said those nunbers are |listed on page two of his
| etter. The dedicated revenues are the 25 percent set out in the
constitution. Each source has contributed about one third to the
val ue of the permanent fund today.

CHAl RMAN THERRI AULT asked M. Storer what would happen to the
bal ance of the noney if the Legislature didn't use the entire
payout in any one year.

MR STORER told him that noney could not be banked at the
Per manent Fund; it woul d have to be banked el sewhere for it to be
available at a later tinme. Mnies allowed for payout but not
appropriated in one year would becone a part of the fund val ue
and could not be appropriated in a subsequent year.

There were no additional questions.
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CHAI RVAN THERRI AULT said the bill would be held in commttee
while they worked to resolve sone of the issues that were raised.

#

There being no further business to cone before the commttee,
Chai rman Therriault adjourned the neeting at 4:47 p.m
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