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ACTI ON NARRATI VE

TAPE 03-10, SIDE A
Nunmber 0001

CO- CHAIR M KE HAWKER cal l ed the House Special Commttee on Ways
and Means neeting to order at 7:00 a.m  Menbers present at the
call to order were Representatives Hawker, Heinze, Kohring,
Weyhrauch, WIson, and Mbses. Also present were Representatives
Samuel s, Ogg, and Seat on.

HB 271- PASSENGER VEH CLE RENTAL TAX

CO CHAI R HAVWKER announced that the first order of business would
be HOUSE BILL NO 271, "An Act levying and providing for the
collection and admnistration of an excise tax on passenger
vehicle rentals; and providing for an effective date.”

Nunber 0110

REPRESENTATI VE PETE KOIT, Alaska State Legislature, sponsor of
HB 271, testified on the purpose of the bill and answered
questions from the nenbers. He explained that HB 271 is a

fairly sinple mechanism which calls for the establishnent of a
statewide car rental tax of 15 percent on all vehicles that are
rented for a period of |less than 90 days.

Number 0217

REPRESENTATI VE WEYHRAUCH noved to adopt the proposed committee
substitute (CS) for HB 271, Version 23-LS0936\H, Kurtz, 4/16/03,
as the working docunent. There being no objection, Version H
was before the conmttee.

Nunmber 0238

REPRESENTATI VE KOTT explained that the mmjor change in the
proposed CS is the exenption for recreational vehicles (RVs).
The rationale behind this exenption is that the last increase in
the rental tax in the Anchorage area, [resulted in] three rental

conpani es going out of business. He pointed out that with the
price of a rental for an RV at $150 per day, there would be a
$20-plus increase in cost at a 15 percent rate. He conment ed

that he believes that nmay be sonmewhat excessive. Although there
is no conclusive evidence that the increase in rental tax caused
the businesses to fail, there my be sonme nerit to that
[ argunent].
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REPRESENTATI VE KOTT told the nenbers that this proposal cane

about at the suggestion of the adm nistration. He pointed out
that if this increase were to go into effect [the tax] would
still be lower than the state of Washington's. Al aska is tied
for the 47th [lowest] place in ternms of car rental taxes. He
told nenbers that tonorrow during public testinmony the nenbers
will hear from conpanies that a tax wll run them out of
busi ness. However, he recalled traveling in Seattle, and while
he did not Ilike the tax, there was no other option.

Furthernore, it did not stop the conpanies from doi ng business.
In nost cases there would be a $4-5 increase at the 15 percent

| evel . O course, that would depend on the type of vehicle
bei ng rented. Representative Kott comented that this tax
mrrors what has been done in Anchorage through an ordinance
This neasure would raise slightly over $5 mllion the first
year, and $7 nmillion the second year. The anmount woul d increase
as tourism increases. He noted that governnent enployees are

exenpted fromthe tax.
Nunmber 0634

COCHAIR HAWKER clarified Representative Kott's statement on
government enpl oyee exenptions by saying that exenptions are
only in effect when governnment enployees are on government
busi ness. The proposed 15 percent [sales tax] is just above the
mean and nedium of rates across the country [as illustrated in
the chart in the bill packet]. Co- Chair Hawker asked if the
proceeds would be placed in a separate account in the general
fund where they may be used for tourism devel opnent and hi ghway
mai nt enance.

Number 0744

REPRESENTATI VE KOTT responded to Co-Chair Hawker's coments by
saying that a State of Al aska enployee ID card nust be presented
when renting a vehicle while on state business. Use of |ID cards
is on an honor system he said. Representative Kott explained
that while funds could not be dedicated, the noney raised would
be placed in a specific account within the general fund. There
could be sone intent |anguage or a statenent on the record that
these funds should be used for the maintenance of roads, and

devel opment of the tourism industry through marketing. He
pointed out that 80 percent of the tax will be paid by non-
Al askans. He asked the nenbers to think about the last tine

they rented a car in Al aska. Usually, it is when traveling on
busi ness or when the car is in the shop and an insurance conpany
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pays for the rental. He asked the nenbers to recall the |ast
time they rented a car and had to pay for it.

CO- CHAl R HAWKER comment ed that he has rented vehicles in npbst of
the 50 states in the last five years, and he had noticed the
| ack of taxes on vehicle rentals in Al aska.

Nunmber 0926
REPRESENTATI VE KOIT noted that sone communities such as

Anchor age, Fairbanks, Juneau, and Kenai already have a form of
tax in place.

Nunber 0954

REPRESENTATI VE WEYHRAUCH said he assunes the tax would not
include RVs because they fall outside the definition of a
passenger vehicle. He surmsed that Alaska is in 47th place

Wi th respect to car rental taxes because |ocal taxes are already
in place.

REPRESENTATI VE KOTT responded that he is correct.

REPRESENTATI VE WEYHRAUCH said that many people rent cars in
Al aska and then drive to Canada or outside, where they turn the
car in. How does the sales tax apply in these cases, he asked.

REPRESENTATI VE KOTT replied that the point of origin where the
vehicle was rented establishes the tax rate. For exanple, if an
i ndividual rented a car in Alaska, drove it to Los Angeles and
turned it in a week later, the individual would be charged seven
days of tax at the Al aska rate. He reiterated that it is the
point of origin that determ nes the tax.

REPRESENTATI VE VWEYHRAUCH noted that the dealer would pay the tax
to state.

CO CHAI R HAWKER noted for the record that Representative Ogg has
joined the conmttee.

Number 1130
REPRESENTATI VE HEI NZE asked i f the car rent al tax for

individuals coming into the city from the Bush for nedica
reasons coul d be exenpted.
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REPRESENTATI VE KOIT responded that there is always a way to
address special exenptions if there is the will to do it. Oten
times those individuals who travel for nedical attention are
havi ng the tab picked up.

REPRESENTATI VE HElI NZE replied that she knows there are a |ot of
folks coming into the city from the Bush for nedical attention

however, she said she cannot imagine that their tab would be
pi cked up.

REPRESENTATI VE KOTT expl ai ned that he knows that the BI A [Bureau
of Indian Affairs] has a contract that provides for individuals
who conme from the Bush for nedical treatnent to be housed and
provides for shuttle service to and from the place where they

recei ve treatnent. He said that [if an exenption were provided
for] individuals who my or my not be receiving nedical
treatment, it would open the door for the possibility of

I nappropriate activity.
Nunber 1341

REPRESENTATI VE KOHRING said he disagrees with Representative
Kott and asked how this legislation would benefit the econony of
Al aska. He opined that taxes are nore of a strain to an econony
rat her than sonething that will benefit an econony in terns of
contributing to growh. Benefits fromtourists in terns of the
noney spent in hotels, restaurants, gas stations, gift shops,
and grocery stores offset |loss of revenue that m ght be gained
by a tax of this nature, he said.

Number 1509

REPRESENTATI VE KOTT acknow edged that it is unusual [for hin] to
be advocating for a tax bill, since he has spent the last 10
years advocati ng agai nst taxes. However, he believes it is tine
to face reality. He said he is trying to do that in the |east
pai nful way possible. This is one way to inpose a snmall tax on
Al askans who may rent a car, although in nobst cases, Alaskan's

will not be affected. Representative Kott stated he does not
believe there will be any loss of tourism as a consequence of
i npl enenting this tax. Tourists who cone to Alaska rent

vehicles, recreate, and participate in various activities, which
provi de revenue for tourism operators or restaurants. The state
does not inpose any tax on tourist at this point. Al t hough
there may be an indirect relationship with respect to corporate
income tax, there is no direct tax. He said there is no
negative inpact to local small businesses or restaurateurs.
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Infact, with this legislation the state would receive a snall
amount of noney, $5-10 mllion, which could be used to offset
sone of the damage to roads and parks by tourism Certainly
part of the noney could be set aside for tourism marketing. I t

is inmportant to reinject sonme of that noney to attract nore
touri sts.

Nunmber 1838

CO CHAIR HAWKER pointed out that this bill does not apply to
commercial notor vehicles [as defined in AS 28.41.100] or RVs.

Number 1930

REPRESENTATI VE WEYHRAUCH responded that the definition of a
commer ci al not or vehicle as described in Alaska Statute
28.41. 100 neans:

A nmotor vehicle or a conbination of a notor vehicle
and one or nore other notor vehicles used to transport
passengers and property, used upon a |land or vehicul ar
hi ghway, and that has a gross vehicle weight or
conbi nation weight rating greater than 26,000 pounds
designed to transport nore than 15 passengers
including the driver or is used in the transportation
of materials found by the U S Secretary  of
Transportation to be hazardous, except that the
followng vehicles neeting of the criteria, that he
just nmentioned in (a) and (c) of the paragraph are not
comer ci al vehicles, energency or fire equipnent
necessary for preservation of life or property, farm
vehicles controlled or operated by a farmer, used to
transport agricultural products, farm machinery, or
farm supplies, not used in the operation of common or
contract notor carrier, or RVs (recreation vehicles)
used for the purposes other than commercial purposes.

CO CHAIR HAWKER comented that [the definition] did include
vehicles used to transport either passengers or property. The
gross vehicle weight limt of 26,000 pounds appears to be the
key requirenent.

REPRESENTATI VE KOTT comrented that a bus could be exenpted from
t he tax.

Nunber 2112
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REPRESENTATI VE W LSON noted that the definition nentions a 15-
passenger vehicle. Wuld the definition include a 12-passenger
van, she asked.

Number 2153

CO CHAIR HAWKER comented that the statutes define a 15-
passenger van [as a commercial vehicle]. He said his own
experience in renting 12- and 15-passenger vans, which are
conparable to the one-ton Budget or U Haul vans, is if there are
seats in them they are considered a 15-passenger van, while
those without seats are considered a cargo van

Number 2213

REPRESENTATIVE WLSON pointed out that sone schools drive
cheerl eaders to events in 12-passenger vans. She said she has
no i dea whet her these vans neet the wei ght requirenent.

REPRESENTATI VE HEI NZE asked if there is any forward thinking
about how these funds could be funneled back into tourism
mar ket i ng. She pointed out that these taxes are mainly tourism
user fees.

Nunber 2311

REPRESENTATI VE KOTT comrented that she made a correct assessnent
regarding forward thinking. The funds cannot be dedicated
directly into a specific arena unless there is a constitutiona
anendnent authorizing dedicated funds. Representative Kott
reiterated his earlier coments that intent |anguage can be
included in the bill that would suggest that the legislature

wants a percentage of the proceeds which are generated fromthis
excise tax to go toward sonme other nethod of doing business in
the state of Al aska. He stated that he believes it would be a
good thing to include intent |anguage for "tourism nmarketing” in
the bill. Representative Kott told the nenbers that he cannot
prom se any noney raised fromthis excise tax will ever end up
in tourism marketing.

Nunmber 2416

REPRESENTATI VE HEI NZE explained that those in the tourism
industry wll be on the outside watching these user fees
[accumul at e] . How can the tourism industry get an answer about
nore funds for tourism marketing, she asked. How will the
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[ Department] of Community and Economic Developnent will be
af f ect ed.

REPRESENTATI VE KOTT pointed to the fiscal note and said that the
details are conprehensive. He conmmented that there are entities

in the tourismfield that are cognizant of this bill and other
nmeasures that wll generate noney from non-Al askans, whether
they are working on the North Slope or visiting as a tourist.
Representative Kott said that at sone point the state wll have
to provide sone |level of support for the tourism industry.
There will be a request for dollars for marketing activities
because w thout marketing, the industry wll becone stagnate.

For exanple, after [the terrorist attacks of Septenber 11, 2001]
Las Vegas [as a tourism destination] was on the decline;
however, the city opted to spend $14 million for marketing. Las
Vegas is one of few cities that showed a marked increase in
tourismto their city. There is a nexus between narketing and
t he nunber of tourists who Vi si t a specific city.
Representative Kott comented that he would not have expected
Las Vegas to do so well <considering the fact that |arge
properties would be targets for terrorism

Nunber 2722

REPRESENTATI VE KOHRI NG rem nded the nenbers of contributions
made by tourists to the econony. If the primary justification
for this tax is to raise dollars for marketing and road
mai nt enance, it would be interesting to know what the
admnistration has in the way of quantifying the costs, he
coment ed. Representative Kohring opined that there has been

negligible cost to the state on wear and tear of the highways
and use of public facilities by tourists. He said he would |ike
to hear from the adm nistration regarding what costs this tax
would try to offset.

Number 2844

CO CHAIR HAWKER announced that there wll be public hearings
tomorrow on HB 271. He told the nenbers that as the session
grows short and the workload is heavy, he wants to keep noving
forward as quickly as possible. Wth that in m nd, he announced
that anyone who would Ilike to raise concerns or propose
amendnents to the bill should provide them to the commttee
today, so they can be considered tonmorrow before and after
publ i ¢ heari ngs.
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REPRESENTATI VE KOIT cautioned the nenbers who mght propose a
change in the definition of comercial vehicles or exenptions to
be aware of the potential conflict a change mght have in
municipalities and the confusion that mght follow with renta
car conpani es. He pointed out that HB 271 has basically
extracted |anguage and regulations [that are currently used to
avoi d unnecessary confusion].

[HB 271 was hel d over. ]
HIR 26- CONST. AM PF APPROPS/ | NFLATI ON- PROOFI NG

Nunber 3041

CO CHAI R HAWKER announced that the final order of business would
be HOUSE JO NT RESOLUTION NO. 26, Proposing anmendnments to the
Constitution of the State of Alaska relating to and limting
appropriations from and inflation-proofing the Al aska permanent
fund by establishing a percent of market value spending limt.

CO CHAI R HAWKER expl ai ned that HIR 26 was submtted by the House
Rules Standing Commttee at the request of the Legislative
Budget and Audit Conmittee by request of the Al aska Permanent
Fund [ Cor poration].

Number 3147

CLARK GRUENING, Vice Chair, Board of Trustees, Al aska Permanent
Fund Corporation, testified in support of HIR 26 and answered
questions from the nenbers. He told nenbers that HIR 26, which
is a proposed constitutional amendnent, is a different way to
inflation proof, protect, and enhance the Al aska permanent fund.
M. Guening explained that for 23 of the fund's 27 years of
exi stence, the permanent fund has been governed by a six-nenber

board of trustees. Protecting the fund against inflation has
been the highest public policy goal of the trustees since the
first board was appointed in 1980, he conmented. The first

board testified to the Ilegislature at that tine that the
greatest threat to the permanent fund and to its permanence was
i nflation. In response to that testinony, the |legislature
adopted a statutory inflation-proofing methodol ogy in 1982 which
is in use today.

MR. GRUENING said in nore recent years, the board has exam ned
the use, by large endownents and public funds, of a fornula
approach to determ ne the nethod and size of payouts from these
funds. This approach is generally referred to as percent of
mar ket val ue payouts or POW. The purpose of placing this
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formula in the state constitution is to protect the long-term
real value of the fund and to provide consistent and predictable
distributions for the long term After considerable review and
di scussion the board recomended in February 2001, to the |ast
| egi slature, a constitutional change in the form of SJR 13 and
15. He explained that both nmeasures received hearings but did
not conme to the floor for a vote. As in the prior proposal, the

| anguage in HIR 26 provides a spending limt on what can be
currently spent or in legislative parlance, appropriated. The
exi sting constitutional |anguage establishing the permnent fund
only prohibits the appropriation of principal. In other words,
anything but the principal is income and can be spent, he
st at ed. Since the first board of trustees, 23 years ago, the
permanent fund has calculated the principal as a notational
nunber . It sinply equals the sum of the constitutionally

mandated 25 percent of mneral revenues and non-mandated or
voluntary deposits the |egislature has chosen to nake. He noted
that the legislature has made appropriations to two-thirds of
what is now cal cul ated as principal.

MR. GRUENI NG expl ai ned that the principal does not vary with the

mar ket . Under the present statutory provision inflation
proofing is only on the principal, unlike HIR 26 which would
provide inflation proofing of the entire fund. He stated that

one of the nost inportant reasons to support the proposal is
that it would maximze distributions over the long term by
establishing a percent of market value limt, and also elimnate
the distinction between principal and incone. Thi s proposal
would avoid the situation where market volatility on the
downsi de prevents any distribution from the permanent fund for
any purpose, whether it is dividends or anything else. M.
G uening told the nmenbers that this is significant because since
1982, as the nenbers are well aware, Alaska's fiscal picture has
changed dramatically. The Al aska permanent fund can be expected
to produce nore future revenue than any other Al aska resource
including oil, natural gas, fishing, tourism mning, or
anything el se, he said. What ever future decisions are made by
the legislature or the voters regarding the use of permanent
fund earnings, the 5 percent payout of market value limt wll
assure conplete and protected inflation-proofing while providing
predi ctabl e and sustai nabl e distributions over the long term

Nunber 3640
MR. CGRUENI NG used the anal ogy of managing fisheries stocks when

the only sensible choice is to avoid taking too nuch of the fish
stock so that over the long term the harvest is naxim zed. O
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course, he said, over harvesting can reap short-term rewards of
nore fish and nore noney, but the inevitable result, at best, is
fewer fish, |ess nobney, and at worst, permanent inpairnment or

destruction of the fisheries stock. He said the sane is true
for managing distributions from a large investnment fund, 1|ike
the Al aska permanent fund. If Alaska is going to have a fund

that is truly permanent, it is inportant to take those steps to
ensure permanence. This neans investing for future generations
as well as current generations. This wll require a conmmtnent
to basic principles of |long-term investnent. He expl ained that
the critical flip side of a sound long-term investnent strategy
is a sound, sustainable, and predictable distribution plan; a
plan that will sustain and provide benefits to each generation
of Al askans.

MR. GRUENI NG conmented that he believes everyone wants to avoid
defaulting to the position where the Constitutional Budget
Reserve (CBR) is today. Wthin the next three to four years the
CBR is destined for extinction, he predicted. As the investnent
horizon of the CBR steadily shortens, it wll be necessary to
keep the investnments in very short term and less profitable
i nvest nent s. As the day the CBR s demse grows near, the
trustees and staff wll have to also consider a shorter-term
investnment horizon for a significant portion of the fund.
However, one thing is clear and that is that the permanent fund
can continue to inport significant suns of noney into Al aska,
year after year after year. If properly invested and protected
the permanent fund wll successfully convert nonr enewal
petroleum wealth into Alaska for a permanent and substanti al
stream of revenue for generations after the last barrel of oil
has been punped. M. Guening said that |egislative passage and
voter approval of HIR 26 would protect the ability of the fund
to be nmanaged for the long term and would continue to pour noney
into the Al askan econony over the long term

Number 3941

MR. CGRUENI NG concluded his testinony by telling the comittee
that the proposed constitutional change in HIR 26 is nuch nore
conpatible wth the funds diversified long-term investnent
strategy with a 5 percent real rate of return over tine. The
present constitutional |anguage was designed over 25 years ago
for a fund that was 100 percent invested in bonds. M. G uening
said he believes that succeeding generations of Al askans wl]l
view this anmendnent with the sane degree of appreciation as the
original one approved 27 years ago. The trustees believe that
this proposal for conplete and protected inflation-proofing
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makes ultimte good sense for the Al aska permanent fund and
Al aska's future.

Nunber 4025

ROBERT STORER, Executive D rector, Al aska  Per manent Fund
Corporation, testified in support of HIR 26 and answered
guestion by the nenbers. He told the nenbers there are five key
i ssues that he believes are very inportant in this |egislation

The first issue of HIR 26 is a new nethod of nenorializing and
inflation-proofing the fund in the constitution. He expl ai ned
that at the nonent inflation-proofing is in statute and it is
done after the dividend [distribution]. It is inportant to note
that in the past the legislature has always had the noney
available to inflation proof the fund. M. Storer said he
believes it is inportant to ensure that all generations are
treated equally and that the purchasing power of the permanent
fund is maintai ned over tine.

MR. STORER expl ained that HIR 26 includes a spending limt which
means that no nore than 5 percent of the noving average of the

fund [can be appropriated]. There has been discussion about
spending limts and mnmeking nore noney available during the
"bear" nmarkets. However, he said he believes it is very
inportant to create discipline during the bull narkets. What

has occurred is that endowrents and foundations have incurred
spending patterns that they could not neet because they were

extrapolating a bull market and higher payouts. He enphasi zed
that this resolution would create a spending limt on the upside
so that it ensures there will be continuity over time during
both bear and bull markets. This change would provide greater
stability during volatile mrkets; since all mar kets are
volatile all the tinme, it is a question of magnitude. Thi s

payout nethodol ogy creates greater stability than the current
nmet hodol ogy that is in statutes.

Nunber 4318

MR. STORER said, for exanple, if the nenbers were to |ook
forward [from now]j to FY 06, the rate of change on what 1is
avai lable for distribution, would be an increase in the first
year [2004] of 35 percent, the follow ng year [2005] 16 percent,
and the next year [2006] 18 percent. The POW would be 2.5
percent growh to 4 percent greater predictability. He
explained that if the nenbers |ooked at the bull narket that
ended in March of 2000, the dividend payout was [based on] what
was avai |l abl e for t he di vi dends whi ch wer e gr ow ng
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substantially; however, now what is available is dropping in

equal magnit ude. He pointed out that the [dividend] went from
$1,963 to $1,541. If markets hold, there wll be a $1,000
distribution this vyear. The change would provide greater

stability and predictability.
Nunmber 4435

MR, STORER reaffirmed M. Guening's coments that the 5 percent
payout is consistent with long-term objectives. He said that in
examning the history and projected future assets, allocation
and statutory limtations will allow the Al aska permanent fund
to achieve a 5 percent real rate of return, which is 5 percent
in excess of inflation over tine. As was noted, 26 years ago
the Al aska permanent fund was established and it was a world of
fixed income securities, lower volatility, and higher cash
payouts, and that is what the current nethodology is. M.
Storer said that the statutes served the fund well during that
period, but investnent managenent has changed and he believes
that these changes [proposed in HIR 26] would nove the fund to a
nore consi stent approach.

MR. STORER said his final point is that the changes will provide
predictability of annual appropriations under the POW. He
poi nted out that under the status quo it is not known if there

wll be funds available for appropriation in any given year.
M. Storer comented that the fund uses a 5 percent noving
average of realized incone. At the end of May, the fund wll

have four years and 11 nonths left, and beyond that he woul d not
be able to say because of the magnitude of volatility that has

been experienced. He cautioned that there still is a 10 percent
chance that there will be no dividend. It really depends on how
the markets behave over tine. M. Storer offered to answer

questions fromthe nenbers.
Number 4642

ROBERT BARTHOLOVEW Chief Operating Oficer, Al aska Permanent
Fund Corporation, testified in support of HIR 26 and answered
questions fromthe commttee.

TAPE 03-10, SIDE B

MR. BARTHOLOVEW tol d the nenbers he would |ike to go through the
financial schedules and then review the resolution to highlight
suggested changes to the constitution. The first schedul e,
titled "HIR 26 Financial projection [conparison of the Al aska
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permanent fund]," is on page 4 of the handout. He asked the
menbers to look at FY 03 colum and go down to the "D vidend
(lunp sum - Status Quo," which is the distribution or what
would be paid out for the dividend in FY 03, which is $686

mllion. He explained that [the corporation] will not know with
even one day left of the fiscal year if there wll be any noney
for the payout of the permanent fund divi dend. If the markets
go well, there wll be a payout of $686 mllion for the

dividend; if there is a bad market for a week at the end of the
fiscal year, given the way the rules work, the payout could be
zero.

MR. BARTHOLOVEW not ed that whether there is an effort to build a
budget or an econony that has dividends, or whatever the
| egi sl ature chooses to do with the distribution of the pernmanent
fund, there is a significant risk. Wth the constitutional
anendnent, he said, there is an assured payout every year. He
said that it is inportant to note that under the "status quo,"
all nunbers that are shown being paid out of the permanent fund
each year are the dividends, then funds are transferred fromthe
earnings reserve [account] to the principal for inflation

proofi ng. It is assumed that there wll be no other
distribution because that is the way the permanent fund has been
used for the past 10-15 years. M. Barthol omew comrented that

whether that is the way it wuld work in the future is
specul ati ve.

Number 4301

MR. BARTHOLOMEW asked the nenbers to |ook at the |ower part of
the schedule on the POW where it shows the market value after
payout. This schedul e assunes that the whole 5 percent would be
distributed from the permanent fund, and the market value over
time will be nmuch smaller, he said. I f under POW, only the
di vidend was paid out which has happened over tine, the nunbers
woul d be exactly the sanme. This schedule shows the differences
if the permanent fund were to be used for another purpose, it
wi || change what is avail able.

MR. BARTHOLOVEW pointed out that wunder Status Quo, lines 2-4
give a picture of the earnings reserve [account] as it is set up
today. He asked the nenbers to note that if they | ook out over
time the earnings reserve [account] grows if there is only the
payout of the dividend, which happened in FY 02. The permanent
fund earnings reserve [account] had $6.5 billion, which is
avai lable for appropriation by the |egislature. The trustees
cannot manage for a large distribution if they do not know what

HOUSE WM COW TTEE -15- April 22, 2003



the legislature will do with it. Wth the 5 percent spending
limt the trustees know that the nost that will conme out in any
one year is 5 percent. The [fund managers] wll be nore
confortable with that asset allocation of long-term investnents
because there would not be a risk of large suns of nobney, that
may be sitting in long-terminvestnents, such as stocks that are

in a dowmn market. |If the plan is to take a |ot of noney out of
the permanent fund, it is inmportant not to be invested in |ong-
term investnents. M. Barthol omew summarized his coments by

saying that the schedule is designed to give the nenbers an idea
of what the nunbers look like and what the permanent fund
produces in incone each year and what will be avail able.

Number 4118

MVR. BARTHOLOMVEW directed attention to page 5, titled
"Cal culation of annual effective rates of 5% POW spending

limt." This schedule points out that a 5 percent payout, as
stated by the executive director, is an aggressive payout rate.
It is at the high end of what statutory limtations for

investnents would allow the permanent fund to return over tine.
He noted that the [trustees] are confortable using a 5 percent

payout . There are two issues in this schedule that reduce the
effective rate or what is really being paid out. Nor mal | y,
capital narkets grow every year. For exanple, today the Al aska
per manent fund has $23 billion. If it grows for the next five
years, then there will be an average that may vary from $23 to
$26 billion. The average of those five years wll be $24.5
billion. The fund will take 5 percent of that five year average

and that is what is available [for payouts].
Number 3939

MR. BARTHOLOVEW went on to say that for exanple, in FY 08 the
fund is [projected to be] $26 billion, what is actually being
paid out of the total market value of the fund that year is |ess
than 5 percent. The first blue line across the spreadsheet
shows that the actual effective rate is closer to 4.7 percent
which is a built in cushion to ensure that the fund does not

overspend the sustainable yield from the permanent fund. The
second half of that schedule points out the rate of payout after
deducting the costs for the Al aska pernmanent fund. Currently,

when cal culating income or what is available for distribution
that is determned after paying the operating budget of the
Al aska Permanent Fund Corporati on. Right now the [operating
budget] is roughly $35-$40 nmillion per year. The way the
constitutional anendnent [HIR 26] is witten the permanent fund
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[ Corporation's] operating budget would cone out of that 5
percent limt, he told nenbers. So this further reduces what is
being paid out after <covering the <costs of investing and
managi ng the funds. So again, this would nean there would be a
4.5 percent effective payout rate. This [constitutiona
amendnent] would ensure that there is a bigger cushion and the
ri sk of overspending is dimnished.

COCHAIR HAWKER told M. Bartholonew that he appreciates the
succinctness and clarity of the first schedul e.

CO CHAIR HAWKER commented that he received 30 e-nmmils today
expressing the view that the only purpose of the permanent fund
is to pay dividends to individual Al askans. He asked how the
permanent fund Board responds to those folks.

Nunmber 3656

MR. GRUENI NG responded that this board, |ike prior boards, has
avoi ded getting involved in recomending what the |egislature
should do with income from the fund. However, as a |egislator
who hel ped craft the original |anguage, and who was there when
it was approved by the legislature and the voters, he said, a
majority of the menbers did not see this fund as strictly a fund
to pay dividends. At that time, then-Governor Hammond had an
idea of what to do wth dividends, but it was really envisioned
as a way to conserve this one-time wealth for future
generati ons. How t hose benefits would flow were not determ ned
by us, but many could foresee that when the oil wealth was gone,
this could help replace sone of that [revenue] and serve to help
support services to which the public had becone accustoned. He
enphasi zed that his comments are nade not as a trustee or on
behal f of the permanent fund Board, but as a |egislator who was
there in the beginning. M. Guening added that the fund was
all things to all people. A lot of people saw it doing nmany
things. The two mgjor thoughts were to conserve wealth and hel p
provide for sonme of the | oad when oil revenue was not there.

Number 3450

CO CHAI R HAWKER stated for the record that his intention was not
to ask M. Guening to take a position for the board. He said
he appreciates hearing M. Guening's institutional experience
and understands that his coments are based on his personal
experience and not as a trustee of the board. Co- Chair Hawker
noted that the board has not taken a position on the disposition
of the funds. He asked M. Guening if he believed the
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di sposition of the funds is the providence of the legislature
rat her than the providence of the permanent fund Board if it is
not established in any constitutional dictate.

MR. GRUENI NG responded that is correct.
Nunmber 3416

MR. BARTHOLOVEW pointed out that the statutes that are on the
books today have been there since 1982. These statutes set out
the formula which directs that the annual appropriation fromthe
permanent fund be based on the realized incone, which then
directs 50 percent of that incone to be allocated to the
di vi dends. The second step that is required is to inflation
proof the fund out of what is available [after the dividend
di stribution]. He told the nenbers that for the last 20 years
the permanent fund has only allocated 50 percent of the
avai l able annual distribution to the dividend program even
t hough there have been residual funds after paying the dividend
and inflation-proofing the fund. M. Barthol onew reiterated
that there has been noney avail able for other uses.

MR. BARTHOLOVEW expl ai ned that the history that the fund could
be available for other uses goes back to when the fund was snall
and people were not use to the dividend. Those statutes have
not changed. The expression of the l|egislature 20 years ago,
however, was to not nmke the whole anount available [for
di stribution].

Nunber 3251

COCHAIR HAWKER said he would like to follow up on the
spreadsheet [titled HIR 26 - Financial projection conparison of
the Al aska permanent fund on page 4]. He commented that there
is atrend. 1In looking all the way out to the projected FY 2013

nunbers, which is a 10-year consequence of what 1is being
considered, the schedule is predicated on a total return
estimate of 7.6 percent to the future. He acknow edged that it
is a premise that is subject to debate; however he said he would
use these figures for the purposes of discussion. Li nes 2-4,
which are the earnings reserve accurulations in this nodel,
shows an accurul ation of $6.9 billion in the earnings reserve on
a market value Dbasis. Co-Chair Hawker noted that M.
Bart hol omew said that the fund currently pays out one-half of
the earnings of the fund in dividends and the other half is
being internalized into the fund. He asked if the other one-
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half that is being internalized corresponds to the accunul ation
of the earnings reserve.

Nunber 3128

MR.  BARTHOLOMVEW replied that it does [correspond to the
accurmul ation of the earnings reserve]. \What this nodel projects
is what the fund will earn. It is the [projected] nedian return

that the fund's consultants have said the capital narkets should
produce over the long term He pointed out that the 7.6 percent
is the total return; the current assunption for inflation for
the next five years is 2.6 percent; and the difference between
those two [figures] is 5 percent. If the fund is earning 5
percent and only paying out the dividends, around 2 percent of
the fund would be needed for the dividend for the next few
years. M. Barthol omew explained that what is accunmulating in
the earnings reserve is the excess earnings that have not been
spent, and are believed to be available on a sustainable basis.
What has happened in the past 10-15 years is that there has been
nore saved for future generations than has been spent on current
years. He told the nenbers that the 5 percent [spending limt]
is research and analysis' best estinmate regarding the best way
to balance the fund between current and future [needs]. As the
earnings reserve grows it neans nore noney is being saved for
the future and less noney is being spent from what is avail able
currently.

Nunmber 2955

CO CHAIR HAWKER clarified that the $6.9 billion in FY 13 [Tota
earnings reserve - end of year (after payouts)] represents the
continued discipline of savings and spending only for either
di vidends or inflation-proofing, not spending for any public
purpose that portion of projected earnings that is not used for
ei ther dividends or inflation proofing.

MR. BARTHOLOVEW r esponded that is correct.

CO CHAIR HAWKER noted that FY 13 [line 1 under the heading of
POW - 5% (beginning in FY 05)] the Total Market Value End of
Year (after payouts) is $31.7 [billion], and the Total Market
Value in FY 13 under the current Status Qo heading is $38.8
[billion]. He asked if the difference of $7 [billion nore under
the Status Quo option] is a result of the accunul ated savings
discipline of not having used those earnings that were
reinternatized into the fund.
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MR. BARTHOLOVEW responded that it is exactly right.

CO CHAI R HAWKER reenphasi zed M. Bartholonew s point that it is
the legislature's prerogative to use the full 5 percent for
publ i c purposes in whatever manner i s appropriate.

MR. BARTHOLOVEW replied that they chose a scenario to nodel
which would show the full effect of the 5 percent. He noted
that he believed that was the nost that could be taken [from the
fund].

Nunber 2743

CO CHAI R HAWKER asked if using the 5 percent POW payout option
with the continued current statutory concept regarding how nuch
is paid in individual dividends, which is 50 percent of payout
right off the top, would nmean the payout will be one-half of the
$1.235 billion in FY 05, which is the POW payout available for
appropriation in lunmp sum

MR. BARTHOLOMEW responded that there is a difference between the
two nmethods. If using the second nethod, which is the payout of
the POW nethod, and there would be a continuation of the 20-
year history of naking one-half of what is annually available
allocated to the dividend, then that I|ine which says [POW
Payout] available for appropriation in lunp sum would be split
50-50 and that is how nmuch noney woul d be all ocat ed.

Number 2617

CO CHAIR HAWKER conpared the status quo or the current payout
structure wth the POW nethodol ogy. Under the POW
met hodol ogy, he said, approximately one-half of $1.2 billion is

roughly $600 million, which would be $200 nmillion greater than
the current projected dividend under the status quo of $400
mllion. He noted that these results are in the trailing years
of a declining market, with 5-year averaging the dividends wl|l
continue to drop precipitously. Co- Chair Hawker conpared FY 06
and FY 07, noting that FY 07 is at a breakeven point. \Wiat is
prudent in managing future revenue streans in a period of rising
mar ket s, he asked.

Nunmber 2427
MR. BARTHOLOVEW expl ai ned that what has happened is that the

di vidend got up to al nost $2, 000. If the formula remains as it
is today that will drop down to $700 or $800 in a year or two.
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That is a huge fluctuation that hits the econony or wherever the
| egi sl ature chooses to use the earnings. He told the nenbers
that [the corporation] would reconmend changing that payout
nmet hod so the dividend does not go so high in the good years and
not drop down drastically in the down years.

CO CHAIR HAWKER commented that is the fundanental prem se of the
POW et hod whi ch enforces savings in periods of rising and good
mar kets and keeps the |legislature's hands off of those earnings,
but makes an elenent of those earnings available in declining
years.

Number 2326

REPRESENTATI VE W LSON observed that what has been currently done
in paying out 50 percent in dividends and saving the other 50
percent for future generations, has resulted in the loss of
t hose funds.

Nunber 2244

MR. BARTHOLOVEW responded that what has happened is that part
[of the funds] have been paid out in dividends, and part have
been transferred from the earnings reserve to the principal for
i nflation-proofing the fund. Part was lost in the decline in
the stock markets. He said that it is true to say that [sone]
of the funds have been lost, but that is also reflected in
capital markets. The funds were there in 2000 and if a guru
could predict the markets, the funds could have been renoved
from the permanent fund, but the investnent professionals would
caution against thinking cherry picking at the top [of the
mar ket] can be done and then re-enter the market when it is |ow
The markets go up and down, and therefore he recomrended a
distribution nmethod that stays in the mddle and does not run

up.

MR. STORER comented that one-third of the principal of the
permanent fund is special appropriations. So prior legislators
have invoked a discipline, by virtue of taking that |[|arger
earnings reserve and noving it into the principal, so all the
funds have not been dissipated away.

Number 2109
REPRESENTATI VE W LSON said that when conparing the two options,

it appears to her that the POW at the 5 percent option, which
the permanent fund Board is suggesting, really gives nore
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security and predictability for the future of the fund. She
noted that it also allows the legislature to appropriate sone of
the other 50 percent and still ensure that the fund wll
continue to grow.

MR. STORER agreed with Representative WIlson. He commented that
this option would create discipline and predictability that
al l ows i nforned decisions to be nmade.

Nunber 2012

REPRESENTATI VE  HEI NZE asked M. Gruening to address a
hypot heti cal question. Assumng there is a year where the funds
in the capital markets are low and the inflation rate is high,
under this [constitutional] anmendnent does the |egislature have
the flexibility to add nore into [the fund] for inflation
proofi ng.

Nunber 1929
MR. GRUENING commented that he w1l address the |egislative
portion of the question and M. Storer wll answer the market

situation Representative Heinze envisions. He told the nenbers
that the legislature always has the power of appropriation and
could decide to appropriate nore noney to the fund. Not hing in
HIR 26 woul d prevent that.

MR. STORER reiterated that the [resolution] would inplenment a 5
percent spending limt. The legislature is not required to use
all 5 percent, and <can wuse less if deened appropriate.
Hi storically, inflation has been about 3.1 percent so it not
only invokes a discipline on the payout, but invokes a

discipline on what [is required for] inflation [-proofing]. The
current inflation rate is about 2 percent. The permanent fund's
consultants think inflation over the next five years wll be
about 2.6 percent. He comented that they recognize that sone
years inflation will be higher than the 3 [percent] and sone
years | ower. He enphasized that they expect to earn 5 percent

real incone in excess of inflation.
Number 1800
REPRESENTATI VE HEI NZE asked if there 1is another nati ona

endownent that calculates its payouts the way the pernmanent fund
does.
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MR. STORER responded that the permanent fund did a study, and
what is being proposed is currently used for approximtely 70
percent of the endownents and foundations. [ Endowrent s and
foundati ons] use the nethodol ogy of payout of the nobving average
of their funds. He told the nenbers that what is being proposed
is consistent with the way nost endownent funds nove forward
M. Storer commented that he is not aware of any exanple of a
fund that uses the 5 percent noving average of realized incone.

Nunber 1704

CO CHAIR HAWKER said that over the years there have been nmany
references in reports and docunents by the permanent fund on
research done with respect to other |arge endownents and managed
funds. He asked if there is a report or sunmmary study on that
wor k whi ch woul d be available to the public.

MR. STORER replied that sone of that information is in the
trustees' paper, but there are also tw surveys, one from
G eenwi ch Associates and one from NACUBO [ National Association
of College and University Business Oficers]. He told the
menbers that they would be glad to provide copies of the
st udi es.

COCHAIR HAWKER replied that he would appreciate receiving

copi es of these studies. He turned to the trustees' docunent,
volune 7, which is about a year old now, and addresses prior
proposals and |egislation. He asked if the premses and
presentation in that docunent are still fairly applicable to the

current situation.

MR. STORER said that he still believes the docunent is
applicable with the exception of one thought. At the tine the
docunent was created the earnings reserve was so |large that no
one thought that it was necessary to change the distinction of
pri nci pl e. However, now the corporation believes it is not in
the best interest of the long-term managenent of the fund for
predictability, et cetera.

Nunber 1516

REPRESENTATI VE SAMUELS asked M. Storer if he said that none of
the ot her | arge endowrents use a rolling average.

MR. STORER responded that about 70 percent of |arge endownents
and foundations use a rolling average. Sone use five years and
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ot hers use seven years. However, [these rolling averages] are
not of realized gains.

REPRESENTATI VE SAMUELS asked if our current formula, which is a
five-year average of cash flow inconme, is used by any existing
funds or endowrents.

MR. BARTHOLOVEW sai d no.
Nunber 1441

REPRESENTATI VE SAMUELS asked how the 5 percent [spending limt]
conpared with other endownents: | arge, mddle of the road, or
conservati ve.

MR. STORER responded that the [5 percent] figure would be
considered the mddle of road. He said they found 4.5 percent
to 5.5 percent for the nore aggressive funds which are invested
in nore volatile assets, publicly traded stocks, private equity,
mar ket venture capital wll tend to have a higher payout.
Furthernore, this is consistent with our |long-term objectives
regardi ng how the fund i s nanaged.

Number 1347

CO- CHAIR HAWKER recalled M. Storer's earlier observation that
no one does it quite like the permanent fund. Co- Chair Hawker
asked if he was referring to the neasurenent only on realized
market gains and losses rather than a full nmarket value
cal cul ati on which includes unrealized gains and | osses.

MR. STORER responded that is correct.

Number 1250

MR. BARTHOLOVEW upon the conmittee's agreenent, began review ng
HIR 26. He truned attention to Section 1, page 1, of the
resolution and specified that the bold print is what wll be

inserted into constitution. This [language] gives reference to
the spending Iimt that is established in Section 2. The first
addition is just to add into the text that how the |egislature
uses the noney will be addressed in Section 2. On line 10, the
word "principal® is renoved from the constitution. He
reiterated the executive director's statenent that it is
believed that the permanent fund will be protected and that the
corpus and principal of the permanent fund wll be protected
through a spending limt versus the limtation of principal in
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the constitution. Lines 12-13 renove |anguage that has been in
the constitution since 1976, when the original amendnent was
passed. [ The original anmendnent] stated that all earnings and
all earnings and inconme from the permanent fund would be
deposited into the general fund unless otherwi se directed by
| aw. That |anguage is deleted with the intent that all the
income of the permanent fund will remain in the permanent fund
subject to Section 2. In other words, the inconme will now be
part of the permanent fund.

Number 1056

MR. BARTHOLOMEW r esponded to Co-Chair Hawker's coment that this
section does take the incone away from the appropriation
[ process]. On page 2, Section 2, the first [two |ines] add
| anguage to explain that the objective of the spending limt is
to make sure only the real incone is appropriated. That is the

incone that is earned in addition to inflation. The [ next
lines, lines 4-6] set the actual spending limt and the
protection of the permanent fund through the limt to real

i ncone of 5 percent of the 5-year average.

MR. BARTHOLOVEW poi nted out that the |egislature is now working
on the FY 04 budget with a nonth to go with the |egislative

session, and there is no idea what will be available from the
per mnent fund. Thi s | anguage, says the permanent fund will go
back one extra year, so in essence the five-year average is
going to be for the fiscal year that is already over. So when
the legislature cones to town in January, there wll not be any
speculation with regard to what is available. The permanent
fund will have conputed all the nunbers, done the five-year
average, and will say X nunber of dollars will be available if
necessary.

Number 0913

MR. BARTHOLOVEW explained that in Section 3 there is sone
transitional |anguage. There was sone concern when the proposa
was brought forward for a constitutional anmendnment two years ago
that the current earnings reserve was not part of the pernanent
fund and there could be an argunent to |eave the earnings
reserve in the general fund. The Senate State Affairs and
Senate Judiciary Commttees, and the Legislative Legal and
Research Services director felt that by adding this transitiona
| anguage it would clarify that the earnings of the pernmanent
fund that are accunulated at the tinme the resolution is voted on
by the people would be part of permanent fund. He comment ed
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that the Board of Trustees supports the idea that the earnings
reserve would be a part of the permanent fund. Section 4, talks
about the fact that this would go to a vote of the people in
Novenber 2004, he said.

Nunmber 0805

CO CHAIR HAWKER asked if the nodel includes any provision for
new principal investnment from on-going oil and gas state
resource revenues or is this a status quo nodel based on the
exi sting investnent.

MR. STORER replied that the nodel does anticipates future
contributions for mneral |easing.

MR. BARTHOLOMVEW expl ai ned that the nodel is based on the current
Department of Revenue forecast. It is not based on any new
fields that are not in production today. It is based on the
known and expected production fromthe existing oil fields.

CO CHAIR HAWKER cl arified that it is not based on any new fields
that could be brought on Iline. 1Is it also based on the current
statute which has the cal endar division between old fields and
new fields for the 25-50 [split, which refers to a change in the
anount of noney the State of Alaska receives from new oi

| eases].

Nunber 0704

REPRESENTATI VE W LSON comrented that she really appreciates the
provision in Section 2 (b), lines 4-5, which elimnates the
guess work and provides the legislature with solid nunbers.

REPRESENTATI VE HElI NZE asked what the rate of change neans.

Number 0618

MR. STORER responded that when he nentioned the rate of change
he was tal king about distribution. It is the percentage change
from one year to another. For exanple, two years ago the

di vidend was $1,963; last year it was $1,541, and that rate of
change is about a 25 percent drop.

CO CHAI R HAWKER announced that is the end of testinony today and
that there will be nore hearings on HIR 26.

[ HIR 26 was hel d over.]
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ADJ OQURNMVENT

There being no further business before the commttee, the House

Special Commttee on Ways and Means neeting was adjourned at
8:38 a.m
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