M NUTES
SENATE FI NANCE COW TTEE
March 16, 2004
1: 42 PM

TAPES

SFC-04 # 42, Side A
SFC 04 # 42, Side B
SFC 04 # 43, Side A

CALL TO ORDER

Co-Chair Lyda Green convened the neeting at approxinmately 1:42 PM
PRESENT

Senator Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice-Chair
Senat or Lyman Hof f man

Senat or Donny d son

Senat or Fred Dyson

Senator Ben Stevens

Al so Attendi ng: SENATOR TOM WAGONER, SENATOR GARY STEVENS; SENATOR
BERT STEDVAN; SENATOR RALPH SEEKI NS; SENATOR HOLLI'S FRENCH;, BILL
CORBUS, Comm ssi oner, Departnent of Revenue; M CHELLE PREBULA, Cash
Manager, Treasury Division, Departnent of Revenue; LUCKY SCHULTZ,
Staff to Senator Fred Dyson; CHERYL FRASCA, Director, Ofice of
Managenment and Budget, O fice of the Governor

Attending via Teleconference: From an Ofnet Site: DR BARRY
POULSON, Tax/ Spending Consultant and Professor, University of
Col or ado

SUMVARY | NFORVATI ON

Departnent of Revenue
Constitutional Budget Reserve Fund Presentation.

The Committee heard from the Departnment of Revenue regarding the
establishment of a one billion dollar mninmm balance in the
Constitutional Budget Reserve Fund.

SJR 3- CONST AM  APPROPRI ATI ON SPENDI NG LIM T
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The Commttee heard from the bill's sponsor, a tax/spending
consultant, and the Adm nistration. A committee substitute was
adopted and the bill was held in Cormttee.

#

Depart ment of Revenue
Constitutional Budget Reserve Fund
Presentation

Bl LL CORBUS, Conm ssioner, Departnent of Revenue, stated that his
power - poi nt presentation [copy on file] would address the status of
the Constitutional Budget Reserve (CBR) and the need to maintain a
m ni mal bal ance in that account. A simlar presentation that had
included the history of the CBR and information regarding the
volatility of the price of oil had been presented to the Conference
of Al askans at the University of Al aska in Fairbanks on February
10, 2004. However, the historical and volatility information would
not be presented today, as this Conmmittee is famliar with these
i ssues. He infornmed that no major settlenents resulting from oi
tax or royalty disputes would be received by the State in the
foreseeabl e future.

[ NOTE: Co-Chair WI ken assuned chair of the neeting.]
AT EASE 1:46 PM/ 1:46 PM

Comm ssioner Corbus stated that historically, the CBR has been
utilized for three purposes: to cover budget deficits; to cover
unexpect ed budget shortfalls resulting fromunexpected downturns in
oil revenues; and to provide cash flowto the general fund (GF). He
noted that Governor Frank Murkowski has announced his desire to
retain a one billion dollar mninmmbalance in the CBR

Comm ssioner Corbus referred the Committee to the graph titled,
"Projected vs. Actual CBR Draws" on which a red line depicts the
forecasted CBR draw that was projected for each year from 1995
t hrough 2004. The actual draws for the years 1995 t hrough 1997 were
bel ow the forecasted anount; however, the actual draw in 1998
exceeded the projection due to a downturn in forecasted oil prices.

Senat or Bunde asked whether 1998 was the year that oil prices
dropped to approximately nine dollars a barrel.

Comm ssi oner Corbus pointed out that the average oil prices per
year are depicted on the chart titled "ANS G| Price Dfferential,
Change Year-to-Year, FY 1994-2003." There was a $5.04 per barrel
decrease in 1998 as conpared to 1997 prices. An additional $3.13
per barrel decrease occurred in 1999.
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Comm ssi oner Corbus again referred to the chart titled "Projected
vs. Actual CBR Draws" and noted that in 1999, the decrease in the
price of oil forced an additional $325 million draw on the CBR
above what was forecast.

Senat or Bunde understood from the chart that in excess of one
billion dollars was withdrawmn from the CBR in 1999. That fisca
year's total budget was approximately $2.3 billion budget.
Therefore the draw that was required equated to half of the FY 99
total budget.

Conm ssi oner Corbus noted that |ess than the forecasted anount was
wi thdrawn fromthe CBR in 2000 and 2001; the amount w thdrawn in
2002 exceeded the forecasted anount; and the amobunts withdrawn in
2003 and 2004 were less than the forecasted anmount. The point is
that projecting the price of oil is not an exact science. A reserve
nmust be available to provide for the years when the price of oil is
| ower than forecast.

Senator Bunde asked whether the total anpbunt that has been
wi thdrawn fromthe CBR, since its inception, is avail able.

Conmi ssi oner Corbus replied that a total of $5.5 billion has been
dr awn.

Senator Bunde stated that according to law, this anmount nust be
repaid to the CBR

Conmmi ssi oner Cor bus concurred.

Conmi ssioner Corbus reiterated that the primary purposes of the CBR
are to provide noney when there is a revenue shortfall and to
provi de cash flow during the year for such expenses as construction
projects for which the State would eventually receive federal
rei mbursenent. This borrowing process is depicted on the chart
titled "General Fund Cash Sufficiency Wth CBR borrow ng" which
illustrates the bi-weekly general fund borrowi ngs fromthe CBR for
the fiscal year 1997. The graph titled "General Fund Cash
Sufficiency Wthout CBR Borrow ng" depicts how the bal ance of the
G- woul d have fared wi thout the CBR borrowi ngs that year. Wile the
yearend bal ance is the sane in either scenario due to the fact that
the nonies borrowed fromthe CBR are entirely reinbursed, the G-
bal ance in the second graph would have reflected a cash deficit
position in the sunmer and fall nonths. It is a State policy that
t he G- bal ance not be |ower than $100 nillion dollars. In summary,
these two charts depict how the CBR has been used to provide "a
line of credit to the State" in tines when the incone deposited
into the G- is less than the noney bei ng spent.

Senat or Bunde, noting that the CBRis an interest bearing account,
asked whether the funds borrowed from it are paid back wth
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i nterest.

Comm ssioner Corbus replied that interest is not paid on the
borrow ngs.

In response to a question from Senator O son, Conm ssioner Corbus
stated that the short-term borrowi ngs fromthe CBR are paid back
W t hout interest.

Comm ssi oner Corbus expressed that the argunent favoring a one

billion dollar mninmum CBR balance is further expressed in the
chart titled, "Should W Set M ninmumfor CBR " which depicts that
$300 mllion to $400 million is needed on an annual basis to

provide for fluctuating G- cash flows. The additional $600 mllion
to $700 million bal ance woul d mai ntain the desired CBR bal ance were
the price per barrel of oil to decrease by up to ten-dollars. A
one-dol | ar reduction or increase in the price per barrel of oil for
one year would equate to a loss of or an increase of $65 mllion to
the State, respectfully. The aforenentioned chart "ANS Q| Price
Differential" depicts the year-to-year change in the average price
of oil from 1995 -2003. The 1998/ 1999 cunul ative total |oss, for
that time period, was eight dollars price per barrel of oil. This
is one reason to establish a $600 million to $700 mllion buffer
bal ance in the CBR

Comm ssioner Corbus referred to the chart titled "Should W Set
M nimum for CBR' that presents a forecast for the oil revenue that
the State m ght receive. Revenue anticipation notes could be sold
based on the projected sources of revenue.

Comm ssi oner Corbus concluded that the State is naking a case in
support of maintaining a mnimm CBR balance of one billion
dollars, as it would be the "appropriate” amunt with which to
provide for the fluctuations in oil prices as well as to provide
the required cash flow for the G-

Senat or Bunde understood that were a one billion dollar mninm
bal ance mandated and then breached to provide funding for the
fluctuating cash flow, the lone alternate through which to
reinmburse the CBR, were insignificant revenue to be received,
"woul d be for the Legislature to follow the | aw and repay the CBR
sonme of the five billion we owe it."

Comm ssioner Corbus replied that that is a fair analysis. In
addition, the comment opens discussion regarding a "repl eni shnment
pl an" which is an issue that has been raised by financial rating
agenci es. Anot her concern raised is that the State does not have an

overall financial plan. This nust be in place before a
rei mbursenent plan could be devel oped. Absent these, specifying
that the CBR maintain a one billion dollar balance "is better than
not hi ng. "

SFC- 04 (4) 03/ 16/ 04



Senator Hoffman, noting that the presentation highlights the
fluctuating price of oil, asked whether the fluctuating nunber of
barrels flow ng through the pipeline is also an inportant factor.
This woul d have a correlating affect on the revenue.

Comm ssi oner Corbus noted that one mllion barrels a day has been
the normfor production. In the next year, production is projected
to be 996,000 barrels a day and would be sloping off thereafter.
Production is not as significant a factor as price.

Co-Chair WI ken surm sed that another factor would be the yield of
a field. The three pieces therefore would be price, production, and
yi el d.

Senator O son asked whether there is a penalty for not reinbursing
the CBR for the anobunts owed.

Comm ssi oner Corbus stated that there is no penalty.

Senator O son observed that the chart titled "Should W Set M ni mum
for CBR " depicts that revenue would be generated from oi
production in the Arctic National WIdlife Refuge (ANWR) begi nning
in approximtely 2011.

Comm ssioner Corbus stated that the chart depicts all "possible"
revenue sources. The Governor Mirkowski Admnistration is very
commtted to devel oping the State's resources.

Co-Chair WI ken asked how fiscal years 2003 and 2004 woul d | ook
were a chart simlar to the FY 1997 "General Fund Cash Sufficiency
Wt hout CBR Borrow ng" chart devel oped, specifically in regards to
how often the GF bal ance woul d have "di pped bel ow the zero line."

M CHELLE PREBULA, Cash Manager, Treasury Division, Departnent of
Revenue, responded that during the six years she has worked in the
Departnent, the State has, annually, been required to borrow funds
fromthe CBR She noted that the chart was devel oped based on the
fact that 1997 was a year in which the budget balanced. It
currently appears that FY 04 woul d have a bal anced budget; however
to date, $300 mllion has been borrowed fromthe CBR due to cash
fl ow demands. This anount woul d be repaid.

Co-Chair WI ken asked the | owest bal ance that the GF has attai ned,
during the past six years, before the CBR funds were accessed.

Ms. Prebula responded that in addition to being able to access CBR
funds, there is a cash flow contingency in place to assure that the
G- bal ance would not reduce below zero. Therefore, the | owest
bal ance woul d be approximately $28 m | 1lion.
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Co-Chair WI ken asked how the GF bal ance would fare were there not
CBR borrow ngs.

Ms. Prebula replied that w thout CBR borrow ngs, the bal ance of the
G- woul d have dipped into the negative territory each year. The
anount woul d vary by year. FY 04 woul d have reached a negative $400
mllion were no CBR borrow ngs conduct ed.

Co-Chair WIlken, noting that the CBR is an interest bearing
account, asked whether the Departnent has a breakout of the
interest earnings on the contributions that have been nade to it
for the last five years.

Comm ssi oner Corbus responded that this information is available
and would be provided. As he recalled, the return has been
favorabl e and could be in the five-percent range.

Senat or Hof frman pointed out that this information is |located in the

presentation's information titled "CBR Hstory.” It specifies that
the "State has deposited $5.6 billion into the CBR and has earned
$1.6 billion in interest on the noney."

Co-Chair W1l ken asked that a breakout of this infornmation be
provi ded.

Comm ssi oner Corbus stated that the Departnent would provide this
i nformation.

Senat or Bunde asked whether the interest earned by the CBR is
deposited into the CBR or the G-

Comm ssioner Corbus clarified that it is deposited into the CBR

Co-Chair WIlken stated that after it is deposited into the CBR it
woul d be available to the Legislature.

Senator Hoffman, in reference to the request that a mninmum one
billion cash bal ance be specified for the CBR, asked why this high
level is required in these days of such things as electronic
transfers.

Ms. Prebul a responded that this anount would be required to insure
that sufficient G- cash flow nonies would be available in order to
prohibit the G- balance from falling below a zero bal ance. She
stated that the State's accounting system would not allow a
transaction to be processed were it to have the affect of naking
the G- balance to fall below zero. Even with electronic funds
transfers, it could be possible that several |arge transactions
m ght occur on the sane day as such things as State payroll, that
amounts to approximately $75 mllion, mght be being processed.
Were that to occur, a "tight" balance would result that could
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prevent a transaction from occurring.

Senat or Hoffrman pointed out that, with CBR borrowi ngs, the G-
bal ance depicted for FY 97 had sufficient cash funds well above a
$100 mllion dollar level and even approached the $200 nmillion
| evel . This "appears to be quite a large buffer.”

Ms. Prebula expressed that the Departnent strives to retain a G-
bal ance with $100 million as the floor and $200 nillion as the
ceiling. Wre the cash bal ance projected to exceed $200 million for
nore than a 30-day tinme period, the CBR woul d be repaid.

Senator Seekins shared that while the concern is that the CBR
bal ance woul d be eventually be reduced to zero, in reality, that
"zero ampunt” would be in the $400 million or $500 mllion range
due to the G- cash flow denmands. That woul d be the point where the
account woul d cease to be a CBR and woul d becone primarily "a cash
managenent account."

Commi ssi oner Corbus stated that the forecast is that the CBR woul d
be exhausted by May 2007. However, the Ofice of Mnagenent and
Budget recently suggested an earlier date m ght occur were a $100
mllion mninum G- bal ance factored in.

Senat or Seekins stated that there are two issues that nust be
considered. One is that, because the Legislature could not
appropriate a deficit budget, it would depend on the CBR to provide
funding for a budget. Second, it is also a dual-purpose nmanagenent
tool inthat it serves as a cash flow account for the G-

Comm ssi oner Cor bus agreed.

Senat or Seeki ns opi ned that the balance of the CBR in its role as
a cash nmanagenent account, mnust mmintain approximately a $400
mllion or $500 mllion balance in order to provide for oil price
fluctuations and the cash flow.

Conmi ssi oner Corbus supported there being $300 to $400 mllion for
cash managenent purposes and $600 to $700 million for oil price
fluctuations.

Senat or Seekins asserted that it would be irresponsible of the
Legislature to allow the CBR bal ance to fall below $400 mllion, as
that woul d negate its ability to provide for cash managenent.

Comm ssioner Corbus stated that that |evel would not provide
sufficient funding to allow for the unexpected fluctuation of oi
prices.

Senat or Bunde surm sed, therefore, that a $400 mllion CBR bal ance
shoul d be viewed as a zero bal ance.

SFC- 04 (7) 03/ 16/ 04



Comm ssi oner Corbus voiced agreenent with that concept.

Senat or Hof f man asked what cash managenent fundi ng nechani sm was
utilized prior to 1989 when the CBR was established.

Ms. Prebula understood that prior to the creation of the CBR a
budget deficit was not an issue.

Co-Chair WIlken surm sed that were the CBR to di sappear tonorrow,
there would be alternate funding options. The Legislature could,
overtine, establish a G- balance and, as a matter of policy,
prohibit it from falling below $400 nillion. The State could
establish a line of <credit from the Alaska Housing Finance
Corporation or a financial institution. He acknow edged that while
it is nice to have the CBR, were it to dissipate, the State would
have ot her options available to it.

M. Corbus responded that the only problemw th Co-Chair WIken's
observation is that it does not take into consideration the
possibility that a downturn in oil prices mght occur. Speaking on
behal f of the "conservative side of the State" he "woul d prefer not
to do business that way."

Co- Chair W/I ken acknow edged; however, stated that with $30 billion
dollars in the bank, the State woul d have the ability to secure a
line of credit.

Co-Chair G een asked how other states nanage their cash flow
si tuations.

Conmi ssi oner Corbus informed that other states are also "westling
with this issue.” However, while Alaska is unique in that 80-
percent of its revenue cones fromone industry, other states, "have
a better bal ance and nore predictable revenue sources.”

Co-Chair WIlken noted that the State could |learn from how | oca
borough governnents operate in that, while they m ght borrow from
their fund bal ance, they always reinburse it.

Senat or O son recalled that when the price of oil declined in the
md 1980s, the Adm nistration quickly addressed it by devel oping
sonme very creative funding alternatives as well as sone "deep
cuts.”

Comm ssioner Corbus stated that the Departnent would develop a
report depicting howthe State funded its cash fl ow needs prior to
t he establishnment of the CBR

Co-Chair W/l ken characterized the 1980s revenue decline as a period
that was "not very pretty."”
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Senat or Bunde exclained that the actions of the State at the tine
resulted in a serious depression: a |ot of people |ost their hones
and nunerous busi nesses cl osed.

Co-Chair WIlken voiced that this subject is worthy of the
di scussion as the CBR is "our cushion.” He thanked Comm ssi oner
Cor bus and the Departnent of Revenue for the presentation.

AT EASE: 2:25 PM/ 2:38 PM
#sjr3

CS FOR SENATE JO NT RESOLUTI ON NO. 3(JUD)

Proposi ng an anmendnent to the Constitution of the State of
Al aska relating to an appropriation limt and a spending
limt.

This was the second hearing for this bill in the Senate Finance
Conmittee.

Co-Chair WI ken explained that this legislation would establish in
the State's Constitution a spending limt based on the sum of the
Anchor age Consumer Price Index (CPl) and the change in the State's
popul ation. The State's budget could exceed the spending limt were
it determined by the Governor, with concurrence of a two-thirds
vote of the Legislature, that an energency warrants it.

AT EASE: 2:40 PM/ 2:41 PM

Co-Chair Green noved to adopt the Version 23-LS0296\X commttee
substitute as the working docunent.

There being no objection, Version "X' was adopted as the working
docunent .

Senator Dyson, the bill's sponsor, apologized for the |aborious
process involved in the devel opnent of this bill. This version of
the bill was just conpleted. The Departnment of Revenue has directly

participated in the process and has conducted quality work inits
regard. He stated that the Committee's review of this commttee
substitute would lend to the devel opnent of a better bill

Co-Chair WI ken comunicated that the Committee recogni zes that the
devel opnent of this type of legislation "is no small task."

Senator Dyson commented that while a spending limt has been
incorporated in the State's Constitution since 1981, it really has
not acconplished what it was intended to do. Previous Legislators
have struggled to address this issue with no resol ve. Anmending the
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State's Constitution should be conducted in a very careful manner,
as it is one of the better Constitutions in the United States.

Senat or Dyson explained to the Coonmttee that since 1976, 31 states
have introduced legislation dealing with spending limts. This
information is included in a Legislative Research Report, Report
Nunber 03. 100, dated February 11, 2003 [copy on file]. Alaska is
unique in that it receives little income from broad-based taxes as
the majority of its income is derived fromoil royalties. One of
t he changes incorporated into Version "X' is that the base year for
the formula is specified as being two-year's prior due to the fact
that the inmedi ate year's appropriation information is inconplete
until after the year is concluded.

SFC 04 # 42, Side B 02:43 PM

Senator Dyson continued that, in addition, to specifying the
begi nni ng base year, the formula woul d be cal cul ated as the average
of that year and the two-years prior to that in order to provide a
snoot hing affect. Another factor in determning the spending limt
woul d be the nunber of people who nust be served and the change in
the cost of providing services to that population. This cost factor
could be likened to an inflation and CPl factor. He pointed out
that resulting from the fact that the population and cost of
services do not align with each other, Version "X' would determ ne
this cal cul ati on based upon 90-percent of the CPl and 75-percent of
t he popul ati on. Wile he acknow edged that this assunption m ght
not be easy to defend, what would be "easy to defend" would be the
fact that the cost of providing services does not rise in unison
with inflation. For exanple, many of the State's operations are
based on long-termcontracts and fixed prices that are not affected
by inflation. Simlarly, it could be argued that each person noving
into the state does not increase the State's cost of doing
busi ness. The exception to this mght be the young and the elderly.
He was convinced that a one-to-one relationship in these conponents
woul d not adequately portray the true affect. A spirited discussion
inregard to this percentage theory woul d be wel cone.

Senat or Dyson noted that the conmponents that woul d be exenpted from
the spending limt are identified in Section 1, subsection (c) on
page two, beginning on line ten. Language in Section 1, subsection
(d) on page two, beginning on line 22 would allow the Governor to
decl are an energency and expend noney beyond that specified in the
spending limt, provided it were to receive an affirmative vote of
at least two-thirds of the nmenbers of the Legislature. He noted
that he m ght propose an anendnent that would replace the word
"enmergency” with the words "extraordinary circunstance" as is
incorporated into the State of Connecticut's Constitution. Also,
not included in this version is language that was previously
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considered in simlar |egislation proposed by Senator Dave Donl ey,
in that the anount that could be provided in this manner coul d be
up to two percent of the budget nore, were it approved by a three-
quarter vote of the Legislature.

Senat or Dyson al so noted that this legislation would elimnate the
Constitutional mandate that one-third of the budget be designated
to support capital projects. In addition, Version "X' would require
t hat any noney above the appropriations limt be deposited into the
Constitutional Budget Reserve (CBR) fund.

LUCKY SCHULTZ, Staff to Senator Dyson, explained that currently, in
regards to the CBR, the Constitution specifies that any wi thdrawal s
from the CBR nust be repaid. The language in the Version "X'
commttee substitute specifies that any excess funding would be
deposited into the CBR regardl ess of whether any withdrawal s are
owed or not.

Senat or Dyson noted that the Departnent of Law and the Governor
Frank Murkowski Adm nistration "take exception to" |anguage in
Section 1, subsection (e) on page two, line 27. Therefore he
assuned that this | anguage would be elimnated, as the concern is
that this language would allow the Legislature to appropriate
what ever anount they desired. This woul d nmake the Governor "the bad
guy" by requiring himto elimnate itens in the budget. Renoval of
t he | anguage would require both the Governor and the Legislature to
share in the budgeting responsibility. In addition, its renova
would elimnate the Legislature's jeopardy "in the Bess Omrar
chal | enge. "

(e) If appropriations for a fiscal year exceed the anpunt
validly appropriated under this section, the governor shall
reduce expenditures by the executive branch for its operation
and adm nistration to the extent necessary to avoid spendi ng
nore than the anount validly appropriated.

Co-Chair W/I ken asked whet her the sponsor would like to entertain
an anmendnent to this effect.

Senator Dyson preferred to delay action in this regard until after
the Adm nistration has presented its testinony.

Senat or Dyson noted that Dr. Poul son, who is recogni zed as one of
the nation's forenost authorities on governnental taxation and
spending limt concepts, would now present testinony. Dr. Poul son
was instrunmental in the devel opnent of Col orado's "Taxpayers Bil
of Rights" (TABOR), which has been recognized as a national
taxati on/spending nodel. Furthernore, Dr. Poulson is "uniquely
qualified" to answer Menbers' questions on policy matters and what
concepts have or have not proven successful.
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Co-Chair W1l ken re-capped, for Dr. Poulson's benefit, that the
Commttee is conducting a weeklong focus on fiscal planning and
nmet hods through which to incorporate the State's assets in |long
term fiscal budget planning. The bill being discussed would
i npl enent a Constitutional spending limt as a method through which
to address | ong-term budgeting needs.

DR. BARRY POULSON, Tax/Spending Consultant, and Professor

University of Colorado, testified via tel econference froman of f net
site in Colorado and stated that he would share sone of the
experiences that other states have had in the devel opnent of tax
and spending limts; would discuss Colorado's TABOR anendnent;
woul d provide his recomendations for a well-designed tax and
spending limt would entail; and provide comments regardi ng SIR 3.

Dr. Poul son stated that his conclusion is that spending limts are
effective and, "if properly designed,” would positively affect
fiscal policy. Sone policies have effectively restrained the growth
of governnent, which is of particular inportance in tines of
econonmi c recession. "States that have effective tax and spending
limts have had to rely less on tax increases as a way to offset
revenue shortfalls.”™ The crucial elenment is the design of the tax
and expenditure limt (TEL): some states have poorly designed
spending limts and others have well-designed limts that have been
eroded due to Legislative action or Court interpretations of the
limt. An exanple of a poorly designed spending Iimt is one that
woul d return any fiscal year's nonetary surplus to the general fund
as it serves to negate any funding constraints in the |long run

Anot her exanple would be that special interest groups m ght
i nfluence the process and have certain funding earnmarked and
exenpted fromthe spending imt in order to benefit their cause.
Therefore, in order to effectively design a spending limt, the
requirenents are that the |anguage nust be included in the
Constitution rather than in statutory provisions; the [imt itself
must be defined in terns of the sumof population and inflation; if

surplus revenue above the |imt is generated, it should be
i mredi ately refunded to taxpayers; and TEL woul d be nost effective
when linked to other budgetary rules such as balanced budget

provi si ons and budget stabilization funds.

Dr. Poul son explained that TABOR was initially introduced in
Col orado in 1992 and was enacted in 1997. "TABOR is regarded as the
nost effective tax and spending |imt in the country,” and many

states are using it as a nodel. It has served to restrain the
growm h of governnment spending in Colorado. In the years between
1997 and 2000, the limt was net and nore than three billion

dollars was rebated or refunded to Colorado's citizens. Sone
probl ens that are being addressed include devel oping a nechani sm
through which to stabilize the budget over a business cycle.
Anot her thing that has served to erode TABOR is the legislature's
decision to rebate one year's surplus revenue the foll ow ng year.
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Unfortunately that was a year in which the State experienced a
revenue shortfall. This served to exacerbate the state's fisca

crisis. Several interest groups have al so influenced nodifications
to TABOR "in ways that way eroded its effectiveness,” as while,

currently nost of Colorado's surplus revenue is generated from
br oad- based sal es and i ncone taxes, |egislation has been introduced
that woul d provide rebates to special interest groups.

Dr. Poul son concl uded that TABOR has served to align the growth of
state governnent in Colorado with the state's econony. California,
on the other hand, "gutted" their TEL in the |late 1980s and al | owed
state governnment spending to grow in double-digit rates in the
1990s. As a result, when California experienced its recession and
revenue shortfalls, it was forced to nake "really draconian cuts”
or to borrow $20 billion dollars." Col orado has been able to "avoid
that kind of catastrophe,” and in that aspect, TABOR has been an
i nportant conponent of the state's policy.

Senat or Hof fman asked regarding Colorado's growh rate in the
1990s.

Dr. Poul son responded that the growth rate average exceeded ei ght
percent after 1992, and sone years experienced double-digit growh.

Co-Chair W1l ken asked for clarification whether that was eight
percent growth per year.

Dr. Poul son concurred that that was the average for total incone.

Dr. Poul son noted that he has been working in conjunction with the
Anerican Legislative Exchange Council to develop a nodel TEL. In
addi tion, he has worked with Senator Dyson on this legislation. The
next generation of TEL should include the following "critical”
provisions: it should be a Constitutional provision; nust be
defined on the sumof inflation and popul ati on growt h; the broader
the base utilized in determning the spending limt the better as
it would curb the ability of special interest groups to erode the
base and "carve out privileged positions" by having their spending
exenpted fromthe limt; the use of actual and historical measures
of expenditures and revenues rather than projected or estimted
anounts; and to link the TEL to both a bal anced budget provision
and a budget stabilization fund. The idea being that a portion of
any surplus revenue would be either rebated or placed in a reserve
fund. The reserve fund could be utilized to offset any revenue
shortfalls in periods of recession. "The objective is not to
restrain the gromh of government but to stabilize the budget over
t he busi ness cycle.”

Dr. Poul son opined that the conmittee substitute Version "X

enbodi es these concepts and is a good TEL. In addition, the
comm ttee substitute provides for spending above the |imt were an
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energency situation to occur. In addition, it provides that any
noney spent fromthe reserve fund nust be repaid. The goal is to
arrive at an "optinmumtradeoff between constraini ng governnment and
stabilizing the budget over the business cycle.”

Senat or Bunde, noting that he is supportive of this bill, comrented
that rather than this being a tax and spending limt bill, thisis
a spending limt bill, as the State does not have a broad general
t ax base.

Dr. Poul son responded that the bill is appropriately titled, as the
limt refers to the total anmount that could be spent as determ ned
by a formula that is tied to the previous year's appropriation

G ven Al aska's recent pattern of spending, the bill would provide a
"nore stable growth in spending and certainly constrain the growh
"as conpared to the spending that occurred in the previous decades.

Co-Chair G een asked for further information regarding the term
"rebate.”

Dr. Poul son explained that between the years 1997 and 2000,
Col orado experienced revenue above the TABOR Iimt. TABOR requires
that this surplus nust be refunded to taxpayers either in the form
of tax cuts or tax rebates. Reducing the state's incone tax rate
from five-percent to four-point-six-seven percent |owered the
amount of the surplus; the state's sales tax rate and busi ness
personal property tax rates were |owered; and a rebate in the form
of a check was sent to taxpayers based on a person's incone.
Therefore the three-point-two-five billion dollars of surplus
revenue that was refunded to taxpayers was conprised of both tax
cuts and rebates.

Co-Chair Geen asked whether Alaska's CBR would equate to the
budget stabilization fund presented in the testinony.

Dr. Poul son responded that one criticismof the Colorado TABOR is
that it does not have a true budget stabilization fund but rather
has established nunmerous funds such as a Medicaid reserve fund and
an energency reserve fund that could only be accessed in the case
of a natural disaster. Efforts are underway to establish a true
budget stabilization fund to which a portion of any surplus revenue
woul d be allocated in addition to the tax cuts and rebates.

Dr. Poul son understood that the Version "X' commttee substitute
woul d al | ocate any surplus revenue into the CBR and that any noney
removed from that fund nust be repaid. Therefore, as currently
defined, the CBR could not be used as a budget stabilization fund
when there is a period of a decrease in revenue, but would rather
requi re budget reductions to be made.

Co-Chair G een asked whether Colorado's reserve funds could be
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accessed by a sinple-ngjority.

Dr. Poul son responded that the rules of how to access noney from
the budget stabilization funds vary from state to state: sone
authorize it to be at the discretion of the |egislature and sone
have fornmulas that are triggered by various factors that would
all ocate the funds in a variety of manners.

Senat or Dyson stated that one of the criticisns of the fornul as
presented in this bill is the belief that recent spending has not
provi ded an acceptable or appropriate |evel of basic services.

Dr. Poul son responded that in 1992, the argunent in Col orado was
that the TABOR anmendnent would result in draconian reductions at
both the state and local level. In reality, that has not occurred.
An inportant provision in the Colorado TABOR anmendnent is that,
were the legislature to determne that the TEL is too low to
support services, the issue could be presented as a ballot
initiative to the people either to approve a tax increase or to
approve spendi ng above the imt. A tax increase was turned down by
the voters in 1992 and the fact that none has been approved since
is a good indicator that the public accepts the current TEL. Recent
surveys indicate that people approve of the TABOR anendnent. A
proposal to increase the spending limt was placed on the ballot in
1997 and voters, also, rejected it. Were the State to include in
this legislation, the ability to place taxation and spending limt
i ssues on a statewi de ballot, the voters could provide the answer
as to whether the limts were appropriate.

Dr. Poul son noted that Col orado's TABOR anendnent also limts |oca
government TAL. They have been nore successful in acquiring voter
approval of local taxation or spending limt increases. The snaller
the governnent, the nore likely voter approval of taxation or
spendi ng increases. In sumary, he stated that TEL "returns direct
denocracy to citizens in deciding how nuch taxes they are willing
to pay and what |evels of revenues and spending they are willing to
see at both the local and state |evel.™

Senat or Bunde understood that econom sts "generally" believe that
taxation and spending limts are "inappropriate or bad for the
econony. "

Dr. Poul son shared that one of the nation's |eading econom sts,
Ri chard Bedder of Chio State University, has conpared states that
have successful TEL prograns to states that have not inplenented
successful ones and found that the successful states are out-
performng the others. They are nore successful in terns of
attracting business and in-mgration. Therefore, the best economc
anal ysi s suggests that TEL could be "a very inportant part of your
fiscal discipline."
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Senat or Dyson originally thought that the formula should work in
reverse, in that were there a net decrease in population or
deflation it "would ratchet down the State's spending."” However, he
negated that approach as he realized that the State mght be
required to increase services in the event of a downturn. Therefore
the ratchet down factor was elim nated.

Dr. Poul son agreed that when a recession is being experienced,
providing the legislature with sufficient flexibility with which to
of fset some portion of the revenue shortfall funds fromthe rainy
day or reserve fund woul d be desirable. He stated that Col orado's
"TABOR anendnent is pretty stringent in that it does ratchet
revenue and spendi ng down" as the limt is required to be the | ower
of either the Ilimt set by inflation and population growh or
actual revenues. In recent years, the state's revenues and
expendi tures have been ratcheted down approxi mately 19-percent due
to revenue shortfalls. One of the changes being considered in
Colorado is that in tinmes of a revenue shortfall the |limt should
ei ther be suspended or renmmin constant until such a tine revenues
exceed the | evel that occurred prior to the shortfall. This would
assist in stabilizing the budget over the business cycle.

Dr. Poulson stated that the proposed |egislation contains two
provi sions, not included in the TABOR anendnent: the first being
that Al aska has a no ratchet down provision and the second being
t hat Al aska has a CBR whereas Col orado does not.

Senator Dyson noted that Version "X' contains | anguage that would
all ow for exceeding the spending imt in the case of an emnergency.
Consideration is being given to changing the |anguage to
"extraordinary circunstance” in order to expand spending in
situations in which the State should expend a |arge anount of
noney, such as in support of an Al aska gas-line. In that case, it
m ght take a few years to regain sufficient funds with which to
repay the rainy day account.

Dr. Poul son stated that Col orado approaches this in a different
manner as the TABOR anmendnent specifies that, upon voter approval,
a tax increase or an anount exceeding the spending limt could be
inplenmented in a given year. He expressed that a vote mght result
either by a citizen or legislative initiative. In one instance, an
anendnent to the constitution was adopted that specified that sone
spending for K-12 education would be exenpt from the spending
limt. Therefore, nunerous options are available to address
specific needs. The state of M chigan has established a systemin
whi ch surplus noney is deposited into a rainy day account, which
coul d be accessed to fund an energency. He preferred the Col orado
node of providing energency funding, because rather than a deci sion
bei ng nade by the Governor with support fromthe Legislature, it
woul d al so require the State's citizens' approval
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Senat or Dyson shared that the Adm nistration has suggested that a
termnation or re-ratification date be included in this
| egi sl ati on.

Dr. Poul son voi ced support for this suggestion, for, in the case of
Col orado, citizen approval has increased over tine. In addition,
| ocal governnments in the state have approved provisions that would
all ow sonme conponents of the spending limt to exceed it on a
per manent basi s.

Senat or Dyson asked whether there is any nethod through which to
prohi bit state governnent from downl oading responsibility to | ower
governments in order to allow the state governnent to spend noney
is a desired fashion

Dr. Poul son responded that Col orado and other state's TELS contain
provisions that preclude this from occurring in that, were the
state to inpose mandates that would require |ocal governnents to
i ncrease spending, the State nust provide the additional funding.
For exanpl e, when Col orado | owered its busi ness personal property
tax, the action negatively affected | ocal revenues. TABOR required

the State to "backfill that |oss of revenue" with State genera
fund revenue. This provision "has been successfully upheld in the
courts.” It is inportant that the state not shift the burden of

prograns to | ocal governnents.

Senat or Dyson countered, however, that certain prograns shoul d be
adm ni stered at the |ocal |evel.
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Senat or Dyson continued that, while some comunities could and
shoul d provide certain services, as long as the State is providing
those functions, the local entity does not assune them Police
protection is an exanple of a program that should be nanaged
l ocal ly. Therefore, mrroring the Colorado format m ght not in the
best public policy for A aska, particularly as it is a fairly young
St at e.

Dr. Poul son agreed that |ocal governnents best adm nister sone
prograns such as |aw enforcenent. He stated that nost states are in
an opposite position as the state governnent has nandated that
| ocal governnents provide certain services wthout providing
adequate funding. He would provide a nore thorough answer after
further research

Senat or Dyson agreed that the Al aska has uni que situations.
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Senat or Dyson understood that every state that has TEL has based
its formula on the sum of inflation and population growh.
Therefore, he asked Dr. Poulson's opinion of the proposal to
utilize the sum of 90-percent inflation and 75-percent popul ation
grow h as the growth of governnent and demand for services should
not be on a one-to-one ratio wth these two factors.

Dr. Poul son responded that inflation and population growh are
"stringent limts" that have "certainly constrained the growth of
governnent in states" that utilize these factors in their formula,
particularly the states of Washi ngton and Col orado. In periods of
econom c growh, a one to one TEL woul d serve to hol d gover nnent al
revenues and spending below the |evel of inconme and the private
econony; however, this mght not be true in a tinme of recession
these factors mght permit a growh of governnent in excess of
private incone. He voiced being unsure whether wutilizing a
percentage of these factors would be necessary as the one to one
formula is stringent.

Co-Chair WIlken noticed that while Colorado's fornula utilizes the
sum of 100-percent of both inflation and popul ati on, the spending
is limted to a maxi mum si x-percent i ncrease.

Dr. Poul son stated that at the tinme TABOR was being voted on by the
state's citizens, the Colorado legislature adopted a separate
general fund statutory spending limt with a maxi mum growh of six
percent. Therefore the State has a Constitutional spending limt
that is based on population and inflation and a general fund

statutory spending limt of six percent. TABOR inplenents a
Constitutional spending |limt to total revenue and spending. The
six percent statutory limt applies only to the general fund

spendi ng per year.

Co-Chair WI ken asked, therefore, how a half a billion dollars of
federal funding could be utilized were the TABOR amendnent in
effect.

Dr. Poulson clarified that federal funds and debt repaynents are
both excluded from the provisions of the TABOR formula. Wth the
exception of exenption of noney received in the formof tuition for
the University of Al aska, the other exenptions denoted in SIR 3
mrror that of TABOR

Senat or Bunde voi ced that the term"Al aska Di sconnect" is defined
as being that the State spends approximately $6,000 per each new
person in the State whereas each citizen generates approxi mately
$5,000 in income. New research conducted by the University of
Al aska indicates that each new job in the State costs the State and
| ocal governnents approximately $6,300 while it generates $5,200 in
tax and revenue. This is the Al aska Di sconnect. He voiced being
unsure whether this information supports the percentages of

SFC- 04 (18) 03/ 16/ 04



inflation and popul ati on grom h proposed in the bill

Co-Chair WIken referenced | anguage in Section 1, subsection (a)(1)
on page one, beginning on line ten that reads as foll ows.

(1) the |l esser of

A) ninety percent of the average annual percentage rate
of change in the Consuner Price Index for all urban consuners
for the Anchorage netropolitan area conpiled by a federa
agency for the second, third, and fourth calendar years
preceding the calendar year during which the immediately
precedi ng fiscal year began; or

(B) the average percentage of the change in the average
personal inconme of State residents for the second, third, and
fourth cal endar years preceding the cal endar year during which
the i nmmedi ately preceding fiscal year begins; plus

Co-Chair WIlken stated this | anguage woul d bal ance the | esser of
(A) which is the CPI against (B) which is the change in persona
i ncone. The sum would result from adding one of those two to the
75-percent of the average annual percentage rate of change in the
State population for those sane years. Therefore, he asked
regarding the connection between personal income and State
spendi ng.

Senator Dyson stated that Cheryl Frasca, the Director of Ofice of
Managenent and Budget, had suggested that rather than incorporating
an inflation factor, growth in personal incone should be
substituted. However, he decided, upon review, that the growmh in
personal incone would not increase, but would in fact decrease, the
dermand or need for governnent services.

Senat or Dyson stated that in a prior draft, the cal culation was
that the gromth in CPl could not exceed the growh in personal
income. It was his intent that the growh in personal inconme "would
be a limter rather than choosing the less of." This would have the
same result. He stated that M. Frasca's conmments would be
forthcom ng.

Co-Chair WIlken, referencing the fact that the legislation
di scounts inflation and popul ati on, asked Dr. Poul son whet her any
ot her state has done |ikew se.

Dr. Poulson replied that Washington and Colorado utilize total
inflation and popul ation growth. Qher states have incorporated the
| ess stringent limt of the rate of growh in personal incone, as a
state that is experiencing a rapid growmh in personal income could
permt a large increase in revenues and spending. He al so advi sed
that this could present the problemas experienced in Florida where
for three years there was a growh in personal inconme, which
resulted in three years of an increase in revenues and spendi ng.
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This period was then followed by a recession and a downturn in the
econony. Therefore, while revenue was declining, spending was not.
He was not supportive of this approach. Therefore the design of a
tax and spending limt is crucial. He voiced support for the
approach being presented in SIR 3.

Senat or Dyson conveyed that he was intrigued with the devel opnment
of the formula, particularly when he recalled the econom c expanse
and decline experienced in the State in the 1980s. He would not
support the inflation portion of the formula driving the limt.

Co-Chair WI ken voi ced appreciation for Dr. Poul son's presentation.

CHERYL FRASCA, Director, Ofice of Managenent and Budget, voiced
that Governor Frank Miurkowski is supportive of a Constitutiona
spending limt. It is difficult to conpare Al aska to other states
as they have nore revenues generated by taxation. Another chall enge
is the expectation "that revenues would automatically increase to
the | evel approved in the spending limt." This "is not always the
case." As referenced by Dr. Poul son, when a list of exenptions is
devel oped, there is a tendency to categorize under those categories
and thereby, increase the nunber of exenptions. In addition, there
is a tendency to exclude funds for special interest groups. O her
than the exenption of tuition for the University of Al aska, the
Version "X' conmttee substitute does not |ist specific exenptions.
Sone elenents that should be considered as additions to the
exenption list would be Trust funds, the inflation proofing of the
Per manent Fund, and dedi cated fund sources.

Ms. Frasca echoed Senator Dyson's coments regarding the
Adm ni stration's concern about |anguage in Section 1, subsection
(e) on page two, lines 27 through 30 that would require the
Governor to singly nake reductions to prograns rather than that
bei ng conducted by both the Governor and the Legislature.

Ms. Frasca spoke in favor of the re-ratification |anguage in the
bill. She also voiced that an area of concern in the current
Constitutional spending limt |anguage is that each year it is
ratcheted up dependent on the prior year's Iimt rather than being
based on actual expenditures. Therefore, consideration should be
given "to making the limt realistic" by basing the Iimt on the
actual appropriations.

Senator Dyson agreed that this is the problem with the current
Constitutional spending limt. It "accelerates toward infinity." In
contrast, the SIJR 3 proposal is based on the average of the prior
three years' appropriations in conbination with population and
inflation percentages. Were it strictly based on, for exanple, a
t wo- percent population and inflation increase, the growth rate
woul d equate to four-percent. He agreed that careful consideration
to the formula nust occur.
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Ms. Frasca reiterated that even though the [imt m ght be increased
five-percent, "the reality is we may only have a one-percent
increase in our budget and so the idea is that the next year's
limt would be based on that one-percent increase not the five-
percent." She stressed that this process should be clearly
under st ood.

Ms. Frasca stated that in its approach to devel oping the factors
that would influence a spending limt, the Admnistration had
considered a fifty-percent change in the rate of personal incone
grom h as the theory was that were individual Al askans doi ng wel |
in terns of the econony then the State should be able to spend a
little mnore. Upon consideration, the Admnistration accepted
Senator Dyson's argunent that in tinmes of a recession, there could
be an increase of State program assistance as people's incones
reduce. In sunmary, the approach taken by the Adm nistration as
conpared to that taken by Senator Dyson is very simlar in terns of
the outcome, and that population and inflation factors are
accept abl e.

Co-Chair WI ken nmentioned that in a nmenorandum [ copy not provi ded]
he had received from M. Frasca, it was nentioned that a drafting
error has been identified in the bill

Ms. Frasca responded that the error in question was in the Version
"B" committee substitute and has since been corrected. She noted
that the only other Adm nistration suggestion would be that further
consideration be given to providing flexibility in the process of
exceeding the limt. She noted that this State, unlike Col orado,
does not provide its citizens the ability to vote on
appropriations. She also noted that the Minicipality of Anchorage
has a limt on the annual percentage increase that could be |evied
on all taxes so that its spending is limted to its revenue
sources. Colorado has two |imts; one as mandated by TABOR and the
spending limt as reflected in regulation. It should be noted that
in both Anchorage and Fairbanks, when a bond proposal is approved,
t he anobunt of funding needed for maintenance of the project would
be exenpt fromthe limt.

Co- Chair Green asked about | anguage in Section 1, subsection (d),
begi nning on page two, line 22.

(d) An appropriation that exceeds the appropriation |imt
under this section nmay be nade for any public purpose
identified by the Governor in a declaration of energency upon
affirmative vote of at |east two-thirds of the nenbers of each
house of the |egislature. Appropriations under this subsection
my be made only for a fiscal year identified in the
decl arati on of energency.
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Co-Chair Geen noted that this |anguage m ght be a conflict with
existing statute and suggested that this section be reviewed by the
Department of MIlitary and Veterans Affairs and the Departnent of
Law.

Ms. Frasca asked for confirmation that the conflict would be in
regard to the process through which the Governor woul d declare an
ener gency.

Co-Chair Geen affirnmed and stated that another concern would be in
regards to how an energency woul d be financed.

Senat or Dyson asked the Administration to review this |anguage as
it mght pertain to the State undertaking a huge buil di ng project
such as a gas pipeline or a road and the efforts that would be
requi red in advance of that endeavor.

Ms. Frasca concurred.

Co-Chair WI ken asked how this | anguage woul d effect action in the
case of an energency such as a mmj or earthquake.

Ms Frasca stated that currently the process through which the costs
of responding to an energency such as an earthquake is conducted in
via a ratification process, "after the fact.” The only difference
is that the two-thirds vote of the Legislature, as specified in
this legislation were the situation to exceed the spending limt,
is not currently required.

Co-Chair W1 ken understood that this legislation would require
sonething akin to "a super supplenental” to be ratified by a two-
thirds vote of the Legislature.

Ms. Frasca confirned.

Co-Chair WIlken stated that the issues brought forward by the
Adm ni strati on woul d be consi der ed.

Senat or Dyson stated that he "is encouraged” by the progress of
this | egislation.

Co-Chair WIlken noted that Senator Bert Stedman has devel oped a
"sensitivity analysis" [copy not provided] and noted that a change
in variables does affect funding.

Senat or Dyson appreci ated Senator Stednman's professional input. In
addition, he shared that comments fromthe oil industry indicate a
desire that the State strive to develop a stable financial
environment. He stated that this and other industries should be
encouraged that, were the State to experience a new econom ¢ boom
the State's spending would not be extreme. Echoing Dr. Poul son's
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comments, he stated that those states that have effective spending
limts have been exceeding the average national growt h.

Co-Chair Wl ken ordered the bill HELD in Comm tt ee.

#
ADJ QURNIVENT

Co-Chair Gary WI ken adjourned the neeting at 04:02 PM
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