M NUTES
SENATE FI NANCE COWM TTEE
March 18, 2004
9: 06 AM

TAPES

SFC-04 # 48, Side A
SFC 04 # 48, Side B
SFC 04 # 49, Side A

CALL TO ORDER

Co-Chair Gary WI ken convened the nmeeting at approxinmately 9:06 AM
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 Fred Dyson

Senat or Donny O son

Senator Ben Stevens

Al so Attendi ng: SENATOR JOHN CONDERY, SENATOR BERT STEDVAN, SENATCOR
GARY STEVENS, SENATOR TOM WAGONER, SENATOR RALPH SEEKI NS, SENATOR
HOLLI S FRENCH, D.H (DAN) CUDDY, President, First National Bank
Al aska; NEIL FRIED, Econom st, Departnent of Labor and Workforce
Devel opnent; CHRIS M LLER, Chief, Research & Analysis, Division of
Adm nistrative Services, Departnent of Labor and Workforce
Devel opnent; LUCKY SCHULTZ, Staff to Senator Fred Dyson; CHERYL
FRASCA, Director, Ofice of Managenent and Budget, Ofice of the
Gover nor

Attending via Teleconference: There were no teleconference
att endees.

SUMVARY | NFORMATI ON

Conf erence of Al askans Resol utions
The Comm ttee heard presentations from Dan Cuddy, President, First

Nati onal Bank Al aska and fromthe Departnent of Labor and Wrkf orce
Devel opnent

SFC- 04 (1) 03/ 18/ 04



SJR 3- CONST AM  APPROPRI ATI ON SPENDI NG LIM T

The Commttee heard fromthe sponsor and the O fice of Managenent
and Budget. A conmittee substitute was adopted and the bill was
held in Commttee.

#

Conf erence of Al askans Resol uti ons

Co-Chair WIlken noted that the Conmttee would be hearing
presentations from M. Dan Cuddy, President, First National Bank
Al aska and fromM. Neil Fried, an econom st fromthe Departnent of
Labor and Wor kforce Devel opnent.

Senat or Bunde referenced information in a March 17, 2004 letter
[copy on file] that Conmittee nenbers received fromBill Corbus,
Comm ssioner of the Departnent of Revenue. It is interesting to
note that when equating previous State budgets to today's dollars,
there is a significant difference. One exanple is that Governor
Bill Sheffield s proposed $2,719,000 FY 87 budget would equate to
$7, 200, 000, 000 today when adjusted for population growth and
inflation.

Co-Chair WIlken noted that the two anendnents [copies on file] to
the State Constitution that were suggested by M. Roger Crenp
during his March 17, 2004 testinony have been provided to Menbers.

D.H (DAN) CUDDY, President, First National Bank Al aska read his
presentation as foll ows.

Payi ng the Cost of Al aska State Governnent

Thank you for allowing ne to cone before you today.

The State of Alaska is not presently facing a fiscal crisis.
Resources are presently available to pay the cost of State
Governnent. Thanks to the higher price for oil, state royalty
inconme is much higher than expected; and, thanks to the w sdom
of the legislature in nmaking judicious wuse of the
Constitutional Budget Reserve, there are anple reserves in
addi9ion to royalties to pay the current expense of State
Governnent. Add to that the inconme of the Permanent Fund and
the State of Al aska has nore than anple resources to pay for
any proposed version of the next State Budget. However, that
doesn't solve the current problem which is UNCERTAI NTY.
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UNCERTAI NTY NOWis surely contributing to what will becone far
nore than a "Fiscal Gap" in the future; what will becone a
true crisis of major proportions, if the |egislature does not
do sonething to avoid it now There is uncertainty now in
financial markets about Al aska's future. There is uncertainty
now anmong oil producers who contribute the bulk of State
Revenue in the form of royalties. The same can be said of
ot her resource extraction enterprises. And there's uncertainty
anong your constituents about the econom c future of Al aska,
in light of the potential for seemngly unlimted governnental
spendi ng.

At present the bond rating of the State of Alaska renmains
relatively stable. The financial narkets look to the
Constitutional Budget Reserve and the Permanent Fund as
security for paynment of the cost of State Governnent,
i ncl udi ng bonded i ndebtedness. The decision of the markets
about Al aska's credit worthiness will change quickly, and for
the worse, if the Budget Reserve is further depleted, or you
show rel uctance to resort to inconme fromthe Permanent Fund to
pay part of the anticipated cost of State Governnment - worse
yet if the State of Al aska does sonething permanently to nmake
Per manent Fund income unavail able to pay part of the cost of
State CGovernnment when its needed.

Deterioration of the State's bond rating will of course
i ncrease the expense of bonded indebtedness - the cost of
funding State CGovernnent. What nakes nmatters worse is that
that rating wll be deteriorating at the sane tine that
interest rates generally are increasing. | can't tell you
specifically how nuch interest rates will increase in the next
few years, or precisely when they will start to go up. But
everyone with any know edge about current national economc
circunmstances will confirmto you that interest rates will be

on the rise (they can't go any lower) and soon. If not at the
conclusion of national elections, then certainly as the
national trade deficit increases and the value of the dollar
declines against all major currencies. The inpact on the cost
of funding state government will be doubly bad unless you act
to bring certainty to Alaska's fiscal situation now That
i ncludes both the source of State inconme for appropriation

and the cost of State CGovernnent.

Tal k now of a change in the State tax |aws affecting oil and
gas producers in the State is causing themto rethink their
strategy in Alaska. | assure you that changes in current tax
| aws affecting oil producers will cause themto spend their
resources for oil and gas production el sewhere. Al at a tine
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when Al aska can |least afford any further decline in oil and
gas revenue. Drive a harder bargain in connection with future
oil and gas developnent, if you think it prudent. That w |
all ow the producers to plan devel opnent. Changing what is, in
effect, a bargain that already exists will cause them to
abandon devel opnment in Alaska. The sane can be said for
mners. Whether it be oil and gas or other mneral extraction,
devel opnment and return on investnent, involves a long-term
process. One that will not go forward unless variables are
reduced to a minimum |f producers cannot count on a stable
tax structure for the life of an oil field, or a mne, they
won't begin to develop it in the first place. By changing
Al aska's current bargain with the producers, you wll
j eopardi ze prospects of further devel opnent and jeopardi ze
revenue that will be critical to the State of Alaska in the
future

There is just as nmuch uncertai nty anong your constituents. As
long as there is no stated strategy for funding State
government and no plan for Ilimting State governnent
expenditures, there wll be no potential for economc
devel opnent in the State of Alaska. And as long as there is a
common perception that there is no potential for economc
devel opnment in the State of Alaska, the State will encounter
the sanme cycle of boons and busts, and the sane transient
popul ati on that has been the constant in Al aska throughout the
history of the State. There will be no econom c devel opnent or
growt h of business in Al aska able to sustain the anticipated
i ncreased cost of State Governnent as long as there is the
threat of broad based taxes in an unspecified anmount. And
there will be an imedi ate demand by your constituents for
distribution of all of the inconme of the Permanent Fund as
long as there is no articulated strategy for funding State
Governnment, and even nore so, as long as there is no potenti al
check on State CGovernnent spendi ng.

|"msure it occurs to you. There is no recorded success of any
governnment fostering econom c devel opnent by instituting or
i ncreasing an inconme tax or sales tax. And further economc
devel opnment is what this state needs to establish a stable
source of incone to pay the cost of State Governnent.

Just putting an end to uncertainty now about the extent and
nmeans of paying for State CGovernnment wll be a valuable
contribution to the State of Alaska. | warrant to you that it
wi Il reduce the cost of borrowing to pay for State governnent,
and foster econom c developnent in the State - certainty in
connection with resource extraction. It will also create a
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nore favorable climate for small business. And that wll
attract and keep industrious people in the State and encourage
our children and their children to live and work here as well .

But |ike everyone else, | think you can do better than just
bring about certainty. | have my own suggestions for a
strategy. Alot of it is based on history, and thankfully I
have a lot of history in this State. | know because | was

here. The Permanent Fund was created so that there would be a
source of revenue to pay a portion of the cost of State
government, when revenues fromoil production declined. No not
the principal portion of the fund, the inconme fromthe fund.
Li kew se, | know, because | was here, that the dividend
program was instituted when there was seemngly no effort
what soever to limt governnent spending. Since fol ks thought
that the only thing that could |limt State governnent spending
was a limt on avail able revenue for appropriation, the idea
to pay a portion of the incone of the Permanent Fund directly
to Alaska residents was born. By that neans at |east, sone
limt on governnment spending could be inposed.

You can still achieve all of those objectives. By judiciously
avoiding appropriation of Permanent Fund earnings and
inflation proofing the Fund, you have provided a stable source
of incone to pay a portion of the cost of State governnent and
pay a dividend to citizens of Al aska as well.

The Trustees and staff of the Permanent Fund have done their
job as well. By judiciously investing the principal and a
portion of the annual incone of the fund there is now a source
of State Revenue and dividends as well.

The Percent of Market Value approach to nmanagenent of
Per manent Fund earni ngs should be adopted. It has been the
successful neans of managi ng many ot her endownrents, and there
is every reason to believe that it wll be an equally
successful neans of nmanagi ng the Permanent Fund. Wat's even
nore inportant is that it increases the certainty of revenue
avail able to pay a portion of the cost of State Governnent and
a Permanent Fund dividend. W have seen the potential dramatic
ef fect avail abl e revenue of the current approach to nmanagenent
of the fund. Distributions based on realized earnings are
always a function of the vagaries of the market and the
notions of current investnment managers. The POW approach
evens out those variables over a rolling ten-year period that
| ends predictability to avail able revenue and the degree of
certainty that financial markets demand, if there is to be
stability in the cost of funding state governnent.
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How that income is divided between State Governnment and
residents should be left to the legislature to decide. The
State's legislature should have the opportunity to determ ne
the use of all available State income as well as state
spending .The legislature can maintain that control if it
adopts a plan for division of the earnings of the pernmanent
fund and limting State spending. An articulated plan to limt
budget increases according to identifiable indexes will go a

long way to quell uncertainty anong dividend recipients.
Assum ng a POW approach to managenent of the Pernmanent Fund,
and a plan for limting budget increases according to an
i ndex, permanent fund recipients wll have sone degree of
certainty not only that a dividend will be paid, but also the
anount of the dividend paynent they can expect fromtine to
time.

One additional benefit of bringing about a greater degree of
certainty now in respect of fiscal matters is that it wll
give the legislature tine to deal with a far greater problem
that will appear in the future. That problemis the unfunded
liability for pension and welfare benefits that will be owed
to State and Minici pal enployees in the next ten years.

In ny view there is a deficit now in available resources to
pay those obligations. My prediction is the liability wll
grow worse if the matter is left untreated. | expect there
will soon be nore retired governnment enployees entitled to
benefits than working governnent enpl oyees.

Once again | thank you for the opportunity to express ny views
at this tine.

Senat or Dyson voi ced appreciation for M. Cuddy's wi sdomas well as
his famly's contributions to the State. He asked for further
details regarding how a spending limt would encourage investnent
in the State.

M . Cuddy responded that the current budget shortfall, increased
spendi ng, discussions regarding inplenenting an i ncone tax and/or a
sales tax, and the possible "raiding of the Permanent Fund" have
caused people and businesses to be concerned about the financial
condition of the State. Allowing the Legislature to allocate the
earnings fromthe Permanent Fund to support State government woul d
address this uncertainty.

Senat or Dyson countered, however, that individuals and busi nesses
coul d assune that the Legislature would increase State spendi ng and
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then be required to inplenent such things as business taxes to
suppl ement the Permanent Fund noney. This would be a deterrent to
future business investnents in the State.

M. Cuddy responded that he is correct. This is the uncertainty of
whi ch he speaks.

Senat or Dyson understood the testinony to be that the Permanent
Fund was established as a mnechanism wth which to restrain
gover nnment spendi ng.

M. CQuddy responded that the Permanent Fund program was established
as a result of this concern, for, were sone of the nobney re-
directed in that manner, the Legislative could not spend it.

Co-Chair WI ken thanked M. Cuddy for his presentation.

Al aska's Econony-
The 1980s And Now

Nl EL FRIED, Econom st, Departnent of Labor and Workforce
Devel opnent, presented a slideshow, titled "Al aska's Econony - The
1980s And Now' [copy on file].

M. Fried referred the Conmttee to the slide titled, "Alaska is in
its 16th year of Uninterrupted G owth-the Longest Run in Qur
Hi story,"” which indicates that other than the approximate three-
year "econom c bust" that began in 1986, the State's econony has
steadily clinbed. The State has just conpleted its sixteenth year
of uninterrupted econom c, or enploynent, growth. The next slide,
"Since 1985 Alaska's Rate of Gowh has Slowed,"” reflects the fact
that the past sixteen years have experienced nore steady growh
than had occurred in previous decades. The average growth for the
periods 1960-1970, 1970-1980, and 1980-1985 was a "pretty
I npressive" six percent. A two-percent per year growh rate has
occurred since 1990. "W are in a different environment now. "

M. Fried stated that in the 1980's real estate was a mmjor issue,
as it had a trenendous run-up, and then in 1986, a dramatic decline
as the econony fell. This is depicted in the graph titled
"Residential Housing Activity in Anchorage.” In 1983, nore than
9,000 residential building permts were issued in Anchorage. This
is nore than the last five years of building permts conbined. The
next graph, titled "Fairbanks Does Not Look Mich Different”
reflects the fact that a simlar trend occurred in Fairbanks. O her
comunities in the Railbelt area depict simlar scenarios.

M. Fried stated that the graph titled "AHFC Foreclosures
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Statewi de" reflects what happened in the housing market as the
nunber of foreclosures clinbed in 1986 and peaked in 1988. The
average price of condom niunms peaked at $100,000 in 1995 then fell
to approxi mately $34,000 in 1987 and 1988.

M. Fried stated that in addition to the decline in the housing
mar ket, the overall econony of the State declined after 1985. As
reflected in the graph titled, "The Boom and Bust Years," the State
| ost 20, 000 j obs between 1985 and 1987. The biggest loss the State
has experienced since records began at Statehood. In the m d-1990s,
the econony re-obtained the enploynent |evels of 1985. The chart
titled "Job Gains and Losses" reflects the enploynent |osses. Fifty
percent of the jobs lost were in the construction industry, as
reflected in the chart titled, "Were the Jobs Wre Lost in the
1980s Crash". There are fewer people enployed today in construction
than there were in the 1980s. In addition, the retail
finance/insurance/real estate industries |ost a substantial nunber
of | obs.

M. Fried stated that the graph titled, "Construction G owth has
been Very Difference During the Past Decade", reflects the fact
that the construction industry is playing a different role today
than it did in the 1980s as it "is nobre accomvobdating” to the
State's growth, and as a result, it does not have as severe an
inpact on the State's econony as it did in the 1980s. In 1983
construction enpl oynent grew by 30-percent, now a grow h | evel of
four or five percent is "pretty inpressive."

M. Fried stated that the graph titled, "Lots of Mgration in the
1980s, Miuch Less Over the Past Decade" mirrors the Construction
Gowmh chart. This chart depicts the net mgration of people
| eaving and entering the State. The early 1980s reflects the
strongest influx of population. A popul ation outflow occurred from
1986 through 1989. The past few years reflect a small net increase
in population, with an overall growth in the last ten to 15 years
of about one-percent.

M. Fried stated that the chart titled, "Population Gowth During
the Past Decade Slowed Considerably" reflects the State's
popul ati on growth according to the ten-year census. He noted that
it was not until the 1990-2000 decade that Al aska's grow h aligned
wi th national statistics.

M. Fried stated that in addition to the econonm c changes the State
has experienced, the chart titled, "Al askans are CGetting O der,"
reflects how the State's population would look in the future. In
1980, the nedian age was 26, neaning that half of the popul ation
wer e younger than 26 and half were older. The State's citizens are
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aging and Al aska's nedian age now is getting closer to the national
aver age.

M. Fried also noted that the chart titled, "Al aska's Popul ation
has Becone Mich Less Footl oose" reflects the fact that while still
being a transient population in conparison to the rest of the
country, the nunber of those residents who have lived in the State
| onger than five years is increasing. There are far nore nulti-
generational famlies. This would affect how the State's popul ati on
m ght react to a | arge econom c event.

M. Fried concluded his presentation.

Senat or Bunde recall ed a previous Departnent of Labor and Wrkforce
Devel opnment denographic analysis that had predicted that, in the
year 2015, the vast majority of Al askans woul d be over age 65 and
under age five. "The producers,” those between the ages of 30 and
50, would conprise the smallest portion of the population. He
worried that this mght result in "an inverted pyramd of incone
producers. "

M. Fried responded that the largest growing segnment of the
popul ation is those over the age of 65. The "dependency ratio,"
whi ch consists of those over 65 and children, is "definitely
increasing."” He noted that a new popul ati on overvi ew was recently
conpl et ed.

Senat or Bunde asked that that new forecast be provided, as its
information is an inportant factor in Legislative actions;
particularly in regards to revenues and taxes, specifically
consi derations regardi ng an i ncone tax.

M. Fried clarified that while these segnents are rapidly grow ng,
they would continue to be a small percent of the overal
popul ati on.

Senat or Bunde understood, from Departnent data, that approxi mately
90- percent of the wages earned in the State are earned by resident
Al askans. There are those citizens who belief that non-resident
wor kers should be contributing nore to the State and therefore
favor the inplenentation of an incone tax. However, he noted that
non-resi dent workers earn | ess than is perceived, with an average
of approximately $13, 000 annually.

M. Fried agreed that the non-resident annual wage is considerably
| ess than that earned by resident workers.

Senator Bunde reiterated that the new data woul d be val uabl e.
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Co-Chair WIlken requested that this information, to include the
percent age of out-of-state worker and their earnings, be provided.

Senat or Dyson asked whether the average wage of the non-resident
wor ker has significantly declined.

M. Fried suspected that, with inflation adjustnments, they have
fall en. Wages overall have decli ned.

Senat or Dyson asked whet her the denographic trends projected in the
Department of Labor and Workforce Devel opnent presentation would
conti nue.

M. Fried commented that the denographic trends would continue
unl ess sonething every dramatic, such as a huge econom ¢ boom or
i nflux of young people, occurred. However were an econom c boomto
occur, its inmpact would not have as significant an inpact on the
econony as the State's econony has gotten |larger. Econom c growth
is less predictable than predicting denographic trends. However, it
could be assunmed that the State would continue its 16 years of
noder at e grow h.

Senat or Dyson asked whether the Departnment tracks State gross
productivity.

M. Fried stated that this is one of the economc indicators
utilized by the Departnent. The price and production of oil has a
tremendous inpact, however, he warned that this should not be
viewed as the lone indicator, as it would appear to indicate that
the State's econony has not grown at all.

Senat or Dyson asked the Departnent to develop a graph depicting
gross State productivity, to include an oil price/productivity
conponent .

CHRIS MLLER Chi ef, Research & Anal ysis, D vision  of
Adm ni strative Services, Departnent of Labor and Wrkforce
Devel opnent, reaffirmed that the State's current denographic trends
mrror the rest of county in that the Baby Booners are aging. The
next denographic group, referred to as "CGeneration X', is a much
smaller group. This group is followed by "the Boomets."” These
smal | er groups of people would be a workforce issue, as there would
be fewer workers in the transition from the Baby Booners to the
Booml et wor kf or ce.

Co- Chair Green asked whet her the denobgraphic data could be used as
a school enrollnent predictor, in that the nunber of students would
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reduce over tinme as the popul ation ages. This would assist in new
school planning and district forecasting.

M. MIller affirmed that close watch of these "age cohorts” would
be required. Wile the nunber of children is growing, it is a
smal | er nunber than experienced in the previous generation.

Senator O son asked for further information regardi ng non-resident
wor kers, as he understood that the majority of these people are
part-tine/seasonal enpl oyees.

M. MIller commented that the average wage for a year-round,
"entire econony" worker is in the md $30,000 salary range, while,
seasonal /part-time workers average in the md $20, 000 range.

Senat or O son asked what the year-round non-resident salary would
be were part-time and seasonal workers renoved fromthe equation

M. Fried responded that that information would be provided.

M. MIller noted that the factors in this would be that different
i ndustries conpensate their enployees at different rates: the oi
and construction industry conpensate their seasonal enployees at a
hi gher rate than, for instance, the fishing industry's seasonal
enpl oyees.

M. Fried interjected that the service industry, such as tourism
al so has a | owend wage.

Senator (Oson stated that this is the reason that part-
ti me/ seasonal enploynent shoul d be excluded fromthe cal cul ation

Senator Hoffrman asked regarding the trend in famly size in the
nost recent decades.

M. Fried responded that famly size has |lowered slightly and that
as the population has aged, there are nore famlies wthout
children. Fertility has also |lowered and |l eveled off with the aging
popul ati on.

Senator Hoffrman inquired as to how this conpares to the nationa
aver age.

M. Fried responded that Al aska continues to be nore fertile than
t he national average, and that Al askan fam |y size continues to be
| arger than the national average househol d si ze.

Co-Chair Green noted that future projections are a consideration in
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the State budgeting process.

SFC 04 # 48, Side B 09:53 AM

Co-Chair Geen asked whether the Departnment, in naking its
proj ections, reviews or incorporates other indicators that m ght
influence the price of oil, as the State has a fairly poor track
record in regards to forecasts verses the actual. "Wiile it is the
nature of the beast,” is there any nechanism through which oi
projections could be nore accurate as this is the primry
projection utilized in determning the State budget.

M. Fried replied that enploynent and popul ati on data would be a
better indicator of what is happening in the State's econony.
However, he was unsure how these could be utilized to support
budget deci sions.

Co-Chair Green asked whether a forrmula could be devel oped that
could factor in this data, as it historically has remained reliable
and st eady.

M. MIller responded that popul ation and |abor force trends "react
nore slowy than other international econom c events which are out
of our control and unfortunately” could have a very significant
economc inpact on the value of State resources. Wile the
Department could provide fairly accurate popul ati on and wor kf orce
trends, the value of products such as oil are oftentines
unpr edi ct abl e.

SENATOR TOM WAGONER asked whet her an overlay could be applied to
the "Gowh in Jobs" chart that could depict the trend, average
nunber of jobs, and inconme that is experienced due to the influx of
box stores that have |ower paying jobs wthout benefits. These
types of jobs place another form of pressure on the governnent to
provi de servi ces.

M. Fried responded that this information is included in a graph
[ copy not provided] that conpares the State's average annual wage
to the national average. In 1995, the State's wages were 28-percent
above the national average. Today, the State's wages are conparabl e
to the national average. He noted that the cost of living has al so
decreased. This is a significant trend and has a definite affect on
the State's econony.

Senat or Wagoner stated that while job growh is inportant, the
types of those jobs is also inportant, as it could indicate
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i ncreased costs to the governnent. He asked that a copy of that
chart be provided.

M. Fried stated that the chart woul d be provided.

SENATOR BERT STEDVAN asked for an expl anation regardi ng how fishing
industry wages are factored into the economc trends, as
oftentinmes, the industry's wages are not included in wage anal ysis
due to the conplexity of the associated cal culations. He stated
that this industry has a huge inpact on the State.

M. MIller affirmed that, while the fish harvesting industry has a
significant part in the State's econony, by definition, it is
considered a non-agricultural industry, and as such, is not
included in the routine data collection the Departnent conducts
with the US Bureau of Labor & Statistics. However, the Departnent
is working with the Departnment of Fish and Gane to develop a
process whereby estinmates could be nmade in regards to the
harvesting sector. This is an ongoi ng process. The Departnent of
Fish and Gane does have revenue reports.

Senat or Stedman asked whether a rough calculation reflecting the
i ndustry's percent of the econony could be devel oped.

M. MIller stated that this could be possible.

Senat or St edman asked how the recent downturn in fish prices m ght
affect recent year's incone data.

M. MIler responded that declining fish prices is a trend that has
resulted in sone people | eaving the industry.

M. Fried stated that the Departnent recently developed a
popul ation trend overview that indicates that population out-
m grations are occurring in areas that historically have supported
the fishing industry.

Senat or Bunde asked whether information regarding the net return of
the fishing industry to the State is avail abl e.

M. MIller expressed that the Departnent of Revenue could best
provi de that answer.

Senat or Hof f man asked whether a job growh chart coul d be devel oped
that would reflect the growh of State governnent enpl oyees.

M. Fried replied in the affirmative.

SFC- 04 (13) 03/ 18/ 04



Senat or Dyson asked that such a chart also depict federal and
muni ci pal enployee growh. He asked that the federal workforce
chart include mlitary enpl oyees.

Senat or Bunde additionally requested that these charts reflect the
trend from 1980 to the present.

Co-Chair W1 ken voiced appreciation for the manner in which M.
Fried conducts his presentations.

Senat or Dyson asked whether there is validity to the "Laughfer
Curve" theory.

M. Fried responded that this theory is difficult to apply to
Al aska as it consists of |arge econom c theories.

Senat or Dyson asked whether it mght be applicable in the future
were the State to inplenment a variety of taxation nethodol ogies to
I ncrease revenue.
M. Fried was uncertain.
Co-Chair WIlken stated that this concludes the presentation.
#sjr3

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

Proposi ng an anmendnent to the Constitution of the State of

Alaska relating to an appropriation limt and a spending
limt.

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

Co-Chair WIlken informed that Version 23-LS0296\B and its
acconpanyi ng Sectional Analysis is before the Commttee.

AT EASE 10: 07 AM/ 10: 07 AM
Co-Chair G een noved to adopt Version "B' as the working docunent.

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

Senat or Dyson, the bill's sponsor, highlighted the changes in the

commttee substitute to include: in Section 16, page one, lines
nine and ten, the elimnation of the fractions in the cal cul ati ons
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pertaining to population and inflation factors; the addition of
| anguage in Subsection 1(c), on page two, |lines nine through 22
that would exenpt all Permanent Fund appropriations including
inflation proofing, as well as other dedicated funds and Trust
Funds; the addition of |anguage to Subsection 1(a)(1l), on page one,
lines ten through 16 that would limt the inflation factor to not
exceed the per capita incone for Al askans; and the expansion of the
"extraordi nary circunstance" definition in Subsection 1(d), on page
two, lines 23 through 29. In addition, a section of the bill was
del eted "that gave the Governor the responsibility of cutting back
the budget if the Legislature had, in ny view, acted irresponsibly"
and had submitted a high budget. Renoval of this |anguage woul d
revert the |language to what currently exists in State | aw.

Senator Dyson noted that other issues have been raised to which
further | anguage adjustnments m ght apply.

Senat or Hof fman comented that, in previous testinony, it was
menti oned that appropriations nmade in the prior two years woul d be
a factor. He asked the location of this |anguage.

Senat or Dyson clarified that either he had m sspoken or the issue
was confused in translation. In actuality, the tinmeframe is three
years.

Senator Hoffrman agreed that, while a three-year average was
di scussed, reference to a prior two-year tinmeframe was di scussed.

Senat or Dyson noted that confusion arises in respect to the fact
that the prior year is not included in the calculation. The two-
years, three-years, and four-years previous to that are used to
obtain the average. The reason for this is that the data for the
i mredi ate prior year is inconplete. This language is located in
Section 1, Subsection 16 on page one, |line 12 of Version "B".

Senat or Hof f man asked that consideration be given to including in
the calculation the nbst recent ten-year's consuner price index
(CPlI) and its conmparison to the budget for the last ten years. This
woul d provide an analysis of how the current systemis follow ng
the CPlI; specifically whether it would be |arger or smaller were
t he proposed cal cul ati ons i nposed.

LUCKY SCHULTZ, Staff to Senator Fred Dyson, infornmed that this
information is available for the years since 1997. Information
prior to that is difficult to incorporate due to different
categories of expenses and appropriations. This information is
depicted on a handout, prepared by the D vision of Legislative
Finance, titled "Draft - Spending Limt Proposals" [copy on file]
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that depicts three charts.

Senator Hof fman, noting the nultitude of changes that the proposa
has under gone, asked whether the information depicted on the charts
woul d continue to apply.

Senator Dyson stated that this would be clarified.

Senat or Bunde referenced an earlier discussion in which it was
stated that, were a spending limt previously inplenented, the
excess funds could have been allocated to the Permanent Fund. This
woul d have served to nmake it substantially l|arger. He asked that a
graph be provided to reflect that scenario.

Senat or Dyson responded that a graph could be devel oped.

CHERYL FRASCA, Director, Ofice of Managenent and Budget, Ofice of
the Governor, comented that the bill's progress has been
substantial and has evol ved into a workabl e franework. As nentioned
by Senator Dyson, some changes, including those suggested by Co-
Chair Green, would continue to be discussed.

Senat or Hof f man asked whether further discussion has occurred in
regard to establishing a termnation date or a review at sone
future time.

Senator Dyson stated that, as specified in Section 3(b) on page
three, line 14, this proposal would be placed on the Statew de
ball ot four-years after its initial adoption. This would force the
Legi slature to review the outcone of the proposal, as to whether it
had becone "an unbearable restraint” or assisted the effort to
which it was intended.

Ms. Frasca pointed out that Section 1, subsection (c) on page two,
begi nning on Iine nine, specifies the variety of itens that m ght
be exenpt fromthe spending limt. Language in subsection (3) of
that section would allow the exenption of such things as noney from
donations, gifts, or grants to the State for purposes specified by
the terns of those donations, gifts, or grants. This |anguage woul d
provi de the various departnments the ability to receive and expend
those nonies without affecting their regul ar budgetary process by
"di splacing other spending."” She noted that this |anguage would
address one of Co-Chair Green's concerns.

Ms. Frasca also noted that, as specified in Section 3, on page
three, line 13, the original proposition | anguage woul d be pl aced
on the Statewide ballot every four-years. This would allow the
Legi slators to propose changes as deened necessary.
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Senat or Hoffman voiced concern that utilization of the average
annual percentage rate of change in the Anchorage netropolitan area
consuner price index (CPl), as specified in Section 1(1) on page
one, line ten and eleven would not be "a true index of the
inflation rate" for the balance of the State, as Anchorage's
nunbers "are always lower"” than those of Rural areas. He also
voi ced concern regarding | anguage on lines 13 through 15 of that
section that indicates that the rate nust not "exceed the average
percentage of the change in the average personal incone.” This
would, in effect, "tie the rate of increase to how successful the
bargaining units are in the State of Alaska," as average incones
are affected by those negotiations. Tying the spending Iimt to
this factor is of concern.

Senat or Dyson deferred to Ms. Frasca to address the Anchorage CP
concern. However, he noted that due to the fact that Anchorage has
hal f of the State's popul ati on, and because "it is so difficult to
conduct CPlI data in other areas,” "it still ends up being quite
accurate.” In addition to being influenced by bargai ning contracts,
State spending is also driven by such things, as Medicaid,
Medi care, and other health care cost changes. "All of these are
vol atil e conponents of State spending.”

Ms. Frasca stated that the United States Bureau of Labor &
Statistics develops the data used for the Anchorage CPI. The
Anchorage CPI information is the lone elenent that is avail able and
as such is the one commonly utilized.

Senat or Hof f man acknow edged that; however, continued to question
whether this is fair representation of the rest of the State. He
contended that it is not a true indicator, and therefore, the
grom h rate should not be tied to it.

Ms. Frasca expressed that it would be difficult to find a

repl acenent, as this is "the only reported indicator.” The
challenge is to have an appropriation limt that would establish a
ceiling on State spending fromone year to the next. "It is not a

preci se science." The Departnent of Labor and Wbrkforce Devel opnent
presentation indicated that there are approximtely 300,000
enpl oyed people in the State, of which approximtely 19,000 are
St at e enpl oyees.

Senat or Hof fman argued that this | anguage woul d cal cul ate on the
| ow end rather than the nean average. This could potentially create
a problemas it relates to grow h.

Senator Dyson stated that this concern is one reason that he
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renoved the point-nine percentage factor associated with the
inflation calculation. He stated that it could be successfully
argued that the requirenent for delivery of State services does not
always align with the change in the CPI. The point-nine percentage
factor would have been at the low end of it and changing that to
"unity" would better provide a nore generous limt that would take
into account the fact that delivery of service in Rural areas does
inflate faster than urban areas. He also noted that, were it
t hought to be nore accurate, discussion in regard to increasing the
percentage factor to one-point-one tinmes the inflation rate would
be wel cone.

Senator B. Stevens asked, in reference to Senator Hoffman's
guestion about the influence of bargaining units, the nunber of
workers in the State who are nenbers of a collective bargaining
unit. Also, that the nunber be divided into State and non-State
enpl oyees. He anticipated that, of the total nunber enpl oyed, the
percentage of collective bargaining unit enployees would not be a
| ar ge nunber

Senat or Hof f man questi oned why, were that the case, this |anguage
shoul d be i ncl uded.

M. Schultz stated that some of the paraneters that the D vision of
Legi slative Finance was asked to include in its research was
popul ation and CPI as well as "popul ati on and keeping the CPl bel ow
personal income."” Data in this regard is only available from 1997
forward. As depicted on the aforenmentioned chart, there is no
significance difference between these two variables to this point.
The reason the | anguage was included is because of the high rate
inflation in the 1980s. This would be a concern in regards to the
appropriations limt.

M. Schultz stated that the aforenmentioned chart reflects three
different scenarios in determning the base year. The first chart
uses the fixed base year of FY 96 and a three-year floating average
for variables. Wile the chart appears favorable, "there is a
ratcheting down effect” realized in the first few years. This has
been determ ned to have a negative inpact on the state econony in
ot her states. The second chart reflects a base year of two years
prior and a three-year floating average for variables. This has
proven to have the negative affect of making it difficult to
determne what the Ilimt wuld be for the followng year.
Therefore, the third chart was devel oped utilizing a base year of
the average of the three prior years and a three-year floating
average for variables. Since this would provide a nore predictable
limt, it should be "nore attractive" to businesses and residents.
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Senator Hof frman stated that his suggestion for a ten-year tinefrane
was based on the fact that "these years include the quarter of a
billion dollar reduction"” that the State experienced. As a result
of this nonetary reduction, the legislature inplenmented a plan to
hold the |evel of governnent spending, and, for five of these
years, the mandate was to reduce governnent spending quarter of a
billion dollars. The tine periods wutilized in this formla
incorporate "the | owest standards of growh in Al aska's history”
and do not accurately portray a true growh in State governnent.

Senator Dyson asked whether Senator Hoffrman woul d desire charts
devel oped that would reflect how t hese proposal s woul d appear were
t hey based on those years' budgets as proposed by the Governor.

Senator Hoffman preferred that the charts be devel oped based on
actuals for a ten-year span as opposed to ones based on
hypot heti cal information that was not acted upon. Charts based on
actuals would provide "a true indicator of growmh."

Senator Dyson determned that three different charts could be
devel oped: one reflecting State growmh were there no $250, 000, 000
reduction; one based on actuals; and one to depict the billion
dol l ar increase as proposed by the Governor.

Senat or Bunde recalled that while there was a quarter of a billion
dol Il ar reduction over a five-year period, that noney was reinstated
during the sixth year. In addition, use of the Anchorage CPI as a
base could be valid due to the fact that the Port of Anchorage
serves 80-percent of the State, and therefore, it could be stated
that 80-percent of the State's econony i s dependent on what's going
on in Anchorage.

Senat or Dyson stated that that m ght be; however, Senator Hoffnman
raises a valid point. Perhaps utilizing the federal CPI would
negate the accusation that the State governnment's cal cul ati on was
slanted in order to allow or disallow nore spending.

Co-Chair Green stated that when the Version 23-LS0296\Y conmittee
substitute was being discussed, her staff had devel oped a ten-year
| ook- back popul ation/inflation/per capita incone statistic analysis
that conpared the growh per vyear. She assuned that that
i nformation could be updated to reflect the |anguage included in
Version "B" and thereby, mght provide the information requested by
Senat or Hof fman. She noted that it would be interesting to view
that chart as, while nunbers m ght appear to be steady, they could
becone vol atile depending on what factors are incorporated. She
stated that this chart woul d be updated and provi ded to Menbers.
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Senat or Dyson understood that Senator Stednman has produced a chart
[ copy not provided] that also m ght be hel pful to the discussion.

Co-Chair W/l ken asked that, prior to any further material being
provided to the Commttee, information should be updated to refl ect
Versi on "B" | anguage.

Senator B. Stevens noted that, historically, State spending,

i ncluding such things as payroll and governnent cost of I|iving
al l onance allocations for regions has been benchmarked on the
Anchorage CPI indicator. Therefore, he wunderstood that any

adjustnments in the Anchorage rates would, by utilizing a geo-
differential, affect Rural areas.

Co-Chair W1 ken voiced being uncertain as to how to develop the
basel i ne requested by Senat or Hof f man.

Senator B. Stevens responded that were the Anchorage benchmark
adjusted to reflect inflation and then a geo-differential applied
to that rate, it would affect Governnment spending in other areas of
the State.

Senator Hof frman stated that he would be nore confortable with tying
the rate to the "breadbasket neasure” which is currently avail abl e
for cost conparisons for grocery itens in Anchorage, Fairbanks,
Juneau, Bethel, and Nonme. This would provide nore accuracy in
regards to the true cost of living in various regions of the State.
For exanple, it is docunented that a grocery item m ght cost one
dollar in Anchorage, $1.80 in Bethel and $1.90 in None. He noted
that the wages of correctional officers in Bethel are 1.3 tinmes
t hose paid in Anchorage.

SFC 04 # 49, Side A 10:42 AM

Senat or Dyson expressed that while the cost of fuel and food m ght
affect a famly's budget, these costs do not significantly affect
the cost of delivering State services.

Senator Dyson stated that adjusting costs up ten percent, as
proposed in the Version "B" commttee substitute, woul d adequately
address the cost differentials of Rural Al aska, particularly as it
is unlikely that the cost of State governnent services would
i ncrease ten percent in those areas.

Co- Chair Green understood that this | anguage is applicable to the
total expenditure rather than being region specific.
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Co-Chair Geen referred the Commttee to | anguage in Section 2, on
page two, beginning on Iine 30 that addresses appropriations to the
Constitutional Budget Reserve (CBR). She asked regarding the reason
that the Legislature should support the deposit of any noney in the
General Fund that is available for appropriation at the end of each
fiscal year into the CBR particularly in a year in which the State
experienced "another wndfall” and had received a substanti al
anount of noney.

Senator Dyson replied that presently, the Constitution mandates
that any excess funds be deposited into an account that bears
interest. This is true of the CBR As presented in recent testinony
by nationally renowned econom st, Dr. Poulson, it was stated that
the nost successful State prograns having spending limts, are
those that inplement a "shock absorber™ or rainy day account that
could provide funds or replenish funds as incones rise and fall.
The CBR coul d provide this "very val uable" function. It would al so
provi de substance to favorable bond ratings. He cautioned agai nst
depositing nmoney into the CBR as a nechanismto prevent "politica
difficulties.” In addition, were the CBR to reach a point that
woul d support bond ratings and sufficiently address State funding
needs, then consideration could be given to determ ning whether
excess funds could be deposited into an alternate account. In
summary, he stated that the CBR is a good place to place those
excess funds. It would also replenish the noney that was borrowed
fromthe CBR that have not, of yet, been reinbursed. This process
would also provide funds with which the State could address
"extraordinary circunstances" such as earthquakes or support
infrastructure and maj or projects such as a gas pipeline or a road
to the Arctic National WIdlife Refuge [ ANVR].

Co-Chair W/l ken shared Co-Chair Geen's concern that noney that
could be accessed by a nmpjority vote would be deposited into a
savings account that could "create turnmoil in the budgeting
process. "

Senat or Bunde opi ned that, "the maxi num al | owabl e growh rate woul d
beconme the mnimal growh rate.” In the future, Legislators m ght
decide that a two-percent growh rate is too much. Therefore, he
argued that perhaps it is a good thing that the funds in the CBR
could not be |everaged. This could serve to prevent additional
spendi ng that m ght not be overwhel m ngly supported. The sword does
"cut both ways."

Co-Chair WIlken asked how this legislation would allow for

unexpected and uncontrollable expenses such as a $80 mllion
Medicaid bill or, nore recently, the $94 mllion Public Enployee
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Retirenment System (PERS) and Teachers Retirenment System (TRS) debt.

Ms. Frasca stated that the appropriation limt does not solely
apply to General Fund spendi ng. She cautioned that while expenses
m ght increase, revenues do not always follow In those cases,
choi ces nmust be nade. This year for exanple, in order to provide
funds for the PERS/ TRS expenses, reductions were required in other
areas. This is the reality of having limted resources. This
| egi sl ati on woul d assure voters that governnment "would not go on a
spending spree and grow' were significantly nore revenue to
transpire. This would force the governnment to make choi ces.

Co-Chair WI ken voiced concern "that an avenue" woul d be avail abl e
through which the Legislature could address unexpected and
extraordinary expenses W thout negatively affecting other
priorities.

M. Frasca understood that the section of the bill regarding
extraordinary circunstances woul d address this concern.

Co-Chair WIlken stated that further discussion ensue in this
regard.

Co-Chair WIlken noted that another concern is that the bill
provi des no distinction between the capital and operating budgets.
"The operating budget builds bureaucracy and the capital budget
builds Al aska." Therefore, he argued that further distinction
shoul d be included in this regard.

Senator Dyson stated that this Constitutional anmendnment would
elimnate the Constitutional mandate that requires one-third of the
budget to be allocated to the capital budget. He doubted, however,
that this mandate has been uphel d.

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

ADJ CURNIVENT

Co-Chair Gary WI ken adjourned the neeting at 10:54 AM
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