M NUTES
SENATE FI NANCE COWM TTEE
March 29, 2004
9: 04 AM

TAPES

SFC-04 # 60, Side A
SFC 04 # 60, Side B
SFC 04 # 61, Side A

CALL TO ORDER

Co-Chair Gary WI ken convened the nmeeting at approxinmately 9:04 AM
PRESENT

Senator Gary W/ ken, Co-Chair
Senat or Lyda Green, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senator Ben Stevens

Senat or Donny O son

Senat or Lyman Hof f man

Al so Attending: SENATOR BERT STEDVAN, BILL ROLFZEN, State Revenue
Shari ng, Muinicipal Assistance, National Forest Receipts, Fish Tax,
PILT, Division of Conmunity Advocacy, Departnent of Comunity and
Econom ¢ Devel opnent; EDDI E JEANS, Manager, School Finance and
Facilities Section, Education Support Services, Departnent of
Education and Early Devel opnent; ROB CARPENTER, Fiscal Analyst,
D vision of Legislative Finance; PHELAN STRAUBE, staff to Senator
B. Stevens;

Attending via Tel econference: From an offnet |ocation: JOHN
BOLLING Gty Admnistrator, Gty of Craig; RON ERI CKSON, School
Superintendent, Craig School Board; DOC WATERVAN, School Board
President, Craig School District; DOUG RHODES, Principal, Craig
Hi gh School; KEN DUCKETT, Executive Director, United Southeast
Al aska G llnetters

SUMVARY | NFORMATI ON

SB 328- NATI ONAL FOREST | NCOVE PROGRAM DCED REGS

The Comm ttee heard fromthe sponsor, the Departnent of Community
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and Econom c Devel opnent, and representatives of the Gty of Craig
and the Craig School District. An amendnent was adopted and the
bill was reported from Comm ttee.

SB 322- SALMON ENHANCEMENT TAX

The Commttee heard from the sponsor and an industry
representative. The bill was reported from Committee.

SB 326- PERVANENT FUND | NVESTMENTS

The Committee heard from the Permanent Fund Corporation and the
bill was reported from Comm ttee.

SB 374- PERVANENT FUND | NCOMVE DI STRI BUTI ON

The Committee heard from the sponsor and the D vision of
Legi sl ative Finance. The bill was held in Conmittee.

SJR 3-CONST AM APPROPRI ATI OV SPENDI NG LIM T
This bill was schedul ed but not heard.
#SB328

SPONSOR SUBSTI TUTE FOR SENATE BI LL NO. 328

"An Act relating to the national forest incone programin the
Department of Community and Econom c Devel opnent and to the
authority of the departnment to adopt regulations; nmaking
conform ng anendnents; and providing for an effective date."

This was the second hearing for this bill in the Senate Finance
Conmittee.
Co-Chair WIlken stated this bill, "provides the Departnent of

Conmuni ty and Econom ¢ Devel opnent with the necessary authority to
adopt regul ati ons necessary to inplenent a federal program comonly
known as national forest receipts.”

Co-Chair WIkin referenced an anendnent nade to the bill when | ast
heard by the Senate Finance Conmittee. Amendnent #1 adjusted the
average daily nenbership requirenment to apply only to children
physically residing in the school districts receiving a share of
the national forest inconme program

SENATOR BERT STEDVAN testified that he has been in contact with
representatives of the Gty of Graig and the Craig School Board and
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received their financial cal cul ati ons. The representatives
expressed concerns about the funding cuts, especially concerning
the Craig Gty School District and the limted anount of tine it
woul d have to adjust to the reduced funding.

Co-Chair WIlken stated that an effective date, if agreed upon,
shoul d be specified for the provisions of Anendnent #1.

Senator Stedman infornmed that his earlier intention was to suggest
an effective date of July 1, 2005, but recent input from the
Departnment of Conmunity and Econom ¢ Devel opnent indicates that an
i mredi ate effective date woul d not change fundi ng.

Bl LL ROLFZEN, State Revenue Sharing, Minicipal Assistance, National
Forest Receipts, Fish Tax, PILT, D vision of Community Advocacy,
Department of Comrunity and Economi ¢ Devel opnent, testified that
Section 1(n), added to the bill in the anendnent, would inpact the
Craig Gty School District's funding for the FY 05 school year were
it given a July 1, 2004 effective date. Simlarly, a July 1, 2005
effective date would affect the District's funding for the FY 06
school vyear.

Co-Chair WI ken asserted that an effective date of July 1, 2005
woul d be appropriate.

M. Rolfzen affirmed.
Senat or St edman agr eed.

Amendnment  #2: This conceptual anmendnent provides that AS
41.15.180(m has an effective date of July 1, 2005.

Co- Chair WI ken noved for adoption.
There was no objection and the anendnment was ADOPTED.

Co-Chair WIlken referred a docunent titled "Departnent of Education
and Early Devel opnent, Prepared on 3/24/04: Forest Receipt/Atered
St at ewi de Correspondence ADM' [copy on file] which inforns that six
of 381.75 correspondence students in the Gaig Gty School D strict
reside within the District. He then referenced a second spreadsheet
titled, "Departnent of Education and Early Devel opnent, Prepared
3/ 11/ 04, Correspondence H story FY99-FY05 Projected” [copy on file]
whi ch shows considerable growh in the CGraig Cty School District's
PACE correspondence program

Senat or Dyson requested a repeat of M. Rolfzen's earlier testinony
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M. Rolfzen presented his earlier testinony.

Senat or Dyson communi cated that this |egislation would ensure that
the Cty of Craig would receive forest receipts for the
correspondence students who reside within the Craig Cty Schoo
District.

M. Rolfzen confirmed.

Senat or Dyson clarified that under Anendnent #1 the Gty of Craig
woul d not receive forest receipts for correspondence students who
do not reside within the District.

M. Rolfzen affirned.

JOHN BOLLING City Admnistrator, City of Craig, testified via
tel econference from an offnet location in Craig to express
appreciation for the adoption of the effective date. He requested
that any correspondent student residing within the Tongass Nati onal
Forest be eligible for forest receipts.

Senator Stedman interpreted M. Bolling's request to anmend
Amendnent #1 to include all students living within the Tongass and
Chugi ak National Forests.

Senat or Dyson understood that the request asked that all students
residing wwthin the national forest be eligible for the forest
receipt funding even if enrolled in a correspondence school
headquartered outside the boundaries of the national forest.

Senator Stednman explained that a school nust be located within a
national forest to receive forest receipts.

Senator Dyson clarified that M. Bolling's request does not
enconpass students receiving their education from an institution
| ocat ed outside the national forest.

Senator Stedman affirned.

RON ERI CKSQON, School Superintendent, Craig School Board, testified
via teleconference froman offnet location in Craig about recent
i npacts of budget reductions and the "devastation” that additional
reductions would have on the district w thout the adoption of
Amendment #2. He also reiterated M. Bolling' s request and urged
the consideration of providing forest receipts for those students
residing within the Tongass National Forest.

Co-Chair WIlken asked if the correspondence students actually
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reside in the Craig City School District.

M. Erickson answered no, that nmany correspondence students reside
in other conmunities in the Tongass National Forest such as
Ket chi kan and woul d not otherw se be eligible for tinber receipts
because they are not enrolled in the Ketchi kan School District, or
any ot her school system

Co-Chair W1 ken requested further clarification.

EDDI E JEANS, Manager, School Finance and Facilities Section,
Educati on Support Services, Departnent of Education and Early
Devel opnent, explained that the Cty of Craig is serving 215.9
students who reside in the Ketchi kan Gateway Borough. M. Bolling
and M. Erickson are asking that the City of Craig receive forest
recei pts for those 215.9 students because they reside within the
Tongass Nati onal Forest.

Co- Chair W/I ken expressed his understandi ng of the request.

Senator Dyson understood M. Bolling and M. Erickson are
requesting tinmber receipt funding for students enrolled in the
Craig City School District and who also reside in the Tongass
Nati onal Forest.

M. Jeans affirnmed this assessnent.

Senat or Dyson asked the anount of forest receipts received per
st udent .

M. Jeans was unsure and deferred to M. Rolfzen.
Senat or Dyson asked how the 0.9 per student figure is calcul ated.

M. Jeans explained the fraction represents a student who was
enrolled for a portion of the school year.

M. Rolfzen informed that in FY 04 the forest receipt anount per
student is approxi mately $1, 000.

DOC WATERMAN, School Board President, Craig City School District,
testified via teleconference froman offnet location in Craig that
the purpose of the federal forest receipts programis to provide
education to students residing in the Tongass National Forest. If
the Craig City School District is the only district providing
education to a student living in the Tongass National Forest, Craig
should be eligible to receive the receipts allocated to that
st udent .
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DOUG RHODES, Principal, Craig Hgh School, testified via
tel econference froman offnet location in Craig to support earlier
testimony from the Gty of Craig and the Craig Gty School
District.

Senator Dyson offered a notion to report SS SB 328, 23-LS1620\H
from Comrittee, as anended, wth acconpanying fiscal note and
i ndi vi dual recommendati ons.

There was no objection and CS SS SB 328 (FIN) MOVED from Comm ttee
with zero fiscal note #1 from the Departnent of Community and
Econom c Devel opnent.

#SB322

SENATE BI LL NO. 322
"An Act relating to the rate of the sal non enhancenent tax."

This was the second hearing for this bill in the Senate Finance
Conmittee.
Co-Chair WIlken stated this bill "authorizes the regiona

aquacul ture associ ati ons who hold elections to change the tax rate
for the sal non enhancenent tax."

Senator B. Stevens reinforced that the changes proposed in this
bill are optional and are intended to provide options to reduce
debt burden.

KEN  DUCKETT, Executive Director, United Southeast Al aska
Gllnetters, testified via teleconference froman offnet |ocation
that the current fishery tax systemworks well and therefore this
| egislation is wunnecessary. Fishermen in his area are not
interested in a situation whereby an additional assessnment coul d be
i nposed on their incone. He referenced his letter to the Commttee
outlining this position dated March 28, 2004 [copy on file].

Senator B. Stevens offered a notion to report the bill from
Committee with individual recommendati ons and acconpanyi ng fi scal
not e.

Wt hout objection SB 322, 23-LH1421\H, MOVED from Conmttee with
fiscal note #1 fromthe Departnent of Revenue in an indeterm nate
anmount .

#SB326
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CS FOR SENATE BI LL NO. 326( STA)
"An Act relating to investnents of Al aska Pernmanent Fund
assets; and providing for an effective date.™

This was the first hearing for this bill in the Senate Finance
Conmittee.
Co-Chair WIlken stated this bill, offered by the Senate Rules

Committee by Request of the Division of Legislative Audit,
"nmodi fies the investnent guidelines for the Al aska Permanent Fund."

BOB STORER, Executive Director, Al aska Pernmanent Fund Corporation
testified that whereas nost public funds nerely follow the prudent
investor rule to make their asset allocation decisions, the
Permanent Fund is additionally guided by a statutory list, which
dictates criteria for the types of investnents that coul d be nade.
This legislation is requesting increased flexibility in the
managenent of the fund for two reasons. First, in the near future
the Fund would reach its statutory limtations, forcing it to sel
assets based solely on these restrictions. Second, this flexibility
could be utilized to develop a future nmanagenent t ool

M. Storer gave a Power Point presentation as follows.

1

Al aska Per manent Fund
Senat e Finance Committee
Senate Bill 326

I nvestnment Flexibility

2

Summary of Fund's statute changes

1980 - SB 161, Sponsored by Sen. Tim Kelly, Sen. GCeorge

Hohman, Sen. M ke Colletta, and Sen. John Sacket
SB 161 created the Al aska Pernmanent Fund Corporation to
manage the Permanent Fund and started the existing
statutory list of allowed investnments. This |ist extended
beyond the Fund's initial investnent limtation of
Treasury bonds to include corporate bonds, certificate of
deposits and bankers acceptances. The list initially
al | owed the Pernmanent Fund to invest in shares of savings
and | oans associ ations, but this provision has since been
renoved.

SB 684, sponsored by Gov. Jay Hamond

SB 684 allowed the Permanent Fund to invest in conmon

1982
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stocks, partial ownership of real estate properties (not
to exceed 40%, l|loans for comercial real estate and
deposits of US dollars held oversees.

1989 - HB 69, Sponsored by Gov. Steve Cowper
HB 69 gave the APFC authority to invest in non-donestic
(I'nternational) stocks and bonds.

3

Summary of statute changes (cont.)

1992 - SB 39, sponsored by the Senate Finance Conm ttee
SB 39 gave the APFC authority to invest in A rated
corporate bonds to a maxi mumof 5% Prior to this change,
the Fund could only be invested in bonds rated AA or
hi gher .

1994 - HB 373, sponsored by Legislative Budget and Audit

Comm ttee
HB 373 allowed the fund to own up to 100%in real estate
properties worth less than $150 nmillion, and up to 67%in
properties worth greater than $150 m | 1li on.

1996 - HB 525, sponsored by the House Finance Conm ttee
HB 525 gave the APFC authority to invest in corporate
bonds rated BBB or higher.

1999 - HB 156, sponsored by the Legislative Budget and Audit

Comm ttee
HB 156 allowed the Fund to |everage real estate
investnments and increased asset allocation |imt for

stocks to 55% of the total market value of the Fund. HB
156 al so created the "basket clause"” that allows up to 5%
of the Fund to be invested in alternative investnents or

to be applied to existing asset allocations to expand
their limts. In addition, HB 156 all owed the Permanent

Fund to be the sole owner of any real estate property,

regardl ess of val ue.

M. Storer responded to criticismthat increasing the flexibility
of the Fund would be too risky, by enphasizing that the Fund's
prudent use of the basket clause nust be considered. The Fund has
only now begun to utilize the basket clause provisions established
five years ago.

4

Fund's historical asset allocation

[ This graph denonstrates the percent of funds allocated to:
U S. Fixed Incone, U S. stocks, Non-U S. Fixed |Inconme, Non-
U S. stocks and Real estate, between the years 1978 and 2002. ]

M. Storer enphasized the changes in the asset allocation of the
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Permanent Fund as it was "given the ability to invest in expanded
| egi sl ative authority”. He enphasi zed the judicious nature of the
Per manent Fund in expandi ng investnents.

5
Benefits of proposed changes

e Investnent flexibility
e |ncreased returns
e |ncreased diversification

M. Storer qualified that the Fund needs increased investnent
flexibility to enable future admnistrators of the Fund to neet the
needs of the dynam c investnent nmanagenent industry. Additionally,
increasing the Fund's investnment flexibility would nake a five-
percent real rate of return nore probable. Increased investnent
flexibility does not necessarily translate into increased risk, but
rather into greater diversification. I nvesting in diverse
i nvestment classes actually reduces risk. M. Storer added that,
"risk is nmeasured not by |osing noney, but by the volatility of
returns fromyear to year."

6
Potenti al questions

e Too nuch risk?
 How will the Board of Trustees use this flexibility?
e Derivatives?

M. Storer reiterated the traditional judiciousness of the
Per manent Fund. Considering other public funds, the increased
investnment flexibility proposed in this legislation would be a
conservative structure.

M. Storer continued by giving sone specific exanples of the Fund's
possi bl e i npl enentation of this |egislation.

7

Per manent Fund asset allocation

[ This bar graph denonstrates the percentage of the Fund that
was, or would be invested in: Traditional asset classes,
Basket cl ause-stocks, Basket clause-private equities, and
Basket cl ause-hedge funds, on the follow ng dates: 12/31/03,
6/ 30/ 04, 12/31/04 and 6/ 30/ 05]

M. Storer stated that recently, because of the appreciation in the
equity market, the Fund has begun utilizing the basket clause. The
Fund woul d soon inplenment two nore strategies, which fall under the
basket clause: a hedge fund strategy, and a diversified portfolio
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referred to as private equities. Wthin a few years, the Fund's
five-percent of alternative investnents allowed for in the basket
cl ause woul d be exhaust ed.

Co-Chair WIken asked if all Permanent Fund managers have access to
t he provisions of the basket clause.

M. Storer replied that not all of the managers have access to the
basket clause. Specific nmanagers are granted the authority to use
the provisions of the clause based on resolutions, statutes and
i ndi vi dual contracts.

Senat or Bunde asked how t he Per nanent Fund woul d have been affected
if the hedge fund and private equities strategies that are proposed
for 2005, were enacted in 1995.

M. Storer responded that higher returns would have been realized
if the proposed allocations were inplenented in 1995; however, if
they were enacted in 2000 the private equity portion would not have
done well and the hedge fund portion would have "added superi or
returns”.

Senator Bunde inquired as to how the Permanent Fund's investnent
portfolio would have been affected as a whole, given the scenari o.

M. Storer speculated that given the bear market, the overal
result would have been simlar to what is currently being achi eved
by those investnent strategies.

Senator B. Stevens asked for a clear interpretation of the bar
graph on slide seven titled, "Permanent Fund asset allocation".

M. Storer clarified that the bar graph represents the existing
i nvestment authority of the Fund.

Senator B. Stevens asked if requiring a five-percent limt in each
i nvestnment class, and considering certain alternative investnent
strategies are appreciating in value, is forcing the Fund to
utilize realized earnings to remain within the five-percent [imt.

M. Storer affirned and el aborated that the Fund woul d be forced to
| i quidize securities and take the realized gains if the five-
percent limt was approached.

Senator B. Stevens suggested that if the percentage limt was
increased to 10 percent, and distribution guidelines were retained,
the need to use realized earnings would dimnish. As a result the
reali zed earnings would not grow at the rate they are currently.
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M. Storer qualified that during this period the Fund's other
investnments would also be realizing earnings, especially private
equities. The anount of realized earnings would be significant,
al though less than if forced liquidation were required. Under the
expanded cl ause, the realized earnings would likely be equal to or
greater then the current basket clause.

Senator B. Stevens asked if the investnent status quo were
mai nt ai ned and t he basket cl ause increased, whether the potenti al
for realized earnings would di m nish

M. Storer predicted realized earnings would increase over the |ong
term a period of five or nore years.

SFC 04 # 60, Side B 09:51 AM

M. Storer continued that in the in near term if the basket clause
wer e expanded, he woul d expect realized earnings to be the sanme or
hi gher than current earnings. The differences would be attributed
to market performance and Fund policy not dictated by statute.

Senator B. Stevens remarked that every managed fund has i nposed
limtations on investnment classes and when those Iimts are reached
the fund is forced to realize earnings. Possible reductions in
realized earnings due to an extended basket clause would be
i nci dental under the Percent of Market Value (POW) pay out plan,
but the possible reduction in realized earnings could significantly
affect the current pay out nethod.

M. Storer informed that when the Fund devel ops asset allocation a
target allocation is established for each asset class. Restrictions
are then created to avoid a high-turnover environnment, which would
result in high transaction costs. He inforned that policy currently
i nposes these bans and that this |egislation would make the bans
statutory.

Senator B. Stevens asked if these provisions are not already
statutory.

M. Storer replied that statutory provisions have al ways exi sted;
however, the Fund is nearing the limtations for the first time in
its history.

Senator Hoffrman clarified that allowi ng the Fund adm nistrators to
alternatively invest 10 percent of the assets of the Fund would
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translate into nmaki ng accessible $2.8 billion. He recalled dial og
on this legislation in the Senate State Affairs Conmmttee in
conjunction with the Board of Trustees' other recomendati on that
t he Fund be managed under a POW system He expressed concern that
when dependent upon a certain incone source, higher risk investnent
options are not taken. He used the exanple of a retirenent
investnment fund that is invested in higher risk ventures when the
wor ker is younger and transitions to |l ower risk investnents as the
worker nears retirement. |If the POW plan were inplenented,
dependence on the Fund's earnings would gradually increase
suggesting investnent in | ower risk ventures.

M. Storer replied that when developing a portfolio, an investnent
time horizon, risk tolerance, and expected returns are consi dered
in order to ensure a sufficient cash flow He noted that unlike a
retirement fund, an endowrent fund with a POW nethod is not
managed for eventual |iquidation of assets but rather the real
income is used to supply a predictable cash flow. The POW pl an
would insure the long-term viability of a fund. If the Fund's
earnings were eventually used to fund both dividends and State
governnment, its investnent portfolio nust be restructured to
maintain multiple cash flows. He spoke to the advantages of
investnment flexibilities to enhance the Fund's ability to provide
revenue.

Senat or Bunde referenced Senator B. Stevens' earlier conment that
the <current payout system forces sale of high performng
investnments resulting in realized gains. If this |egislation were
adopt ed under the current payout system dividends would |ikely be
hi gher. However, if both this legislation and the POW plan were
adopted, fluctuation of dividend anpbunts would decrease. He
cautioned against forcing poor nmanagenent decisions to increase
di vi dend anounts, warning that the future value of the Fund woul d
be jeopardi zed. He was undeci ded on the nmatter.

Senator B. Stevens spoke to Senator Hof fman's point, expressing
agreenent with Senator Hoffman's exanple of the nmnanagenent of a
"finite pool” of capital. However, Senator B. Stevens enphasized
that the Permanent Fund is not a finite capital fund because it
receives royalty paynents and statutory inflation proofing funds.

Co-Chair W/ ken asked the witness to comment on Senator Bunde's
st at enent .

M. Storer responded that the current pay out nethodol ogy is based
on a five year noving average of realized incone. To date, the
i ncone from the Fund has been used for three purposes: dividend
paynents, special appropriations to the principal of the Fund, and
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inflation proofing of the Fund. More realized incone translates to
a greater pool of noney available for distribution. Due to the
current strict formula for distribution, any program that
accel erates realized incone woul d produce a | arger dividend.

Senator O son introduced nenbers of the Kotzebue Hi gh School
Leadershi p Program who were attendi ng the neeting.

Co-Chair Geen recalled that adoption of the basket clause was
di scussed extensively during 1998 and 1999, with sonme parties
view ng the provision wth skepticismand others "with a great deal
of faith". Through those discussions she cane to realize that
placing a ceiling wwthin a system creates constraints on choices
| eadi ng to success. The State expects the Permanent Fund's Trustees
to have the ability to invest "widely and deeply”. Constraints
dimnish that ability and at tines force the Fund's Trustees to
conprom se the profitability of the Fund. The dividend shoul d not
be the focus of discussion when considering this |egislation, but
rather the two clear objectives that are stated in the Al aska
Per manent Fund Corporation's "Sponsor statenent for SB 326" [copy
on file].

M. Storer agreed. He assured that the Corporation has been
judicious in exercising the authority granted to it by the
| egi slature. At no tine in past discussions with the |legislature
has the dividend been the focus. The goals of this legislation
remain twofold: to insert housekeeping legislation to express the
need and intent of the basket clause and to increase the basket
clause from five to 15 percent. Senator Stednan made a notion

supported by the Permanent Fund's Board of Trustees, to reduce the
limt to 10 percent, which would provide the Permanent Fund
Corporation with flexibility in the next few years. The Trustees

eventual alternative investnent goal remains 15 percent.

Co-Chair WI ken questioned the | anguage in Section 1, anendi ng AS
37.13.120 (e), which states that the Corporation could "borrow
noney if the borrowing is without recourse to the corporation and
the fund.” He asked if this |anguage would allow the Corporation to
not repay | oans.

M. Storer replied that the Corporation could not pledge the
princi pal of the Fund. The Corporation only has a snmall anmount of
| everage to borrow from within its real estate portfolio,
approxi mately 15 percent of assets. The Fund operates subsidiaries
as limted liability corporations and collection on | oans nade to
t hese subsidiaries could not access the Pernmanent Fund.

Co-Chair WIken noted the delay in publication of the Producer
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Pricing Index for January and February 2004 and asked whet her the
Trust ees have di scussed this.

M. Storer responded that the matter has not been discussed in
detail. He informed that the Producer Pricing Index figures for
Decenber 2003 are being studied extensively as they will be used to
determ ne the level of inflation proofing.

Co-Chair Wl ken commented that this infornation affects inflation
and i nterest rates.

M. Storer relayed that inflation appears to be rising, but very
sl owy.

Senator Hoffrman asked if the Board of Trustees considered the
State's future dependency on the Fund when crafting the proposed
| egi sl ati on.

M. Storer answered, "absolutely”. The Trustees' strategy is to
focus on investnent diversification, which will enhance the Fund's
ability to neet the State's future needs.

Senat or Bunde suggested that under the current payout systemthe
Board of Trustees could be pressured into selling assets to
i ncrease realized earnings, and consequently, a greater dividend.
He asked the witness if this scenario is feasible. Further, he
inquired if the proposed legislation would prohibit such
exploitation by a future Board of Trustees.

M. Storer acknow edged that a Board of Trustees could affect
realized gains either for good reason or artificially, and stated
that such a probability exists whether or not this legislation is
i npl enent ed.

Co-Chair Geen offered a notion to report the bill from Commttee
wi th individual recomrendati ons and acconpanyi ng fiscal note.

There was no objection and CS SB 326 (STA) MOVED from Conmittee
with zero fiscal note #1 fromthe Departnent of Revenue.

#SB374

SENATE BI LL NO. 374

"An Act relating to calculation of the amount to offset the
effect of inflation on the principal of the Al aska pernmanent
fund, and to transfers of noney from the earnings reserve
account; and providing for an effective date."”
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This was the first hearing for this bill in the Senate Finance
Commi ttee.

Co-Chair WIlken stated this bill, sponsored by Senator B. Stevens,
"establishes a nechanismto repay the Constitutional Budget Reserve
(CBR) after Permanent Fund dividends and inflation proofing and
mai ntaining a $250 mllion bal ance in the earnings reserve account,
any excess noneys are transferred to the CBR In addition, Senate
Bill 374, new deposits fromnatural resources [deposited] into the
corpus of the Permanent Fund are considered when cal cul ating the
anount needed to inflation proof.”

Senator B. Stevens testified this |egislation would nmaintain the
current dividend payout cal culation, and ensure dividend payouts as
the first priority of distribution of earnings of the Permanent
Fund, as has occurred since the year 1980. This bill would anend
statutes pertaining to the procedures for inflation proofing. The
existing inflation proofing calculation takes the market val ue of
the Permanent Fund and nmultiplies it by the average of two years
Consurer Price Index figures. The product would be transferred from
t he Permanent Fund's earnings reserve account to the principal of
t he Permanent Fund. The proposed net hod woul d deduct annual royalty
deposits fromthe inflation proofing cal cul ated anount. This nethod
guarantees that inflation-proofing requirenents are net and al so
provi des a "basel i ne bal ance"” in the earnings reserve account. Over
the history of the earnings reserve account the |egislature has
made approximately six nodifications to the balance, and in each
instance at least $100 mllion was retained. This balance
consistently provided for "anple" dividends. This |egislation would
require a conservative mninmm balance in the earnings reserve
account of $250 million allowing for the account's first priority,
annual dividend distribution, to be achieved.

Senator B. Stevens continued that this |egislation proposes the
bal ance of the earnings reserve account after dividends, inflation
proofing, and |l ess the $250 million bal ance, be deposited into the
Constitutional Budget Reserve (CBR) fund. The bal ance swept into
the CBR woul d serve to repay the debt incurred by wthdrawal s nade
fromthat fund to balance the State budget. |If the deposits into
the CBR eventually conme to equal wthdrawals, then the proposed
statues will be repealed and the original statutes reinstituted.

Senator B. Stevens expressed that the intent of this legislation is
to repay the CBR when excess funds remain in the earnings reserve
account, thus "maintaining the life of the Constitutional Budget
Reserve".
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Senat or Bunde noted this | egislation would provide repaynent to the
CBR until the existing debt is settled. This bill would not provide
a long-term solution to restoring the CBR because future
wi t hdrawal s coul d be nade.

Senator B. Stevens expl ained that once deposits into the fund equal
the anmount of wthdrawals, the repaynent plan proposed in this
| egislation would cease. However, he remarked that future
| egi sl atures woul d have the ability to nmake appropriations fromthe
Constitutional Budget Reserve. Wile in affect, this legislation
woul d provide the ability to repay funds withdrawn fromthe CBR in
the past and in the future.

Senat or Bunde characterized this proposal as a revolving line of
credit the legislature would provide itself. This plan would
"bridge our [State legislatures'] current problens” and neet the
criteria of a long-range fiscal plan to fund State services.

Senator B. Stevens restated that the objective of this |egislation
would be to provide a |long-range plan to replenish the CBR The
future use of the CBR would be determ ned by future |egislatures.

Co-Chair W1l ken commented that the proposal to include royalty
income in the inflation-proofing amount is a nmjor conponent of
this | egislation.

Senator B. Stevens stated this legislation is conprised of two
maj or conponents, one being the nmethod used to neet the obligation
of inflation proofing the Permanent Fund. The other maj or conponent
is a mninmum bal ance requirenent for the earnings reserve account
and the allowance of a transfer of funds into the CBR If a State
savi ngs account is to be kept, it should be within the CBR not the
ear ni ngs reserve account.

ROB CARPENTER, Fiscal Analyst, D vision of Legislative Finance,
testified that the projections included in the series of
spreadsheets prepared by the Legislative Finance Division dated
3/ 22/ 2004 9:32 am [copy on file] were conservative at Senator B.
Stevens' request. The data on the spreadsheet titled "Mdel
Concept/ Paranet ers" assunes a general fund budget growth rate of
two-percent from FY 05, a three-percent rate of inflation,
popul ation figures from the Departnent of Labor and Wbrkforce
Devel opnent and information relating to the Permanent Fund fromthe
Per manent Fund Cor poration nonthly nodels.

Senat or Hof frman asked the reason why the spreadsheet listed a
negative gromh rate for FY 04.
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M. Carpenter explained this rate reflects the reduction in general
fund spendi ng between the FY 03 to FY 04 enacted budgets.

Co- Chai r Wl ken asked for clarification on the "Model
Concept/ Paraneters"” spreadsheet data, and wusing FY 05 as an
exanple. He asked if the formula used in the "Statutory Net |nconge"
colum was the sane fornula used in the "Statutory Net |ncone"
colum of the spreadsheet titled "Al aska Permanent Fund Fi nanci al
Projections 2004-2014 as of Decenber 31, 2003" issued by the
Per manent Fund Corporation [copy on file].

M. Carpenter replied that yes, the two colums were referring to
the same concept. He added that the information on the series of
spreadsheets was based on the January 2004 nonthly financials, and
did not take into account the February 2004 nonthly financials.

Senator B. Stevens pointed out that the nonthly financial
projections fluctuate significantly.

Co-Chair W/ ken asked the definition of "MW".
M. Carpenter responded "MW' is an acronym for "market val ue".

Co-Chair WIlken clarified that the data referenced on the "Model
Concept/ Paranet ers" spreadsheet represents a "snapshot in tine".

M. Carpenter outlined the data in the spreadsheet included in the
packet prepared by the Legislative Finance Division titled "Status
Quo", using FY 05 as an exanple. He proceeded to detail the
information in the FY 05 columm of this spreadsheet.

Senat or Dyson asked for a definition of the phrase "reserved endi ng
bal ance".

Senator B. Stevens referenced the "Reserved Fund Bal ance" versus
"Unreserved Fund Bal ance"” sections of the "Al aska Permanent Fund,
Fi nanci al Projections 2004-2014" spreadsheet. The unreserved fund
bal ance includes the earnings reserve account, and the reserved
fund bal ance consists of the Permanent Fund's unrealized gai ns and
the dedicated principal of the Fund, which includes deposits,
inflation proofing and realized gains.

M. Carpenter continued to detail the FY 05 data in the "Status
Quo" spreadsheet.

Co-Chair W1 ken asked which figures were used to derive the

Permanent Fund's FY 05 market value ending balance of $29.443
billion.
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M. Carpenter answered that the market val ue endi ng bal ance is the
sum of the Fund's principal ending bal ance, accunul ated unrealized
earnings and the endi ng bal ance of the earnings reserve account.

Co-Chair WIlken clarified that the endi ng bal ance of the earnings
reserve account reflects the balance after dividend distribution,
inflation proofing, and potential withdrawals to conpensate for the
State's fiscal gap.

Senator B. Stevens referred to the "Status Quo" spreadsheet in
poi nting out that the ending balance of the CBR woul d be zero in FY
07 because wthdrawals would exceed the balance. Follow ng the
exhaustion of the CBR, the spreadsheet assunes that the earnings
reserve account would be the only resource available to fill the
State's fiscal gap. The projection predicts that the earnings
reserve account would reach a zero balance in FY 11

Co-Chair Green asked if the projections included in the status quo
nodel are based on hypothetical evaluations of the actual price of
oil rather than outdated forecasts.

Senator B. Stevens answered no.
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Senator B. Stevens clarified, using the spreadsheet included in the
packet provided by the Legislative Finance Division titled "Mdel",
that the projected unrestricted general fund revenue anounts for FY
03, FY 04 and FY 05 are derived fromthe adjusted fall forecast oi
prices and current production levels. Beginning in FY 06 the
general fund revenue projection assunes a rate of $22 per barrel of
oil under current production |evels.

Senat or Bunde understood the status quo nobdel denonstrates that,
after the CBR Fund is depleted and funds are appropriated fromthe
earnings reserve account to balance the State budget, adequate
funding remains in the earnings reserve account to issue dividends
and inflation proof the Permanent Fund.

Senator B. Stevens affirnmed and added that dividend payouts and
inflation proofing are required statutorily.

M. Carpenter and Senator B. Stevens then outlined the spreadsheet

titled "Mdel", which assunes the inplenmentation of this
| egi sl ati on.
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Senator B. Stevens explained that beginning in FY 05 the "Model"
spreadsheet denonstrates that transfers fromthe earnings reserve
account into the CBR are visible in the CBR ending bal ance. The
primary dissimlarity in the balance of the earnings reserve
account between the "Status Quo" and "Mdel" spreadsheets is the
anount "swept"” into the Permanent Fund for inflation proofing: in
FY 05 the "Status Quo" spreadsheet reflects a transfer of $712
mllion whereas the "Mdel" spreadsheet reflects a transfer of $460
mllion. The divergence exists because in the "Mdel" spreadsheet
the Permanent Fund's dedicated revenue, consisting of royalty
deposits, is counted towards the inflation proofing calcul ation.
Thus, the inflation proofing calculation of $712 mllion is arrived
at by adding the Fund's dedicated revenue in FY 05, $252 mllion,
to the inflation proofing transfer from the earnings reserve
account: $460 mllion.

Senator B. Stevens clarified the anbunt of the transfer fromthe
earni ngs reserve account to the CBRin FY 05. He pointed out that
t he bal ance of the CBR fund increases from FY 04 to FY 05, but
reduces after FY 05 until FY 12.

Senator Dyson referenced discussions and argunents nmade that the
Permanent Fund is currently double inflation proofed because the
value of the Fund's assets naturally increase with inflation, and,
in addition, noney is transferred fromthe earnings reserve account
to conpensate for inflation. He stated that this |egislation would
not address this argunent because it continues to inflation proof
the Fund using the current cal cul ation.

Senator B. Stevens replied that under the proposed nodel the Fund
continues to be inflation proofed at the required anount; however,
by applying dedicated revenue towards the inflation calculation
anount, the actual inflation proofing deposit would be reduced.

Senat or B. Stevens next expl ained the spreadsheet included in the
packet prepared by the Legislative Finance Division titled "Qutput
- Status Quo vs Model". According to the February 2004 Consuner
Price Index the rate of inflation in the State for 2004 was 2. 15
percent. The inflation proofing cal culation for the Permanent Fund
for FY 05 assunes an inflation rate of 4.2 percent. Thus, assum ng
the FY 05 inflation rate is conparable to the FY 04 rate, the
Permanent Fund will be inflation proofed at approxi mately double
the rate of inflation. In addition, referring to Senator Dyson's
comments, the value of the Fund's assets naturally increases with
inflation. Therefore, it is arguable that the Permanent Fund is
actually being inflation proofed at three tinmes the rate of
inflation. Under this legislation only the principal of the Fund
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woul d be inflation proofed as required by statute.

Senator Dyson restated the inflation proofing method this
| egi sl ati on woul d inpl enent.

Senat or Dyson addressed the discrepancies in the subtraction of
percentages in the "Effective Inflation Proofing" section of the
"Qut put - Status Quo vs Model " spreadsheet.

M. Carpenter specified the discrepancies are from a "rounding
error” in the spreadsheet conputer program

Senat or Bunde asked, assuming this legislation is inplenented, if
the fiscal gap would be zero until FY 12 at which tine the CBR
woul d be fully funded and no | onger used to fund fiscal shortfalls.

Senator B. Stevens corrected that no fiscal gap is represented in
the "Qutput - Status Quo vs Mddel" spreadsheet until FY 12 because
the CBR would be used to fill any fiscal gap until then. The CBR
woul d be drained as of FY 12.

Senat or Bunde commented that this |egislation does not prevent the
CBR from bei ng exhausted, but rather delays the process.

PHELAN STRAUBE, staff to Senator B. Stevens, affirmed that the
nodel representing this legislation utilizes the assunption that
the average price of oil is $22 per barrel and that no new oi
sources are devel oped. The nodel al so assunes that no new taxes are
i nposed.

Senator B. Stevens furthered that the nobdel assunes that the
State's only neans of satisfying the fiscal gap would be the CBR
The nodel al so presunes an actual growth rate in the budget.

Senat or Hoffrman noted that in the "Qutput - Status Quo vs Model "
spreadsheet the status quo projects the market value of the
Permanent Fund in FY 14 at $40.2 billion, whereas the nodel
projects a market value that is approximtely $2.25 billion |ess.
He asked what the dividends woul d be under both the status quo and
nodel projections.

Senator B. Stevens replied that appropriations to the Pernmanent
Fund woul d begin to decline in FY 06 under both the status quo and
the nodel projections. The dividend would continue to grow under
the nodel, but not as rapidly as under the status quo. Despite
efforts to accurately project realized earnings, actual anmounts are
the result of managenent decisions for the Fund and coul d not be
preci sely forecasted.
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Co-Chair WIken requested a chart detailing the dividend transfers
from the earnings reserve account, as listed on line 26 of the
"Model " spreadsheet.

Senator B. Stevens referred to the "Qutput - Status Quo vs Model "
spreadsheet, specifically the "Per Capita Dividends" section, in
hi ghl i ghting the conparison between the dividend transfer in the
status quo and nodel projections.

Co-Chair Green asked if this legislation would increase scrutiny of
funds available to balance the State budget by reclassifying
fundi ng. She suggested the reclassification would require a three-
gquarters majority vote of the legislature to appropriate funds
rather than the current sinple magjority vote requirenent.

Senator B. Stevens affirned.
Co-Chair Wl ken ordered the bill HELD in Comm tt ee.

#
ADJ QURNIVENT

Co-Chair Gary WI ken adjourned the neeting at 10:59 AM
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