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ACTI ON NARRATI VE
TAPE 03-54, SIDE A

CHAIR RALPH SEEKINS called the joint neeting of the Senate
Judiciary Committee and the House Finance Subcommttee on
Percent of Market Value Payout to order at 6:10 p.m Present
were Senators Therriault and Seekins and Representatives Joul e
and Whitaker. The Chair announced that Bob Storer, Executive
Director, and Bob Barthol omew, Chief Qperating Oficer, Al aska
Per manent Fund Corporation (APFC), would testify.

MR. BOB STORER, Executive Director, APFC, said he would speak
from a handout called "The Need For Change" and that M.
Bart hol omew woul d speak to the actual |anguage of the proposed
anendnent, which is to nenorialize inflation proofing in the
constitution. He said it has been a tinme-honored tradition of
t he Permanent Fund Board of Trustees to insure that the fund is
inflation-proofed so that all generations are treated equally.
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What we propose to do in this change is protect the
entire fund against inflation. The key issue here is
an option on an annual fund payout and it should be
assured in the anmount that should be nore stable and
not only are we nenorializing, or suggesti ng
menorializing, inflation proofing in the constitution,
it increases the stability of the payout from year to
year and we'll show a slide to enphasize that a bit
|later. We're doing this by limting the anmount that
can be distributed to the real earnings of the fund
over tine. The solution is what we call the Percentage
of Market Val ue Payout.

If I could ask everyone to go to slide three. Wat is
the percentage of market value payout? It is actually
a formula that nost of the endowent funds have
adopted in terns of nethodology for payout. It's a
limt to the anobunt of funds that can be appropriated
at any given tinme to the real earnings of the fund.
The proposal to do this would be to limt the fund to
no nore than 5 percent payout, based on a five-year
novi ng average of the fund.

When the stakeholders depend on the fund today, the
pr oposal t hat the permanent fund trustees are
suggesting is the entire fund is not protected from
inflation as it is now structured and the change woul d
adjust that. W also believe that this nethodology is
consi st ent with the fund's long-term investnent
strategi es.

Currently, we wuse a realized incone nethodology to
conpute distribution. That was fine 26 years ago when
the fund was created; and nost public funds were
invested only in fixed income where virtually all the
earnings were the realized income or the interest
paynments based on those investnents.

Modern funds - public, private, etcetera - are far
nore mature and have a substantial weighting towards
the equity market and nost of the appreciation in
equities is not based on current inconme - dividends

in fact, are quite small, but on the appreciation of
the asset and may be turned over or may be sold in the
near term O it may be held for the very long term
and the incone would not necessarily be realized but,
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in fact, the fund and the citizens of Al aska and the
state woul d have benefited fromthat appreciation.

The fund currently cannot assure that the annual
paynents are available. If we were having this neeting
about early Cctober of |ast year, we would have told
you there's about a 10 percent probability that there
woul d be no dividend payout and that's because of what
had happened in the narket over the |ast few years. If
we'd have had this neeting last Mirch, | would have
told you the sane thing. There's about a 10 percent
chance there would be no payout. That's because our
i ncome of dividends and interest was being dwarfed by
| osses in the securities that were held. It's not just
the permanent fund, every fund in the country and

i ndi viduals were suffering as well. | can tell you now
over the last three or four nonths that there will be
a full dividend payout. | noted as of l|ast night for

the fiscal year with only a few days to go, the fund
has earned a positive 4.5 percent real rate of return.
So, we've had a dramatic rebound in the stock market
over the last few nonths.

The size of the payouts in the current nethodology is
far nore unpredictable and less stable from year to
year than if we would nove to the percentage of market
val ue payout .

MR. BARTHOLOVEW Chief Operating Oficer, APFC, said he wanted
to nake sure that they understood that this proposal does not
directly affect the dividend or conpute how big it should be.
Before they get to the question of how big the dividend check
shoul d be, they should answer how nuch noney should conme out of
t he permanent fund each year.

The proposal for a percent of nmarket value - its whole
purpose is to say the rules we have today for
determining how big the pie is and how nmuch noney
shoul d cone out or should be available isn't the right
way to do it and there's a better way...

CHAIR SEEKINS clarified that is not what they are considering

under SJR 18. They are considering a maxi mum of 5 percent, but
that is not a fixed nunber.
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MR. SHORER said that the question was asked which formula best
protects the fund against inflation. H's answer is that the
current formula is in statute and is discretionary.

While the fund has been fully inflation-proofed in the

past that is not to suggest that it will be inflation-
proofed in the future. W're suggesting that it be
done constitutionally although it's inplicit. 1It's

inplicit because the ampunt of inflation, the residual
remains in the fund and only the real earnings are
paid out. That's the 5 percent.

The current forrmula inflation-proofs principal only.
There's a fornmula in the statutes that follows the
di vidend, that instructs how you conpute the inflation
and then you inflation-proof the principal every year.
The proposed nethodology would inflation-proof the
entire fund over sone long period of tine. Ganted,
with a 5 percent payout, sone years you're paying out

nore and sone years you're paying out less. | like to
call it a disciplined approach. People think about can
you achieve it in a bear market. Wiat | think is

inportant is it provides the discipline in the bull
market to stay the course. There are many people, if
you went back a couple of years ago, that would say
that 5 percent was way too conservative. Now, in the
throes of a bear market that we hope has just ended,
you'll hear 5 percent is way to optimstic.

This fornmula can best assure an annual payout. The
current realized earnings base fornmula can vary in

size from- |'ve got a slide later on that will show
you that one year we had $2.5 billion in realized
earnings. The potential, sonewhat I|imted, but the

potential exists that there could be zero realized
earnings in a given year. The 5 percent of the noving
average assures that every year we have this known
payout . ..

| didn't say this is a limt - up to 5 percent, but
that would be available from year to year. So, the
anount of funds that would be available would be far
nore predictable than the current nethodol ogy.

The earnings reserve, the realized earnings reserve
has varied fromas nmuch as $3 billion to several tines
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your special appropriations and that will include this
July 1 of $100 million - as | noted, a spending limt
in the good years, but it assures spending in the bad
years as wel | ..

A realized earning base really absorbs all the market
volatility from year to year and the principal 1is
intractable. But the 5 percent |imt, while it's
snoot h, the payout would vary from the market val ue of
the fund over tine. Markets are volatile; anytine it's
volatile; it's been nore volatile of late; but in
recent years realized earnings in a given year - |
said $2.5 billion. It was as high as $2.7 billion; a
year ago we were about $257 million in realized inconme
for that year. | think we saw this norning about $350
mllion this year. The percentage of market value
snoothed out the volatility;, it's far less volatile
than realized i ncone and does provide the stability.

MR. SHORER used a graph to accentuate the point on page 8. He
noted that slide 9 shows the current statutory payout to date,
whi ch has been dividends only. There has been a high of $1.2
billion, but there was as nuch as $3 billion that could have
been available for appropriations [in the realized earnings
reserve - it was not used].

MR. BARTHOLOMEW expl ai ned that the slide shows under the current

rul es what happens in bull and bear markets. The $3 billion that
was not wused - one of the problenms wth that is that the
permanent fund was invested in long-term assets and if they know
t hat noney is available, maybe they should invest it
differently.

Hi storically, they haven't taken out as much as is
available. The flip side is in the Iow markets, which
is where we're headed right now, what we are headed
into in the next few years, we're showing - and we're
using a nodel that we used to the project into the
future if you had continued |ow markets - there would
only be $175 mllion to $300 mllion available for the
dividends. That's a nuch smaller nunber. If you had
extrenely |low nmarkets, after you paid out the
di vidends, there wouldn't be anything else left. There
woul d be zero avail able for other appropriations...
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SENATOR THERRI AULT asked if that is one reason the trustees feel
noving to the percentage of market value payout (POW) is
beneficial - you always keep up with inflation, never letting
the value of the principal be eroded.

MR, SHORER replied that word "guarantee" m ght be too strong,
because in the short termthere m ght be some down narkets where
you don't earn enough to fully cover inflation in the short term
(a year or tw). The trustee's proposal over the long term w ||
earn enough in the good years to make up for inflation that may
not have gotten covered when you had one or two down years. Over
the long term inflation has a higher priority because you're
going to limt the spending to earnings after inflation over
tinme.

MR. BARTHOLOVEW added that it's inportant to know that the fund

will grow under this scenario for tw reasons, because it would
retain enough of the earnings to cover the effects of inflation
so the fund will grow at the rate of inflation. It also grows

because you get $250 to $300 million a year in deposits from oi
revenues.

MR. SHORER expl ai ned that the proposal |imts the payout of real
rate of return over tinme and on a realized incone base, there
are times when it will be very low, but there are tines when
there has been over $3 billion in realized income and all of
that noney could be appropriated well beyond inflation-proofing,
if deemed appropriate. The POW does insure over tinme that the
fund is inflation-proofed.

He rem nded them that the existing formula is 26 years old and
while it has served the fund well, the reality is that a 15-year
bull market masked what is a very serious issue - changing the
payout nethodol ogy. The National Association of College and
Universities Business Ofices (NACUBO conducts a study every
year. They surveyed 574 foundations and found that 85 percent of
the nmenbers use sonme form of payout nethodol ogy based on a POW.
Some use three years, others use nore or |less. Larger funds tend
to have a bit of a smaller payout. He guessed that was because
they tend to have a | ot nore new donors conming in every year SO
they can be a bit nore conservative, but it's going to grow and
gr ow.

SENATOR THERRI AULT asked if they conputed a scenario based on

the history of the fund if a POW nethodol ogy had been in place
and how that would affect the current value of the fund.
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MR, SHORER replied that they had, but it is difficult to
conpare, because the payouts have been |l ess than the 5 percent
novi ng average of the fund. Because it's always been | ess and
because the Legislature has always inflation-proofed, the

pr obl em becones a conpounding i ssue. If you started payi ng out
the entire 5 percent way back in 1983, then the fund would be
smal l er sinply because there woul d have been greater payouts.

MR. BARTHOLOVEW added that when the fund was invested 100
percent in bonds 20 years ago, there was a year when the formula
for payout of the dividend exceeded 5 percent of the total value
of the fund. Since the fund has been invested in equities, in
1983 the earnings of the fund have grown faster than they did
under the fixed income bonds. Since 1983, the anpbunt paid out
for the dividend has actually been quite a bit less than 5
percent. For the nobst part it's been around 3 percent. The fund
woul d probably be the sane size today if the POW had been in
place. If you split the dividends as proposed, they would have
been small er than under the existing fornula.

One of the reasons we are proposing this is that it
keeps the dividend or any distribution from the fund
from going really high in the good years and going
really lowin the bad years..

REPRESENTATI VE WH TAKER asked what they expect the dividend to
be this year under the current nethodol ogy.

MR. SHORER replied that he thought it would be below 3 percent
of the fund val ue, about $690 mllion.

REPRESENTATI VE WH TAKER said his question was about the
i ndi vi dual check

MR. SHORER replied that it would be about $1, 100.

REPRESENTATI VE WH TAKER asked what it would be under the
proposed POW net hodol ogy.

MR. SHORER replied that he really couldn't answer, because if
you take 5 percent of the five-year average of the nmarket val ue,
you woul d have roughly $1.2 billion available to spend. It would
be up to the Legislature to decide how nmuch of the $1.2 billion
would go to the dividend as opposed to other purposes. If he
knew what percentage of the pie he was going to use, he could
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estimate a rough dividend. The anount available for distribution
woul d be about 2.5 percent. They project about $690 mllion to
$700 mllion would be avail able, divided by 620,000 peopl e.

REPRESENTATI VE WH TAKER asked how they transition from one
formul a to anot her.

MR. SHORER repli ed:

If we went to the payout nethodol ogy and stayed wth
the 2.5 percent for dividends, what would happen is
over the next few years, if you went to the POW
approach, it would actually be slightly higher than
what we're projecting under the existing formula.

REPRESENTATI VE WHI TAKER asked if it would be fair to say there
woul d be adequate funding to pay an equival ent dividend to what
is paid out today.

MR. SHORER replied yes.

REPRESENTATI VE JOULE asked if the Legislature had ever chosen to
not inflation-proof the fund and how nmuch is it in terns of
dol | ars.

MR. BARTHOLOVEW replied by giving them a perspective on how they
do inflation-proofing today. They look at the change in the
nati onal consumer price index from one year to the next. They
take that anmount and multiply it by the size of the permnent
fund's principal. Last year it took $600 million; this year it
will take $350 million. They wll nove that anount from the
earni ngs pool to the principal where it can no | onger be spent.

MR. SHORER explained that the Legislature always inflation-
proofed in the past and excess earnings were appropriated to the
princi pal as well.

CHAI R SEEKI NS asked if those appropriations ampunted to about $7
billion.

MR. SHORER replied that is correct and added that the fund is
divided equally between m neral contri butions, inflation
proofing and special appropriations. The principal of the fund
is about $22.2 billion today.
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SENATOR THERRI AULT confirmed that the inflation proofing is done
as an appropriation by the Legislature.

MR. SHORER agr eed.

SENATOR THERRI AULT asked if it was true then of the $22.2
billion that the Legislature put two-thirds of it there.

MR. SHORER replied that is correct.

SENATOR THERRI AULT noted that under the proposal, the 5 percent
is all that's available for appropriations and dividends and
asked if the only change they are nmaking is not to the
cal cul ati on, but to the anount t hat is available for
di stribution.

MR. SHORER replied that is correct and they have always said it
is the prerogative of the Legislature to determ ne how the noney
is used. They recognize there is a benefit to creating a
di vidend payout fornula that is also based on the POW approach,
but they are proposing to nenorialize inflation proofing by
limting the anmount of noney that can be appropriated in any
single year.

SENATOR FRENCH asked how many years the other funds have been
using a POW fornula according to the NACUBO st udy.

MR. SHORER said it is a phenonenon over the l|last 20 years, but
he woul d have to do research for a precise answer.

SENATOR FRENCH asked to what extent our vision is skewed by the
recent bull market and what would happen if a long period of
stagnant returns were to occur.

MR. SHORER replied the permanent fund decision is independent of

any market, including the recent bull nmarket. One of the
benefits of the 5 percent limt is that you don't get caught up
in the bull market. The permanent fund has not achieved a 5
percent real rate of return over the last 3 to 5 years. Over the
| ast 15 years, they benefited in excess of the 5 percent. "Qur
| ook forward is naive. It doesn't have a bull market and it

doesn't have bear market scenario, but it recognizes that both
wi || probably occur in our expectation.”
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SENATOR FRENCH asked which funds were wusing the POW market
prior to 1983, before the long bull run and what payout were
t hey using based on the nodels they fornul ated before it began.

MR. SHORER replied he would have to research that question

CHAIR SEEKINS said he didn't think the permanent fund took
advantage of that bull market starting in 1983. They started
increasing the asset allocation in the early 1990s to take
advant age of the equities market.

MR. SHORER said that is right. There was a strong bias at the
time to be conservative to maintain the confidence of the
citizens of Alaska. "But from 1983 to 1993, it didn't matter
whet her you held stocks or bonds; you were going to earn about
13.5 percent with either one. So, it was actually a fortuitous
period to own bonds."

REPRESENTATI VE MEYER asked what would happen if they said the
payout woul d be 5.5 percent.

MR. SHORER replied that to achieve that goal, the pernmanent fund
would have to have a nobre aggressive asset allocation. They
m ght even have to change the current constraints on what it
must invest in to allow it to exceed its existing limts in
terms of equities. A 5.5 percent payout under the current
scenario is spending 5 percent of the real income and .5 percent
of the inflation proofing. Utimtely, it would erode the
pri nci pal .

REPRESENTATI VE MEYER said he had been asked why they inflation-
proof, because the stock market will inflation-proof itself over
time. Stock values go up with inflation

MR. SHORER replied if they change the legislation to POW, he
would agree with that statement. However, they are not double
inflation-proofing as the stock market appreciates over tineg,
because assets nust be converted into realized incone and be
appropriated by the Legislature. Using the POW would allow them
to make purely investnent decisions based on asset allocation.

REPRESENTATI VE MEYER said in 1999 the House passed a bill to use
the permanent fund earnings in sone sort of fashion and asked
hi m how the two plans differ.

TAPE 03-54, SIDE B
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[ I ndi scerni bl e answer because tape was turned over manual ly.]

MR. BARTHOLOVEW said there was a handout with an analysis of SJR
18 setting forth six bullets. He wanted to make sure they
under st ood what changes to the constitution were being proposed.

Page 1, line 10 adds a second paragraph, (b), to the
constitutional provision on the permanent fund.

Page, line 11 renoves the word “"principal” from the
constitution. That |eaves the wearnings reserve, which had
different rules. Under the POW proposal, "principal"” would be
del eted and the fund would be one pool of nobney. Today they are
all invested as one; it's sinply an accounting nechani sm that

they do. This is a significant policy question, as it's becone
known that the principal is off-limts and is protected. The
protection that is being proposed by the POW is the spending
limt of 5 percent a year of the total fund value. What it neans
today is if there are a couple nore down years, the earnings
reserve could spike down for a short term when the markets do.
That's what |eads to the possibility of a zero payout being
avail able in any one year.

By elimnating it and replacing it with a spending

limt, you will be able to have nobney each year and
the policy question is balancing the benefit of having
a controlled limted distribution every year against

the risk of having no distribution.

Page 1, lines 13 - 14 say that all the incone fromthe pernmanent
fund shall be deposited into the general fund unless otherw se
provided by law and for the last 21 years the Legislature has
provided that all the earnings of the permanent fund will remain
there until it's appropriated. It has not been going
automatically into the general fund. This |anguage is being
removed, because under POW there will one pool of noney and al
the earnings of the permanent fund wll stay in until it's
appropriated. The |egal guidance they have says they don't have
to refer to the "incone" of the permanent fund anynore, because
it will stay there.

Page 2, lines 2 - 6, adds a long sentence that says they are
going to protect the permanent fund from inflation and assure
that the real value of it will be preserved over the long term
Lines 4 - 5 describe how that will be acconplished. Line 5 says,
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"of the average market values of the fund on June 30 for the
first five of the six fiscal years immedi ately preceding the
fiscal year."

MR, BARTHOLOVEW expl ai ned:

There is a reason we had to put that wording in there.
If we just said - take the average market value of the
| ast five years - that includes the year that you're
in. So, the Legislature just conpleted their work and
they've appropriated next year's budget, but they
still don't know how nmuch wll be available from the
permanent fund until we get to June 30. So, they start
their work in January and we're doing the budget, but
we don't know what's available. That's why we're
sayi ng go back one nore year - going back six years so
that we know a year early. So, a year ahead of tine
the Legislature and the admnistration would know
what's going to be available from the permanent fund
in the future. It's to give a whole level of surety
and not have to do all these projections.

Page 2, lines 9 - 12, is a transitional provision. It says that
right now the permanent fund is two pools of noney, the
principal and earnings reserve. Attorneys wanted to nake it
perfectly clear that the earnings of the permanent fund at the
time people vote on this beconmes part of the permanent fund and
is subject the constitutional protection.

The | ast change is on page 2, line 13, that says since this is a
constitutional anendnent, it will go before the voters of the
state of Alaska at the next general election which is in
Novenber 2004.

REPRESENTATI VE VWH TAKER said he was conparing SJR 18 and HIR 26
and the only difference he could see is on page 2, line 2 and
asked if that is the only one.

MR. BARTHOLOVEW replied that is exactly right. Lines 2 - 3 are a
policy statenment and the House version doesn't have that.

MR. RICH SEI FERT, Professor at UAF, endorsed the POW idea as a
sound approach. About a year ago, he brought up his concerns
about corporate crinme and the erosion of the permanent fund to
the board and he didn't think it had been adequately dealt wth
at the national |evel.
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If our equity is 50 percent in the stock market, it's
all right to have the prudent investor rule hold sway,
but it's only a prudent investnment if you' re not being
def rauded.

He said that people voted to protect the fund' s principal
originally. One of the best ways they could protect it is to
i nvoke an inconme tax. "Wat would be the incentive to inflation-
proof the fund if the Legislature has available to it a fixed
wel I  known anount of noney, naybe half of the 5 percent, every
year ?"

He also wondered if changing to this fornmula would change the
| RS st at us.

CHAIR SEEKINS said he likes the predictability of the POW
regardl ess of what other sources of revenue there m ght be out
t here.

MR. ELEAZAR BAKER, Fairbanks resident since territorial tine,
said he will be retiring soon and will need to depend on the
di vidend as part of his fixed incone.

SENATOR THERRI AULT asked him if he took the long-term view that
inflation proofing should always be assured or the shorter-term
vi ew of a higher dividend.

MR. BAKER replied he doesn't care about a higher dividend, but
he does care about the stability of the fund.

SENATOR THERRI AULT asked if he wuld like to see a nore
predi ctabl e payout as opposed to w dely divergent anounts.

MR. BAKER replied that the nore they can put the fornmula in the
constitution, the safer it will be fromattack

MR. JERRY MACBETH, Fairbanks resident, said he works at the
University and |ooked at the financial spreadsheet projection
conparison of the status quo versus POW. The projection from
2003 to 2012 under the status quo has the fund growi ng from $24
billion to $40 billion; and under the POW, the fund woul d grow
from $24 billion to $33 billion - $7 billion less. He wanted to
know where that $7 billion is.
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MR. BARTHOLOMVEW expl ained that this particular scenario shows
that the Legislature appropriated for usage of the dividend.

So, the top half just shows each year how nmuch we
earned, paynent of dividend and then we go to the next
year. Under POW, we assuned the entire 5 percent
that's available - we wanted to show that scenario.
It's not an appl es and appl es.

MR. MACBETH said he is undecided about whether it is wise to
anend the constitution to provide the POW payout. He doesn't
see the need based on the Legislature's performance of
inflation-proofing it since it was established. He was concerned
about predictability and volatility of the fund. If you decrease
the volatility, you also increase the culture of dependence on
the permanent fund dividend, which he thinks is unhealthy for
the state's devel opnent over the long term

IVB. MARY  NORDALE, private attorney, said she was the
Comm ssi oner of the Departnment of Revenue from 1984 - 1986 and
was a nenber of the Permanent Fund Board of Trustees. She
coment ed:

In 1986 what we had anticipated within the departnent
during 1985 happened and that was the big crash in the
price of oil. And we had to scranble around and try to
figure out how to dig about $800 million out of the
budget for FY87. That faced |egislators when they cane
to Juneau in 1987 and it was a very, very, painful
period, as you well know. At the time, in 1984, as has
been noted earlier, the constraints on investnent
opportunities for the fund were very severe. As a
consequence, inflation proofing as an elenent that
needed to be taken into account was extrenely
i nportant because the bulk of the fund was invested in
fixed income. The effects of inflation were nore
severe at that tine on those investnents than it would
be in the equity market - this would be over tine. So,
| am very much supportive of the Senate Resolution. |
hope if it does pass, that it incorporates the
| anguage of the policy statenent because that is both
a pledge to the people and a constraint on the
i nvestnent technique opportunities available to the
trustees. It's a joint effort to retain the fund -
permanently retain its integrity and keep it grow ng.
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When you are considering, however, opportunities to
fund our state, | hope you will not dismss lightly an
income tax. | served on a long-range financial
pl anning commssion in 1995 which recommended an
array of spending cuts and revenues to avoid the crash
that we predicted in 2005. That is when we figured the
state would hit the wall if no changes were nade in
both spending and in revenues. The problemis not that
the permanent fund earnings are not available; the
problemis that nost of the prograns that absorb a | ot
of the state's revenues are population driven -
schools, welfare paynents, support of Medicaid -
whatever. But, you wll see that nobst of the large
itens in the budget are population driven and the only
incone source available to the state at this time is
an inconme tax. If you go to a sales tax, all you're
doing is taking out of the pockets of smaller
communities and putting it in the hands of the state
which is not a fair exchange at all, because in the
long run, it's a benefit to the state to strengthen
| ocal governnment. Cetting back to the original point,
| firmMy support the resolution and | hope the
Legislature wll adopt it...

SENATOR THERRI AULT said an incone tax sort of supercharges the
redistribution of wealth by, for instance, taxing his and his
wife's $2,000 worth of dividends at their tax rate and not
necessarily taxing his neighbor who mght not be in a taxable
category at all and who has access to all the different sorts of
wel fare avail abl e.

M5. NORDALE replied that mght be true, but if you own a share
of stock in Ceneral Mtors and she owns a share, you wll pay
federal incone tax at a different rates because the incones are
different. That is part of the whole system

| don't see how we can nake an adjustnent in terns of
the dividend to affect sone sort of super equality, a
negative income tax, just to protect the person who
m ght, because of a higher inconme, pay nobre incone
tax. | think one of things you need to realize is that
the dividend is taxable by the federal governnment. |If
it were taxable as incone here in the state, it would
be nmoney that would stay in the state and not go to
the federal governnent.
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CHAI R SEEKINS said that only the portion that cane to the state
couldn't be taxed by the federal governnent.

M5. NORDALE responded that under the old system of taxation, 16
percent of federal tax went to the state treasury and that is
better than nothing, basically.

MR. CARY DEWT said he thinks the POW nakes sense particularly
the part that allows the Legislature to predict how nuch noney
is comng in ahead of tine. However, he is concerned if this is
in the formof a constitutional anendnment. He suggested that the
5 percent figure not be fixed there, but be made to reflect the
actual market growh. He also read sonething in the Fairbanks
paper about including a cap on governnment spending.

CHAIR SEEKINS said that is in a separate bill that Senator Dyson
had i ntroduced.

MR. DEWT said he also supports an incone tax. It is the fairest
and nost sensible way of providing a |ong-range source of
revenue for the state.

SENATOR THERRI AULT remarked that it's acceptable public sport in
Anerica to distrust anyone who has anything to do with spending
a public dollar. He asked why an incone tax would nagically
transformthat.

MR DEWT replied when a person sees a solid connection between
noney going out of their pocket into governnent revenue, they
are going to be nmuch nore interested in how that noney is spent.

TAPE 03-55, SIDE A

SENATOR THERRI AULT commented there isn't that dynamc when he
and thousands of other people wite their property tax check.

MR. DEWT said naybe there is a public apathy problem

M5. MARY BI SHOP, Fairbanks resident, said she is on a fixed
income and definitely supports inflation proofing. She also
supports the Legislature and the admnistration knowng the
anount available for appropriation one year in advance. She
wondered if that would also nean knowing the anmount of the
di vidend ahead of tine as well.
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M5. BISHOP said that this proposal seens to allow the state to
use sonme of the noney for their regular budget, which she
doesn't think happened before.

CHAIR SEEKINS clarified that every year mllions of dollars are
spent out of the permanent fund on things |like public safety and
hold harm ess agreements. This year it anmounts to around $40
mllion.

MS. BI SHOP asked who decides how nuch of the 5 percent goes to
pay dividends and how much will pay for governnent.

SENATOR THERRI AULT replied all that is under discussion. Current
wording is just up to 5 percent and the Legislature could have a
statutory schene on how the dividend would be calculated. The
current statutory conputation of the rolling five-year average
coul d be retained.

CHAI R SEEKI NS added that currently the Permanent Fund Board of
Trustees is able to determne the size of the dividend to a
degree by deciding whether or not to sell or retain shares.
Ri ght now the size of the realized incone is a function of what
the board and the executives instruct the managers to do. "You
can play god with the size of the earnings now"

MR. BARTHOLOVEW said their goal is to earn 5 percent over
inflation. Their consultants estimte that going forward for the
next five years they are going to do 8 percent or a little |ess
and inflation is going to be 3 percent or a little less. If you
| eave 3 percent in the fund, you have 5 percent to spend and
they don't know what the capital markets mght do. Inflation
m ght go up, which could affect how nuch interest you get from
bonds.

SENATOR THERRI AULT commented that it would be very handy to be
able to know how much noney they are working with and the only
thing that would give the Legislature surety would be if all
state revenues went into the permanent fund and the percentage

draw off limted every year. This was originally known as the
Creno Plan after the person who developed it years ago. Right
now, corporate taxes, rents and royalties still need to be
proj ect ed.

MR. DAN REVERO, North Pole resident, said he opposes a state
incone tax, but is inclined to favor a sales tax to spread the
noney to nunicipalities. He supports the POW.
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CHAI R SEEKI NS asked further questions or further questions or
comrent s.

SENATOR THERRI AULT said this year the Legislature used 17(b) of
the constitution to get access to the constitutional budget
reserve with a sinple mgjority, but to do so, they had to nake
an advance appropriation for the next year's inflation-proofing,
| eaving $100 million in the earnings reserve. At the tinme, it
was projected to have $360 nmillion; the $260 nillion was noved
in advance. He asked M. Bartholonmew what the advance deposit
woul d be under the proposal. Currently, everything in excess of
$100 million is noved into the principal of the permanent fund.

MR. BARTHOLOVEW responded that one of the conponents in the
letter of explanation is that the Legislature would take nobney
out of the earnings reserve and nove it into the principal,
earmarking that for next year's inflation proofing. At the sane
time next year's inflation proofing appropriation is repealed
and noved ahead one year.

To give you the perspective of inflation, last year it
took $600 million to fully inflation proof. This June

30 that will end here in less than one week, we're
predicting it's going to take $350 mllion to
inflation proof. Looking forward to next year, | think
we're | ooking at about $550 million to fully inflation

proof. Al of these are projections. At the tine that
the Legislature nade the decision, we projected the
sweep to be $250 mllion. So you would have paid a
little less than half of next year's inflation ahead
of tinme. The only change since then as the markets
have changed and as our managers have nade deci sions,
the anmount of realized income has risen and we expect
that transfer or sweep, now, to be roughly $350

mllion. So, we're going to sweep nore and we're going
to - if you apply that to inflation proofing, then
there will be less needed next year. And the only
other comment is when we get to next year it is the
bal ance that is in the earnings reserve, which will be
the $100 million that we're going to start wth. Wat
we will earn next year in realized earnings, when we
get to the end of the year - that will determ ne how

much is available for the Legislature for dividends or
inflation proofing.
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SENATOR THERRI AULT asked him to explain the inflation proofing
at $600 nmillion, going down to $350 and that they are projecting
it to go back up to $580 million. He questioned whether they
overestimated what's going to be needed.

MR. BARTHOLOVEW answered that he could nake a statenent Iike
that | ooking at just next nonth or next year, but they try to
get away from one year wi ndows. Wen the trustees talk to their
consultants, they look at five years and over five years they
are projecting inflation to be 2.6 percent. "So, when | estinate
to you that it's going to cost $550 mllion for inflation
proofing, it's based on a five year average."

MR. SHORER added that the inflation nunber is based on a
cal endar year and we are six nmonths through that for this year.

CHAI R SEEKI NS t hanked everyone for their comments and adjourned
the neeting at approximtely 8:00 p. m
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