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ACTI ON NARRATI VE

TAPE 03-59, SIDE A

SJR 18- CONST. AM PF APPROPS/ | NFLATI ON- PROOFI NG
SJR 19- CONST. AM PERMANENT FUND | NCOVE

CHAIR RALPH SEEKINS <called the Senate Judiciary Standing
Commttee neeting to order at 7:07 p.m Judiciary nenbers
present were Senators French, Ogan and Seekins. Senator Cowdery
and Representative Hawker were al so present.

He recognized John Kiernan who was present to testify and
informed himthat M. Bob Storer from the Al aska Permanent Fund
Corporation would give an overview of the POW (Percent of
Mar ket Val ue).

BOB STORER from the Al aska Corporation (APFC) Board of Trustees
expl ained that both SJR 18 and HIR 26 propose a constitutiona
anendnent, which they refer to as “the 5 percent solution.”
Mul ti pl e boards have determned that this is a superior way of
insuring that all generations benefit equally from the permanent
fund.

He referred to the slides on page tw of the PowerPoint
presentation to show the four year change in the realized incone
account and the reserved account, which includes principal and
unrealized gains. He pointed out that the principal is protected
in the constitution and cannot be touched w thout a vote of the
people. In contrast, realized inconme, which is actualized profit
fromthe sale of an asset and interest from bonds and divi dends
i ncome, may be appropri ated.

He explained POW is a fornula that Iimts the spending of the
fund and is based on the total narket value of the fund. They
suggest setting a percentage that is based on the expected
difference between the total investnment return and the rate of
inflation. The Legislature has al ways appropriated the inpact of
inflation into the fund principal and the payout is the excess
return. The board maintains there is a superior nmethod, which
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would be to Iimt the amount that can be appropriated in any
given tine to the real or excess earnings of the fund and the
affects of inflation would remain in the fund.

Historically, inflation has been three percent and over tine
they believe they are able to earn about eight percent so a five
percent appropriation is reasonable and what they are suggesting
for appropriation. Justification for this change may be found in
| ooking at data fromthe |last ten years because it shows returns
during the bull market as well as the recent results when the
mar ket perfornmed poorly. Over the previous wldly fluctuating
ten year period, the fund earned 7.8 percent and inflation was
just 2.5 percent, which nmade it possible to achieve a real
return of 5.3 percent. Looking forward, they believe they can
continue to do the sane.

He then referred to the slide showing the asset allocation
shift. In the late 1970s and early 1980s, the fund was invested
exclusively in fixed incone instruments and nobst incone was
realized from cash flow As the fund matured, enphasis shifted
from incone producing assets to asset appreciation to produce
i ncome. Recognizing contenporary investnent standards, they
believe a superior nethodology would be to |imt the payout of
the total market value of the fund, which would al so capture the
appreci ation of equities.

POW woul d provide for a perm ssible legislative payout fromthe
permanent fund in each year of five percent of market value,
averaged over a five year period. Under the current scenario,
actual earned inconme fromthe fund is available for |egislative
appropriation. The Board of Trustees supports a solution that is
up to five percent of market value. They believe that wll
conserve the fund for future generations and nmaintain the
ability to pay out nonies for current generations.

POW protects the fund by elimnating the distinction between
principal and earnings. Wth regard to the concern that there
could be an invasion of principal, he pointed out that four
years ago about 25 percent of the fund was earnings that could
have been appropriated. If that anmount had been appropriated,
there would have been nothing available for payout. This limt
i mposes discipline so there wouldn't be overspending in a bull
market, which he believes to be critically inportant in
protecting principal.

He expl ained the chart on current formula payouts for 1998, 2000
and 2003 takes the total realized inconme for the last five years
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multiplies it by .21 percent and divides by two. Applying the
current fornmula out to 2005 and using a md-case scenario, there
woul d be less available for the dividend and not enough to neet
inflation proofing.

In conparison, the POW sinply takes the market value of the
fund at the end of five years, average the five years and take
five percent. He referred to the chart to show that there is
| ess volatility using this formula.

He then explained the chart showing realized inconme versus
mar ket value. In 1996, realized incone increased by 80 percent,
but it dropped by that same anmount in 2001 and 2002 show ng the
volatility in the current fornula. Predictability and stability
of payout is inportant and the current formula shows higher
volatility. He enphasized this by remnding nenbers that the
board repeatedly warned of the possibility of no payout earlier
in the year.

Peopl e sonetimes ask which nmethod would have the greater payout
over time and they say that ultimately, it's the sane, but POW
snoothes the payouts to higher lows and Ilower highs. In
addi tion, POW elimnates any question that the asset
allocations are based on anything other than investnent
managenent decisions. Under the current nethod, actions wll
af fect the dividend.

JOHN KIERNAN testified as a private citizen and noted that
several years ago 83 percent of +the Alaskans that voted
indicated they did not want the dividend touched and now the
Legislature is going after the permanent fund itself. He said:

When we have BP taking 65 percent of the profits of
oil, t he f eder al gover nnent gets 35 per cent
corporation tax, Alaska gets about 3 percent and with
what the federal governnent gets it nakes up 35
percent and then the other 65 percent of the profits
go to BP - of oil. And oil is the big noney in this

state. W fought the war of 1776.... to get the
British out of America, but they' re taking our noney
in oil noney out of here, to London. So okay, | can
invest in BP and share sone of that profit, that's
great, but | understand froma letter |1've gotten hold
of ... that says 'At statehood a nmjor portion of our

private property mneral rights were negotiated away.
W property owners were told that the state would
manage our mneral rights for the benefit of all. W
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woul d receive a dividend, nmuch like a stock dividend
to conpensate us for the loss of this significant
right." She then says, 'Hands off mny dividend!' anong
other things. She says, 'Now wunrestrained state
spending threatens the dividend and the proposed,
hi ghly pronoted, POW is not the answer. Al aska spends
nore than twice as much as any other state per
person.” |If that be the case, you guys know nore about
that than | do and | can only take from what she has
witten here and this was in the Al aska D gest Emai
News on 10/23/03, which was just a few days ago. |If
that is the case, then the state has commtted itself
to taking care of those mneral rights and paying a
dividend to the public. Ckay, we have a pernmanent fund
that does that, but what the public are concerned
about is that they said no, don't touch the dividend,
but now they're looking at going after the fund
itself. Five percent of the fund sounds okay, but if
the fund is not earning noney at all. If we hit a real
depression, and do we still continue to pay out five
percent of the fund even in a really depressing
situation? That would cause the fund to disappear if
the depression lasted a long time. | agree five
percent, five into 100 is 20 years, but okay, in rough
calculations it would take a long tinme for it to
di sappear.

kay, then | read another problem Wy is Al aska being
ripped off? Mst oil exporting countries go to great
|l engths to keep their tax policies secret. However, a
great deal of information about OPEC nenber Nigeria's
oil tax policy can be found at a certain email address
which 1've got witten down here. Doing business in
Ni geria, when you reach the page, do a word search and
find petroleum profits tax is payable at the tax rate
of 85 percent for all conmpanies. And 85 percent rate
is the norm for all OPEC countries.... [They] all pay
those taxes. A conplete |ist of conpanies that pay
those taxes can be found at another emmil address. |If
85 percent does not stop mmjor oil conpany invol venent
in Nigeria, what is our Governor or our Legislature
doing about our pitiful, mniscule tax rates here in
Al aska? Why are we giving away our resource wealth

but are attenpting to raid the pernmanent fund
di vi dend.
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It's not a bad solution to our financial dilemm, but
it's not going to help the people, this taking away
conpani es
shoul d be paying nore in taxes than just three percent
gover nnent

the permanent fund from the people. The oil

to Alaska and five percent to the federa
and then walking away wth 65 percent.
t hi nki ng.

That's

my

| hear you in that you say that the five percent would
be a steady form of inconme. And then how expensive
woul d be another nmatter, but it would be a steady form
of income and even in bad tines it would take it

20 years for the fund to be w ped out

Usually bad times only |ast about a year and
see your

we're back to the good tines again. So

I
point, it's possibly a good thing to do. But

over
conpl etely.
t hen

you have

to sell it to the people and yes, that 83 percent said

no, don't touch the dividend so you' ve got
to the people.

I would say that if +the people saw

t hat

to sell

di vidends were going to continue and if all the
revenue was put into the fund for investnent, not

put into state coffers for spending, but

all of

it

their

oi

j ust
t he

oil revenue and all of the revenue from everywhere was
put into the fund for investnent and then only payout
five percent, you m ght convince sone people then.
[not] to just take five percent of the fund and add it

to the general fund.
SENATOR CONDERY noted that when he honesteaded

problemw th that.

But

in 1954 it was
clear that he didn't have any subsurface rights and he had no

He recalled that the first | ease sale was about $900 mllion and
. He asked M.

royalty rates were set at about 12.5 percent
Ki ernan how he woul d change the formul a.

MR. KI ERNAN asked about the length of the | eases.
CHAI R SEEKINS said, "In perpetuity.”

MR. Kl ERNAN expressed surprise.

CHAIR SEEKINS explained that if a conpany |eases a piece of
property for oil extraction, they pay a royalty and harvest the

resource until it is not longer there. Their profit
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they have paid royalties. He pointed out the conpany isn't
paying just three percent; they' ve already paid at least 12.5
percent in royalties.

SENATOR CONDERY added that the royalty on sone fields has been
as high as 50 percent.

CHAIR SEEKINS stated there was no agreenent at statehood
regardi ng sacrificing subsurface mneral rights for a dividend.

MR. Kl ERNAN acknow edged that his source m ght be incorrect then
asked about m neral rights on | easehold property.

CHAIR SEEKINS said the agreenent has already been made and it
can't be altered.

REPRESENTATI VE HAWKER noted that Section 6 of the Statehood Act
gave all of the fundanental resource wealth to Al aska. The first
line clearly delineates the purpose for which that wealth was
gi ven, which was to devel op Al aska's community infrastructure.

CHAI R SEEKI NS added that the federal governnent held that wealth
in trust for the people of the future state.

SENATOR OGAN suggested returning the discussion to the POW.
CHI AR SEEKI NS agr eed.

SENATOR COADERY said an agreenment is an agreenent and the state
signed the agreenent. People were very pleased when the oil
conpani es arrived.

SENATOR FRENCH referred to the third bullet point on the POW
solution and noted that protecting the fund by constitutional
inflation proofing is there by inplication only.

MR. STORER agreed it was there by inplication.

SENATOR FRENCH said that if there were a year where the return
on the fund was five percent and the Legislature decided to
spend the five percent then there wouldn't be any inflation
proofing that year.

MR. STORER said they use the term "over time" to say that you
will succeed in earning a five year return over inflation. He
said, "You're correct, it is inplied; the residual remains wth
the fund. "
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They did a study on rolling tenures and found there was never a
ten year period in which less than five percent was earned. This
includes the recent three year bear market. Looking at shorter
time horizons there is no question there have been periods when
that goal wasn't achieved, but with the |ong-term discipline you
w || achieve the goal he said.

SENATOR FRENCH asked what it is about the current structure of
the fund that jeopardizes future generations receiving a
di vi dend.

MR. STORER replied that's a good question because to date the
Legi slature has appropriated for inflation proofing and at tines
they have appropriated additional revenue into principal
However, there is no way to predict whether or not that would be
the case with future Legislatures. Currently statute requires
the dividend come first followed by inflation proofing. By
menorializing this in the constitution, it has a nore powerfu
effect on inflation proofing and if they are correct, the
purchasing power wll be maintained and all generations would
benefit equally.

SENATOR FRENCH said that since the fund noved away from a bond
strategy into equities it seens less |likely that the dividend
payout would be too much under the current structure. He used
M crosoft stock as an exanple. It pays no dividends, but the
val ue of the stock has risen considerably. If the permanent fund
were to have a lot of this stock, the size of the fund would
i ncrease, but there wouldn't be any realized earnings until the
stock was sold. Under current nethodol ogy, none of the
appreciation would be available for distribution as a dividend
or inflation proofing or any other use unless the stock was
sol d.

MR STORER sai d,
"You brought up an excellent point and it goes back to
anot her point | touched on briefly....

TAPE 03-59, SIDE B
7:52 p.m

...1s alnpost given away, it's one half of a percent is
what we pay for the managenent of that. And there is
virtually no turn over unless a stock enters or is
removed from the dividend. So what happens is, on that
portfolio, you get a dividend, but there is virtually
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no change and so what would happen in that portfolio
absent activity, would be it woul d appreciate
theoretically. Your Mcrosoft keeps appreciating and
there are only paper profits, yet the value of the
fund is increasing rather dramatically. The other half
of the portfolio - we use active nanagers. W use
active managers to diversify the risk and you expect
them to add sonme increnental value above the index.
O herwise why would you do that? Those managers are
active all the time and in fact when they buy
M crosoft their discipline actually is different....
Many of them own it, but they tend to own a limted
anount in the portfolio. Wen that Mcrosoft stock
goes up, and you've got five percent of the portfolio,
they sell. So now you've got only three percent of the
portfolio. So they're selling the profits.

The other decision that they make is they my Iike
Intel better than Mcrosoft for whatever reason so
they may sell all the Mcrosoft because they think
they can earn nore in Intel. The problem becones that
we have a balance. Wat if - | know one state whose
donestic portfolio is exclusively passive. |If we did,
there would be virtually no dividend what soever unless
you nmade non-investnent arbitrary decisions to harvest
the profits. Wi ch brings the second question. Wat do
you do with the noney? So, there are potentially
arbitrary and non-investnent decisions that can cone
out of these kinds of things. That's the beauty of
limting to the value of the market value of the fund.
That way you're capturing sone of that appreciation,
but no nore than would be in excess of inflation. So
it elimnates the anbiguity other than it's a pure
i nvest nent deci si on.

CHAIR SEEKINS referred to the chart showing realized incone
versus market value and asked if the change in value in 1996
resulted from a nanagenent decision or a Board of Trustees
deci si on because they wanted to increase the dividend payout.

MR. STORER advised he didn't participate in those discussions,
but he believes the debate stemmed from fact that assets were
increasing dramatically in the raging bull market and there was
concern that future generations would benefit from the bul
mar ket nore than the current generation. At that time the board
made the decision to take profits in the passive portfolio,
whi ch had the effect of increasing the dividend.
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CHAIR SEEKINS stated this decision was made w thout |egislative
consultation for the purpose of increasing the dividend.

MR. STORER replied the payout would be the sane ultimately, but
there was an arbitrary decision with regard to when.

SENATOR FRENCH asked if this was the pernmanent fund.

MR. STORER said it was. He pointed to the spike in 1996 and
advised that was during the bull nmarket so there was profit
taking, but there was also a specific decision nade by the Board
of Trustees to take profits in the passive portfolio.

SENATOR COWNDERY questioned how close we cane to having no
di vi dend.

MR. STORER said that according to their studies, there was a ten
percent chance there would be no dividend in 2003. Things
changed in the last quarter of the fiscal year and they earned
about ten percent. "But if that was the first quarter there
woul d have been about a ten percent probability of no dividend
under the existing formula."

SENATOR COWDERY questioned, "On the existing forrmulas, if it had
stayed that way for two or three nore quarters before it
t urned?”

MR. STORER qui pped, "Another executive director would be making
this presentation.”

SENATOR CONDERY asked if the fund plumeted $4 or 5 billion
during the sl unp.

MR. STORER said it wasn't that nuch, but it was dramatic. At
fiscal year end, the earnings reserve was $1.6 billion and
around md July [2002] that noney was gone. By July 24 it was
back up, but the volatility |lasted for about a six nonth period.
That year, [2002] the fund had the worst quarter in the history
of the fund. That quarter was -7.5 percent, but for the fiscal
year the fund earned about 5.5 percent. During the latter part
of that calendar year, the value of the fund was |less than the
princi pal about three tinmes. That includes the wunrealized
| osses.
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SENATOR COADERY asked if it was correct that the dividend would
have been about the sanme if the POW had been in place during
that tine.

MR. STORER said that was probably accurate. The irony is that
for the next two years the dividend will probably continue to go
down under POW.

CHAI R SEEKI NS asked about inflation proofing in POW. He said he
understands it's inherent to the strategy, but it's not
constitutionally guaranteed.

MR. STORER agreed and added there is no constitutional guarantee
inflation proofing woul d be exercised in any given year.

CHAI R SEEKINS said, "Wien it came to cutting funds for education
or cutting inflation proofing, the Legislature can decide which
of those they are going to do."

MR. STORER replied the sane fundanental debates regarding
inflation proofing could exist in the future.

CHAI R SEEKI NS asked about the invasion of principal question. He
remar ked that he understands very well how influential the Board
of Trustees can be in determning whether or not there is a
dividend and how large it mght be because they are able to
i nstruct nmanagenment to sell or not sell. If it was politically
expedient to nake sure that there was noney for a dividend, the
trustees could conceivably cherry pick the fund to produce
realized inconme so funds could be available for distribution
even though the principal of the fund was decreased.

MR. STORER replied that fact exists every year

CHAIR SEEKINS said, "Even today there is no real constitutiona
provision that protects the principal from invasion based on
different creative strategies."”

MR. STORER agreed. In investnment nmanagenent there are an
i ncreasi ng nunber of ways to get fromA to B

CHAIR SEEKINS asked whether the POW strategy would provide
better, worse or neutral protection of fund principal.

MR. STORER opined it would unequivocally nake every investnent
deci sion a pure investnent managenent deci sion.
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SHARMAN HALEY, an econom st, asked why the projections to the
end of the decade conparing the current fornmula with the POW
under the 50 50 scenario shows that in the short run the POW
dividend is higher, but by the end of the decade, the current
formul a shows a higher dividend. She questioned why they aren't
nore conpar abl e.

CHAIR SEEKINS advised the 50 50 fornmula 1is not under
consi deration under the bill

MR. STORER said the 50 50 forrmula is an exanple they have used
and the answer goes to the stability of payout issue.

"Whereas there's less volatility in market value, you
get this constant that's going to go up like that....
So over the next few years, the noving average, the
anount that's available wll, under the existing
formula, will continue to drop. Wat happens and what
you see are extrapolations of the nedian case only.
What happens is that as the nornalized payout goes up

then you wll see nore profits generated in the
realized incone that conpensates. W overshot in the
bul | mar ket and we're under shoot i ng r at her
significantly so we go back out. In the out vyears

you'll see it go above a bit and what | think is that
ultimately they snooth out and conpress a bit.

There is an arbitrary issue in our projections that
you can appreciate. W have to predict realized
i ncome. Which neans we're predicting two things. W're
predicting markets and we're predicting manager
behavior to those markets. So we take historical
turnover rates in our realized assunptions, but they
are arbitrary deci sions.

CHAI R SEEKI NS enphasized that in considering POW, they aren't
considering any change in the way distributions are allocated.
It is just a proposal for determ ning how nmuch is available from
the fund for distribution on an annual basis.

MR. STORER added that people do care a |ot about the anount of
the dividend and there is a fiscal issue. They are parallel
i ssues, but they exist even wthout the POW. He said their
point isn't the spending issue; it's the managenent of the fund.

CHAIR SEEKINS said his point is to insulate from market and, in
particular, political volatility. He pointed out that board
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nmenbers serve at the pleasure of the governor and |egislators do
not confirm the board. Wen he was renoved from the board, he
received a letter fromthe governor stating he was being renoved
because it was doubtful that he would invest according to the
governor's political philosophy. He opined it is a dangerous
situation to invest according to a governor's political
phil osophy and it shouldn't be a possibility. In considering
POW, that is a valuable consideration

Considering POW by itself, it is an upgrade. The chart show ng
how asset allocation has <changed nekes it <clear that an
allocation and distribution upgrade is in order. The proposed
formula is used by 85 percent of the ngjor funds so it's not new
or untried. He stated his personal position is that, "I would
trust that the decision being made on how nuch to take out on an
annual basis, in case of a major depression would better be made
by the 60 nenbers of the Legislature than the six political
appoi ntees on the Board of Trustees - having been one and now
bei ng on the other."

CHAI R SEEKINS announced he would hold a conmmttee neeting on
this subject during the first week of the upcom ng session. If
additional neetings are needed in different areas of the state
he will hold them

There being no further business to conme before the commttee,
Chair Seekins adjourned the neeting at 8:20 p. m
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