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ACTI ON NARRATI VE
TAPE 04-4, SIDE A

CHAIR RALPH SEEKINS <called the Senate Judiciary Standing
Commttee neeting to order at 8:12 a.m Senators Therriault,
French and Chair Seekins were present. He announced that
Senators Ellis and Ogan would not be attending the neeting
today. The first order of business to cone before the conmttee
was SB 300.

"#SB 300
SB 300- ATTORNEY' S LI EN

SENATOR BERT STEDMAN, prine sponsor of SB 300, told nmenbers that
SB 300 is a housekeeping neasure to avoid double taxation. He
explained that when court settlenents are awarded, t he
prevailing party nust pay income tax on phantom inconme - the
gross amount of the award even though part of that income is
paid to the party’'s attorney. The attorney nust then pay tax on
the incone received, resulting in double taxation. The structure
of the system in the State of Oegon differs so that if the
proper docunents are filed, the court settlenent is paid to the
attorney who, after retaining attorney fees, pays the renuainder
to the client, thereby avoiding double taxation. Attorneys have
structured trust accounts to hold court settlements, so this
mechani sm woul d pose no danger to the client.

8:16 a. m

SENATOR HOLLIS FRENCH asked for an exanple to illustrate the
doubl e taxati on problem

SENATOR STEDMAN said a wongfully damaged plaintiff mght be
awar ded $10,000. The plaintiff would have to claim inconme of
$10,000 and pay tax on that anount, $2,000 if the plaintiff’s
tax bracket was 20 percent. The plaintiff nust also pay 30
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percent of the $10,000 for attorney fees, equaling 3,000. Then

the attorney nust pay tax on his fee of $3,000. SB 300 will
avoid double taxation by paying the attorney off the top, so
that the plaintiff would claimgross revenue of $7, 000.

SENATOR FRENCH surm sed that two parties would be paying incone
tax on the $3, 000.

SENATOR STEDVAN said that is correct. He said there is no way an
attorney could avoid paying taxes on his or her fees, so SB 300
will not affect the attorney. It wll, however, have a big
i npact on the citizen who nust pay tax on the attorney fees.

SENATOR GENE THERRIAULT asked if the way to avoid double
taxation is to have the attorney file the proper |ien paperwork
so that the jury award becones the property of the attorney.
Then, once the attorney’s lien is paid, the remainder is paid to
the client via contract.

SENATOR STEDVAN said that is correct and that the client would
pay taxes on the actual anmount paid to himor her. He clarified
that the award funds paid to the attorney would be protected by
a litany of regulations to provide safety for the client.

SENATOR THERRI AULT asked if SB 300 passes, the plaintiff in the
previ ous exanple would receive $7,000 and the attorney would
receive $3,000, while under the current system the plaintiff
woul d only receive $5, 000.

SENATOR STEDMAN said that is correct.

SENATOR FRENCH asked if any damage award would go directly to
t he attorney.

SENATOR STEDMAN said yes, if the attorney has filed the proper
liens, and the attorney would disburse the funds directly to the
client. The plaintiff would then claimonly the inconme received
fromthe attorney, not the gross anount.

SENATOR FRENCH noted letters of support from attorneys in
menbers’ files but asked if Senator Stedman has heard from any
plaintiffs who are concerned that attorneys mght sit on their
noney for too |ong.

CHAIR SEEKINS said that witnesses were available to testify and
m ght be able to answer that question. He took public testinony.
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MR. WLLI AM SCHENDEL, an attorney who has practiced in Fairbanks
for about 30 years, told nenbers that the issue behind SB 300 is
double taxation and is one of the biggest problens that has
faced both enployers and enpl oyees over the last five years. In
essence, the plaintiff is taxed on the attorney fees that the
plaintiff does not receive. The consequence of that system is
that the plaintiff is pronpted to try to recover nore from the
defendant, typically the enployer, and that drives up the cost
of settlenents. SB 300 will do away with double taxation so that
the plaintiff is only taxed on the net award.

M5. JO KUCHLE, a Fairbanks attorney for 17 years, told nenbers
that regarding the trust account issue, the funds do not always
flow through the trust account; sonetinmes the funds are paid
directly to the prevailing party. She said under the current
schenme this issue not only arises with settlenents, it can occur
Wi th judgnents or in any case in which the prevailing party has
won danmages and pays attorney fees. She pointed out:

This has been primarily the result of rulings by the
Ninth Crcuit Court of Appeals, which has basically
determined that for federal tax purposes, the fee
award, though it goes directly to the taxpayer and the
taxpayer has to pay the attorney, gets taxed entirely
to the taxpayer. They carved out an exception in
Oregon on Oegon’s lien law. That’'s why the group
before you has requested, and we’'re very pleased that

Senator Stedman has introduced this bill, to correct
this disparity with Oegon taxpayers and that al
taxpayers really in the Ninth Crcuit — all states in
the Nnth Grcuit are affected by this taxpayer
[indisc.].

MR. KEN COVELL, a Fairbanks attorney for 18 years, told nenbers
he focuses on personal injury and enploynent |aw, and that he is
concerned that in civil rights actions, a plaintiff will receive
nom nal damages of $1. However, attorney fees are often
$100,000. These cases are often very inportant and involve
racial discrimnation. It is conceivable that a plaintiff could
receive a $1 award but have a $30,000 tax liability because of
the $100,000 attorney fee. He pointed out that clients often
take on such cases at great enotional and personal risk.
Therefore, if an attorney has to tell that client he or she is
liable for an additional $30,000 tax, clients will not pursue
i nportant cases. SB 300 would put the citizens of Al aska on
equal footing wth citizens of various other states. He repeated
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that the current system creates a disincentive for clients to
pursue i nportant issues.

MR. KEVIN WALSH, a certified public accountant in Fairbanks for
25 years, thanked nenbers for considering SB 300. He said this
issue is near and dear to him as he runs into this problem in
his tax practice and nust advise potential plaintiffs. It
creates different classes of taxpayers and affects opportunities
that people have to correct injustices changes based on tax
advice. He considers that to be wong and |ooks to SB 300 for
resolution. He said this issue is based on federal incone tax
law, which is based on taxing the owner of incone. A recent
Suprene Court decision basically said, “tax the fruit of the
tree to the tree fromwhich it falls.” This lien law is based on
establishing property rights — who owed the case and who owned
what right under the case. Current federal tax |aw says the
entire case belongs to the plaintiff; therefore all anounts
flowng from that case are taxable to the plaintiff. He
expl ai ned:

Then, if the plaintiff is allowed a deduction for the
anount of the attorney fees that they pay, then they
end up [indisc.] inconme tax only on the net anount.
This is absolutely true for any business that 1is
successful in a suit. Businesses report the entire
damage anount as incone, deduct all of the attorney
fees. They only pay incone tax on the net anpunt.
People that are injured in a personal injury situation
don't pay taxes at all. This is not an issue for them
So it boils down to the only people inpacted on this
are the enployees. Enployees who bring suit against
their enployers for whatever reason and end up
successful, end up having to report the entire anount
of the attorney fees and their own award as incone.
They are then allowed a deduction for the anpunt that
t hey pay the attorneys.

Unfortunately the deduction is limted to two separate

distinct events: one, it is only allowd as a
m scel | aneous item zed deduction and |imted to the
anount that exceeds 2 percent of their adjusted gross
income.... Unfortunately, the alternative mninmm tax,
which if you have — is a parallel tax system that was
established many years ago to nake sure that the rich
paid at least a mninmum tax every year, t he

consequence of that tax is that no mscellaneous
item zed deductions of any type are allowed for
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purposes of conputing that tax and then the tax rate
is 25, 28 percent applied to the net inconme con ng

fromthat.
So let nme give you a real live exanple com ng out of
our practice. W had a public interest litigant, an

enpl oyee who was [indisc.]. They sued successfully.
The received approximtely $105,000. Their attorney’s
fees were $100,000 and that was understood to be part
of the award. In other words, their net anount was
about $5,000. They ended up with a tax bill associated
with that of approximately $30,000. In other words,
understand, they got to keep $5,000 and had the
obligation to pay $30[,000], so by taking corrective
action through the judicial system to get a court to
correct an enployer’s egregious behavior, they had to
reach in their pocket and take out approximtely
$25,000. | consider that to be a mscarriage of
justice.

MR. WALSH gave other exanples and said that the origin of this
situation is based on property law in Al abama, M chigan and
Oregon. The court reviewed it and found the attorneys in those
cases had a sufficient property right in their piece of that
case so that incone was taxed to them and not to the taxpayers.
The Al aska Suprenme Court has reviewed this issue and said the
person receiving the award “gets the shaft.” He said Al aska's
| aw shoul d be changed so that a public interest litigant is not
penal i zed. He noted the Suprene Court has had several
opportunities to correct the disparity between the circuit court
and has basically said it does not care. Simlarly, Congress has
had the opportunity to take this matter up several tinmes but
declined to do so. He encouraged the Legislature to take action.

8:37 a.m

CHAI R SEEKI NS asked, “As | wunderstand it, this lien exists unti
it is satisfied and only affects the previously agreed upon
fees. Is that correct?”

MR. COVELL said that is correct.

CHAI R SEEKINS asked if SB 300 passes, the prevailing party would
pay taxes only on the award | ess the attorney fees.

MR. COVELL agreed.
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CHAIR SEEKINS asked if SB 300 wll correct the current
di sparity.

MR COVELL said it woul d.

CHAIR SEEKINS asked if it would have any fiscal inpact on the
State of Al aska.

MR COVELL said it would not.

SENATOR THERRI AULT asked if attorney fees and the costs of a
case are categorized separately and whether they would be
treated the same way.

MR. COVELL said he believes so; nothing would change in regard
to cost.

CHAIR SEEKINS said as is the conmmon practice of the commttee,
he would hold the bill for a second hearing to see if anyone
el se wants to coment. He said he believes SB 300 is good public
policy and thanked all participants.

#

"#SJIR18
[ The following is a verbatimtranscript.]

SJR 18- CONST. AM PF APPROPS/ | NFLATI ON- PROOFI NG

CHAIR RALPH SEEKINS: GCkay, next we’'re going to nove on to our
second item which is CSSJR 18[STA]. W’'re |ooking at version
[H. Alittle bit of history on this bill - we have had public
hearings across the state. W had public hearings this sunmer in
Fai rbanks; we had public hearings in Kenai, in Mat-Su and in
Anchorage. Today is our last opportunity for public hearings on
this particular bill and then for any questions from the nenbers
that are present. Do we have anyone who would like to testify
today on CSSJR 18? | see M. Storer is here from the [Al aska]
Per manent Fund [Corporation] and |I think the nenbers pretty much
understand what the proposal is here. Is there anything that you
would wish to add to what you guys have testified on already
four times across the state?

MR, ROBERT STORER, EXECUTIVE DI RECTOR, ALASKA PERVANENT FUND

CORPORATI ON:  Thank you M. Chair. W’'re prepared to answer any
guestions that you may have.
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CHAIR SEEKINS: W’'ll hold you to stand by for any questions. Is
there anyone on-line that would like to testify on this bill?
[ No response.] Anyone in the audience that would like to testify
on CSSJR 18? [No response.] M. Storer, perhaps you could take
the chair in case we do have any questions from nenbers of the
commttee? Anyone signed up M. Hove? [No one signed up.] At
this point, we’'re going to close public testinmony on this CS for
SJR 18. Public testinony is closed. Questions fromthe nenbers —
any questions, coments? Here’'s our opportunity to ask the
expert as to what the fornmula that they originated from the
trustees of the permanent fund is in this resolution that we're
consi dering today. Senator Therriault?

SENATOR THERRI AULT: M. Storer, | know one of the concerns that
has come up is that with the allowable up to five percent draw,
there could be sonme erosion of the principal in a down
investnment nmarket or climate. | know that you have run sone
nodel s historically |ooking back to see [indisc.] toss around
sone different ideas of how we could prevent that from
happeni ng. |I’m wondering if you could just go over that?

MR. STORER Thank you, M. Chair. |I’m Bob Storer, the Executive
Director of +the Alaska Permanent Fund Corporation. Senator
Therriault, | have handouts from two views if | could ask that
those be distributed? W take the longer term view so the first
thing we | ooked at was what was the real rate of return based on
a 10-year rolling average of the history of the fund. And if you
|l ook at that, you'll see that in all tinme periods — | should
describe the chart - zero and above is the excess return -
earnings of the fund above inflation so zero and below would
incorporate inflation. This is zero and above is the real rate
of return of the permanent fund. And then we’'ve driven a red
line through the 5 percent real rate of return because, of
course, that’s our proposed constitutional anendnent.

You'll see on a rolling 10-year period, during all tine franes,
we have been able to achieve a 5 percent real rate of return and
that includes the npbst recent period where we experienced not
only very high rates of return in the bull market but a 3-year

bear market as well. In fact, we earned a 5.3 percent real rate
of return for that 10-year period and you' |l see it’s trending
back and we’ve extrapolated what we think we' |l earn through

this whole fiscal year.
So that’'s one way of looking at it. But nmany people have said

wel | what happens, you've got — it’s on a rolling 5-year rate of
return, so what happens if you look at a 5-year rolling rate of
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return perspective and you'll see |I’ve also provided a graph for
you on that as well. And you'll note that in virtually all
periods we have earned an excess rate of return of 5 percent
real, with the exception of nost recent history when we had the
3-year bear nmarket and you'll see that over those 5-year
observations nost recently, we still were able to achieve a real
rate of return, albeit below 5 percent, slightly above probably
about 1 percent, etcetera. Now it’s trendi ng upwards because the
returns have been so good over that period. This chart
highlights what | believe is the inportance of the POW, which
is limting or creating the discipline to not overspend in the
good years. If you look at that chart, by not overspendi ng, and
the legislature did not, they created the cushion, the reserves
that actually would allow us to neet, or allow decision makers
to neet, the paynents in the down years. So | think this chart
illustrates, in nmy mnd, the inportance of the discipline in the
good years to create a reserve for the down years.

CHAI R SEEKI NS: Go ahead Senator Therriault.

SENATOR THERRI AULT: Just so | can nake sure | understand this -
so the zero line incorporates covering inflation?

MR, STORER: Correct.

CHAI R SEEKI NS: Senat or French?

SENATOR HOLLIS FRENCH: M. Storer, | had a conversation with M.
Barthol omew this sumer and | explained nmy chief reservation
about this proposal and that is in the same area that | think

Senator Therriault was just asking about and that is the
inflation proofing. The quarterly report you guys mailed out to
me at ny honme late in the sumer, early Septenber, showed that
the annualized 5-year return for the years ending June 30, 2003,
that is going back 5 years from there, the total fund returned

3.39 percent. That’s the kind of scenario | guess that nobst - at
| east | am concerned about, that we could go into a tine that
we’'re not nmaking a lot of noney and we're taking this 5 percent
out and you start to claw into the fund. | think that really

sort of highlights one of the difficulties in the proposal, and
that is that if you really believe you can take out 5 percent
regularly, after inflation proofing, and if one of the chief
selling points of the nodel is that it provides a predictable

payout, that is sonewhat undercut by the idea that, well, you
don’t have to take that 5 percent in bad years. | think that’s
one of the faults, if you wll, in the premse of the POW is

that you're going to have this predictable 5 percent payout
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except in bad years when you don’'t do that. Once | think you go
to telling folks you're going to have a 5 percent payout, it’s
going to be very, very difficult to take sonething less than 5
percent. So | guess ny concern is that in bad years, in years
where you get a 3.39 percent annualized return, you haven't nade
your 5 percent and you haven't inflation proofed either. That
strikes nme as clawing into the principal of the fund.

CHAIR SEEKINS: Let ne ask a couple of questions so that we can
take a look at this when we talk about this. You know |I’ve been
a used car salesman for a long tine. Wiat’'s the present market
val ue of the fund, roughly?

MR STORER: It’'s in excess of $27 billion right now.

CHAIR SEEKINS: Okay, so we’'ve got 27 billion. Wat’'s the
princi pal of the fund?

MR. STORER. That’s — | was afraid you were going to ask ne that.
|”ve been traveling so much but | think it's about $22.5
billion.

CHAIR SEEKINS: So with that in mnd, we've got $4.5 billion in
mar ket value that exceeds the current principal value of the
fund?

MR, STORER Um hum

CHAIR SEEKINS: So we’d have to have a couple of really bad years
before we started eating into the principal if we started now
with a 5 percent payout — is that correct?

MR. STORER That is correct.

CHAIR SEEKINS: So there’s a cushion already there that exists
because of the discipline of the legislature in the past and so
we should not confuse market value as principal — am | correct
there M. Storer?

MR STORER | think that’s an inportant issue. | think you ve -

in nmy mnd, 1'd |like to address a couple of things there.
Everywhere |’ve seen in the United States over the last - as a
result of the bear market, is everyone got caught overspendi ng.
Not everyone, but | <can cite you exanple after exanple of
overspending in the good years — they got caught up in the bul

market mania. | believe the best way — this is what | believe
personally, | believe it strongly - the best way to protect the
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principal is to create the discipline not to overspend. If | add
sone responses to Senator French’'s coments, |’ve thought about
that a lot over the summer because | know it’s inportant not
just to you but to many people, and ny response has al ways been
as it relates to the POW, and again | send you to the 10-year
period, which says that in fact, we have been able to achieve
that goal but we well may not in the future.

The problem exists under the current systemas well and we can’'t
forget that. So then it beconmes each system has a set of
deci sions or parameters around it based on the statutes, or the
gui delines, or what matters. You are correct, if decision nmakers
wished in a low real rate of return period to distribute 5
percent, we say the stability, the predictability — it’'s there
or it’s not there. Under the current system and you know we
have varying scenarios, we had a real rate of return there -
what happens if we get a negative real rate of return? Under the
current system depending, you have the same problens but you
can also hit that principal and theoretically go several years
W t hout any paynent at all. Then you ve got this 22 — 27 billion
dollar fund that does nothing until the market value goes back
above. And so it'’s a decision. It’s an inportant decision. One
gives you the flexibility. The other, in a really bad scenario,
you wait or you change the Constitution to elimnate principal
then. So the problem doesn't go away in either way. It just
mani fests itself in a slightly different way.

CHAIR SEEKINS: And so, | see - as you know | was on the
Per manent Fund Board of Trustees and | can see all kinds of
different scenarios where even the current system could be used
to actually spend into the principal by selling |osers and ot her
different ways to be able to do that to produce revenue into -
well it wouldn’t produce revenue but we could actually spend
into the principal at this tinme. Is that correct?

MR. STORER If you — on the current, you can take income — if
realized inconme is available you can distribute that. So if you
had realized incone and then unrealized |osses, you could pay
out and then the value of the fund would be below principal, as
an exanpl e.

CHAI R SEEKINS: What do we do with rents and royalties? Were do
we cl assify those?

MR STORER: Those are realized i ncone.
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CHAIR SEEKINS: So we could be losing in the market and not sel
it because that’s unrealized | osses.

MR STORER: That is correct.

CHAIR SEEKINS: And be bringing in rents and royalties that we
call realized inconme and that goes to distribution even though
we’'re losing our shirt in the markets?

MR. STORER  Under the <current system that’'s correct, M.
Chairman. And the other question in all of this is, under the
current systemis would inflation proofing continue or not. It
al ways has in the past through the statutory process.

CHAIR SEEKINS: | always ask the question on that — if | was
| ooking at nmy own famly, you know, the question | ask is would
| inflation proof it if | couldn’t feed ny kids? Easy decision
but if | look at this then, if | understand nmy math was wong as
| look at it, $27 billion market fund - market value, $22.5
[billion] principal — that’s $4.5 billion between principal and

mar ket value. If we were taking 5 percent of that market value
now, it would take us three years to get down to principal?

MR. STORER |If we didn’t earn anything.

CHAIR SEEKINS: If we didn't earn anything, so there’'s a cushion
that’s there and | don't think a lot of people in the state
understand that that cushion exists because they only think in
terms of the market value, not the principal value.

MR. STORER. At one time, M. Chair, 25 percent of the fund was
either realized incone or unrealized gains, in about 1999, early
2000.

CHAI R SEEKINS: Okay. Senator French?

SENATOR FRENCH:. But ny understanding is when you enact the POW,

you eradicate that difference. As soon as you enact POW, you
stop thinking about principal and earnings. You nmake one big pot
of money, and it’'s going to be about $27 billion and from that
day forward, Alaskans are going to regard that as their
permanent fund and they’'re not going to differentiate between
what it’s earned and what it hasn’'t earned. And | think from
that day forward, we’'re going to have to give them sone
reasonable and, | think, explicit promse of inflation proofing.

If these nodels hold true, then for us to wite inflation
proofing in the Constitution is no risk at all to the fisca
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stability of the state. But, if | can finish, | have concerns
about whether this nodel is going to hold true over the |ong
run. We haven’'t seen a crushing period of inflation for sone
tinme now, not since the late *70s and early ‘80s. The first
president | ever voted for was Jinmmy Carter. Then | noved to
Alaska and found out what a bad idea that was from many
Al askans’ point of view And during that tinme period, there was
terrible, terrible inflation and | think, given the federal
deficits that are being run up here in this country, the | argest
ever in the history of the nation, sooner or l|ater the bond
market is going to have to react to that and | think interest
rates are going to have to go up. And so I'’mjust concerned that
unl ess we put sonme positive guarantee of inflation proofing on

paper — because in your system inflation proofing is inplicit
and 1'd like to make it explicit. | guess that’'s ny chief
concern.

MR STORER M. Chair, first off 1’ve looked at a lot of
scenarios and the worst case scenario, in either case | believe,
is, I'll call it hyper-inflation. W can handle rising inflation
to sone degree but if we revisit the *70s — the *70s, like the
Depression, were the two very singular events. Can they happen
again? O course they can happen. That’'s the worst-case scenario
under either scenario. It seens to be, well, if it happens, it’'s
not in the foreseeable future. But the one thing I want - a
couple of elected officials have asked ne to provide statutory
gui dance, statutory insight that essentially addresses precisely

what you' re tal king about - about nenorializing the guidance by
statute.
CHAIR SEEKINS: And | wunderstand that. In fact, | would support

that. Go ahead, Senator Therriault.

SENATOR THERRI AULT: If we got into a situation |like the *70s
with staggering inflation, under the current system we have a
bi g probl emtoo.

MR. STORER: That’'s the worst-case scenario, there’s no question
about it. For a long tine I’ve run nodels just trying to find
what is the worst-case scenario. It gets postponed for a few
years but you would have a big issue in terns of nmintaining
purchasi ng power and, at least historically, you would see |ow
returns in bonds and equities during that period as well.

SENATOR THERRI AULT: So the current system has not only the
instability of the dividend roller coaster, but it’s nore
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susceptible to hyperinflation and the erosion that would accrue
to the fund?

MR, STORER | believe it is. | believe it is because of that
line that it is principal that you cannot go below and there
would be - the question was - it becomes would inflation
proofing be abandoned in that scenario? | personally find it
hard to believe it would not be because the only way you could
access inconme, or the first line would be to abandon inflation

proofing so you're no |onger maintaining your purchasing power
anyway.

SENATOR THERRI AULT: M. Chairman, it is true, as far as the
wording here, Section 3 is a one tinme deposit of $4.5 billion
that the legislature would be putting before the people and the
people would vote on [whether] that $4.5 billion deposit from
the earnings reserve would go into the principal, establishing a
new |l evel for principal. So | just wanted to clarify that. But,
with regards to the 5 percent draw, the |anguage says you may
take up to — it may not exceed 5 percent. It doesn’'t say thou
shalt take 5 percent each year. And, in fact, because you ve got
4 or b5-year averaging, you are actually drawing off less than 5
percent. It'’s nore like 4.75 or 4.8. |Is that correct? Because
you've got a growing fund - you' ve got new resources that are
going in, you ve got inflation proofing going in, so when you
take the 5-year average of a growing fund, it’s actually I|ess
than 5 percent of that year’s narket val ue.

MR. STORER: Through the chair, that’s absolutely correct. If you
| ook at the snapshot of the payout versus the ending value of
the fund, it Ilooks nore |ike around 4 and three-quarters
percent .

SENATOR THERRI AULT: So we | ook back on the history. The 10-year
hi story shows that from a 10-year |ook back that we could have
paid the 5 percent and if we want additional protection, we can
consider statutory |anguage or if sonebody wants to propose or
come up with a way sensibly to put it into the Constitution, you
coul d have | anguage that says if you get into a situation where
you're going to dip down below that line, then you put the
brakes on and your allowable draw is even | ess.

CHAIR SEEKINS: | think it’s very easy for us — | always — what |
hear now — people say is well, it could erode the principal, we
could be dipping into the principal and that’s why | wanted to
make it very clear that there’s a $4.5 billion buffer from where
the fund is now until we get to the principal. So that, in ny
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m nd, kind of satisfies that argunent. And secondly, you know,
|’ m concerned about the faults of the current system where our
growng fund causes us to overspend. W can exceed that 5
percent if we wanted to in overspending and how we do it,
including inflation proofing — inflation proofing appreciating
assets, which sonetinmes doesn’'t neke that nuch sense to ne
unl ess sonebody else is willing to do it for ne, but, when |

| ook at the current nmethod, and if | try to characterize — |et
me ask you a question. How nmany investnent funds and investnent
managers are just looking ... [END OF SIDE A].

TAPE 04-4, SIDE B
CHAIR SEEKINS: ... current nethod of handling endownent funds?

MR, STORER M. Chair, the answer is not nany because there are
al ready — rushing to our nethodol ogy?

CHAI R SEEKI NS: Yes, our current nethodol ogy.

MR. STORER 85 percent of the endownents, the universities use
sone variant of what we're proposing. |I'’m not sure that 1'm
aware of any entity that still lives off the concept of realized
i ncome. Even accounting standards changed in the md-90s to
recogni ze that appreciation is incone as well.

CHAIR SEEKINS: So we’'re not thinking up something new and a | ot
of other financial mnds have said how can we best preserve our
endowrent w thout, you know, over the long term eroding it to
not hi ng? And a percent of market value nethodol ogy is what they
have found to be the best way to do that. AmI| correct?

MR. STORER That is correct and there’'s nmany exanples in Al aska
t hat have adopted the percentage of market value payout as well.

CHAI R SEEKI NS: For exanpl e?
MR. STORER: For exanple Anchorage. | was just talking to Senator

Stedman — Sitka. | know the University of Al aska at Fairbanks —
the foundation for years in Al aska has that nethodol ogy.

CHAI R SEEKINS: The City of Fairbanks.
MR. STORER. The City of Fairbanks has one. Bob Bartholomew in
our office, the chief operating officer, was just in Barrow and

he said that they' ve adopted the POW as well. 1’'m not sure
whet her Val dez has or not.
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CHAI R SEEKINS: Okay. Senator Therriault?

SENATOR THERRI AULT: Bob, you're a fiduciary for the permanent
fund so you understand the fiduciary duty or obligation. Do you
think it wuld be fair to characterize that if we had POW, and
you proposed to go to our current system would you be
subjecting yourself to possible litigation for breaking your
fiduciary obligation - taking us to a system that is nore
subject to the ups and downs of the markets and nore subject to
t he dangers of high inflation?

MR STORER |I'msorry — if we?
CHAI R SEEKINS: 1f we...

SENATOR THERRI AULT: The POW.
CHAIR SEEKINS: If we had the POW.

SENATOR THERRI AULT: And you were proposing that we go to the
system that we have currently, which is nore of a roller coaster
and nore subject to inflation, would you possibly be setting
yourself up for a claim that you have broken your fiduciary
obl i gation?

MR. STORER One of the keys in a fiduciary is show ng a process
to make an informed decision. So if | was trying to convert us
back, | would — within that obligation would be to show you a
process that why — to give you an infornmed decision and | don’'t
think I would be breaking ny fiduciary responsibility. 1| think
it would be a real challenge though, to convert froma POW to
realized inconme when you realize there’s so nmany conplexities in
terms of our equity portfolio structure and the appreciation of
t hose assets.

CHAIR SEEKINS: If | could reword that just a little bit then -
woul d recommendi ng that soneone go from a percentage of narket
val ue process, simlar to one that’s been reconmended, to the
current realized income, would it be in conpliance wth
reasonabl e person responsibilities? | nmean you..

MR. STORER It would be a chall enge.

CHAIR SEEKINS: It would be a challenge. 1'll leave it at that.
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MR. STORER But it would be — as | noted earlier, it would be
inconsistent with current accounting standards. So, one of the
challenges would be to say if current accounting standards
recogni ze appreciation of the assets as earnings, then why are
you saying that that doesn’'t matter and only realized incone
matters? That would be a chall enge.

CHAIR SEEKINS: So if we divorce ourselves, if we separate how
any distribution would be used from the process, the process is
the one that’'s npbst currently adopted by mjor endownents,
financi al advisors across the nation if not the world.

MR. STORER True, M. Chair. The permanent fund is about 27
years old now and if you look at our statutes — distribution,
inflation proofing, they're 27 years old. W’ ve [indisc.]
additions to try and neet contenporary investnent standards in
there but they're 27 years old. Qur realized inconme statutes
made sense back then. | think you ve all seen a slide that shows
how our asset allocation has changed. | think our objective is
to create a permanent fund that can neet the needs of the
| egi sl ature, the ~citizens of Al aska, and also address
contenporary investnment managenent issues and that’s what we're
trying to do.

CHAI R SEEKI NS: Senator French?

SENATOR FRENCH: Thank you. Call nme hard headed but |I'm really
stuck on the inflation proofing issue and | think this chart
makes ny point as well as it makes yours. |I’'m not against
noderni zing the way the fund is handled, but if this nodel holds
true, you can wite into the Constitution, you nust inflation
proof the fund before distributing earnings and as |long as you
are, you know, over the last five years you would have beaten 5
percent — oh, I'"msorry — back to 1994, to the beginning of this
chart, you would have beaten 5 percent every single one of those
10-year rolling averages and so you' d have exactly what you
want, which is a predictable payout, and exactly what | want,
which is concrete inflation proofing. Am | m sunderstanding this
chart?

MR. STORER: No. That chart — there’'ll be sonme point where that
chart will go below the 5 percent.

SENATOR FRENCH: Sooner or later in tine.

MR. STORER Yes.
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SENATOR FRENCH: It just happens.

MR. STORER: Yes. It wll happen. And, if | arrived here in My
of '83 and we were having this conversation, you would say
Storer, you're crazy, you can’'t achieve it, so that’s an exanple
and all of that. The question for all of you in regards to that
in my mnd is predictability and stability versus that piece
then, which would elimnate sonme of the predictability or
stability of payout, wherever it goes. That's there in the
di scussion point. And whether — how one wants to have that
decision, either have that decision taken away, have that
decision by statute, or address it every year, etcetera, that’s
the debate. \What we’'re proposing gives greater predictability,
greater stability to the payout over tine, but the potential
exists that at sone time you could go below what we now call
principal. The other side of the coin, the benefit, is you're
not going to overspend in the good years. So, in a perfect
world, if it happens in this environnment, you’ ve got the cushion
to where you never have to go there.

CHAIR SEEKINS: | think, as a way of comment, | think inflation
proofing is inportant but, as | said earlier, it’s not a hard
decision for me — if | was going to inflation proof nmy if |
couldn’t feed ny kids. | think the |legislature deserves to have

that kind of flexibility if we get into that kind of a
situation. The state’s going bankrupt and our Constitution says

we nust inflation proof our fund. I don’t think that that’s good
fiduciary responsibility for the legislature to even think about
that and so, in many respects, when | look, M. Storer, at how

we inflation proof now, we’'re inflation proofing appreciating
assets, which in many schools of thought would not be sonething
that nost people would do. Am | again fairly close to correct on
t hat ?

MR STORER. M. Chair, to use the POW you don't need to
inflation proof it because you are investing in inflation
proofing assets so it occurs. The problem we have is those
inflation proofing assets, such as equities, can be converted
into profits and then those profits can be distributed and so

POW actually does nenorialize inflation proofing - the
appreciation as well. The current statutes do not guarantee
inflation proofing. You still have the sane debate either way,

which is inflation proof or make a paynent.

CHAIR SEEKINS: In your estimation, for the comng fiscal year,
what would inflation proofing be in total dollars?
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MR. STORER |1'm going to say about 575 — | don’t think it’s 600

mllion. Inflation is a bit over 2 percent right now and the
fund is such - | guess nore like 500 mllion.
CHAIR SEEKINS: So $500 nmillion that we’'ll put into inflation

proofing, regardl ess of what other needs the state has.
MR STORER: Correct.
CHAI R SEEKI NS: Thank you. Senator Therriault?

SENATOR THERRI AULT: Thank you. At looking at this chart | think
— sonething that this chart also points out that - in addition
to the inflation proofing we have - the legislature has
continued to put excess noney into the permanent fund and that’s
basically what the hills — the peaks are here is the retention
in the fund of excess dollars above and beyond the 25 percent
contribution every year above and beyond inflation. If you | ook
back over the years, of course, we've dunped in billions and
billions of dollars in just additional cash deposits too. So the
al l onance over a long period of time, you know, comng close to
this line or slightly dipping below and then going back up, you
made your extra deposits, you retained the extra value here to
protect yourself against that and, you know, in addition, we
could put something on the books that would |imt the draw, you
know put sone danpers on the draw in any period that you did get
bel ow

MR. STORER: That is correct and also the legislature, if this
were the February 2000 and 25 percent of the fund was profits,
the legislature displayed the discipline that we' re asking for
and did not overspend, did not exceed the 5 percent and that
gave us the cushion to work through a very severe bear market -
a 3-year bear nmarket to where we were able to make the
distributions, we were able to inflation proof. Wy? Because
that discipline was there, both in the special appropriations to
the fund and not taking nore of the earnings than is necessary,
r easonabl e.

CHAI R SEEKINS: Senator Therriault, go ahead.

SENATOR THERRI AULT: Thank you M. Chairman. So with the current
situation, if you are concerned about the |egislature eroding
the value of the fund, and we’'re getting into a tight revenue
scenario and nore and nore pressure to cone up with noney, wth
that $4.5 billion sitting out there that can be realized, that
shoul d be wei ghing on your mnd | would think.
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MR STORER It’'s avail able for consideration.

CHAIR SEEKINS: M. Storer, conceivably the legislature could
establish — to answer the question, the concern about eating
into the principal of the fund, which has been dedicated there
and | think is defined legally — am | correct there — what the
principal is?

MR. STORER It is.

CHAIR SEEKINS: So there’s a legal definition of what we consider
the principal of the fund.

MR STORER: Um huh.

CHAIR SEEKINS: If we were to say okay, as a legislature, we
could take that principal fund as of the end of the last fisca
year, we could deposit into it the royalty income that we get in
from oil and natural resources. And, in addition to that, we
could theoretically take an average inflation proofing over the
| ast two or three or four — we do 2 years now, don’'t we?

MR STORER W take 1 year, M. Chair, but it's the rate of
change between the 2 years.

CHAIR SEEKINS: W could add an inflation proofing nunber and
establish a statutory principal nunber, which the |egislature
could use and say you can’t spend below this line and still keep
track of what the principal of the fund is after inflation
proofing and conpare that to the narket value to be able to see
whet her or not we really are, through disbursenent of the market
value, eating into the principal of the fund and use that as
| egi sl ati ve gui dance.

MR. STORER. There’s any nunber of pieces |like that — using a 10-
year rolling average, a 5-year R T (ph), redefining principal in
the statutes, recognizing the inpact of inflation on — principal
is a notational nunber. It’s a recordkeeping number. It has
nothing to do with how we manage the nobney so you can convert
that recordkeeping nunber by statute. My Director of Finance,
[indisc.] but that’s okay, because it’s one nore thing to keep
track of. But that’s another way of doing it and then you d have
to change the statutes or address it through statutory change.
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CHAIR SEEKINS: And by doing that we could provide sone
indication of the fiscal responsibility of the legislature to
t he people of the state of Al aska as we go forward.

MR. STORER It would be a nore rigorous process if that occurs.

CHAI R SEEKINS: Gay. Oher questions? Hearing none, | want to
thank you very nuch, M. Storer, for comng to talk with us
today and we will nove next — | think we're going to give the
full commttee the opportunity to take a | ook and we' |l address
this when everyone can be here - Senator Ellis, Senator Ogan as
well. So we’ll nmove on from SJR 18 and set it aside and go to
[ SIR] 19 and I see representatives her e. W’ ve  got
Representative Croft, welcone to the conmttee, and representing
Senator Lincoln, if you gentlenmen wll put yourselves on the
record, welconme to the conmttee and we’'re eager to hear your
t esti nmony.

#

"MSIR 19

[ The followng is a verbatimtranscript.]

SJR 19- CONST. AM PERVANENT FUND | NCOVE

MR. MARK STOPHA: Good norning. For the record, ny nane’s Mark
Stopha, staff for Senator Georgiana Lincoln. She’'s not able to
be here today. She’'s attending a funeral for Chief John in
Copper Center and for approval of the commttee chair,
Representative Croft wll present SJR 19 and answer any
guesti ons.

REPRESENTATI VE ERIC CROFT: And this is Representative Eric Croft
from Spenard and |I’m the author of the House conpanion of this
measure, so Senator Lincoln asked nme to be here to answer any

questions. 1’ve |earned enough from observing the Senate over
the last 8 years that sonetines the Senate wants to act and
sonetines it wants to talk and 1’Il do whichever the Chairnman

wants this norning.

CHAIR SEEKINS: M. Croft, why don't you do what you think is

best for your position at the nonment and we’'ll hear and then
we’ || ask questions.
REPRESENTATI VE CROFT: Ckay. The bill before you, SJR 19,

protects the permanent fund dividend. It protects the inflation
proofing of the fund and it provides that the earnings may not
be wused. It's hard to talk about this in a vacuum and
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particularly in light of the discussion we've just had about

percent of market value. W introduced it — the House bill over
on ny side and Senator Lincoln, the Senate bill, as an effort to
reassure Al askans that their dividend would always be there,
and, in particular that the current fiscal structure - the

current dividend structure that reflects the market performance
of the fund in the dividend, we thought then and continue to
think is appropriate. In addition, | think inflation proofing,
and possibly we just disagree M. Chairman, is the nopst
i nportant aspect of the fund, that it provides that my children
have the sane buying power of the fund, have the sane choices
available to them that we have today. To inflation proof at |ess
than the actual rate of inflation | believe steals from ny
children those very choices. | want this debate to be happening
10 years and 50 years from now on what’'s the proper use for the
per manent fund earni ngs and have them have that sanme debate with
the sane effective real buying power. So, possibly we're at a
situation of sort of core fundanental disagreenent. This would
protect a structure that has served well to provide dividends
for Alaskan citizens and protect an inflation proofing that
protects the actual real value of the fund and protects it by
inflation proofing at the real observed actual inflation rate,
not a rate we can assune.

Percent of market value, while it has certain aspects that are
inits favor, certain aspects that are positive, assunes that we
can guess what is going to happen over the next 100 years,
assunmes from the last 100 years of narket performance and
inflation performance, that over the average it has been 3
percent inflation over the last |ong extended period of tine.
And over that sanme period of tinme, the market has been able to
perform at about 8 percent, that therefore we can, over the next
100 years, take the difference, take 5 percent. | don’'t know
that. | think if | knew what the market performance would be
over the next 100 years and knew what inflation would be over
the next 100 years, that |I'd be making a lot nore noney than |
am today. | think there are a Iot of people who, if | could say
| know absolutely what that will be, who d be very interested in
that nunber. W don’t know. W’ re tal king about a period of tine
that was the Dow Jones Industrial Average where it was largely
an Anerican phenomenon in a pre-industrial and industria

setting. | don’t know what a gl obal DOW- as the stock markets,
ours and the worlds, becone nore global as the econony becones
nore global and beconmes nore high technology, | don't know
whet her those 8 percent returns are going to continue to exist —
be lower or higher. | don't want to bet the real earning power
of the fund on that experience. | don’t think we know enough to
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do that. I’m nuch nore confortable inflation proofing every year
by the actual inflation that we saw. M. Storer, when he was up

tal ked about we hope we don't see the ‘70s again. | hope we
don’t either but if we take — | nmean if we’'re going to take the
percent of market value construction, that we can | ook back over
the last 100, 80, 50 years, and say that is going to repeat
itself, then we have to assunme that things like the Geat
Depression and the ‘70s recession are going to happen. And when
those things do happen, and you have 8 or 10 percent inflation

you continue wunder percent of market value to pretend that
inflation was 3 percent. W have had those periods before. |
think we have to assune that we will again and under a percent
of market value formulation, we would be eating into the
pri nci pal .

| listened to the discussion up here. | |ooked at yesterday the
ear ni ngs reserve bal ance of the permanent fund. It’s around $900
mllion. The great $4.5 billion you're talking about is in

unrealized gains. According to the nost recent AG opinion from
Attorney Ceneral Renkes, that should be put into the principal
|’m not sure whether that’s the right legal opinion but it is
the |l egal opinion that the permanent fund is operating on.

CHAIR SEEKINS: | don't agree with your interpretation but we’ll
put it on the record for you.

REPRESENTATI VE CROFT: Okay. Individuals, | guess, can disagree
on that. 1’ve read that opinion a nunber of tines. | disagree
with whether the opinion is right legally but | believe that’s
what it says.

CHAIR SEEKINS: | think it's counted into principal but it
doesn’t require that it be deposited into principal. | nmean it’s
counted in terns of the calculation, that’s how I would portray
it.

REPRESENTATI VE CROFT: You m ght have a brilliant career forward
in the legal profession, M. Chairmn, because that distinction
evades even ne.

CHAIR SEEKINS: Well, | can understand how. Please, |’m being
facetious, just having some fun there.

REPRESENTATI VE CROFT: The fundanmental aspect of the percent of
mar ket value that disturbs ne is that presupposing what we know
what inflation will be and pretending that it’s that and,
frankly, the portion, and you ve referred to it in sonme of the

SENATE JUD COW TTEE -25- February 9, 2004



testinony before, that deletes the word ‘principal’ from our
Constitution. W put it in there in the '70s. Wre going to

take it out. | think it would be better and a sounder fiscal
policy to start by reassuring people that their dividend won’t
be touched, reassuring people that real inflation proofing,
inflation proofing at the rate that actually occurred, wll
happen and that’s what the bill before you does. | can see that
the....

CHAIR SEEKINS: Senator Therriault has a question and if vyou
don’t object, as we go along, we like to ask questions while
they’re fresh in the mnds of our nenbers. Senator Therriault.

SENATOR THERRI AULT: | don’'t think you can guarantee those two
things that you just said you want to guarantee. | believe that
| tend to agree probably nore — fall on the side of the spectrum
with — that you're on, as far as the inportance of inflation
proofing. But we’ve just heard from M. Storer that we can have
a situation in a down equity nmarket but continue real estate
earnings that cone in that have to be paid out as a dividend
that could in fact erode the principal of the permanent fund if
we didn't have that buffer that we talked about. So you're
desiring to have absolutely guaranteed two things that under the
current situation, | don’t think you can.

CHAI R SEEKINS: Pl ease go right ahead.

REPRESENTATIVE CROFT: | listened to the entire testinony for
that reason. What M. Storer said was that you could reach a
situation where you couldn’t pay out dividends and you couldn’t
inflation proof because you'd gotten to the bottom of the
barrel. At that point, and because of market performance after
that, you could have a book value of less than principal - it
could be negative for a while. Al that is true and what you do
in that situation is you stop spending. That’'s the appropriate
response when you’'ve hit the bottom of your savings account and
that’s not what happens in percent of market value - you keep
spending, in fact you keep spending at 5 percent assum ng that
t hi ngs are happening that are not happening in the real world.

CHAIR SEEKINS: You nean the bottom of your savings account or
this line below, which you should not participate. The bottom of
the savings account neans it’s all gone to nme. How did you nean
t hat ?
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REPRESENTATI VE CROFT: The bottom of the checking account and
maybe you still have savings that you declared you re not going
to get into yet.

SENATOR THERRI AULT: It seens to nme if you get down to a poor
mar ket situation, in fact we alnbst got to a point where we
didn’t have noney to pay a dividend within the |ast year and
there were bills that were introduced to pay it out of the
regul ar state treasury because it got so close. But | think that
one of the things that M. Storer was alluding to is you still
woul d have real estate earnings comng in so you have incone
that goes into the calculation of your dividend but you have no
noney. The first noney to go is the inflation proofing. The very
thing that you said should be paranmount. | agree if the
permanent fund is the mechanismis to be a mechanism of taking a
one-time revenue stream and nmaking it truly multi-generational
you should put inflation proofing as your nunber one goal. It
should be paramount to everything else but with what you' re
proposing here when you get into a bad situation, the first
thing to go is the inflation proofing.

REPRESENTATI VE CROFT: This constitutional anendnment protects
inflation proofing and....

SENATOR THERRI AULT: | don’t see inflation proofing in here.

REPRESENTATI VE CROFT: The statutes that we put into the
Constitution that we say - AS 37.13.140, .145, and 23.025 -
13.145 is the inflation proofing statute and then when we add
Section 2 that says that you can’'t anend them as they were
effective on 2002, that says dividend...

SENATOR THERRI AULT: What happens when we get into a situation
where we don’t have the noney under the current system to pay
t hem bot h. Wi ch one gets paid?

REPRESENTATI VE CROFT: What you should do when you reach the end
of your principal and you get down — and principal just neans a
nunber bel ow which we don’t want to fall, below which we want to
stop doing business as usual, and in this system you do stop. |
mean | can’t protect....

CHAI R SEEKINS: In which system— the 19?

REPRESENTATI VE CROFT: The current system pr ot ect ed
constitutionally as SJR 19 would do. | <can’t guarantee you
mar ket performance that wll always allow us a dividend and
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inflation proofing. Nobody can. | can, though, wite a system
that says we wll do that each year and when we hit the
princi pal nunber that we don’'t want to fall below, we’ve got to
stop. You have no question in ny opinion, and you wait for the
markets to rebound. And then when you do, you pay those back.
You start paying dividends again and you pay back the inflation
at the real anount. Percent of market value would continue
through that entire tinme, pretending we could pay out 5 percent,
eroding principal and continuing to operate as though there was
sonet hi ng normal about that.

CHAIR SEEKINS: Percent of market value does not nandate a 5
percent payout. It limts it to 5 percent based on the fiscal
responsibility of the |egislature. Senator Therriault?

SENATOR THERRI AULT: Thank you M. Chairman and | think |anguage
can be, as we discussed earlier, developed that would prevent
that from happening. But you say we’ ve got the current dividend
payout system and we’ve got inflation proofing. Wen noney gets
tight, which one gets paid? Is it prorated between the tw? If
you only got enough noney to pay a portion, which one gets paid
— inflation proofing or a dividend under this |anguage? Which
one takes precedent?

REPRESENTATI VE CROFT: Right. Under the current structure and
under the structure we incorporate here in SJR 19, if you get
down to that point, you keep dividends. It’s a calculation that
you and | have been through.

SENATOR THERRI AULT: Right — you keep dividends. So inflation
proofing, the very thing that you said to be paranount, is now
secondary.

REPRESENTATI VE CROFT: It’s secondary to dividends and superior
to everything el se.

SENATOR THERRI AULT: It’s secondary to dividends and, for nyself,
that’s a problem Anot her question. In addition, Section 2 on
page 2, lines 5 through 8, you talk about an allowance for an
appropriation, above and beyond B and C sections, that | guess
would just be a mmjority vote of the legislature and then
ratification of the state voters and that would cone out of the
earnings reserve. So you are allowing for spending here in
addition to the dividends and the inflation proofing.

REPRESENTATI VE  CROFT: Vel |, through the chair, Senat or
Therriault, we saw that as a protection. O course they could
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spend now but this would require that the people approve any
spendi ng out of the earnings reserve.

SENATOR THERRI AULT: The people that year. So with pressure on
the budget, and the public demand for dividends, where do you
think the dollars are going to go? Is it going to go to
inflation proofing?

REPRESENTATI VE CROFT: Well, and that becane the final sort of
point in the discussion here before, the idea that we, the

people or we, the legislature, would fail in our commtnent on
inflation proofing. | happen to think inflation proofing is very
popul ar publicly and I think it should be. | hope it still is in
this legislature. |1 think keeping the earning power for our
future generations will win politically but the provision you're

tal ki ng about doesn’t have to do with either. It has to do with
putting another protection against getting into the earnings
reserve and that governnent use of the earnings reserve is, in
the long run, as big a threat to inflation proofing as dividends
as the market - governnent getting in and taking substanti al
anounts of the earnings reserve is what drives you to the very
situations you were tal king about, of having no noney and how do
we choose between dividend and inflation proofing. W wanted to
set one nore protection to make sure that earnings reserve
stayed healthy and it wasn’t used for government. If the people
say that they want to, that’'s their choice but we not do it
our sel ves.

CHAI R SEEKI NS: Go ahead, Senator Therriault.

SENATOR THERRI AULT: M. Chairman, this nmechanism by |just
enshrining the statutes, which we’'ve also had testinony that
says we’'re 27 years down the track. W’ ve changed our investnent
strategy and now we're trying to freeze these statutes that
haven't kept pace with the neans by which we generate revenue.
It just seens that to suggest that this is a better way, when
clearly you get into a situation where you don’t have enough
noney so you' re going to have to pick between dividends and
inflation proofing, you could have an appropriation because of
budgetary pressure that could also take precedence over
inflation proofing, leaving nothing for inflation proofing. |
think with a segnent of the state population, the inflation
proofing is very inportant, but we've also got a transient
section of the state population that <carrying forward the
purchasi ng value for the next generation, they don't care a bit.
|’ve heard from — | have one constituent that | just had to
agree to disagree with and he said you know nobody | ooked out
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for ny generation so let the next generation |ook out for
thenmsel ves. | conpletely disagree with that and | think that
truly we should go toward sonething that really does guarantee
that we preserve the purchasing power. And although POW m ght
not be 100 percent, it sure seens |like it’s a whole |ot better
t han what we’ve currently got.

CHAIR SEEKINS: And we’'ll go to Senator French next but
pur chasi ng power that doesn’t neet needs is useless.

REPRESENTATI VE CROFT: Doesn’t neet? Sorry M. Chairmn?

CHAI R SEEKINS: Purchasing power that doesn’'t neet any need is
usel ess. What are we trying to preserve purchasing power for
future generations if we can’'t feed our kids today and that’s
where you and | probably basically philosophically disagree. 1'd
feed my kids before 1'd inflation proof ny savings account. So
that’s not a hard decision for nme in that case. \Wen | |ook at
projected shortfalls in general fund versus expenditures, you
know, we’re shooting for a nunber around $400 nmillion and we're
going to put $500 mllion first into inflation proofing. How do
people want to spend their noney? Do they want to spend it to
inflation proof and then we tax them and take it away from thenf
There are a lot of questions there that becone very debatable
when the reality hits the pocketbook and so |I’m not so sure how
people would react. | know how ny wfe would react if | said
baby, we’'re going to put the noney in our savings account and
you don’t have anything to go buy groceries to feed the kids and
grandkids. There’'d be a revolution in the house. So, sonetines
the legislature has to live up to its fiscal responsibility
w t hout undue restraint and | think they ve got a good track
record of doing that. | haven’t been here as long as you, but
the track record has been good. It’'s been admrable and | think
to sone respect anything that we do that wunduly limts the
ability for the legislature to act in a fiscally responsible
manner in the face of uncertainties, as you nmentioned are surely
going to cone, puts us in a position where if we don’t know, why
do we want to elimnate the ability for the legislature to
respond appropriately? That’'s where | get into problens. Senator
French?

9:37 a.m
SENATOR FRENCH: | think one of the remarkabl e things about the
current set of statutes is the degree to which the public kind

of gets how the system works. When the dividend went from $1, 900
just a few years ago down to $1,000 this year, none of ny
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constituents were squealing about, vyou know, sone kind of
terrible inequity in the system They understood that it was
just a down nmarket year and | think that’s one of the
difficulties with POW that proponents haven't quite conme to
grips with that sonehow POW inplies stability, that you wl/l
have this noney paid out every year irrespective of the nmarket’s
performance and yet there’'s sort of that little |anguage that
says you can go up to 5 percent as if there were going to be
years when we woul dn’t do that.

CHAIR SEEKINS: Wll we did that in 1996, Senator French.
SENATOR FRENCH: | was al npst fi ni shed.
CHAI R SEEKI NS: CGo ahead.

SENATOR FRENCH. So | guess the point | was trying to nake was
that there’s sone real good value in maintaining sonmething very
much like the current statutes because of the degree to which
the public understands that sonetines there [are] going to be
years when you just don’'t get a dividend because the nmarket just
didn’t provide one. So | think that’s — | just think that’s
wort hy of making note of.

CHAIR SEEKINS: | have no problem with that but we did — in our
current system we did, | would call it, hyper-inflate the
dividend in 1996. The decision was nade by the Board of Trustees
that the current generation should, this was the rationale, the
current generation needed to get nore from the permanent fund
than it was getting through the regular distribution system the
dividend system So, investnent managenent conpanies were told
to go sell stocks to bring in realized incone to be able to put
nore cash into the dividend for the current generation. Now
whet her that was the real reason or not is debatable, but that
was the rationale that was used. It was done. W had additiona

income that cane in that peaked and then went right back in
terms of realized incone and so, sonetines, it isn’'t just market
variability that affects the dividend under the current system

Senat or  French, it’s also political variability. Senat or
Therriaul t?

SENATOR THERRI AULT: M. Chairman, | need to disagree wth
earlier coments here about people understanding the current
system and the value of that. Certainly |ast year when there was
the real potential that there would be no dividend, there was
enough of a concern in this building of, nunber one, the shock
to the citizen, the shock to the weconony that there were
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proposals to pay it out of the general state treasury. So |
don’t think the general public has any |evel of understanding
that really, in the current system that there’'s the chance that
there is a zero dividend year. And certainly for those of us
that know the potential inpact to the state treasury, that’s not
sonething that we would invite so I'’m not going to — | guess |
can't agree with that |ine of thinking when there are other
alternatives that nmake sure that that stream of cash that goes
out into the Alaska econony is snooth and you get the by-product
of guaranteeing that inflation proofing of sone degree is nade
automatically independent of action of the legislature. | don’t
think that the general public understands that they can get a
zero dividend year in the current system

CHAIR SEEKINS: Right. | think that’s true, too. Wwen | was on
the Board of Trustees it didn't take me very long to figure out
that the Board of Trustees can play God with the pernmanent fund
and what the dividend s going to be. And in a year where the
earnings reserve was very low and youre faced wth the
possibility of not having the cash to inflation proof or pay a
dividend, there wIll <certainly be a trenmendous anount of
political pressure to naybe pick some fruit that isn't quite
ripe yet in order to get the cash fromrealized earnings to put
into the earnings reserve account when a nore disciplined
investnment strategy would say it’s not time to pick this fruit
yet but we need the noney. So, you know, | can see how the
current system lends itself to all kinds of abuse. Senator
Therriaul t?

SENATOR THERRI AULT: The section, for either one of the
gentlenmen, that allows for an appropriation for other than

inflation proofing and dividends - was that | anguage
specifically left or put in here so that you could answer the
| egal question of whether you ve still got a public purpose?

REPRESENTATI VE CROFT: Through the Chair, Senator Therriault, no,

nmy purpose for putting it in, and | believe Senator Lincoln’s
was to provide another check on governnent getting into the
earnings reserve. | think that the legal matter of whether we're

a tax free status has been at least in ny mnd fairly well
settled. The recent opinion by Attorney GCeneral Renkes that
constitutionally protecting the dividend didn’t threaten the
t ax-exenpt status of the fund - in effect, if it was a public
pur pose when you did it statutorily, it’s a public purpose when
you do it constitutionally. And a lot of the case |law that has
cone down over the Jlast five years that Dbuttresses that
agreenent or that understanding, particularly in the areas of
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educational trusts, where private noney conmes in and the state
holds it and gives it out to go to the state university, those
sorts of cases have really taken that from what was a question
mark and a worry for a long time — nothing is certain in life
but much nore of a certainty that that’s not a serious question.

SENATOR THERRI AULT: Ckay, well 1 just know from the debate over
the years, it seens like if you can still point to something
where there is a general public access, you have sone protection
from the federal court because they can say well, you' re not
using the noney for that purpose right now but there’ s that
possibility so it gives you a little bit of extra protection so
| just wondered if that was part of the reason that you put that
in there because you ve got this whole Section 3 here that talks
about oops, if there’s an adverse tax consequence, we want this
whole thing to go away. So you nust feel like there is sone
possibility of that, otherw se you wouldn’t have Section 3.

REPRESENTATI VE CROFT: True enough. And through the Chair,
Senator Therriault, the House version we took it out over the
| ast couple of nonths, after those opinions canme down. Wen |
tal ked to Senator Lincoln about it, she said that that would be
a perfect question for the Judiciary Commttee and up to you

guys to decide. | do think the case law has conme down nuch
cleaner on the point that it is not needed. If the Judiciary
Commttee felt like that was their opinion, they could take it
out. If they still wanted the protection, they could |eave it
in.

SENATOR THERRI AULT: Do you yourself think that would be prudent?
| mean with the uncertainty of getting a tax ruling out of the
federal courts and then us being stuck with |anguage in the
Constitution and we know it’s a high hurdle to change it, would
it be prudent not - to go without this protection?

REPRESENTATI VE CROFT: | was convinced enough that in my version
of the bill | was confortable pulling it out but it is a |ow
risk, but arisk, and | really do feel |ike you guys can decide.
As for ne, after reading and re-reading the cases, not just the
meno that was sent to Attorney Ceneral Renkes, but the
underlying cases, | felt very confident that it was a public
pur pose and would not be taxable. But, we had it in there to fit
your confort |evel.

SENATOR THERRI AULT: Thank you.
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CHAIR SEEKINS: Oher questions? Senator French, did you have
anyt hing? Senator Therriault? Thank you gentlenen, if you'll
stand by | do have one person who has indicated on-line that
he'd like to testify and, if you don't mnd, if you can just
hang tough where you are so we can go into this. Is M. Gay -
Roger Gay, at the Mat-Su LIO — M. Gy, are you on-line? Do we
have himon-line still?

MR. ROGER GAY: Hello. Can you hear ne?

CHAIR SEEKINS: Please, if youll identify yourself for the
record? Welconme to the Judiciary Commttee and please proceed
Wi th your testinony.

MR, GAY: My nane is Roger Gay. | live in Big Lake and 1'd I|ike
to say a little sonething about inflation proofing. In ny
opinion, inflation proofing does not protect the value of the
fund. It nerely subjects nore noney to the ravages of inflation.
Inflation is the result of the devaluation of our noney. Every
year our noney is worth less, and that is why the price of goods
goes up. A loaf of bread is a |loaf of bread. A gallon of gas is
a gallon of gas. W can make bread and gas cheaper now than at
any point in history. Only the noney has becone |ess val uable.
Because of the Federal Reserve System and the way our noney is
handl ed, our noney has no intrinsic value. Wen you have a huge
permanent fund being subjected to | don't know how nmuch of a
|l oss due to inflation, if you take that anmpunt and dunp it back
into the fund, that anmount then becomes subject to inflation.
I|’"m not suggesting that we spend everything today at today’s
prices, which would be the best way to get the full value of our
noney. But the idea of taking noney that has been hit by
inflation and fooling yourselves into thinking that you can
protect it by dunping nore noney into it to be ravaged by
inflation just doesn’t make sense. You know we’'re losing a |ot
of noney to inflation because our noney is not stable and if you
want to inflation proof, you have to work at stabilizing the
val ue of our noney.

CHAI R SEEKI NS: Senator Therriault?

SENATOR THERRI AULT: | understand your point. However, to
stabilize the value of our noney is a national economc issue
that I don’t know that the State of Alaska has the power to
control. But if that’s a given, then that’'s sonething that’s
| argely outside of our individual |egislative control. [END OF
TAPE. |
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TAPE 04-5, SIDE A
SENATOR THERRI AULT: So should we not do that?

MR. GAY: You're not having any effect on inflation by taking
nore noney out of the hands of whoever, whether it’s the state
or the people. You re not having any affect whatsoever on
inflation by throwing nore noney into the fund under the nanme of
inflation proofing. Inflation proofing is an oxynoron.

SENATOR THERRI AULT: Thank you.

CHAI R SEEKINS: O her questions? Seeing none, thank you M. Gay
for being with us this norning and providing your testinmony. Is
anyone else on line that wishes to testify this norning? No one
el se? Anyone in the audience that wishes to testify on this
matter this norning?

MR GAY: | have a friend of mne that would |like to make a bri ef
comment and his name is Gary Hant horn.

CHAIR SEEKINS: Is Gary there?

MR. CGAY: Yes he is and he has a nental disability but he d Iike
to say a short word.

CHAIR SEEKINS: [If he' Il identify hinself for the record, we’ll
be pleased to take his testinony and M. Hanthorn, welconme to
the Judiciary Commttee.

MR, HANTHORN: |’'m Gary. Could you |eave ny pernmanent fund al one?
It’s mne.

CHAI R SEEKI NS: Thank you very nuch, Gary. Any questions?
MR. HANTHORN: Could you tell M. Kohring to give ne a letter
because [indisc.] and he's supposed to get back to nme for

sonet hi ng about ny permanent fund being | eft al one.

CHAIR SEEKINS: Well we can’'t answer for M. Kohring here, but
you're certainly welcone to call his office. They have the
nunber there in the LIO and I woul d encourage you to do that.

MR. HANTHORN: Thank you.

CHAI R SEEKI NS: Thank you for testifying this norning. Wth that,
hearing no one wishing to testify, we’'re going to close public

SENATE JUD COW TTEE - 35- February 9, 2004



testimony on SJR 19. Are there any discussion points wth

menbers of the conmittee? None? Seeing none, we’'ll hold this
over for a tine when the entire commttee can be here for
di scussion. | want to thank you gentlenen for being with us this

norni ng. W appreciate your testinony and the lively discussion
and | ook forward to getting in this in the next — sonetine soon.
Wth that, we have no other business before the Judiciary

Commttee this norning and so we’'ll adjourn the Judiciary
Commttee at this tine [9:51 a.m].
#

SENATE JUD COW TTEE - 36- February 9, 2004



