SENATE FI NANCE COW TTEE
February 6, 2009
9:06 a.m
9: 06: 09 AM

CALL TO ORDER

Co-Chair Stedman called the Senate Finance Committee neeting to
order at 9:06 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senator Johnny Ellis

Senator Kim Elton

Senat or Donny O son

Senat or Joe Thonas

VEMBERS ABSENT

None

ALSO PRESENT

Kim Garnero, Director, Dvision of Finance, Departnent of
Adm ni stration; Kevin Brooks, Deputy Comm ssioner, Departnent of
Adm ni stration; David Teal, Director, Legi sl ative Finance
Di vi si on.

SUMVARY

"Present ati on:
St at e Budget Reserves/ Savi ngs Accounts and Sweep Mechani cs

9:06:15 AM

Co-Chair Stednan observed the inportance of understanding how
sweep nechanics work and how the state’'s account books are
closed. He acknowl edged the inportance of the relationship
between the state’s general fund and the Constitutional Budget
Reserve Account (CBR), which is the state’s main fallback
account to cover any shortfalls. A 3quarter vote is needed to
access the CBR He noted that the state’s cash reserve would be
revi ewed over the next nonths.
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9:09: 20 AM

KIM GARNERO, DIRECTOR, DIVISION OF FINANCE, DEPARTMENT OF
ADM NI STRATI ON, explained the sweep process. The sweep
calculation requires substantial, quality tinme wth annual

audi tors. She enphasized the need to understand the general fund
from an accounting viewpoint. The fund structure of the state of
Al aska IS det er m ned by general ly accept ed accounti ng
principles, which 1is reflected in the audited financial

statements contained in the Conprehensive Annual Financia

Report.

Ms. Garnero explained that accountants identify the overal
general fund as fund 11000 in AKSAS, the statew de accounting
system Fund 11000 is conprised of all the sub-funds, nost of
which were established by the legislature. Fund 11000 also
includes the lower level, primary general fund designated as
11100 in the accounting system primary general fund is still
very large, and accounts for the mgjority of the financial
activity of the state of A aska. Mst funding sources are
revenue streanms into this general fund, including federal
funds, programreceipts, and recei pt supported services.

9:12: 56 AM

Ms. Garnero defined the reverse sweep as an appropriated
transfer that restores the balances of the sub-funds to repay
anounts previously borrowed or drawn. The reverse sweep is an
appropriated transfer that restores the balance of the sub-
funds. The sweep is done as the last step in preparing the
Conpr ehensi ve Annual Financial Report; the reverse sweep occurs
in early Decenber, but the avail able balance is calculated as of
June 30 of the previous fiscal year.

Ms. Garnero inforned that the sweep is required under the Al aska
State Constitution to repay previous borrow ng every year wth
the general fund available balance. Under the terms of the
constitution, anything spent fromthe CBR nust be repaid by the
general fund. The reverse sweep, on the other hand, is a
| egi sl ative appropriation from the CBR and it adds to the
repaynment requirenent.

Ms. Garnero clarified that the "available for appropriation”
calculation is the key to the sweep. The first step of the sweep
noves all available funds up to the overall general fund (fund
11000). Encunbered anounts and anmounts for continuing and
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specific appropriations of the subsequent year are set aside.
One of two criteria is used to determ ne which sub-funds are
excluded fromthe sweep requirenent:

1. If it neets the definition of "available for appropriation”
as determ ned by the Suprene Court of Alaska; or

2. If it is legally restricted to a specific purpose by an
outside entity.

Ms. Garnero noted that if a sub-fund neets either of these
criteria, the avail able balance is not swept. The bal ance in the
primary general fund 11100 is available for sweep, and in years
of reverse sweep appropriation |anguage, this is the only anount
retained in the subsequent fiscal year as repaynent of CBR
borrow ng.

Ms. Garnero provided a brief review of the state’s recent cash
flow borrowing. She referred to a spreadsheet contained on the
departnment’ s webpage, which starts with the avail abl e bal ance of
the CBR at the beginning of the fiscal year. She observed that
from FYO2 to FYO5, borrowi ng occurred during the fiscal year to
address cash flow needs of the general fund. This borrow ng was
authorized by appropriation |anguage and followed a process
established in an interagency nenorandum of understanding (MU).
In FYO2 and FYO03, there was net cash-flow borrowing at June
30th. In FYO4 and FY05, the state was able to repay the cash
fl ow borrowing by June 30th. The additional (deficit borrow ng)
or repaynment was the based on the avail able bal ance cal cul ati on
in the primary general fund 11100. In FY02 to FY0O5, nore
borrowing was required to bring a negative avail able balance in
t he general fund up to zero.

Ms. Garnero explained that in FYO6 the general fund avail able
bal ance was appropriated to the Public Education Fund, and in
FYO7, it was appropriated to the Al aska Capital Incone Fund
both of which are sub-funds of the general fund.

Ms. Garnero concluded that in FY0O8, the general fund had an
avai | abl e bal ance to repay previous CBR borrow ng, and $582
mllion was transferred for this purpose.

9:16: 26 AM
Ms. Garnero elucidated that the designated fund balance is the
oil and gas production tax revenues budgeted in the next year.

There is an annual direct appropriation from the CBR to the
Treasury Division to pay managenent fees.
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Ms. Garnero summarized that the ending avail able bal ance of the
CBR increased about $5 billion during FY08. This was the result
of $3 billion appropriated to the CBR, $1 billion net sweep and
reverse sweep, $582 nmllion additional general fund repaynent,
and the operating incone of $416 mllion.

Ms. Garnero provided nenbers with a description of each sub-
fund of the general fund, indicating whether or not it is
swept, and if so, how much was swept in FYO8 (copy on file).

Ms. Garnero drew attention to sub-funds; the CBR itself is a
sub-fund of the general fund. The CBR is not swept to repay
itself. However, the Budget Reserve Fund established in
statute is a sweepable sub-fund, as is the Alaska Capital
| ncone Fund. She explained that any fund established wth
| anguage that allows a specific appropriation is sweepable
because if it can be appropriated for “X° it can be
appropriated for anything.

Ms. Garnero explained that |anguage that establishes the fund
“as spendabl e wi thout further appropriation” neets the Suprene
Court definition to exclude from sweep. The Public Education
Fund and Pernmanent Fund D vidend Fund are exanples of funds
that are excluded fromthe sweep

9:19: 27 AM

In response to a question by Senator Stedman, M. (Garnero
clarified that the reverse sweep has reduced the CBR by
$1, 466, 159. Another billion dollars was transferred to the CBR
based on an appropriation fromthe legislature from the genera

fund. There has been a year to date current net |oss in earnings
of $65 mllion. The current balance of the CBR is close to $6.8
billion. Co-Chair Stedman concluded that market values need to
be watched in discussions of appropriations fromthe CBR

9:21:17 AM

Senator O son asked if sweeps ever occur at other tinmes. M.
Garnero noted that transfers are not appropriated [by the
| egi sl ature] or authorized under the constitution.

In response to a question by Senator Elton, M. Grnero
expl ained that the reverse sweep reinstates the cash to the sub-
funds on July 1°. She acknow edged that state revenues flow in
nore slowy at the beginning of the fiscal year than
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expendi tures because of |arge paynents that are due in July and
August. A lot of the cash flow borrowi ng occurs at the begi nning
of the fiscal year and repaynent begins at the end [of the
fiscal year].

9: 23: 44 AM

Co-Chair Stednman stated that the hearing is not an issue of
solvency or liquidity of the state, but an attenpt to |ook at
the next five years.

DAVID TEAL, DI RECTOR, LEG SLATIVE FINANCE DI VISION, provided a
nodel to denonstrate the sweep process [nenbers reviewed a excel
spreadsheet, which M. Teal manipulated via overhead projector].
He referred to investnent returns and the “burn rate.” He
observed that oil prices are currently down, creating deficits
instead of surpluses. Gven the deficit, the question is: “How
fast are we burning through our reserves?’” He observed that the
state is doing okay if the reserve balances grow, but that
action may need to be taken if the reserve bal ances decline.

9:28: 03 AM

M. Teal explained that the nobdel uses a sinple growth rate as
denonstrated in the spreadsheet provided to nenbers (copy on
file). Ol prices are averaged over the year, which is not a
good way to discern revenue. He enphasized that it is inportant
to watch the trends.

Co-Chair Stednman observed that a growh rate of 3 percent was
used, which could be higher or |lower. The nodel draws from the
CBR first and then from the Statutory Budget Reserve Fund. He
stressed that these factors were used as a starting point and
that there would be opportunity for further discussion
[regarding the priority of funds].

M. Teal observed that the nodel reviews several funds:
Constitutional Budget Reserve Fund, Statutory Budget Reserve
Fund, Al aska Housi ng Finance Corporation (AHFC) Capital Savings
Account, Public Education Fund, and Pernmanent Fund Earnings
(realized only).

Senat or Et on asked how the Pernmanent Fund Earni ngs were plotted.
M. Teal explained that only realized earnings were used. He
noted that there are substantial wunrealized |osses, but until
the losses are realized the cash is still in the account.
Additional losses could occur if noney is pulled from the
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account. He noted that the legislature has historically avoided
wi t hdrawi ng fromthis account.

9:32:12 AM

M. Teal explained that he began with a 3 percent growmh rate
and oil at $75 per barrel since the budget breaks. He explained
that $75 per barrel oil is the approxi mate breakeven price where
reserves are essentially flat. In his scenario, reserves are
fairly flat. The revenue picture |ooks better if oil prices are
hi gher. He observed that a 3 percent [rate of inflation] |ooks
better “if you want to hold a flat budget.”

M. Teal observed that the budget picture would inprove if there
were a five percent operating reduction, which my be possible
but has not been successfully done by the legislature in the
past .

Co-Chair Stedman observed that a little less than half of the
operating budget is fornmula driven, which cannot be controll ed.
He stressed that it is a challenge to keep the operating budget
flat and virtually inpossible to decline it at 4 percent per
year conpounded. He felt that 3 percent growmh is a realistic
range. M. Teal concurred.

M. Teal |ooked at a nodel in which oil prices drop to $65 per
barrel. Reserve balances would fall and the CBR would be al nost
gone by 2014. By 2015, the CBR, Statutory Budget Reserve Account
and the AHFC Savings Account would all be depleted. The only
funds left would be the Public Education Fund and the Earnings
Reserve Account. The CBR would be depleted by 2012 at $55 per
barrel oil. There would be no reserves by 2014 if oil were at
$55 per barrel.

9:36: 55 AM

In response to a question by Co-Chair Stedman, M. Tea
explained the difference between the use of January 2009 and
FY09. He followed the sweep process from 2006, which began with
a CBR balance of $2.2 billion. He denonstrated that at the end
of January 2009 the CBR bal ance was $6.8 billion. At the end of
FY0O9 [June 30, 2009] there would be a deficit of $1.36 billion
whi ch would end the year with $5.4 billion in the CBR

9:40: 04 AM
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Co-Chair Stednman asked M. Teal to review growh factors. M
Teal observed that the permanent fund and retirenent funds use
estimates of 8 percent for their earnings because they have a
long time horizon. The division used a 4 percent estimate to
reflect the shorter tinme horizon. As oil prices have fallen, the
i nvestnment horizon is shortened, due to the need to access
reserves. The nunbers will change slightly depending on interest
rate assunptions. He felt that 4 percent is a reasonable return
on the CBR given the potential cash needs.

Co-Chair Stednman observed that the CBR could be exhausted in
three to eight years.

M. Teal explained that the CBR is split in to two accounts: an
aggressive portfolio and one that is not as aggressive. The
di vision | ooks at the CBR as one account. Co-Chair Stedman noted
that there would be further discussions on the investnent of the
CBR.

9:44: 10 AM

M. Teal reviewed the Statutory Reserve Fund. The |egislature
appropriated noney to the fund and has never wthdrawn funds
from the account; the interest earned is not kept in the
account. A billion dollar deposit was nmade with no earnings; the
earnings or losses are credited to the general fund. He observed
t hat because there is no interest on the fund there can be no
| oss.

Co- Chair Stedman observed that there is a question of whether or
not the fund could incur losses. M. Teal agreed that it was a
guestion for the Departnment of Revenue or Departnent of
Adm ni stration

M. Teal noted that the AHFC Capital Fund was also a one-tine
deposit wth no wthdrawals wuntil 2010. The governor’s 2010
budget request appropriates the funds. He observed that Co-Chair
Stednman asked that the funds be withdrawn from the nodel since
they are general funds and the desire was to address the access
to reserves. The assunption is that the governor’s expenditures
of $238 million would not occur.

M. Teal observed that the Public Education Fund is nore
conplicated because there is an inflow and outflow every year.
The fund does not earn interest or sustain |osses. The bal ance
is $1.1 billion. The npbdel assunes that the Public Education
Fund remains at this level until conditions require the use of
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the reserves. Any increase in education funding is built into
the 103 percent rate that goes to expenditures overall.

Co-Chair Hoffrman asked if there were provisions for increases
regarding intensive needs and area-cost differentials, which
woul d affect the bottomline of the fund.

9:47:28 AM

M. Teal acknowl edged that there were changes to the education
formula that would increase costs. He explained that the 2010

increase to education was about $50 mllion. The fund wll
receive the increase for another couple of years because of the
increase in the base student allocation, intensive needs, and

the geographical differential. The [FY] 2010 operating budget
shows an increase of approximately 2.7 percent including the $50
mllion dollars [to the Public Education Fund]. He noted a
better nodel could be designed based on each agency’s growh,
but [for sinplicity] the division based its nodel on a 3 percent
[growth rate].

Co- Chair Stedman suggested that the Legislative Finance Division
could add to the nodel.

M. Teal reviewed the Permanent Fund Earnings Reserve. The
division relies on public statenments for their information on
this fund. The fund contained $1.4 billion in FY06. Dividends
and inflation proofing are paid out and earnings are paid into
the fund. The fund gai ned earnings through FY08, with a total of
$5 billion in reserves. The Decenber 2008 statenent showed a
| oss of $407 million dollars. He estimated that the reserve |oss
is greater, but nmuch of the loss is unrealized.

9: 50: 26 AM

Co-Chair Hoffrman noted that the losses in the CBR were reported
through the first week of February at $765 mllion. M. Teal
calculated the losses at $789 million but noted that they may be
using different assunptions than the Departnment of Revenue.

M. Teal concluded with the fact that at $40 per Dbarrel,
reserves woul d be gone by 2012.

#
ADJ QURNVENT

The neeting was adjourned at 9:52 AM

Senat e Fi nance Committee 8 02/06/09 9:06 A M



Senat e Fi nance Committee 9 02/06/09 9:06 A M



