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HELEN  PHI LLI PS, HOUSE FINANCE COW TTEE  ASSI STANT,

LEG SLATI VE FINANCE DI VI SI ON, introduced staff. She
di scussed itens related to staff including hours and
committee coverage. She pointed out committee file

| ocations for nenbers. She referred to mcrophones on the
commttee table and pointed out reference materials in the
room

1: 36: 05 PM

Ms. Phillips continued to discuss itens pertaining to the
cormittee room and decorum She relayed that she | ooked
forward to working with nmenbers during the session.

Co- Chair Neuman pointed to various logistics pertaining to
the commttee including quorum and other. He comrunicated
that electronic devices were not allowed at the committee
tabl e during neetings. He introduced his staff.

Co- Chair Thonpson introduced his staff.

Co- Chair Neuman conmuni cat ed t hat t he governor's
suppl emrental budget was due on February 3, 2015; the
governor's operating budget anendnments were due by February
18, 2015. He relayed that a budget subcommttee schedule
was forthcom ng. He pointed to subcommittee cl oseout
deadlines; the target deadline was February 27, 2015. He
shared that «currently the Ofice of the Governor was
working off of a draft operating budget; as updates were
made available, the commttee would receive them from the
O fice of Managenent and Budget or through the departnents.

"OVERVI EW OF ALASKA'S FI SCAL SI TUATI ON: LEG SLATI VE FI NANCE
D VI SI ON

DAVI D TEAL, DI RECTOR, LEQ SLATIVE FINANCE DI VISION, asked
his staff to i ntroduce thensel ves.

1: 40: 58 PM

M. Teal provided a PowerPoint presentation titled "An
Overview of Alaska's Fiscal Situation" dated January 22,
2015 (copy on file). He referred to a Legislative Finance
Division (LFD) docunent that had been provided to commttee
menbers titled "The Fiscal Year 2016 Budget: Legislative
Fiscal Analyst's Overview of the Governor's Request" (copy
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on file). He highlighted that |low oil prices had caused | ow
revenue and corresponding deficits in Al aska.

Co-Chair Neunman conmmuni cated that commttee nenbers could
ask questions during the presentation.

M. Teal provided information about his presentation; the
handouts did not necessarily match the order in which he
would present the slides. He addressed slide 2 titled
"Figure 1. Unrestricted Ceneral Fund Revenue and Budget
History.” He detailed that the chart depicted pertinent
data pertaining to Alaska's revenue and expenditures for
the past 39 years. He shared that nmuch of the presentation
woul d convey the nunbers on slide 2 in a way that was
easier to wunderstand. He pointed out that revenue was
volatile due to oil price volatility. He noted that oil
production was fairly constantly declining, but it was
fairly predictable and was nowhere near as volatile as
price and revenue. He discussed the difficulty in
mai ntai ning a stable budget with a volatile revenue stream
He stressed that oil revenue equated to 90 percent of the
state's revenue stream He discussed that during a period
of volatile revenue, building financial reserves during
high revenue periods, aided in budget stabilization. He
pointed to Figure 1 and noted that the state had been
fairly successful in enploying the strategy over tine.

1:45: 49 PM

M. Teal noved to Figure 2a on slide 4 titled "Al aska
Unrestricted Ceneral Fund Revenue (Left Axis) and Average
ANS Price/bbl (Right Axis)." He reiterated that the state
had done a relatively good job of saving noney when revenue
was high. He referred back to slide 2 and pointed to
savings that were shown in pink and titled "net fund
transfers.” Figure 2a on slide 4 included both revenue and
price information. He noted the declining trend in revenue
fromthe peak of production at 2 mllion barrels per day in
1982 to about 500 thousand barrels per day at present. He
explained that price and production had inpacted the
revenue decline. Price alone had driven the revenue
i ncrease between approximtely 2002 and 2006 wunder PPT
[ Petrol eum Production Tax]. He relayed that follow ng 2006
it was less clear where revenue stemmed from due to the
inmpact of price production and the tax mechanism He
pl anned to only address revenue. He noted there were high
prices and revenue in 2008, which continued to rise before
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falling to an average of $76 in the current year and $66 in
t he upcomi ng year. He pointed to a dotted Iine on the chart
that was mnmeant to distinguish between the past and the
future revenue forecast. He noted that nenbers may question
the forecast given that the current price of oil was
approximately $50/bbl. Future prices did not represent a
heal thy rebound; prices were headed where they had never
been in the past. He cautioned nenbers to avoid being
m sled by the spot price of oil; the average 2015 price to
date was $85/ bbl .

1:49: 09 PM

M. Teal stated that if the average price remained at its
current price, the average price for the year would be
around $75 or so. He reiterated that nenbers may question
the forecast if they did not believe the price and revenue
forecast were overly optimstic. He noted that LFD relied
on the Departnment of Revenue (DOR) for forecast data. He
returned to Figure 1 on slide 2 and relayed that wthout
expenditure reductions or revenue enhancenents the state
coul d experience deficits of $1 billion on an annual basis,
which included the price recovery incorporated in the DOR
forecast. He detailed that the growh in price that began
in approximately 2005 was not sustainable; expenditures had
gone fromroughly $3 billion up to $6 billion in ten years'
time.

M. Teal pointed out that many people in the legislature
had known for years that the expenditure growh and
expenditure levels were not sustainable. He communicated
that if the growmh was sustainable, the state would have
somewhere around $10 billion in revenue and expenditures,
whi ch represented approximately tw ce the anount of current
revenue. He remarked that recognizing the situation had not
been enough to avoid it. He noted that despite reduced
expendi tures subsequent to 2013, the state was still facing
deficits of $3.5 billion in both FY 15 and FY 16. He stated
that on the positive side the state had built huge reserves
during periods of high prices; however, it was burning
through the reserves rapidly. He pointed to the red bars
below the axis on Figure 1 (slide 2), which represented
wi thdrawals from savings; red bars above the axis
represented deposits into savings.

1:52: 22 PM
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M. Teal relayed that several slides broke the expenditure
chart into pieces in an effort to nmke it easier to
identify the problem and potential solutions. He noved to
slide 5 titled "Figure 3. Unrestricted General Fund Revenue
and Budget History Agency Operations.” He detailed that the
chart could be thought of as the cost of running prograns
and included formula prograns (e.g. K-12 and Medicaid) and
non-fornmula prograns (e.g. day-to-day operations). He
pointed out that spending had been fairly flat from the
m d-1980s to 2005. He relayed that operating costs had
increased with the dramatic increase in revenues beginning
in 2005; costs had nearly doubled since 2004. He conpared
it to a trend that had occurred in the early 1980s; when
revenue had first begun to flow, the budget had increased
from$l billion to $2 billion in a short period of tine (as
shown on the chart).

Co-Chair Neuman referred to the 1983 and 1985 bars on slide
5. He comented on the growing population in Alaska in
relation to growh in operating costs. He asked if
popul ation growh was included in the data. M. Teal
replied that he would address population in a subsequent
chart.

Co-Chair Neuman recognized forner Representative Mry
Sattler in the audience.

Representative Gara observed that the 1983 and 1985
expenditures shown in Figure 3 were roughly the sane. He
asked if the figures represented actual or inflation
adj usted doll ars. M. Teal replied that the figures
represented nom nal (actual) dollars.

Representative Gara asked for verification that spending
per resident had decreased during the [1983 and 1985]
timeframe especially in inflation adjusted dollars. He
remar ked that sone catchup had occurred to deal with the
decrease when the state's revenue began to increase.

1:55: 58 PM

M. Teal agreed and noted that the information was shown in
the slide that included the popul ati on adj ustnent.

M. Teal continued to address Figure 3 on slide 5 He

di sputed the notion that the driver of the increase had
resulted from fornmula prograns. He detailed that non-
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formula spending was growing at the sanme pace as fornula
spending. He turned to a cost driver pie chart |abeled
Figure 4 on slide 6. He relayed that the agency operations
increase from FY 06 to FY 15 was approximately $1.9
billion. He pointed to K-12 that was currently a $1.3
billion program which accounted for $485 nmillion of the
$1.9 billion growh (26 percent). He elaborated that the
growh rate of education was approximately 57 percent over
the period, which represented slower growh than that of
non-fornmula prograns and far slower than Medicaid grow h.
He communicated that K-12 accounted for 33 percent of the
budget in 2006 and currently accounted for approxinmately 30
percent. He stressed that K-12 was a driver due to its
|arge size, but not because it was growng quickly.
Medi caid accounted for $415 mllion of the $1.9 billion
growm h. Together, K-12 and Medicaid accounted for close to
half of the operating budget growh. However, Medicaid' s
share of the budget had increased from 11 percent in FY 06
to 15 percent in FY 15, which represented faster than
average growth (149 percent over the specified tinefrane).

1: 58: 58 PM

M. Teal continued to address Medicaid growmh. He stated
that when a large program like Medicaid grew quickly it
becane a cost driver. The third driver of the $1.9 billion
increase was salaries and benefits, which totaled $350
mllion. He broke the conponent into three pieces. First,

negoti ated salaries accounted for $150 mllion in general
funds (the total was double the anmpbunt when factoring in
all funds). Second, nonthly health insurance costs had

i ncreased from $800 per person in FY 06 to over $1,300 in
FY 15 (an annual increase of $6,500 per enployee). He added
that the nunber of state enployees had also increased by
2,000 during the tinme period; t her ef ore, heal t hcare
insurance premuns had increased by approximately $75
mllion. Third, the state's contribution to retirenent
costs (the anobunt paid to enployees in payroll checks) had
increased from 11 percent to a cap of 22 percent, which
amounted to approximately $130 mllion from FY 06 to FY 15.
He summarized that K-12, Medicaid, and salaries accounted
for roughly two-thirds of the undesignated general fund
growt h between FY 06 and FY 15. The renmai nder of the growth
was a result of various expenditures such as Village Public
Safety Oficer positions, prisons, the Ofice of the
Governor, the Ilegislature, oil and gas permtting, and
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other (all itens that fell into the nonfornula category
that were associated with agency operations).

Representative Gara asked for verification that during the
ten-year period K-12 expenditures had risen by an average
of 2.6 percent per year for a total of 22.6 percent. M.
Teal replied that growth of 2 percent per year was not
sufficient to reach the 22.6 percent total over a ten-year
peri od.

Representative Gara remarked that during the ten-year
period the |egislature had corrected what sone people had
t hought was a discrimnatory education funding nechanism
As a result the state had begun spending significantly nore
on rural schools to correct the issue. He noted that the
increase also represented a catchup period due to
relatively flat education funding that occurred in the
preceding 15 years. He did not believe the statenents were
controversi al

M. Teal agreed. He returned to Figure 3 and noted that it
may be pertinent to question how funding had remained fl at
for 20 years. He believed the cost drivers provided sone
answers to the question. The K-12 budget began at |ess than
$500 million in 1984 and was still less than $700 mllion
in 2004 (roughly 50 percent growth over a 20-year period).

2: 03: 58 PM

Representative WIson wondered if there was a way to
determine how much federal requirenments to prograns in
vari ous departnments (e.g. the Departnent of Transportation
and Public Facilities and the Departnent of Environnental
Conservation) had contributed to agency operations growth
in the past ten years.

M. Teal agreed that there were federal nandates. He added
that many people referred to the requirenents as unfunded
federal mandates. He acknow edged that the nmandates were
driving state spending nore in the future than in the past.
He noted that it did shed light on why the growth had
occurred; he planned to el aborate on the issue later in the
presentation. He addressed how funding could stay flat. He
shared that Medicaid had doubled during the 1990s from $64
mllion to $136 mllion; Medicaid was currently at $700
mllion. He stressed that the rate of increase for
heal thcare costs had accelerated rapidly. He addressed
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salaries as another driver of the cost increase; there had
been no negotiated salary increases in 11 of the 20 years
prior to FY 06. Additionally, there had been no retirenent
cost increases in the past; the cost had been 11 percent
for many years. He comunicated that there had been no
unfunded liability in the state retirement system until
2005. He noted that the tinme period on the chart was a tine
of slow to negative growh due to the inflation and
popul ati on changes. He believed no one would argue that
there had not been unmet needs during the flat funded
period; for a period beginning in 2005 there had been
revenue to address sone of the unmet needs.

2: 06: 53 PM

M. Teal addressed statew de operations, which included
operating costs that were not attributable to any single
agency (Figure 5, slide 7). He spoke to itens including
debt service, which was essentially the entire anount of
statew de operating costs in years shown on the slide. He
detailed that the state had issued general obligation bonds
on a schedule referred to as the Prudhoe Bay curve that
were set to be paid off by 2000. Wile statew de costs had
been made up al nost conpletely of debt service, it had been
small during the period [late 1990s]. Debt service had
begun growing because the state had issued general
obl i gati on bonds.

M. Teal highlighted a breakdown of the costs in Figure 6,
slide 8. The bottom portion of the bars on the chart
represented state debt service (shown in black). He rel ayed
that the state currently spent $230 nmillion in general
funds on debt service (the cost had doubled since FY 00);
the figure had been $0.00 in FY 00 and roughly $100
thousand in FY 06. However, the growh had been slow in
conparison to the increase in state assistance to
retirement. Retirenent costs skyrocketed when the state had
| ost substantial funds in the stock market in the early
2000s and again in 2008 and 2009. The unfunded liability
woul d have driven rates to levels that nunicipalities could
not afford; therefore rates for nunicipalities had been
capped at 22 percent (the state paid the costs above 22
percent). He noted that there was also a cap for the
Teachers' Retirenent System (TRS) at a different rate. He
detailed that the unfunded liability had been $18 nillion
in 2006. The state had expected the cost to clinb to
approximately $75 mllion, and to begin declining. I|nstead,
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rates had continued to clinb to a peak of $634 mllion per
year in 2014; the liability would have been over $700
mllion in 2015 or over $1 billion if the state had
followed the recommendations of the Alaska Retirenent
Managenent Board. However, $3 billion fromthe CBR had been
used to pay down sone of the debt in 2014. He noted that

wi thout the deposit the wunfunded liability would have
continued to increase towards $1.2 billion per year.
2:10: 36 PM

Co- Chair Neunman asked about expectations if the chart was
extended to represent future years.

M. Teal replied that if the legislature had not passed
legislation the prior year (HB 385) the trend would have
continued upward to approximately $1.2 billion. Wth the
deposit the cost had declined to $260 mllion in FY 16.
Wthout the adoption of HB 385 the FY 16 deficit would be
$750 million to $1 billion higher; the state would be
facing a deficit of $4.3 billion or nore instead of a $3.6
billion deficit. He relayed that there was a trenendous
payoff for contributing substantial funds to the unfunded
liability; the state was saving $750 nmillion or nore
annual ly for a deposit of approximately $2.3 billion.

M. Teal addressed the fund capitalizations category shown
in green in Figure 6; the capitalizations had been $0.00 in
FY 06 and FY 07. He detailed that it was not until FY 08
and FY 09 that the amounts had grown trenendously. G| and
gas tax credits (shown in red) reached $625 nillion in FY
15 and were projected to be approxi mately $700 in FY 16.

2:12: 53 PM

M. Teal highlighted capital budget spending on slide 9,
Figure 7. He pointed out that the spending followed the
revenue curve; capital budgets tended to be higher when
revenue was higher. Likew se, when revenue disappeared so
did the capital budget. He reasoned that |ooking at where
grow h had occurred in the past may help the legislature to
unwi nd sonme of the growth. Additionally, he focused on the
past partly because sone individuals blanmed the |egislature
for the current fiscal situation. He returned to cost
drivers (shown on slide 6). He noted that the |egislature
was not responsible for negotiating salaries. He |ooked at
$75 mllion in healthcare costs, plus Mdicaid growh of
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$415 mllion and stressed that the costs were not unique to
Al aska. He relayed that every state struggled wth
heal thcare costs and with determining how to deal with the
increasing costs of Medicaid. He referred to annua
retirenment costs of $130 million built into the payroll in
addition to the $260 nillion in state assistance and
enphasi zed that the legislature did not control the stock
market. The state was paying $400 million per year to nake
up for stock market | osses. He noted that total cost of the
itenms he had just covered was over $1.5 billion.

Representative Minoz addressed Figure 6 and asked if the
$700 mllion FY 16 [oil and gas] tax credit reflected any
credits paid off under Alaska's Clear and Equitable Share
( ACES)

M. Teal replied that the chart may reflect the data;
however, LFD did not receive enough detail from DOR to know
whether the credits were carry forward or where they were
going. He comunicated that there were two types of tax
credits. First, there were credits that |arge producers
could take that was deducted from the revenue owed by
producers. He |ikened the credit to deductions taken by
i ndi vidual tax payers on their personal incone tax paid to
the federal governnent. However, the credit referenced on
slide 8 was a purchasable credit for small producers or
ot hers who | acked the revenue streamto take a tax credit.
The parties were issued a certificate of credit that could
be sold to another party (typically a nmjor producer) for
sale to the state. He explained that the two credits were
very different; the |large producer credits reduced revenue
whereas the small purchasable <credits did not. He
el aborated that the small credits took an appropriation to
purchase the credits, which had increased to $700 mllion.

M. Teal noted that the anmpbunt of credits purchased by the
state exceeded the production tax revenue by roughly $100
mllion in FY 15 and $300 nmillion in FY 16 (projected). He
did not know if the credits would be on an annual basis. He
el aborated that if the state issued a credit for sonething
like $50 nmillion, a conpany could turn it in during the
current year, the wupcomng year, or the year after. He
detailed that there was no way to earn interest on a credit
until it was turned in and purchased. He questioned why a
conpany would hold on to a credit when it could turn it in
and invest the noney. He reiterated that LFD did not
receive enough detail from DOR to know precisely who the
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credits were issued to, what they were for, and where they
were for. He explained that many of the credits were Cook
Inlet credits as opposed to North Slope credits. He
deferred the question to DOR for further detail.

2:18: 32 PM

Co-Chair Neuman noted that DOR and Departnent of Natural
Resources would be present the following week to address
the committee. He remarked that the committee could
potentially have additional neetings pertaining to tax
credits if necessary.

Representative Minoz believed $350 nillion in credits had
been paid off under ACES when the state had transitioned to
the current tax reginme under SB 21 in 2013. She thought it
woul d be helpful to know where the credits were reflected
currently and in future years.

M. Teal relayed that the projection for future credits was
not a continuation of $700 mllion per vyear; the DOR
Revenue Sources Book showed the figure dropping to $250
mllion per year after FY 17. The figures were high, but he
did not know the precise reason. He turned to Figure 8 on
slide 10 that showed per capita unrestricted general fund
revenue and budget history adjusted for inflation. He
remar ked that population had grown and inflation increases
had occurred. He pointed to a clear downtrend from 1983 to
1999. The state's current real per capita expenditures was
less than the state spent in the 1980s; it was nore than
the state had spent in the 1990s. He rem nded the conmttee
that the chart included the $1.5 billion in retirenent
costs and salary increases (things that had not occurred in
the flat mdsection of the chart). He added that the
downward trend woul d have continued if the $1.5 billion was
subtract ed.

Co-Chair Neuman referred to the agency operations portion
of the bars in the chart on slide 10 (shown in blue). He
remar ked that the conponent included state personnel costs.
He observed that if the state were to elimnate all of its
enpl oyees it would inpact the budget deficit by $1.4
billion. He remarked that the state agency operations had
become fairly efficient. He pointed to costs of around
$9, 200 per state enployee in the early to md-1980s; the
cost was currently $7,200, which represented a downward
trend in agency operation costs.
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2:22:24 PM

Representative Gara noted that the bulk of the Medicaid
expenditure increases were due to people noving into Al aska
and an increased nunber of individuals on Medicaid. He
asked for an explanation of net fund transfers shown on the
chart (Figure 8) especially related to 2008.

M. Teal explained that the net fund transfer (shown in
red) represented a deposit to savings. He pointed out that
when the state spent nore than it had the net transfer was
shown in red below the $0.00 axis. He highlighted the $2
billion to $3.5 billion deficits [in 2015 through 2017]. He
rel ayed that the $1.5 billion in "hard to avoid costs" was
half of the $3 billion increase that had occurred since
2005. He referred to looking at the capital budget as
anot her potential area for cost reduction and noted that
some individuals may believe sonme of the past capital
budget spendi ng may have been wasteful. He pointed out that
approximately $4 billion of the $10 billion in general
funds appropriated to the capital budget during the 10-year
period had not yet been spent. He stated that as the
projects rolled out they would supplenent the smaller
capital budgets in the future. He elaborated that a very
| ow capital budget in the current year would not stop the
capi tal budget spending due to the $4 billion backl og.

2:25:38 PM

M. Teal believed the critical question was not about who
was to blane for the debt, but focused on what the state
could or should do about the fiscal gap. He comrunicated
that there had not been nuch the legislature could do about
many of the expenditures that had occurred. The pertinent
guestion was whether it was possible to cut the state's way
out of debt.

\V/ g Teal addressed slide 11, Figure 9 titled "UGF
Revenue/ Budget (G| at $60/bbl)(No G owh Scenario)." He
stated that quick action was necessary if the |egislature
believed that oil prices would remain low Under the
scenario on slide 11 the fiscal gap remained at $3 billion
to $3.5 billion per year. He stressed that reserves would
vanish rapidly at $60 per barrel oil; the |legislature would
have no choice but to bal ance the budget. He addressed the
possibility of a rebound in oil prices on slide 12 titled
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"UGF Revenue/Budget (DOR Forecast)(No Expenditure G owh

Scenario)." He rel ayed t hat reserves woul d | ast
substantially longer, but the problem would not really be
solved; there would still be an annual deficit of $1
billion per year. He questioned whether it was possible to

cut the state's way out of deficit, how nuch needed to be
cut, and where the cuts could be taken. He addressed
potential cuts to the capital budget and relayed that the
governor's proposed capital budget was about as lean as it
had ever been. He noted that of the $106 mllion capita
budget, alnost everything was |everaged noney (including
federal matching funds). He communi cated that there was not
much of anything that people would consider to be "cutable"
wi thout losing noney in addition to the general funds.

M. Teal addressed "Hard to Cut" itenms in the operating
budget in Figure 11 (slide 13). The figure listed debt
service, retirenent assistance, production tax credits, K-
12 fornmula, and Medicaid for a total of $3.2 billion. He
rem nded the conmmittee that current revenue was $2.2
billion. He elaborated that [to cut the state's way out of
deficit] the legislature would have to cut $1 billion from
the hard to cut items and elinmnate everything else. He
stressed that there was no payroll associated with the
items on slide 13. He reiterated that the itens included
retirement assi st ance, debt servi ce, paynment s to
busi nesses, grants to individuals, and paynents to bond
hol ders and trust accounts. He stated that if the itens
were cut, the legislature would also need to cut all state
enpl oyees funded with general funds in addition to cutting
the $1 billion fromthe itens on slide 13. He stated that
mat hematically it was not feasible to cut the state's way
out of the deficit. He noted that it did not nmean that no
reducti ons were possible and that none should be attenpted.
He concluded that balancing the budget was not an easy
feat.

2:29:49 PM

M. Teal relayed that beginning in 2008 LFD had been
preparing for the day that expenditures would be nore
critically examned than they had been in the preceding 10
years. The division had worked with the legislature on
several fronts and the legislature had taken the lead on
several itens. Itens included a 2008 fund reclassification
project, 10-year |ook-back graphs, and nodels (e.g. oi

price forecasts and the reserve burn). Mre recent itens
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included an indirect expenditure report and |egislation
passed in recent years (HB 30) required audits of agencies
to determne places to cut. He relayed that there had been
consideration of breaking the capital budget down into
pi eces to show detail such as which itens required federa
mat ch, which were job producers, which were grants to
muni ci palities and nonprofits, and other in order to nmake
it easier to focus on reductions. He stated that the
reclassification and redesign of the fiscal sunmmary
provi ded consistent data. He believed there had been a tine
when legislators and others could not wunderstand the
spending (e.g. general fund spending, receipts, and other);
he believed the problem had been rectified. He comunicated
that the legislature could rely on the fiscal summary to
hel p determ ne what kind of noney and how nuch was being
spent. He elaborated that the nodel could be of great
assistance in the devel opnent of a |ogical, defensible, and
|l ong-term spending plan; it could be wused by the
| egislature to set annual targets for operating budget
reductions. The goal would be to set sone |evel of reserves
and to determ ne upfront that reserves would be naintained,
for exanple, at $6 billion out by 2022. Wth the goal in
mnd, it would be possible to determ ne what cuts needed to
be nmade and what revenue enhancenents were necessary to
neet the desired | evel of reserves.

M. Teal referred back to slide 12, Figure 10. He believed
that unfortunately, balancing the budget on the expenditure
side would nmean cutting $3.6 billion from the governor's
budget. He noted that it would be an understatenment to say
that cuts at that magnitude would be difficult; he believed
they would be wunachievable. He relayed that only $1.3
billion would be saved even if all state enployees were
termnated. He opined that given the reality, it was
prudent to consider revenue enhancenents. He reasoned that
the state could hope for oil prices to recover, but Figure
2a that showed the DOR forecast with $1 billion deficits
was optimstic (slide 4). He returned to slide 12, Figure

10a, which illustrated that even wth the forecast, the
state could expect deficits of $1 billion or nore (w thout
expenditure reductions or revenue enhancenents). He

communi cated that the longer the large deficits persisted,
the lower the reserve balances would becone, and the |eve
of necessary changes becone nore drastic.

2:34:55 PM
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M. Teal relayed that he did not intend to discuss
additional revenue options during the presentation. He
hi ghlighted inconme tax; sales tax; property tax; oil taxes
and credits; Permanent Fund Dividend caps, reductions, or
triggers; financial strategies such as collateralization or
borrow ng; healthcare provider taxes, notor fuel taxes; and
other. He noted that there was no shortage of options on
the revenue producing side. He discussed that the governor
had stated that he did not intend to consider revenue
enhancenents until expenditures had been reduced. He knew
many |egislators agreed wth the strategy. He understood
the sentinent, but contended that much of the spending had
been wunavoidable. He did not believe the state had
overspent, but that the problem pertained to revenue, which
was too sensitive to prices. He reasoned that if oil prices
remai ned at current levels, savings would be elimnated. He
hoped he was wong, but in the current environnent it was
necessary to hope for the best, but to plan for the worst.

2:37: 23 PM

Co-Chair Neuman discussed a realistic timeframe wthin
which to address the $3.5 billion deficit. He noted that it
was inpossible to know what the deficit could be in the
upcom ng year. He stated that potentially under the best
circunstances the deficit could be reduced in five years

which equated to a 20 percent reduction per year ($750
mllion in the current year). He did not believe it was
possible to make $750 mllion in reductions in operating
expendi tures al one. He nentioned other potential nethods of
savi ng including basic agency reductions, efficiencies, and
new revenues. He noted that the new revenues could include
itens such as park fees, licenses, and other. He hoped
there would be increased revenues conmng from expanded
econonmi ¢ opportunities, royalties, corporate and production
tax, econom c devel opnment expansion, and other. He had
asked the departnments to help the legislature develop a
three to five year vision for each departnent. He relayed
that the departnents were commtted to working with the
| egislature on the effort. He believed everyone had a good
understanding of the current fiscal situation. He opined
that the commttee would have the ability to address the
i ssues inmpacting all regions of the state.

2:40: 45 PM
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Co-Chair Thonpson referred to an LFD Indirect Spending
Report provided to committee nenbers earlier in the week.
He el aborated that the report was a result of |egislation
passed the prior session (HB 306). An in-depth report had
been done through DOR related to the state's tax credits
and reduced fees. He added that the report included
recommendations on existing tax credits (e.g. whether a
credit had outlived its useful ness, had not net legislative
intent, how much a credit cost, and other). He noted that
the credits equated to mllions of dollars in reduced fees
and tax credits. Credits were offered for taxes on fish,
education, small businesses, and other. He stressed that
smal | i ncrenents added t oget her equat ed to | ar ge
increnents. He asked nenbers to review the docunent.

Representative Wl son noted that if the state was a private
business it would not be able to wait to address
reductions. She reasoned that a budget represented a
maxi mum anmount provided to agencies and not necessarily an
anount they had to spend. She believed it would be
beneficial to | ook at the current budget to prevent sone of
the cuts in the future frombeing as mgjor.

M. Teal replied that the state was currently in the mddle
of the fiscal year [FY 15], which would nmake it difficult
for agencies to respond and achi eve any real savings by the
end of the current fiscal year. He noted that it would be
possi ble to reduce positions in the supplenental budget if
t hose positions would be elimnated in the FY 16 budget.

Representative WIson understood a plan was needed and that
it would not be possible to reduce the deficit in one |arge
chunk. She referred to M. Teal's exanples highlighting how
| ong reserves would | ast under two scenarios (slides 11 and
12). She wondered if the state should plan for the worst-
case scenario to prevent it from getting into a situation
where there woul d be no savings left to use.

M. Teal answered that the l|egislature had to bal ance the
issue. He referenced charts in the presentation that would
help them to weigh the decision. He stated that the
| egi slature could wait to address any revenue enhancenents;

however , he believed taking two years to |look at
expenditure reductions with the know edge that the budget
could not be reduced sufficiently to fill the gap was a

waste of tinme. He stressed that it took significant time to
i npl ement changes such as an incone tax. He stated that it
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may be necessary to wait until FY 17 to begin an incone
tax, which would nmean revenue from the tax would not be
recei ved until FY 18.

Co-Chair Neurman stated that he and Co-Chair Thonpson
intended to take a conservative approach related to the
price of oil. He remarked that iif the price of oi
increased there were savings that would need to be
repl eni shed.

2:46: 01 PM

Vi ce-Chair Saddler pointed to Figure 1 and noted that there
had been tinmes in the past when there had been | ess revenue
avai l able than forecasts had projected. He observed that
the state had dealt with the issue sonehow. He asked how
the state had handled the issue historically and how things
were different at present.

M. Teal responded that the Constitutional Budget Reserve
(CBR) had been created in 1981. He believed the
establishnent of the reserve had represented w sdom and
foresight. He detailed that the fund had allowed the years
where it had been possible to spend nore than the state
had; reserves had been built up when possible and had been
spent in tinmes of declining revenue. He observed that it
was not as sinple as letting nunerous enployees go and
shutting down prograns in one year and then hiring them
back and restarting prograns if revenue rebounded the next
year. He stated that governnent was a very "slow to respond
beast." He communicated that the state's reliance on oil as
its primary revenue generator and the volatility of oil
prices made it inpossible for the state to respond. He
remarked on the difficulty of budgeting with such volatile
revenue and rel ayed that having reserves was the sol ution.

Vi ce-Chair Saddler asked whether there was an objective
measure for the anmount of reserves nmaintained in the CBR or
ot her reserve fund.

M. Teal answered that no rule had been established; Al aska
was in unchartered territory in conparison to other states.
He el aborated that when other states had recessions their
revenue dropped by 5 to 10 percent, which threw their
entire state governnent into chaos; their responses to
declining revenue included furloughs and reductions to
items like K-12 funding. The other states had to respond
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imrediately due to a lack of reserves. He stated that the
prudent |evel of reserves depended on volatility. He
remarked that if a state had a very steady source of
revenue it was possible to function with a small reserve

however, reserves needed to be high when the revenue stream
was volatile. He relayed that at one tine Al aska had
approximately half of all of the reserve bal ances of all 50
states. He communicated that the National Conference of
State Legislatures (NCSL) had renoved the state from
reserve charts because it distorted the nunbers. He shared
that sonme states did not maintain a surplus of revenue due
to the belief that a surplus was not what state governnent
was about. For exanple, sone states refunded inconme tax in
the event of a surplus. He discussed that the state
prepared a budget every year based on the needs of
Al askans; revenue was secondary. He stressed that the
reserves needed to be large, but he did not have a figure.

2:51:44 PM

Vice-Chair Saddler spoke to the accuracy of the DOR
forecasting nmethod. He wondered if recent changes had nade
the forecast nore reliable.

Co-Chair Neuman replied that DOR could address the issue
during its presentation to the comittee the follow ng
week.

M. Teal elaborated on his prior statement that previously
the state had considered the revenue forecast, but had not
responded to it. He stated that it had becone necessary to
strongly consider the forecast. He disputed that state
budgeted with such a large and optimstic forecast; the
state budgeted based on need. He noted that a "band" was
created to address what would happen if revenue failed to
conme in. He pointed to sensitivity charts on slide 12 that
showed what would occur if oil prices did not live up to
projections. He elaborated that in FY 15 the charts had
used oil prices as low as $90/bbl. He believed there was
not a forecaster in the world who would have foreseen the
decline in price. He advised the commttee that a forecast
coul d not be anything nore than an educat ed guess.

Representative Pruitt referred to itens the presentation

classified as hard to cut (slide 13). He observed that
three of the itens had end dates sonetine in the future. He
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wondered how nmuch debt service was outstanding and the
timeframe it would take to pay it off.

M. Teal answered that nost all of the debt issued was
subsequent to 2005 (i.e. 2010, 2013, and 2015); nost of the
i ssuances were for 20 vyears. The debt service would
decline, but the state was | ooking at debt into the 2030s.

Co- Chair Thonpson recalled that the |egislature had infused
the unfunded retirenment liability with $3 billion the prior
year. He pointed to projections the prior year that future
annual paynments would be $400 mllion. He referred to an
increment of $260 million for FY 16. He wondered if the
lower figure was a result of the 18 percent interest the
retirement fund had nade in the |ast year.

M. Teal replied that with retirement assistance, it was
not possible to know "where it was going." He el aborated
that in addition to depositing funds, HB 385 [|legislation
that increased funding of the retirenment liability in 2014]
had renoved time | ags, changed the anortization nethod, and
other. He relayed that LFD had predicted the annual paynent
woul d be approximately $350 million; however, there had
been good returns in the past year. He detailed that the
former met hodol ogy had been that the rate determ nation was
al ways three years behind. Additionally, there was a five-
year snoot hi ng cal cul ati on.

M. Teal explained that there had been many attenpts in the
formula to nmake retirenent contributions steady. He noted
that it made sense when dealing with enployers who did not
want a paynment rate to go up and down. The determ nation
that municipalities were responsible for paying 22 percent
was "rock steady" and would be for years to conme. He
communi cated that the state did not really care about the
volatility so the stabilizers had been renoved to respond
better to market earnings. He agreed that returns in the
prior year had been positive, which had reduced the
anticipated paynment from $350 mllion to $260 mllion.
However, poor returns would create additional or new debt,
but the formula would pay off the debt over a 25-year
period. He relayed that a loss of $1 billion would have an
i mpact, but it would not be massive. He did not expect the
paynment to junp around by $100 mllion. He believed there
woul d be a slow increase in the paynent rather than a sl ow
decl i ne.
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Co- Chair Neuman discussed the schedule for the follow ng
day.

#
ADJ QURNVENT

2:58: 24 PM

The neeting was adjourned at 2:58 p. m
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