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"An Act relating to the Alaska permanent fund;
relating to appropriations to the dividend fund;
relating to incone of the Al aska permanent fund;
relating to the earnings reserve account; relating to
the Al aska permanent fund dividend; making conform ng
amendnents; and providing for an effective date."

1: 33: 46 PM

Co- Chair Thonpson di scussed the neeting agenda.

1:35: 00 PM

JERRY BURNETT, DEPUTY COWM SSI ONER, TREASURY DI VI SI ON,
DEPARTMENT OF REVENUE (DOR), introduced the bill. He
explained that the bill noved the volatility from oi

revenue streaminto the Permanent Fund (fund earnings woul d
be taken out in a predictable and sustainable fashion) and
changed the way the Permanent Fund D vidend was cal cul at ed.
He deferred to his colleague to speak about Al aska's
econony and the benefit of using the bill's revenue
approach to the long-termhealth of the state's econony.

1:36: 27 PM

JOHN TI CHOTSKY, CH EF ECONOM ST, TAX DI VISION, DEPARTMENT
OF REVENUE, discussed his professional background. He
shared that for the past 25 years he had worked in nunerous
| ocations worldwi de for the private sector, governnent, and
as a consultant. He continued to provide information about
his background. He provided a PowerPoint presentation
titled "Alaska Permanent Fund Protection Act: Al aska's
Economic Story" dated February 2016 (copy on file). He
explained that the bill provided an opportunity to
restructure governnent revenue flows to enable governnent
to work predictably and stably, which provided fiscal
certainty. He detailed that state agencies, industry, and
the private sector needed fiscal certainty for a healthy
econom ¢ environnent. He explained that the ~current
structure could not provide fiscal stability or certainty.
He el aborated that for the past four years he had worked as
the economst wth the responsibility of informng the
| egi sl ature about what to expect the future of governnent
revenues to be in order to help plan and budget state
spending. He concluded that it was inpossible to predict
revenues that currently went into the General Fund due to
uncertainty. He stated that A aska in particular was
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suffering because GCeneral Fund revenues relied on price
volatility of oil. He relayed that four years earlier oi
had been $112 per barrel coming off the North Slope and
Cook Inlet. At present, the price was about $30 per barrel
He continued that the price of oil wuld be even nore
difficult to predict in the future. He believed that given
the uncertainty, Al aska needed a structure with the ability
to harness the uncertainty to the state's benefit.

1: 39: 27 PM

Representative WIlson asked if the conmttee was hearing
about specific legislation or about why a bill was needed.

Co-Chair Thonpson replied that DOR Commi ssioner Randal
Hof f beck and Attorney Ceneral Craig Richards would present
the bill later in the presentation.

M. Tichotsky explained that the bill would nove the price
and revenue volatility from the budget to the Pernmanent
Fund, provided a stable sustainable draw for governnent
spending, and provided a dividend derived from resource
revenues that would be connected to the resource econony
(the primary engine for economc growh in Alaska). The
bill would result in fiscal and economc certainty that had
el uded Al aska for decades. He explained that there would be
a basic building block of predictable revenue in order to
plan for an efficient and right-sized spending plan. He
communi cated that there was an "econonic playbook” that
could allow the legislature to create a machine where the
flows of revenue matched spending and where the risks were
properly placed to be nanaged. He furthered that a rational
and scientific approach had been used to construct the
| egi sl ati on.

1:41: 48 PM

Representative GQGuttenberg remarked that he nay not agree
with M. Tichotsky's statenment about tying the dividend to
resource developnment and extraction. He reasoned that
resource devel opnment and extraction was a roller coaster
ride. He wondered if the departnent had | ooked back to
determ ne what the effect would have been if the state had
been Iiving with the scenario for the past 5 to 20 years.

M. Tichotsky replied that the analysis had been done and
woul d be provided at a later tine. He continued to address
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the fiscal system and its relevancy to the workings of the
Al aska econony, which he had studied for 25 years. He
explained that the nodeling, nunbers, and analysis that
went into the bill only made sense in terns of having an
under standi ng of the overarching framework. He stated that
having a systematic approach based on a rational framework
was not new for Alaska, which he intended to denonstrate
was based on work people had been doing for many years.

1: 43: 25 PM

M. Tichotsky turned to slide 4 titled "Framework for
Economic Analysis.” He had l|learned that many people were
interested in understanding how economes devel oped,
especially those based on natural resources. He el aborated
that econom sts had devel oped a standard econom c franework
to explain how the econony worked and grew, which he had
used to understand how Al aska grew. He detailed that the
current framework was based on the work of the Canadian
econom st Harold Innis. M. Innis had identified itens |ike
furs, fish, and wheat that Canada exported as staples -
resulting in wealth and economc diversification for the
country. M. Tichotsky discussed that Alaska' s current
staples were oil and financial assets. He detailed that
after WAl a group of economists had created what they
called the "new economic history" related to how regions

devel oped. The group had added concepts i ncl udi ng
guantification and the multiplier mechanism and worked to
make M. Innis's concept quantifiable and testable. He

referred to concepts |ike econom c-based anal ysis, regiona
forecasting, and inpact analysis that had cone out of M.
Innis's work and had becone a standard way to | ook at the
econony.

1: 45: 33 PM

M. Tichotsky turned to slide 5 titled "Framework for
Al aska Developnent.” M. Innis had |ooked at the 19th
Century economic success of Canada, the U S., Australia,
and Argentina in ternms of how they transformed resource
wealth by rejecting colonial control and adapting a market-
based devel opnent policy to optimze wealth for the region
and population. He continued that the export-led econony

provided Alaska wth a |Ilarger, gr ow ng, and nore
diversified econony. Addi tionally, it had provi ded
political, economc, and social well-being; it also nmde

t he popul ation nore productive and wealthier. He noted that
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t he econom sts had witnessed the itens in the early to md-
20th Century. He noved to slide 6 titled "Major Strands of
Al aska Devel opnent . " He noved forward to the late
1950s/early 1960s and highlighted the econonist George
Rogers, the founder of the Institute of Social and Econom c
Research (ISER). M. Rogers had witten at |east two books
where he had tal ked about the concept of nmmjor strands of
econom ¢ devel opnent. M. Rogers had taken M. 1Innis's
concept and determ ned that Alaska's econony was dictated
by the boonms and busts of the export of various resources.
For exanpl e, Russians had cone to Al aska to exploit the fur
i ndustry and the Yankee whaling ships had plied the Arctic
waters to harvest whales in order to sell whale oil wused
for lanps prior to kerosene.

M. Tichotsky addressed the colonial Alaska tine-period
that included fur, gold and copper, canned salnon, and
mlitary Alaska. Currently the state was in the oil era
that began in the 1950s, which had been "supersized" in
1969 with the discovery of Prudhoe Bay.

1: 47: 57 PM

Vice-Chair Saddler stated that it was easy to | ook back at
history to see that sonmething had to happen a certain way;
however, he reasoned that it did not necessarily have to
happen that certain way. He asked if decisions had been
made that had resulted in Al aska having a resource-based
econony; he wondered who had nade the decisions if so. He
asked why the state was not a col ony.

M. Tichotsky replied with slide 7 titled "Devel opnment
Alone is Not Enough for Economc Gowh." He detailed that
| SER had adopted a sophisticated version of the concept
started by the economic historians. Individuals |ike Arlon
Tussing, Brad Tuck, Lee Husky, Scott Goldsmth, Gunnar
Knapp, and others had taken the approach. He discussed that
he had worked with M. Knapp and M. Tussing and had been
made aware that there was a conscious effort to try to
understand how the econony worked. He shared that M.
Rogers had testified in front of the legislature many tines
and had acted as an advisor to many Al askan governors. He
expl ai ned that the concept had becone part of the narrative
of the Alaska political scene. He agreed that soneone had
to put the story together - it was pretty clear that 40 or
50 years in the past the narrative put together by M.
Rogers and others had been picked up by policy makers. He

House Fi nance Conmmittee 5 02/02/16 1:32 P. M



stated that current economsts like M. ®ldsmth and M.
Knapp had elaborated on the framework and provided the
nunbers and structure.

Vi ce-Chair Saddl er asked if the econom c work was passively
descri bing how the econony had devel oped. Alternatively, he
wondered if the economists had advocated for how Al aska
shoul d devel op.

M. Tichotsky replied that it was a bit of both. He
furthered that the econom sts had tried to identify the way
the econony had developed, in addition to naking policy
suggestions. He detailed that in the 1960s and 1970s M.
Rogers and M. Tussing had provided testinony to the
| egi sl ature.

Representative WIson asked if M. Tichotsky intended to
show how M. Coldsmith believed the Permanent Fund was
already protected and that his sustainable plan could also
wor K.

M. Tichotsky replied that the information would be
included indirectly. He elaborated that the plan had not
been devel oped by DOR, the Department of Law (DOL), and
admnistration in a vacuum He explained that his
interaction with Dr. Goldsmith had shaped the way he
t hought; they viewed things within the sane franmework. They
debated sone issues as econom sts, but the ultimte view
and the decision to restructure the fiscal plan was shared
uni versally by economi sts in the state.

1: 52: 37 PM

Representative WIson observed that M. Tichotsky was
providing a history lesson. She wanted to make sure to
include other strategies that could be used. She remarked
that the state was already protecting the Permanent Fund.
She wanted the presentation to include a whole picture on
the options and to include several slides show ng what M.
Gol dsmth believed.

M. Tichotsky answered that he would touch on the question
t hroughout the presentation. He continued with slide 7 and
explained that M. Rogers had discovered that devel opnent
al one was not enough; the viewoint had also been held
prior to and imedi ately after statehood. M. Rogers had
brought exanples forward including the Kennecott Mne (the
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| argest copper mine in the world at the turn of the century
and |argest population of any settlenment outside of
Sout heast) - after the mneral stopped being produced in
the late 1920s there had been no lasting growh. He added
that Kennecott Mne was currently "a hole in the ground
with sonme abandoned buildings.” The second exanple was
related to fish traps where revenue flows were controlled
by outside owners and economic growh within the state had
been curtail ed. He explained that the situation had
pronpted the nove to statehood. He stated that to grow the
Al aska econony, the political structure and |ocal econony
needed to control the resource and have a policy to guide
econoni ¢ devel opnent .

Co- Chair Thonpson remarked that the presentation was neant
to provide a background for the bill.

M. Tichotsky shared that the admnistration believed it
was inportant to denonstrate that the bill had been crafted
within a context of considering the history, understanding
basic economics, and |ooking towards the future. He
referred to Vice-Chair Saddler's question about how to use
econonics to be able to craft a policy |ooking forward.

M. Tichotsky noved to slide 8 titled "Policy and
Governance." He stated that policy and governance that had
come out of the econom c view were not uninportant.

« Conparative advantage in oil and gas
0 Export-led growh
o Engi ne of econom c growth
e Market-based econony
* Rul e-based, denocratic governnment
e Capture econom c rents and revenue
o Taxation as sovereign
o Royalty as owner

M. Tichotsky shared that there were other issues of policy
and governance that had conme out of the tine period. Sone
| ooked at strategies to deal with "white elephants"” and
opportunity costs - how to use the dollars gained from
export economc growh to increase economc growmh. He
quoted former Governor Jay Hamond as saying "you don't
plant dollars to harvest nickels." He explained that Al aska
had saved surplus revenue in the Permanent Fund and ot her
funds, which had been revol utionary at the tine.
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1:57:16 PM

M. Tichotsky continued that at the sanme tine there had
been a debate about whether the Pernmanent Fund should act
as an investnment fund or a devel opnent bank. The decision
had been made to structure the fund as an investnent fund
and the investnents were al nost exclusively |ocated outside
of Al aska; the investnents reaped the benefits from gl obal
economc growh and brought revenues back to the state.
However, it had been recognized that there was a need for
developing the state and its econony, which was addressed
by independent agencies that could address econom c change
donmestically (e.g. Alaska Industrial Devel opnent and Export
Aut hority (Al DEA), Al aska Housing Finance Corporation
(AHFC), and the Al aska Municipal Bond Bank Authority). Wth
opportunity costs, Alaska realized it could not buy a
bal anced econony; at the tine, it had been an issue that
was outstanding. He elaborated that there had been regions
and countries that decided they could rebuild everything
once they had created economc wealth (e.g. Soviet Union).
Having a desire to have a balanced econony and to not
receive the gains of trade was a policy decision that
needed to be nmade; Al aska had made the policy decision that
it was easier to trade for the benefits or goods it needed.
One of the results was that Al aska's econonmy was not as
diversified as it could be and it did not have grand
exanples of white elephants [opportunity costs]. He
concluded wth slide 9 and relayed that the state
distributed part of its resource wealth to the popul ation
as dividends, which was not done by any other sovereign
wealth fund (with the exception of an experinent done in
Mongol i a) .

1: 59: 39 PM

Representative WIlson pointed to slide 9. She believed the
presentation |eft out a major conponent associated with the
slide's bullet point about distributing part of the state's
resource wealth. She believed that governnent was intended
to get a certain percentage of the resource wealth for
CGeneral Fund spending, while the renmaining portion went
into the Permanent Fund for constituents. She stated that
there was a reason the funding had been split into two
parts. She detailed that a portion went to General Fund
spending and the other portion benefitted Al askans given
that they did not own the subsurface rights. She el aborated
that the dividend was a paynment to residents for their
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portion of the oil royalties. She believed the plan under
the bill basically |ooked |ike governnent thought its share
was not |arge enough and that it should take a portion of
the people's share. She noted that soon there would be a
conversation about why it would be good or bad to utilize
the funds for governnment as well.

M. Tichotsky believed the observations framed sone of the
di scussions that would take place related to the bill. He
stated that there had been significant thought put towards
t he issue.

Representative WIlson wanted to ensure that constituents
understood that the conversation was about their share of
the resource wealth because the governnent's portion had
been used.

M. Tichotsky turned to a production history and forecast
chart (from 1977 to 2025) related to the North Slope on
slide 10 [mstakenly labeled in the presentation as slide
9]. He noted that he had shown the chart to the conmttee
for the past four years as part of DOR s fall revenue
forecast. He explained that the chart showed the inportance
of Prudhoe Bay as a single resource. The chart showed t hat
Al aska continued to have a conpetitive advantage for oi
and gas, but it was greatly dimnished relative to the
past .

Co-Chair Neunman spoke to his problem with the chart on
slide 10. He pointed to a flat-line in revenue forecasts
around 2019 and 2020, which subsequently began dropping at
a pretty good rate. He renarked that people who had not had
t he discussion previously would not know that. He observed
that the departnment did not know what was going to happen
in the future and he doubted that oil production would drop
100, 000 barrels in five years (from 2020 to 2025).

M. Tichotsky replied that he had included the chart
because of the past conversation. He explained that the
nodel ling done for the legislation was based on the DOR
forecast of production (included in the chart on slide 10).
He expounded that the forecast was admttedly conservative,
but it was realistic in the sense that it was backed up
with actual resources. Additionally, it reflected status
quo, investnent, and effort. He added that there was an
upside that could be released through technology, market
conditions, industry decisions, and governnent policies.
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There was a potential of nonetizing gas on state land, in
addition to nore oil - including heavy oil and shale - on
state land. He elaborated that there was potential for oi
and gas on federal and private land. He pointed to the
Nati onal Petrol eum Reserve Al aska, Al aska National Wldlife
Refuge, and offshore resources. ©Many of the opportunities
had existed for decades and still showed great potential
however, converting potential to reality was exactly the
heart of what uncertainty is. He explained that the
departnment had taken the approach that it was not prudent
to determine a budget and sovereign wealth fund draw
wi t hout taking the uncertainty into account.

2: 05: 02 PM

Vi ce-Chair Saddl er asked for verification that t he
[ production history and forecast] chart on slide 10 it was
the mean case from the departnent's 2015 fall revenue
forecast. M. Tichotsky responded that the forecast portion
of the chart reflected the nean case.

Vice-Chair Saddler clarified that he had neant production
forecast.

M. Tichotsky continued to address slide 10. He explained
that the production shown was bankable; the revenues that
woul d come from the conservative base were bankable. He
explained that it was not possible to bank on sonme of the
ot her projects "be they quite desirable or quite
prospective."

Co-Chair Neuman remarked that the goal was to produce
information that was as accurate as possible in order for
the public to understand. He did not believe the chart was
accurate and that no one knew what the nunber would be. He
stated that the decline over the past year had |eveled off
substantially. He believed that people could look at the
chart and determine that the admnistration wanted to
convey that the state could not continue to "kick the can
down the road" and that the administration wanted to
convince the public that the bill needed to pass in the
current session because the anpunt of oil production was
going to drop. He did not believe it was an accurate
presentation of the facts.

M. Tichotsky stated that the chart on slide 10 showed a
nmedi an case, which he had used to introduce the concept
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During the course of the information outlined in the
presentation the departnment would present a significant
anount of nodelling. He clarified that there was one nbde
(with two aspects) the departnent had developed for the
case. One was the core aspect that was determnistic in
nature; the neans showed a single pathway of what the
future could be depending on what variable was used. The

other way the departnment would look at the issue - which
was a common way to look at investnent returns and
calculate annuities - was with probabilistic nodelling. He

detailed that the probabilistic nodelling included a
realistic range of several variables, which addressed the
problem outlined by Co-Chair Neurman. There would be a
probabilistic distribution of production, oil price, and
investnment returns. He explained that the distributions of
the three variables drove the fiscal system and the
econony. He concluded that the departnent would focus on
t he issue.

2: 08: 59 PM

M. Tichotsky noved to slide 11 titled "Econom c and Policy
Patterns”:

e Before 1960 - Statehood and resource control

e 1960s and 1970s - State establishes basic system
over oil revenues and creates Al aska Permanent
Fund in 1976 Rapid econom c growth

e 1980s - increasing oil production, changes in oi
pri ce Econom c expansion foll owed by contraction

e 1990s - oil production begins to decline, changes
in oi | price Econom ¢ expansi on, somne
di versification, contraction

e 2000s - production declines, but commodity prices
i ncrease Sl ow, steady economi c growth

e 2015 - Production continues decline, comodity
prices collapse between 2014 and 2015

M. Tichotsky elaborated on slide 11 and noted that he had

noved to Alaska in 1988 and had been one of the first
peopl e who cane to the state after the econom c decline. He
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recall ed hearing stories about people losing their hones
and jobs and leaving the state. He remarked that in the
2000s there had been fiscal opportunities - revenues had
been flowing into savings and the General Fund. However,
bet ween 2014 and 2015 comodi ty prices col | apsed
dramatically.

M. Tichotsky turned to slide 12 titled "Al aska Budget is
Heavily Reliant on Petroleum Revenue." The chart showed
petrol eum revenue as a percent of Unrestricted CGeneral Fund
(UGF). He explained that in nost cases the GCeneral Fund
relied on oil revenues for over 80 percent of its funds. He
remarked in years that |ooked to be inproving with 60 or 70
percent petroleum revenue, it was not because the econony
was becomng diversified or there were econonmic sectors
able to provide revenue; it was just because prices were
low and there was |ess revenue that the state was stuck
with a non-oil based revenue that was rel atively stable.

2:12: 42 PM

M. Tichotsky addressed slide 13 titled "US Resource-Rich
States,"” which showed the percentage of real gross state
product in constant dollars for Wonmng, Al aska, West
Virginia, Cklahoma, and Texas. He explained that during the
devel opnment of the bill the departnent had | ooked at what
was going on worldw de and around the county. The states
i ncluded on the chart reflected the country's resource-rich
states. The chart also showed oil and gas production and
mning as a share of the states' econom es. He pointed out
that Al aska dwarfed other resource-rich states with the
exception of Woming. He noted that Wom ng and the other
states (excluding Alaska) were integrated wthin the
econony of the Lower 48. The l|evel of diversification the
ot her states had was far greater than Al aska; Al aska was by
far the nost dependent state on oil and gas revenues.

M. Ti chotsky addressed one of Alaska's conpetitive
advantages on slide 14 titled "Al aska's Financial Assets.”
The chart showed the Permanent Fund bal ance, which had
basically doubled in the past 15 years despite dips and
bunps in the road. He relayed that the one thing the state
could bank on was its financial assets that were |arge and
were finally large enough to make a difference. He stressed
that financial assets and their revenues acted like a
reverse Prudhoe Bay; the revenues could be harvested and
the assets continued to grow. He stressed that financial
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investments were the ultimte renewable resource. Unlike
underground oil and gas resources, financial assets were
al ready nonetized and contained no risk that they may not
be nonetized. A large part of the financial plan focused on
financial assets for that reason and was driven by the
econom ¢ anal ysi s.

Representative WIson wondered why the state was not
looking at living within its nmeans. She referred to the
charts and tines when oil had di pped down and reasoned t hat
if the state had kept the standard instead of increasing
spending with oil to have a sustainable budget. She
wondered why using the "other pot of noney"” outlined in the
legislation was nore inportant to the admnistration than
the state living within its means. She noted that people
had to live within their neans in their own hones.

2:15:57 PM

M. Tichotsky replied that the question was foreshadow ng
where he was headed in the presentation. He discussed that
one of the issues the state had was that it engaged in pro-
cyclical spending (i.e. roller coaster spending). He noved
forward to slide 22 titled "Al aska Pro-Cyclical Spending."
He explained that the situation occurred when there was a
significant amount of noney, it was spent, and the
situation wound up overheating the econony through
governnment spending. The opposite was also true during
econoni ¢ downturns. He explained that in times when Al aska
did not have as nuch resource revenue, the contraction went
the other way. He detailed that the state doubled down on
the tines when revenue contracted, which further contracted
the econony. Alternatively, when there was significant
petroleum revenue conmng in, there was nore governnment
spendi ng and the econony was overheated. The volatility and
the volatility in the budget that drove the pro-cyclical
spending was the issue. The departnment had worked to
determ ne the magi ¢ nunber the state could sustainably draw
from savings (from financial and other assets). Once the
answer was known, it could determ ne what the state could
sustai nably spend. He furthered that there was a nethod
that could link sustainable spending to understand the
sust ai nabl e nunmber that coul d be drawn.

Representative WIlson remarked that M. Tichotsky was going

in the opposite direction from her question. She stated
that he was trying to determ ne how nuch noney could be
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taken fromall of the different sources and how it would be
spent. Alternatively, she believed the state could have
determ ned a sustainable budget four or five years earlier
(to $4.5 billion, $4 billion, and |Iower) based on the kind
of governnent it wanted. She thought he was suggesting
using revenue to determ ne budget. She thought the state
should determne the right size of governnment first, what
it was constitutionally mandated to do, and then |ook at
its resources. She stated that there may actually be too
much revenue at present being spent on nore than was
needed.

2:19:32 PM

M. Tichotsky noted that Representative WIson had raised
two issues. The first was related to how Dr. Goldsmth and
others at |SER were | ooking at the sustainable spend, which
was based on the nest egg approach. The one difference
bet ween  what Dr. Goldsmth did wth petroleum and
investnment assets (related to the production nunber the
presentation used) was that Dr. Goldsmth believed the
state should be able to keep in mnd that it would have
potential revenues coming in from projects in the long run
(e.g. ANWR or other large-scale project) - from there he
pul l ed back the nunber to determ ne the sustainable draw
The departnent focused nore on the financial assets because
it looked at production with a nore conservative approach

He noted that ISER and DOR canme up with essentially the
same nunber and scale. The |ISER nodeling was in many ways
anal ogous to DOR s nmethod. The second issue was that from
the perspective of an econom st or business person there
were two sides to the equation (i.e. supply and denmand)

there was a balancing act that had to occur between supply
and demand in a household or other. He furthered that a
busi ness had to consider how nmuch noney it could make and
how much noney it wanted to spend. He noted that when
defining issues such as |living within nmeans it was
important to know what the revenues were. He addressed
times of surplus and discussed that soneone could identify
what they needed to spend and what they wanted to put into
savings for spending at a later tinme or further investnent
savings in the form of a trust fund or annuity. He
expl ai ned that individuals used the same process at hone
with checking, savings, and retirenment accounts; the
spendi ng depended on what was needed. For exanple, Al aska
had invested in infrastructure, primarily on a pay as you
go system which many regions did not do (rmany regions used
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debt financing). There were nmany ways to | ook at how noney
was spent, but it was inportant to structure and know where
revenues were and what could sustainably be drawn and how
to predictably know what spending was. One of the key
issues of the legislation was that it took away volatility
(risk and uncertainty) and placed it in a location where
they could be very well managed.

Representative WIson requested to hear from Dr. Goldsmth
again. She did not believe his statenents fromthe past few
years were being interpreted correctly by the departnent.
She stated that if the goal was to look at all nodels it
woul d be hel pful for the commttee to hear from him

Representative Mnoz believed the restructuring of the
Per manent Fund into a sovereign wealth fund would provide a
sustainable draw simlar to the earnings on the Pernmanent
Fund as it was currently structured. She wondered about a
sustainable draw wusing the «current framework of the
Per manent Fund.

2:24: 45 PM

M. Tichotsky replied in the affirmative. He relayed that
the conmttee would hear several presentations associated
with the topic. The departnment had defined the sustainable
draw as follows - if an anmount of noney was drawn annual ly
wi th annual increases for inflation it would not underm ne
the real value of the fund within a certain period (they
had selected a 24-year period). He continued that the rea
value of the fund would be maintained the sane over the
period of tinme and the draw would be increased wth
inflation. The nunber was about $3.3 billion per year based
on the nodel and assunptions worked out by the departnent.

Representati ve Munoz asked about the current structure. She
wondered what the sustainable draw would be wunder the
current structure.

M. Tichotsky replied that the bill |ooked to operate
wi thout a constitutional change. He detailed that an annual
$3.3 billion draw from the earnings reserve was

sust ai nabl e; the noney all cane from the sane pie whether
it was used to fund the dividends or governnent. Under the
current fornmula 50 percent of the earnings reserve went to
t he dividend program
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Representative Minoz asked for verification that the
sustai nable draw was the sane under both nodels and was
$3.3 billion.

M. Tichotsky answered in the affirmative. He explained
t hat when devel oping an annuity the question would be how
much could be drawn indefinitely. The answer in the state's
case was $3.3 billion.

2:27:39 PM

M. Tichotsky noved to slide 16 titled "Alaska - One of the
Wealthiest Regions in the Wrld." He referred to a
presentation to the conmttee from Malan Rietveld from the
previ ous week (the source of the charts on slide 16 was M.
Rietveld). He pointed to the left chart showi ng assets

under managenent in billions for various countries
i ncluding Norway, Abu Dhabi, Saudi Arabia, Kuwait, and
others down to Alaska. Alaska's $54 billion fund was

dwarfed by funds like those in the other listed counties.
He noved to a chart on the right showing the size of assets
relative to the budget and explained that a different view
was inmediately achieved. He detailed that on a per capita
basi s, Al aska was probably one of the wealthiest regions in
the world. He turned to slide 17 titled "Mwving Alaska to a
Safe Harbor," which included another <chart from Malan
Rietveld related to oil's percentage of revenue and the
fiscal break-even price. The left axis [y axis] showed the
oil price required to balance the budget and the bottom
axis [x axis] showed oil's share of total governnent
revenue. M. R etveld had addressed why a group of
countries |like Norway, Al berta, and Womng were in a nore
desirable or stable place than Al aska. The answer was due
to the |locations' highly diversified econom es. He
furthered that it would probably take Al aska a decade or
nore to achieve diversification at the same |evel as
Wonmng. He pointed to economes wthout diversification
such as Qatar, Kuwait, Abu Dhabi and other. He stressed
that Al aska had the ability to join the "winner's circle"
within a short tinme period of one year. He believed it was
an inportant takeaway fromM. R etveld s slide.

Vice-Chair Saddler asked if anything in the work done by
M. Innis or M. Rogers presuned that a resource-based
econony could not be diversified. He referred to
constituents who often asked why the state's econony was
not nore diverse. He remarked that oil had paid so nuch of
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the state's budget for a long time period and there had
been sone unsuccessful efforts to force diversification. He
wondered if having a single comodity-based resource
econony precluded anything other than that comobdity and
financial managenent. For exanple, he wondered if Norway
had tel ecommuni cations and agriculture and whether Al berta
had petrochemcals and other. He wondered if Alaska's
resource- based econony nodel precluded diversification
ot her than financial assets.

M. Tichotsky replied that the reality was the state was
not diversified for several reasons. The state had found
that it was better off to trade for what it needed rather
than to develop the industries at hone. Places |ike Norway
were located in the old world and had an econony upon which
di versification was brought. He enphasized that Al aska was
one of the 20th Century regions of recent settlenent; apart
from the Alaska Native popul ation, the additional
popul ation cane to Al aska after the 1850s and nostly in the
20th Century. He addressed the strategy the state needed to
foll ow next, with the know edge that it was an
undi versified economy. D versification was desirable and
worth pursuing, but it took a long tinme. He believed the
inmportant thing to do at present was work to stabilize the
state's econony. He stressed that the one way to achieve
diversification and investor confidence was to have a
st abl e econony.

2:32:59 PM

Vice-Chair Saddler reiterated his question about whether
having a resource-based econony precluded having any other
di versification other than fiscal assets.

M. Tichotsky replied when an econony was devel oping and
| ooking for an investnent it was prudent to focus on the
areas it was conpetitive. Al aska was conpetitive in oil and
gas, mnerals, fish, tourism and noney. There nay be sone
areas that the state could diversify into that were not yet
known. Possibly in telecomunications technology that took
away the state's geographic disparity. He reasoned that
Al aska was isolated and had and there were a limted nunber
of things where it was easy to generate revenues.

Co- Chair Thonpson asked M. Tichotsky to work towards
wr appi ng up the presentation.
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M. Tichotsky addressed the "natural resource curse" on
slide 19. He detailed that resource-rich countries were
poorer, had slower economc growmh, and no lasting wealth

He explained that the admnistration would like to avoid
the resource curse. He discussed price and revenue
volatility on slides 20 and 21. He relayed that revenue
volatility had recently been discovered by econonists to be
the "quintessential feature of the resource curse" due to
the concept of pro-cyclical spending. He explained that
when there were a lot of incomng revenues nore was spent
in the econony and subsequently state spending drove and
overheated the econony. The opposite is also true, an
absence of revenues wound up contracting governnent
spending and there was a doubling down on economc
stability. He expounded that the situation created
institutional and political instability, economc growh
was difficult, it was hard to plan devel opnent and attract
outside investnent, and the well-being of the population
was difficult. Additionally, the risk of destabilizing
savings was increased. During tinmes of budget deficit
savings were used and depleted (savings were treated as a
checking account rather than an investnent fund or
retirement annuity), which underm ned social stability.

M. Tichotsky returned to slide 22 and shared that history
denonstrated Al aska practiced pro-cyclical spending with a
vengeance. He noted that the R-Square values on slide 22
were a statistical way of showing the state had pro-
cyclical spending. He noved to slide 23 titled "Volatility

- A Systemic Issue.” He explained that price volatility
lead to oil revenue volatility. Volatility drove its way
t hrough the econony until it created general instability,

which was one of the reasons the legislation had been
creat ed.

2:37: 08 PM

M. Tichotsky addressed slide 24 titled "Wiere is Long-term
Volatility Good?" He detailed that financial institutions
| ooked at volatility when they created portfolios - stable
assets were included, but growh and value were really
derived from volatile revenues. He furthered that when
| ooking for volatility, investors |ooked for inexpensive
assets that would appreciate in a portfolio. He explained
that it made sense to manage volatility in an investnent
fund where the professionals were used to mtigating the
di s-benefits of volatility and maximzing the benefits. He

House Fi nance Conmmittee 18 02/02/16 1:32 P. M



stated that the worst place to nanage volatility was in the
CGeneral Fund. He explained that it nmeant doubling down the
risk to the General Fund and when volatility was conbined
with other risk (i.e. political risk or other), the risks
were magnified. He relayed that the bill worked to manage
and mtigate risk. He furthered that the volatility risk to
Al aska did not go away; the question was about where to put
it. He explained that the bill would nove the volatility
fromthe CGeneral Fund into the Permanent Fund.

M. Tichotsky addressed itens that an effective fiscal
framewor k needed to include on slide 25. He explained that
the work DOR and DOL were doing was not sonething they were
doing in a vacuum He furthered that the rest of the world
and resource-rich countries were facing the sanme dilemm
He detailed that in Cctober 2015 the International Monetary
Fund (IMF) had focused its efforts on the problem facing
resource-rich countries caused by the collapse of conmodity
prices. He expounded that the IMF had the ability to |ook
historically at the regions and regions where policy errors
had been made t hat wer e suffering consequences.
Additionally, the I MF could show the decisions nade by sone
of the winners or people successful in mtigating risks.
The | M- had established four basic recomendations for
resource-rich countries facing the comvodities collapse.
First, it reconmended creating econom c nmacro-stability by
saving noney and building financial buffers. He noted that
Al aska had taken that step through the Permanent Fund and
ot her savi ngs neasures; however, w thout restructuring, the
state had the opportunity to lose the benefits and the
ability of the buffers. He furthered that it would be
extrenely destabilizing for the econony if savings were
depleted without a long-term plan or understanding the
scale of the potential draws. Al aska had also engaged in
pro-cyclical spending in the good and bad years. He
expl ai ned that the state needed spending that was just the
ri ght size, which was addressed by the bill.

M. Tichotsky explained that secondly the I M- had | ooked at
the concept of increasing revenue stability by inproving
the taxation of resource and non-resource sectors.

Co- Chair Neunman asked if the information on slide 25 cane
from the M. M. Tichotsky replied that the information
had been sourced directly fromthe I M- website and incl uded
the generic recomendations the organization had made to
all resource-rich countries.
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Representative Gara addressed the fornms of revenue put into
a sovereign wealth fund. He furthered that as proposed the
sovereign wealth fund that would lead to ten years of the

| owest level of school funding, infrastructure spending,
and renewabl e energy spending in the past decade, was not a
"be all and end all." He believed the real issue was what

resources were going to be put into the fund. He stated
that on its owmn the fund would not do anything wthout
knowi ng what resources would be put in. He reasoned that it
was the level of funding put into the fund that would
determine the stability of the economy. He submtted that
continuing to flat-fund education did not constitute a
stabl e econony. He asked for verification that the elenents
of the revenue sources going into the fund nore or just as
inmportant as the concept of the fund itself. He reasoned
that a fund could spin off so little inconme that no econony
woul d renain.

M. Tichotsky responded that it would be great to have a
Per manent Fund that was over $100 billion. He detailed that
if the savings were generated over tinme and the fund grew
to that anount, the state could easily draw about $5
billion and the state would probably not be having a fiscal
crisis. At the current point, investnent revenues could
only produce what they could produce. He noted that it
woul d have been great to save nore in the past, but the
second best tinme to take action was at present. The
restructuring would enable a sustainable spend in years
where oil prices were J|low and resources revenues,
production, and developnent did not cone. He addressed
Representative Gara's question about what kind of revenues
the admnistration wanted to put in the Permanent Fund. He
expl ained that the goal was to place the volatile revenues
in the Permanent Fund.

M. Tichotsky concluded his remarks on slide 25. He spoke
to stability of revenues and relayed that in a non-
diversified econony, the non-resource sector and a snall
popul ation base nade it difficult to generate sizable
revenues; therefore the investnment revenues were inportant
to the future sustainability of the state. He addressed
better wuse of resources and affirned that spending
efficiently was a nmajor part of a total fiscal package. He
noted that the topic needed further discussion. The fourth
point on slide 25 related to an effective fiscal franmework
was the need for strong institutions, which included
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i mprovi ng nmediumterm planning and investnents and having a
rul es-based system that had sonme certainty. He addressed
fiscal certainty and believed the bill solved the issue of
volatility for Alaska - it noved the volatility in the
budget to the Permanent Fund, provided a stable draw to the
General Fund at a sustainable scale, and it noved the
dividend where it could be connected to the resource
econony. He and the other econom sts in Al aska (in addition
to other economc experts) believed it was the kind of
action that needed to be taken to regain fiscal and
econom c certainty and stability that had el uded the state.

2:47:53 PM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE
provi ded a PowerPoint presentation titled "Al aska Permanent
Fund Protection Act" (copy on file). He discussed that the
governor's plan had sonme basis in what was considered to be
the proper way of dealing with sovereign wealth funds. He
comuni cated his intent to "drill down" into how it fit
within the | egislation.

Representative Edgnon felt that Comm ssioner Hoffbeck's
comments were a bit of an understatenent. He stated that
creating a sovereign wealth fund in the next one to two
years would be a historic nmonent and was on par with the
Per manent Fund that had been created in the 1970s and with
big decisions on oil taxes. He stressed that it was not
nerely a theoretical discussion. He observed that it was a
turning point in Alaska' s history, where it could no |onger

depend on oil. He recalled the former Departnment of Natura
Resources (DNR) comm ssioner Dan Sullivan prefacing the
conversation on SB 21 [oil and gas production tax

| egislation passed in 2013]. He furthered that \V/ g
Ti chotsky had properly framed the historical significance
of the discussion. He noted that many people doubted the
fund would be established in the current year; he believed
it would be the following year. He inplored the governor's
team to put nore enphasis on the historical nature of the
di scussi on.

2:50: 25 PM

Commi ssi oner Hof fbeck shared his intent to address how the
admnistration had arrived at the plan it had put forward

He inforned the conmttee that the admnistration had
started working the process in two ways. They had | ooked at
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the standard tools that governnent always had at its
di sposal including what it could cut in the budget, where
it could achieve new revenues, and what it should do in
years one, two, and three. Additionally, the adm nistration
had worked to determ ne how nuch Al aska's sovereign wealth
could be used to balance the budget. He referred to various
di scussions in newspapers about how much of the governnent
could be funded by the state's wealth. As the
admnistration had worked through the process, it had
determ ned that both of the processes only got them part of
the way there. The state could get to a balanced budget
with cuts, savings, bringing in new revenues, and |eaving
everything in the silos they were currently in (spent the
way they were always spent); however, the solution did not
take volatility out of the system One of the things the
adm nistration had heard clearly from the private sector
was that volatility in governnment spending inhibited
private sector investnent; the private sector wanted to see
some kind of stable platform of government spending. Wen
the admnistration had |ooked in depth at f undi ng
government with the sovereign wealth nodel, it had found
that the nodel could not generate enough revenue on its
own. Therefore, the separate considerations had begun to
merge together into the plan in front of the conmttee.

Comm ssi oner Hoffbeck furthered that the sovereign wealth
nodel could function to provide a systematic, rules-based
way of using the state's wealth, as opposed to a haphazard
expenditure of the state's wealth and spending down faster
than it could accomopdate. The adm nistration also had to
| ook at additional spending reductions and new revenues.
The three itens together created the "new sustainable
Al aska"” plan - the three conmponents each had a set of bills
associated with them The sovereign wealth fund fell wunder

the Alaska Permanent Fund Protection Act, which was
included in the bill before the commttee [HB 245]. The
budget bill dealt wth spending reduction areas, and there

were a whole series of new revenue tax bills that had been
i ntroduced. The current neeting would only focus on the
Al aska Permanent Fund Protection Act - a nethodology for
using the state's sovereign wealth and taxes from oil and
gas and other mnerals to create a stable cash flow for
fundi ng gover nnent .

2:54: 10 PM
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Comm ssi oner Hof fbeck addressed slide 4 titled "The New
Sust ai nabl e Alaska Plan.”" He detailed that under the plan
the state would still have very |ow taxes, continue the
di vidend, grow savings at a rate of inflation or higher,
mai ntain nost of the state's public services, and nobney to
invest in the future. He noted that the itens would all
continue, but at a different l|level than at present. He
turned to slide 5 titled "Al aska Permanent Fund Protection
Act" and addressed the bill's three conponents:

1. Sustainably draw fromthe Earni ngs Reserve
2. Mnimze oil price volatility on the General Fund
3. Adj ust the dividend

Comm ssioner Hoffbeck turned to slide 7 titled "Defining
the Problem"” He addressed the short-term nediumterm and
| ong-term problens going forward and relayed that all three
probl ens needed to be solved. The short-term problem was
the drop in oil prices. He elaborated that it was necessary
to determine how to handle the short-term problem
imediately - there was currently a $3.6 billion to $3.8
billion budget shortfall in the current year that needed to
be taken care of. The nmediumterm problem was that if
not hi ng was done the state's savings would be spent in the
next four to five years, which would take away an asset
that could be used efficiently to help fund governnent
goi ng f orward. The resul ting budget hol e woul d
substantially damage Al aska's econony. He did not want to
fall off the edge of the cliff, which he did not think
would occur - there were many different proposals to
consi der. Addi tionally, di vi dend paynment s wer e not
sustai nable under the status quo. He detailed that
currently there were counter-cyclical dividend paynents
where the largest dividend paynent in the history of the
state was paid at the tine when the state's econom cs were
worse than they had been in a very long tine or ever. He
expl ai ned that the dividend needed to flow with the econony
of the state.

2:57:08 PM

Representative WIlson referred to Comm ssioner Hoffbeck's
statenent about status quo and remarked that no one at the
tabl e thought the state could continue its current |evel of
spending. She asked if Conm ssioner Hoffbeck neant the
di vidend was unsustainable if spending was naintained at
the current | evel . Al ternatively, she wondered if
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Comm ssi oner Hof fbeck meant that the dividend would still
be unsustainable if the budget were reduced to a
sust ai nabl e | evel .

Conmi ssi oner Hof fbeck answered that status quo neant using
the current fornmula to calculate the dividend that was tied
to the investnent earnings from the Permanent Fund. He
stressed that no matter what the state did to address the
problem the dividend fornmula would change if Permanent
Fund earnings were used. He explained that a Percent of
Mar ket Value nodel or any other nopdel would require the
dividend to be calculated in a different way. He furthered
that some of the noney currently paid in the dividend needed
to be incorporated within a sustainable draw in order to
conre to a level of draw that worked for sustainable
governnent. He stated that it was a bal ance of the nunbers.
He concluded that the dividend needed to be snaller to get
to a sustainable draw

Representati ve W | son asked what per cent age t he
adm nistration was proposing to cut as part of its plan.
Comm ssioner Hoffbeck replied that the current budget
contained $100 mllion in cuts to agency spending and $400
mllion to oil and gas tax credits. The long-term plan
i ncluded another $50 million in cuts in each of the next
two fiscal years. The governor was proposing a total of
about $600 million in cuts.

Representative WIson stated that the admnistration was
really only looking at increasing revenue and not at
spendi ng, which would keep governnment at status quo. She
did not believe the sane nessage was coming from the
| egi sl ature.

Vice-Chair Saddler replied that the governor had prom sed
16 percent cuts during his canpaign. He discussed that a
deficit could be filled by new revenue or |ess spending. He
wondered what had happened to the promse of 16 percent
cuts.

Comm ssi oner Hoffbeck deferred the question to Pat Pitney,
Director, Ofice of Mnagenent and Budget, Ofice of the
Governor. He relayed the governor was working towards the
cuts that he believed would create a stable econony and
that reflected the desires of the people in terns of the
services they wanted to see delivered. The cuts on the
agency side were fairly substantial, but he did not have
t hem on hand.
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3:01: 02 PM

Representati ve Edgnon wondered why the changes had to be
made in the current year. He wondered why there was not
time to get the consent fromthe rest of the state that may
or may not think the proposal was a good idea. He asked
about the rush.

Comm ssioner Hoffbeck replied that it would have been
better if the proposal had been inplenented two years
earlier - the state was already late to the gane. There
were three conponents that changed the math wthin the
equation: how nmuch the state was spending, the size of the
di vi dend, and whet her any new revenues could be introduced.
The idea of how the state used its existing wealth was
really just about which pot of noney the funds cane from
(e.g. Constitutional Budget Reserve or Permanent Fund
earnings). He furthered that the dynamic did not create the
critical nature. The critical nature was related to the
other three conponents. First, how nuch the state was
paying out in dividends. He detailed that the nore the
state paid out in dividends, the nore it took from savings;
currently the state was paying everything wth savings.
There was essentially no oil and gas tax revenue in the
current year at the low oil prices and the Permanent Fund
was showing negative wearnings on investnents for the
current year. Second, how nmuch the state could decrease the
size of governnent in order to reduce spending. Third,
whet her new revenues could be introduced into the systemin
order to avoid relying entirely on savings. He explained
that part of what made the proposed plan work was the
return on investnents from the savings; the smaller the
amount, the |ower the sustainable draw becane, which neant
the need for either nore cuts or nore revenues. He
concl uded that the sooner the action was taken, the better.

Representative Edgnon surmised that it was nore about
opportunity costs versus the absolute necessity of having
to take action in the current year from a mathenmatical
standpoint. He reasoned that the state had savings to carry
the state over into the next year, which was a non-el ection
year. He believed they had the ability to take the issue
out to voters to explain why the dividend would be cut in
half, that the construct of the Permanent Fund program
woul d be changed, and why the sovereign wealth nodel was
the best for future generations of Al aska. He believed the
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change was inevitable, but he struggling with the fact that
the political gap needed to be traversed. He had not heard
a conpelling reason the change needed to occur in the
current year.

3: 05: 09 PM

Representative Quttenberg referred to a coment nade about
the governor's promse to cut the budget further. He had
appreciated the effort the governor had put into the issue.
He al so knew there were prom ses made by legislators in the
committee roomon taxation to achieve 1 million barrels per
day out of the pipeline, which people knew was factually
i npossi ble. He wondered how long it was sustainable to make
cuts and take $3.5 billion from the Permanent Fund. He
stated it should have been done the past year. He furthered
that the preceding year the l|legislature had not had the
excuse of it being an election year; they had been aware
that a crisis was comng, but they did not know the price
would drop as significantly as it had. He renmarked that
sonme people were saying it should not be done in the
current year because it was an election year. He stated
that maybe the legislature would get to it next year, but
maybe not, and then people would say it was another
el ection year. One of the rationales he had heard for
taki ng action sooner rather than later was that the current
hi gher |evel of assets would be nore sustainable instead of
spending savings down and not being able to achieve a
sustainable rate of return in the future. He asked if the
rati onal e was accurate.

Comm ssioner Hoffbeck answered in the affirmative. He
detailed that the nore the state spent down its existing
assets, the less it would have to create a sustainable
draw. He explained that if the payout of the dividend was
not changed, substantial cuts were not nmade, and no new
revenue was generated in the current year it would equate
to about $100 mllion less in the sustainable draw. He
el aborated that it would nmean a base that was $100 nillion
| oner, which would carry through the state's life. The nore
the of the state's assets that were spent, the |ess noney
the state would have as it noved forward with a sustainable
dr aw.

Co- Chair Neuman asked about the nonetary value of taking

action in the current year as opposed to the next year.
Conmi ssi oner Hof fbeck answered that it was probably in the
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range of $100 mllion to $200 mllion per year on the
sustainable draw [if action was not taken wuntil the
foll ow ng year].

Co-Chair Neuman surmsed that there would be no nonetary
impact if the budget could be reduced by $200 mllion in
the current year. He reasoned that the action could be put
off for two years if there were cuts totaling $400 million
in the current year. His concern was making sure the public
under stood t he acti on.

Comm ssi oner Hof f beck answered that the assunption was that
sone, if not all, of the cuts would be mde anyway. He
explained that it did not necessarily change the math in
the long-term He noted that it would balance in the short-
term but there would still be a |ower sustainable draw
goi ng forward.

Co-Chair Neuman asked the departnent to provide nodelling
to show the difference between taking action in the current
year versus the followng vyear. Conmm ssioner Hoffbeck
agr eed.

3:09: 37 PM

Representative Gara did not think it was useful to discuss
what budget cuts had been discussed in the past. He
believed the governor had probably nmade a m stake when he
stated he would cut the budget by 16 percent. The current
| egi sl ature passed a bill aimng for 10 percent savings. He
stated that nost of the commttee nenbers had voted for
that |egislation. He surm sed the governor had roomto call
the legislature out on the issue. He reasoned that the
conversation would not be productive. He assunmed that half
t he | egi sl ature had canpai gned on i ncreasi ng oi
production, which had not occurred. He was done with the
conversation. He was also done with the conversation about
continuing to cut nore and nore. He supported taking action
sooner rather than later. He spoke to a scenario where
there was not |egislative support to do the fiscal plan
until the followng year. He reasoned that the state would
still have savings, but that was not what would cause a
recession. He believed a recession would occur due to
excessively steep cuts that laid off people and cut grants
that would ripple into the private sector and negatively
inmpact retail, restaurants, and other. He asked if he was
correct that excessive cuts would result in a recession.
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Comm ssi oner Hof f beck agr eed t hat one of t he
admnistration's larger concerns was cuts that were too
draconi an woul d have a ripple effect through the econony.

Representative Gattis believed that if action was decided
on in the current year, further cuts would not be nmade once
revenues backfilled the deficit. She addressed the belief
that a recession would cone if further cuts to governnent
were nade. She countered that the private sector was
al ready meking the cuts, which would result in a dip in the
econony. She stated that everyone was tightening their
belts. She thought it was insulting to Al aska to not take
governnment cuts. She believed making the cuts was doing the
right thing for Al askans. She stressed that if governnent
was not cut, it wuld continue backfilling and taxing
Al askans to keep grow ng governnent. She remarked that cuts
were not the conplete answer, but they were a part of it.
She opined that if government was not cut, the state would
continue backfilling and would continue taxing Al askans to
keep growi ng government. She stated that there was a |arge
nunber of individuals who believed the cuts needed to be

made in order to prevent backfilling. She was adamant that
due diligence should be done on the bill prior to
backfilling governnent with revenue. She wanted to do the

right thing for Alaska for the long-term She reiterated
that the private sector was | ayi ng people off.

3:14:10 PM

Representative Miunoz relayed that she had recently net with
former Representative Bill Hudson. She discussed that when
he had been in the legislature the state had been facing
simlar fiscal issues, but the deficit was not nearly as
| ar ge. At t hat tinme, t he | egi sl ature had cl ose
conversations wth former CGovernor Jay Hamond in an
advisory role. Representative Hudson had relayed that
former Governor Hanmmond recognized that excess earnings of
t he Permanent Fund would at sone point be used to help with
the funding of state governnent, but that the dividend
shoul d not be decoupled from the earning power of the body
of the account. She struggled with that aspect of the
proposed plan, which would tie the dividend to the royalty.
She reasoned that under the scenario at sone point in the
future the dividend would not be available to future
generations. She referred to M. Tichotsky's testinony that
the sustainable draw from the current framework and the
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sovereign wealth nodel was $3.3 billion. She asked if the
departnment had | ooked at formulating a plan that would use
excess earnings and the sustainable target of $3.3 billion
and possibly recalculate the dividend based on a fornula
simlar to the one used at present. She believed it would
get the state significantly closer to closing the deficit
Wi t hout reprogrammng the entire system

Comm ssi oner Hof fbeck answered that the departnent had
| ooked at many different options. The current option had
been adopted from a proposal by Senator Lesil MQuire [SB
114]. He had initially thought her proposal was "too clever
for its own good," but as the department worked through it
he had realized there was substantial logic to tying the
dividend with the weconomc vitality of the state. He
furthered that when things were going well, the dividend
would be larger, but when things were going poor, the
dividend would be smaller. He relayed that the concern
about decoupling the dividend from the Permanent Fund
earnings had been expressed by others as well. He
communi cated that the admnistration was not attached to
its proposed way of treating the dividend; the proposal
worked and fit in the plan, but if sone dynamc could be
created where the dividend was pro-cyclical wth the
econom c health of the state (higher in good tines and
lower in bad times), the administration was willing to |ook
at other ways to cal cul ate the dividend.

3:17:35 PM

Vice-Chair Saddler referred to a remark by Representative
Wl son that cutting the budget was as nmuch of a legitimte
part of the discussion as new revenues from a sovereign
wealth fund. Based on M. Tichotsky's presentation, he
observed that stability had never really been a driving
force in Alaska's econony. He reasoned that the state had
been fairly confortable to ride the boons; a significant
anount of noney had been nade on the volatility. He asked
if the end of addressing the state's fiscal gap justified
the means of using the Pernmanent Fund earnings. He asked if
the adm nistration would have brought the proposal forward
if there was not a budget problem

Comm ssioner Hoffbeck did not believe the admnistration
woul d have brought the proposal forward if there was a
bal anced budget with oil revenues. He reasoned that crisis
brought change. He el aborated that he believed the state
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"had been headed here eventually. | think we just got here
a | ot quicker than when we expected."” He noted that even in
the last years of the prior admnistration when oil had
been $110 per barrel, the state had already been fighting
with deficits (in the $1 billion range at sone point in
time). He concluded that the Wlker Adm nistration was
dealing with the hand it was dealt.

Vi ce-Chair Saddl er wondered why the action had to be taken
at present. He understood the value of the proposal and
reasoned that it may have been good to take action 2 to 10
years earlier; however, he had not heard the conpelling
case why it had to happen in the current year as opposed to
1 to 2 years in the future. He addressed volatility and
noted that the state had saved noney during high revenues
and had spent the funds during periods of |ow revenues. He
continued that the situation persisted. He reasoned that it
was not t he nost advi sabl e of si tuati ons, but
mat hematically it did work out for additional tinme.

Comm ssi oner Hof fbeck answered that the departnent would
follow up with nunerical data

Conmi ssi oner Hoffbeck noved to slide 8 titled "Short-Term
Problem ™ He discussed that in 2008 the state was bringing
in alnpost $11 billion between petroleum and non-petrol eum
revenues; currently the state was bringing in less than $2
billion. He noted that a swing that dramatic was difficult
to deal with - it made l|ong-term planning and budgeting
challenging. He noved to slide 9 titled "MediumTerm
Problem ™ The slide denonstrated that there were earnings
that continued to be generated from the Pernmanent Fund even
if "we fall off the fiscal cliff." He detailed that if the
state used all of its savings prior to naking any type of
sust ai nabl e balancing plan, the state would continue to

have $2.5 billion to $3 billion available for governnent
spendi ng. The current spend was about $5.2 billion to $5.4
billion. He stressed that it was a substantial cut and

would | eave the state with a dramatic decline in services
provi ded.

Comm ssi oner Hoffbeck noved to slide 10 titled "Long-Term
Problem ™ The slide showed that the state had been chasing
oil prices up and down over the years. The state's fisca

plan had been fairly sinple - it had mandated saving 25
percent of the Permanent Fund royalties and had saved nore
than 30 percent because nore noney had been deposited from
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some fields. The strategy had worked and had resulted in a
$50 billion savings account; however, the state never
really had a plan for what to do with the noney - it had
pai d dividends, inflation proofed, and saved the remai nder.
Additionally, any noney remaining at the end of the year
had been swept into the Constitutional Budget Reserve
(CBR). He detailed that the function of the CBR had been to
take care of short-term ups and downs in available
revenues, but it had never been intended to deal wth the
type of deficit currently facing the state that would | ast
for multiple years (it was not |arge enough to provide that
option). The state had used the remmining funds to chase
oil prices up and down.

Conmi ssi oner Hoffbeck furthered that sone of what the state
had been chasing in the past no |onger existed; production
was only one-quarter of what it had been at its peak - it
had been on decline since the 1980s. Current production was
about 500,000 barrels per day, which should be fairly
constant for the next several years before starting to fall
off. He detailed that at the current |evel of production
the state needed oil prices of $109 to $110 per barrel to
bal ance the budget. He explained that due to technol ogy
changes with shale oil and other things, the nunbers did
not appear to be viable in the immediate future. He
expounded that it did not appear the state would even have
the option of chasing the oil price up to get to a bal anced
budget; therefore, a different plan was needed. In the
past, price and production had bailed the state out; at
present the state had its wealth. He elaborated that the
Per manent Fund generated $2 billion to $3 billion per year
in statutory net inconme that could be used for things other
t han paying a dividend and inflation proofing.

3:24:38 PM

Representati ve W | son di scussed t hat t he state's
constitutional delegation and founders had believed that at
sone point the entire state would be organized in sone
fashion (i.e. city, second-class borough, or other). She
asked whether a solution would be for boroughs to organize
in order to get services they wanted if the state could no
| onger pay for things outside its constitutional nandate.

Comm ssi oner Hoffbeck was aware that several nmandatory

borough bills had been introduced in the legislature on
several occasions with the idea of increasing |ocal self-
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support. He relayed that the strategy alone was not
sufficient. He agreed that it would help balance sone of
what the state was funding versus what was funded |ocally.
He el aborated that nobst of the state's unincorporated areas
did not have a large economc base and did not have the
ability to generate a substantial anount of incone for
| ocal services.

Representative WIlson clarified that she was not stating
the legislature should mandate anything. She believed the
whole point of the constitution was to enable | ocal
governments to provide things outside of the state. She
reasoned that there was currently no reason for areas to
becone boroughs because they had to pay nore for schools
and other itenms; there was currently no benefit unless
comunities wanted to tax thenselves nore and receive |ess
state funding. She explained that Fairbanks, Juneau,
Anchorage, Mat-Su, Dillingham and others had already made
decisions that they wanted nore than the state provided.
She reasoned that because the state provided all of the
services [beyond what was constitutionally mandated] that
there was no advantage for areas to take on any nore
responsibility. She wondered if nore organization would
occur on its own; towns would have to decide whether they
wanted a service or not. She questioned why |oca
governments would choose to pay if the services were
provided for free by the state. She believed the strategy
was another option that was not currently being considered.
She remarked that there were counties in the Lower 48 that
had chosen to offer services beyond what the state could
gi ve them

3:27:42 PM

Co- Chair Neuman asked for an explanation of R-Square val ue
(slide 10). Conmm ssioner Hoffbeck answered that it was a
nmeasure of how nmuch of the variance in the data points
could be explained for a line (on a graph). He detailed
that the best |line was fitted to data points and the R
Square val ue showed how nuch of the variance was explai ned
by the Iine. He addressed the graph on slide 10 and assuned
that the line for oil price had been plotted against
spendi ng and had determ ned that nost of the spending could
be equated to the oil price.

Co-Chair Neunman the departnent to follow up on precisely
how t he data had been achi eved on slide 10.
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Representative Gara renmarked on Comm ssioner Hoffbeck's
graci ous and cal m deneanor before the commttee. He noted
that sometines there were terns used in the building that
everyone started using. He requested that the comm ssioner
and others refrain from using the term "final solution."
Comm ssi oner Hoffbeck replied that Co-Chair Kelly had nmade
t he sane request earlier in the day.

Conmi ssioner Hoffbeck noved to slide 12 titled "The
Commodities Roller Coaster.” He addressed that the |IM had
done a study of 85 econom es over a period of three decades
and had found that governnment spending in conmodity-based
economes tended to nove up and down wth comodity
revenue. The |IM- had also determned that pro-cyclical
governnent spending (noving up and down with a comuodity)
tended to stunt economic growh. Additionally, the |IM had
found that stabilizing fiscal policy had the inverse
effect, which could increase gross donestic product by 0.3
percent annually. He relayed that there was sonme logic for
government spending at a tinme when the rest of the econony
was declining because it tended to stabilize the econony.
He acknow edged that it was difficult politically, but it
di d nmake econom c sense.

Conmi ssi oner Hoffbeck turned to slide 13 titled "Break-Even
Ol Price." He relayed that countries such as Norway,
Kuwai t, and Abu Dhabi that had been able to diversify their
revenue streams had a nmuch |ower dependency on oil;
therefore, they had a |ower breakeven oil price. Al aska
fell in the range with Russia and Saudi Arabia and was not
nearly as bad as countries that had not saved revenues
wel | .

Representati ve Edgnon observed than none of the |ocations
on the chart paid a dividend (slide 13). Comn ssioner
Hof f beck answered that he did not believe so. He noted that
di vidends could conme in nmany different ways and many of the
countries provided substantial subsidies for services.

Conmmi ssi oner Hof fbeck addressed slide 14 titled "Al aska: In
the M ddl e":

Al aska | acks
* Revenue diversity

e Fiscal rules to address pro-cyclical spending
But, |ike Norway, Kuwait, and Abu Dhabi, Al aska has
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A large sovereign wealth fund
» Proven experience with rul e-based fiscal policy

* An independent investnment authority
Al aska has a cash flow problem not a wealth problem

Conmmi ssi oner Hoffbeck elaborated that the state needed to
devel op revenue diversity, sone of which would cone wth
econom c diversity. He detailed that some revenue diversity
came in other forns of taxation outside of the oil and gas
i ndustry, which currently carried 90 percent or nore of the
| oad. He discussed that the state had been able to maintain
the dividend program purely as a legislative rule; the
noney had always been available for appropriation to fund
governnment services. The Permanent Fund noney had been used
to pay a dividend, inflation proofing, and savings. He
di scussed that the Al aska Pernmanent Fund Corporation (APFC)
ran independently from the |legislature, governor, and
adm nistration. He stressed the inportance of naintaining
t hat i ndependence. He noted that the proposed bill included
conmponents honoring that independence because they did not
want to be in a situation where APFC started naking bad
i nvest ment decisions because they had to fund sonething on
t he governnent side.

3:34: 30 PM

Co-Chair Neuman referenced conversations he had wth
Comm ssioner Hoffbeck and others about preventing a
situation where the Pernmanent Fund board ended up nmanagi ng
the Permanent Fund for the sole purpose of funding state
governnment as opposed to growing the fund in order for
Al askans to have a higher dividend. He had conmunicated
that his problem w th having adm nistration cabi net nmenbers
hol ding APFC board positions was that he did not believe
the nenbers could stay autononous. He clarified that he had
not known the House speaker [Representative M ke Chenault]
was going to introduce a bill on the <concept; his
statenents had nothing to do with that. He stressed that
under the «current admnistration there had been sone
serious problens with the Al aska Gasline Devel opnment (AGDC)
Corporation board interference in the past. He referred to
challenges with confidentiality and explained that the AGDC
board chair had to get pernmission fromthe attorney general

to look at confidential information. He reiterated his
concern and wanted to ensure that the boards could maintain
their aut onony under t he current and future

adm ni strations.
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Representative WIson wondered if the commttee would hear
a presentation on the bill during the current neeting.

Co-Chair Thonmpson replied that the presentation would
happen at a subsequent neeting.

Comm ssi oner Hof fbeck answered that the presentation was an
excerpt of the first 14 slides of a | onger presentation.

Representative WIson voiced her preference to hear a
presentation on the bill.

Vi ce-Chair Saddler asked if financial asset managenent was
the only way to reduce volatility in a single comodity-
based econony. He remarked that it was one potential way to
expand from oil to oil and financial nanagenent. He
wondered if there was another path forward to a |ess
volatile and nore diversified econony other than financia
asset nmanagenent. For exanple, he asked if the state could
be just as advantaged economcally if it was to invest in
somet hing counter-cyclical to oil.

Conmi ssi oner Hoffbeck answered that the state had limted
tools at its disposal. Oher states largely dependent on
oil and gas also had nore diversified economes and a tax
structure associated with the diversified econony so that
as certain conponents grew, noney also went into the
treasury. He believed the only large lever the state
currently had at its disposal to deal with the deficit was
the use of its investnent earnings. He discussed that there
had been efforts to diversify the state's econony for
years, but it was a heavy |ift and the state was far froma
significant nunber of things.

3:39: 33 PM

Vice-Chair Saddler surmsed that it was necessary to have
significant discussion on attaining the right mx of
things. He was not saying the administration was wong, but
he believed it was a fair question to ask. He remarked that
the strategy may be the state's only diversification tool.

HB 245 was HEARD and HELD in commttee for further
consi derati on.
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Co- Chair Thonpson addressed the agenda for the follow ng
nmeet i ng.

#
ADJ OURNVENT

3:40: 27 PM

The neeting was adjourned at 3:40 p. m
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