1: 31: 20 PM

CALL TO ORDER

Co-Chair

HOUSE FI NANCE COW TTEE
January 25, 2017
1:31 p.m

Seaton called the House Finance Conmttee neeting

to order at 1:31 p.m

VEMBERS PRESENT

Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative

VEMBERS ABSENT

None

ALSO PRESENT

Neal Foster, Co-Chair
Paul Seaton, Co-Chair
Les Gara, Vice-Chair
Jason G enn

David Guttenberg
Scott Kawasaki

Dan Otiz

Lance Pruitt

St eve Thonpson

Cathy Tilton

Tamm e W1 son

David Teal, Director, Legislative Finance Division; Pat
Pitney, Director, Ofice of Managenent and Budget, Ofice
of the Governor; @unnar Knapp, Professor Enmeritus of
Economi cs, University of Alaska Anchorage Institute of
Soci al and Econom ¢ Research (| SER)

PRESENT VI A TELECONFERENCE

None

SUMVARY

HB 57 APPROP: OPERATI NG BUDGET/ LOANS/ FUNDS
HB 59 APPROP: MENTAL HEALTH BUDGET
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PRESENTATI ON: MODELI NG ALASKA FI SCAL PROPCSALS:
| MPLI CATIONS OF DI FFERENT FISCAL ASSUMPTIONS AND CHO CES
OVER TIME BY GUNNAR KNAPP, PROFESSOR EMERI TUS OF ECONOM CS,
UNI VERSI TY OF ALASKA ANCHORAGE |INSTITUTE OF SOCI AL AND
ECONOM C RESEARCH (| SER)

Co-Chair Seaton reviewed the agenda for the neeting.
#hb57

#hb59
HOUSE BI LL NO. 57

"An Act meking appropriations for the operating and
| oan program expenses of state governnment and for

certain progr ans; capitali zing f unds; amendi ng
appropri ations; repeal i ng appropri ations; maki ng
suppl emrental appropriations and reappropriations, and
maki ng appropriations wunder art. 1X  sec. 17(c),

Constitution of the State of Al aska, from the
constitutional budget reserve fund; and providing for
an effective date."

HOUSE BI LL NO. 59

"An Act neking appropriations for the operating and
capi tal expenses of t he state's i nt egrated
conprehensi ve nental health program and providing for
an effective date."

1: 32: 11 PM

Co- Chair Seaton conveyed that the commttee substitute was
strictly a version with technical corrections.

Co-Chair Foster MOVED to ADOPT the proposed conmttee
substitute for HB 57, Worrk Draft (30-GH1855\1J).

There being NO OBJECTION, it was so ordered.

Co-Chair Seaton invited M. Teal to the table to explain
the technical corrections in the bill.

DAVI D TEAL, DI RECTOR, LEGQ SLATIVE FI NANCE DI VI SI ON, pointed
to the docunent conparison (copy on file). He explained
that the docunment conparison was derived after working with
Legal Services and the chairman's office. He reported there
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was nothing significantly different from the governor's
version of the bill. He would not be going through every
change, but confirnmed there were no transaction changes. He
noted there were a few date corrections and editing
changes. Essentially, the governor’s bill was in a Legal
Services format, providing a clean start. The commttee
substitute woul d become the basis for anendnents.

Co-Chair Seaton asked M. Teal to remain at the table and
invited Pat Pitney to verify that there were no substanti al
changes other than wording, technical, and date changes
fromthe Ofice of Managenment and Budget's perspective.

PAT PITNEY, DI RECTOR, OFFICE OF MANAGEMENT AND BUDCET,
OFFI CE OF THE GOVERNOR, confirmed that she agreed that the
bill represented the governor's intent of the original
version. There were no nmaterial changes, only clean-up
changes.

Co-Chair Foster MOVED to ADOPT the proposed conmttee
substitute for HB 59, Wirk Draft (30-CGH1856\D).

There being NO OBJECTION, it was so ordered.

Co-Chair Seaton asked M. Teal to address the process
related to the changes in the commttee substitute.

M. Teal reported that the process regarding the bill was
identical to the one used for the operating budget. House
Bill 59 was the nental health bill. There were only a few
changes to the bill nost of which were noted in the margins
of the docunent and had to do with formatting. He would
have liked to have tracked the changes to nake it easier to
see the ones that were nore significant. He encouraged
menbers to review the changes that were nade. He conmented
that itens may have been reordered.

Co-Chair Seaton asked k. Pitney if the comittee
substitute was the bill submtted by the governor wth
technical realignnent. Ms. Pitney responded affirmatively.

Vice-Chair Gara understood the need for a separate nental
health budget and that it started based on a court order.
He wondered how certain itens ended up in the nental health
budget rather than in the operating budget. He nentioned
that in the prior year there was a disabilities item that
was funded wth undesignated general funds (UGF) in the
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nental health budget. He recognized that things funded by
the Alaska Mental Health Trust ended up in the nental
health budget. He also was aware of how it related to
nmental health issues. He asked about the dividing line
between what nental health itenms ended up in the nental
health budget versus the operating budget. He provided an
exanple from the previous year's budget. M. Pitney
responded that there had been a tradition built up. She
spoke of base plus increnents and decrenents. Over tinme a
di stinction had been made. She thought discretion was used
but she deferred to M. Teal as to the boundaries. She
noted that the priorities of the Al aska Mental Health Trust
Aut hority Board were represented in the distinctions. She
did not believe there were any hard and fast rules.

Vice-Chair Gar a woul d t ake her answer , as t he
adm nistration did not know He comented that he knew
priorities were not the only part of the equation.

M. Teal remarked that the reason he did not know was
because it was all done by conputer. [nenbers could be
heard | aughing in the background].

Vice-Chair Gara made a hunorous renark.

M. Teal answered that the budget was divided by fund codes
related to nental health. He nentioned nmental health trust
receipts. He confirnmed that there were UG- in the nental
health bill that were coded with gf/mh. He surmised that if
the item in question was part of a nmental health group it
woul d autonmatically switch over to the nental health bill
whi ch explained why there were nental health allocations.
He suggested that the sane allocations would appear in the

regul ar operating budget and the nental health bill. It
took the nental health fund group from the regqgular
operating budget placing it into the nental health bill. He
relayed that wth capital the dividing line was |ess

certain because there mght be different fund sources.
However, the projects were proposed by the Alaska Mental
Health Trust Board. The governor was required to forward
them to the Legislature or provide a letter to the AWVHTA
explaining why he did not forward them At the end of
session, the legislature had to wite a letter for the
chairman's signature describing what was left out of the
AMHTA request and the reasoning behind that decision. It
was a requirenent in statute that the bills had to be
separated, although they were taken up together, anended
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simul taneously, and were heard together in a conference
committee. He was certain that if there was not a statue
requiring separate bills there would only be one bill.

Representative WIlson referred to page 2 and asked if the
collective bargaining of the state's unions was in the
mental health budget. M. Teal responded affirmatively. He
furthered that anytime menbers of t he bar gai ni ng
association were funded wth nental health dollars, the
sanme | anguage that appeared in the regular operating bill
was repeated in the nmental health bill. Since it was not
always clear where the bargaining units appeared, the
| egi slature has repeated all the bargaining units even if
it was irrelevant to the nental health fund group.

1:44:52 PM

Representative WIson asked about whether the wording was
the sane in each budget including reducing proportionately
the amount for the bargaining agreenments if an agreenent
had not been reached.

M. Teal answered, "That's correct.”

Co- Chair Seaton thanked the presenters for com ng forward.

1:45: 38 PM
AT EASE

1:47:32 PM
RECONVENED

Co-Chair Seaton indicated that the neeting would end at
3:30 PM

APRESENTATI ON: MODELI NG  ALASKA  FI SCAL PROPCSALS:
| MPLI CATIONS OF DI FFERENT FI SCAL ASSUMPTI ONS AND CHO CES
OVER TI ME BY GUNNAR KNAPP, PROFESSOR EMERI TUS OF ECONOM CS,
UNIVERSI TY OF ALASKA ANCHORAGE |NSTITUTE OF SOCIAL AND
ECONOM C RESEARCH (| SER)

1: 47: 32 PM

GUNNAR KNAPP, PROFESSOR EMERI TUS OF ECONOM CS, UNI VERSITY
OF ALASKA ANCHORAGE INSTITUTE OF SOCIAL AND ECONOM C
RESEARCH (1 SER), introduced hinself. He wanted to continue
to be wuseful. He spoke of his wrk currently being
voluntary in retirement as listed on slide 2: "About M..":
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e Fornmer Director and Professor of Econom cs at | SER
e Studied Al aska fiscal issues

e Retired end of June 2016

* Now a “Professor Eneritus”

Al of my work on fiscal issues is voluntary

* Not being paid by anyone

My attenpt at public service

Al'l opinions are nmy own

M. Knapp reported being a Professor Eneritus because he
retired at the end of June. He was in Juneau due to his
interest in the fiscal issue and because he had done a
signi ficant anmount of work over the previous several years.
He wanted to remain involved in studying the issue and to
be helpful if possible. He stressed that his work was
conpletely voluntary, he was not receiving paynment from
anyone, and all his opinions were his own.

M. Knapp turned to slide 3: "My main goal is to illustrate
a way of conparing fiscal proposals.” H's nmin objective
was to cone up with a way he could conpare different fisca
proposal s under discussion. He made a nodel to do so. He
had several legislators approach him to assist them in
nodeling their proposals. As a result, he cane up with a
conplicated nodel and was invited to the legislature to
di scuss it.

M. Knapp advanced to slide 4 highlighting that he was not
advocating for or against a fiscal proposal. There was a
wi de range of things people were talking about. He was
interested in running nunbers and |ooking at what would
happen.

M. Knapp discussed slide 5: "My focus is on: Unrestricted
General Fund (UGF) revenues and spending Permanent Fund
ear ni ngs and draws." Hs focus was primarily on
unrestricted general fund (UG) spending and the potentia
use of Permanent Fund (PF) earnings.

M. Knapp turned to slide 6: "I wll not talk about oil
credits or oil taxes." He clarified that he would not be
addressing other parts of the budget or talk about oil
credits or oil taxes. He explained that his nodels handl ed
those itens such that if oil credits were changed, the
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nodel would reflect a change in spending. If oil taxes were
changed, the nodel would reflect a change in revenues.

1:51: 30 PM

M. Knapp turned to the graph on slide 6: "A long-term | ook
at our UGF revenues and spending ". The graph showed
what the state’'s revenues and spending have been on a per
capita basis adjusted for inflation since oil began
flowng. He noted that the revenue part was reflected by
the blue and red lines at the bottom The blue Iines
represented non-oil revenues and the red line represented
oil revenues. It was clear there had been two huge oil
boons: one in the early 80s and one in 2008-2013. They were
simlar in terns of the value per Al askan. There had been
periods where the state had a significant anount of noney
and then periods where it had nmuch | ess noney.

M. Knapp drew the conmttee’'s attention to two |ines.
First, the yellow line showed the agency spending per
capita. Second, the purple line denoted the total spending
per capita. The difference between the two lines was the
capital budget and statew de operations. Alaska's fiscal
policy over the historical period noted on the chart was
that when the state had nore noney it spent nore. The state
would typically grow both the operating and the capital
budgets, but particularly the capitol budget. He continued
that when the state had less noney it cut back on both
budgets, but particularly the capital budget. Over a |ong
period of tinme the agency budgets were squeezed down, and
capital spending was reduced. At a certain point, the state
went from running surpluses to running deficits. Everyone
was panicking in the late 90s and early 2000s because the
state had been running progressive deficits and draw ng
down savings. He added that the cycle repeated itself
bringing the state to its present circunstance. In terns of
the difference, the state's revenues had fallen to a much
lower level with less of a prospect of comng back. The
state was left with the question of what to do. He thought
it would be inpossible to squeeze the spending down to the
expected | evel of revenues.

1: 54: 01 PM

M. Knapp reviewed slides 8 and 9. He reported that the
state had been paying the deficits by drawing down its
savi ngs. Al aska's  Per manent Fund had been grow ng
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substantially and generating noney. Hi storically, the
savi ngs had been used to pay dividends, to inflation-proof
the fund, and to build up the earnings reserve account
(ERA). Cearly, the state was not using all its earnings
whi ch accounted for why the PF had been growi ng so quickly.
Presently, the question was whether it was tinme for Al aska
to start using the PF earnings to address the deficit
i ssue.

M. Knapp spoke to slide 12: "Key issues in the current
fiscal situation.”™ He continued that part of the state's
fiscal debate had to do with how nmuch of the state's
spendi ng should be cut or how many taxes should be raised

Anot her question he presented was to what extent could or
should the state solve the fiscal problem by using the PF
earnings. He wondered what way the funds should be used if
the state decided to use them Several proposals were being
devel oped to | ook at the issue.

M. Knapp advanced to slide 13: "My nodel is only a
starting point for thinking about fiscal proposals.” He
reported devel oping a nodel that would allow himto conpare
them He enphasized that there was nothing nagical about
his nodel, as it was a |arge Excel spreadsheet containing
several formulas that tracked specific things. He designed
the nodel, so he could quickly change a nunber or a
variable to look at the effects of tweaking it a certain
way or anot her.

M. Knapp detailed slide 14: "My nodel is only a starting
point for thinking about fiscal proposals.”™ He thought his
nodel was sinplistic. The way the budget worked was very
conplicated. He suggested that his nodel was good for a
first start, big picture conparison of different proposals.
However, he enphasized that it was not a substitute for the
detailed nodels put together by organizations wth that
responsibility and expertise. It was not a substitute for
what the Legislative Finance Division (LFD) was able to
nodel . He would always differ to LFD for specifics.

M. Knapp scrolled to slide 15: "All the nodel projections
are in mllions of dollars" He clarified that his nunbers
were reflected in mllions of dollars.

M. Knapp turned to slide 16: "My nodel is work in

progress.” H's nmodel was a work in progress and m ght
contain errors.
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M. Knapp explained slide 17: "My nodel’s projections, like
any fiscal projections, depend critically on assunptions.”
He illumnated that anytine projections were rmade,
assunptions were critical. In the state's nodel, the
assunptions had to do wth what would happen to oi
revenues and what would happen to PF rates of return. |If
the state had a nodel that included what the state's
finances would | ook |ike, the assunptions the state took on
about oil revenues and its return on investnment were
critical to the type of results the state woul d get.

M. Knapp continued to slide 18: "What should we assune for
conparing different fiscal proposals?' He argued that if
the state nade optimstic assunptions, it would not have a
problem Conversely, if the state nmmde its assunptions
pessimstic enough, it would have a huge problem He
wondered how a state planned when it did not know what its
revenues woul d be.

M. Knapp reviewed slide 19: "Mst analyses of fiscal
proposals rely on a single set of assunptions.” He pointed
out that the nobst convenient assunptions for the state to
use (the nost recent DOR projections and the current PF
assunptions from advisor recomendations) were nmagic
nunbers to wuse for planning. The state would plan
everything based on those nunbers. However, historically,
neither of the assunptions were likely to conme true or
remotely true.

1: 58: 33 PM

M. Knapp pointed to slide 20: "Historically, we have done
very poorly at projecting future oil prices, particularly
over the longer term" He reported that nost analyses of
fiscal proposals relied on a single set of assunptions. The
state had done a poor job of projecting future oil prices.
He noted the bars on the chart showed what came true and
the different lines showed what had been projected in
different years about the state's future revenues. His
objective was not to criticize the people that nade the
projects, but rather to show how difficult it was to
predict future oil prices. He posed the question about why
the state would do better currently. Two or Three years out
the price assunptions would probably be way off from the
of ficial ones.
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M. Knapp explained slide 21: "W have also not done very

well at projecting North Slope oil production over the
longer term" He opined that it was also difficult to
project future oil production for nore than a few years

out. Historically, there had been periods where the state
had been overly optimstic and tines where it had been the
opposi te.

M. Knapp advanced to slide 22: "Because we have not done
well at projecting oil prices or production, we have not
done well at projecting state revenues, particularly over
the longer term" He suggested that iif +the state's
inability to guess future prices was conbined with its
inability to predict future production, the state would
have a difficult time accurately projecting its future
revenues.

M. Knapp advanced to slide 23: "Historically, after a few
years, our actual revenues have usually been much hi gher or
| ower than the revenues which we projected a few years
earlier.” He indicated that in 1looking at projected
unrestricted general fund (UGF) revenues, typically, the
projections were off by about 30-40 percent one way or the
ot her.

M. Knapp scrolled to slide 24:

"I'n nodeling fiscal proposals, we should |ook at a
range of assunptions about future oil revenues and
make sure that we're confortable with the inplications
of those assunptions given the Ilikelihood that they
m ght cone true.”

M. Knapp encouraged nenbers to look at a range of
assunptions rather than relying on one.

M. Knapp discussed slide 25: "Wat range of oil revenue
assunptions should we be |ooking at?" He wondered what the
range of assunptions should be. He did not know the correct
range. He suggested going beyond the point estimte. He
could tweak his nodel in several different ways to show the
effect of different oil prices. However, it was already
known that if oil prices were higher, the state received
nore noney.

2:01: 02 PM
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M. Knapp pointed to slide 26: "For today’'s presentation,
only show projections based on the nost recent DOR Fall
2017 revenue projections, because.” He relayed that it was
unlikely for oil prices to go high enough to generate a
significantly larger amount of noney to get the state out
of its fiscal problens.

M. Knapp turned to slide 27: "Historically, Permanent Fund
rates of return have fluctuated wdely. Proj ections
assuming a constant rate of return nmay be very wong." He
noted that it was also true that, historically, the state
had seen real changes over tine in 10-year averages.

M. Knapp advanced to slide 28: "H storically, Permanent
Fund average earnings over |onger periods of tinme have al so
fluctuated w dely. Assunptions about future rates of return
won't necessarily conme true." He argued that the state
could not assunme that the projection of the PF earnings was
going to cone true on a year-to-year basis or in earnings.
In terms of what the state could do, he suggested that as
| egi sl ators thought about different fiscal proposals, they
shoul d consider how they would play out if the PF returns
were lower or if they varied significantly.

M. Knapp turned to slide 29: "I use three sets of nodeling
assunptions for future Permanent Fund rates of return."” He
used 3 sets of assunptions. First, he wused what the
Permanent Fund Corporation was projecting for returns.
Second, he showed the effect if the return was 1 percent
| ess than the projection. Third, he used an arbitrary 10-
year period in history fromFY 06 to FY 16 using the rates
of return for those years.

Co-Chair Seaton interjected with a question regarding slide
28. He was confused about the colors on the chart. He
coommented that the colors did show up. He nentioned fund
total revenues, real return, and inflation.

M. Knapp detailed slide 30: "If we don't inflation proof
or draw any PF earnings." He nentioned a few basics about
the PF. He indicated the information was inportant in terns
of thinking about any proposal that involved the use of PF
earnings. He asked what woul d happen if nothing were taken
from the PF. Assumng the projections were correct, the
fund would grow to $113 billion by FY 27. That woul d be the
maxi mum si ze of the PF if the state did not draw fromit at
all. On the other hand, the nore the state drew fromit for
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di vi dends and for governnment, the less the fund woul d grow.
He pointed to the graph on the right of the slide. The
realized earnings were shown in blue. He had not included
inflation proofing in the exanple. He ran the nodel wth
the assunptions that all earnings were accunulated in the
realized earnings where the grow woul d appear.

M. Knapp highlighted slide 31: "Effect of 1% |ower

earnings.” He continued that if the rate of return was
lowered by 1 percent, the state would end up with $13
billion less in the fund in FY 27. Every percent of the

rate of return on average nmade a significant difference.

2: 05: 00 PM

M. Knapp continued to slide 32: "Effect of the sane rates
of return as for FY 06-FY 17." He spoke to the effect of a
varying rate of return like in FY 06 - FY 16. The anount
still grew but was significantly nore vari ed.

M. Knapp turned to slide 33: "If we fully inflation-proof
but don’t draw any PF earnings.” He explained that in the
graph he showed what happened if the state inflation-
proofed. He continued that inflation proofing was taking
nmoney from one part of the PF and placing into another part
of the PF. Mney was taken from the earnings reserve
account (ERA) from which the legislature could spend, and
placed into the principal account from which the
| egi slature was not allowed to spend. It did not change how
much the PF earned or the fund value, but it kept it safer.
He posed the question as to how nuch noney the state wanted
to take off the table to ensure that the principle was safe
from being spent. By inflation proofing the fund it did not
make the PF any larger, it just noved noney to a part of
the fund the legislature could not get at as easily. In the
remai nder of his presentation assunmed that the state would
not inflation proof the fund.

M. Knapp advanced to slide 34: "If we don’t inflation-
proof and draw only dividends based on the current
formula.” He reported that if the fund was not inflation
proofed, there were no governnment draws, and the dividend
formula was kept the sane the PF would only grow to $82
billion by FY 27. His point was that dividends were not
using the entire PF earnings. There was extra noney the
state could potentially use and still have a very |arge PF.
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The nore the state dipped into that extra noney, the |ess
the PF woul d generate in earnings in the future.

M. Knapp detailed slide 35 "I'II show the nodel
projections for 5 “fiscal proposals” (2 hypothetical, 3
approxi mati ons of actual proposals)”". He would walk the
comittee t hr ough 5 fiscal proposal s reflecting

conmbi nations of things that could be applied to spending,
revenues, drawing noney from the ERA, and dividends. The
first 2 proposals were conpletely hypothetical for purposes
of illustration. The last 3 were his attenpts to nodel Sen.
Dunl eavey's proposals, the proposal in HB 365 [Legislation
introduced in 2016 - Short Title: INCOVE TAX; PERMANENT
FUND TAX CRED T], and the CGovernor's proposal. He
enphasi zed that his attenpt to nodel the last 3 proposals
represented his understanding, which mght not be correct,
of how these proposals worked. H's objective was to
illustrate in contrast the approaches that the different
proposal s took.

2:09:14 PM

Representative WIlson asked for clarification about HB 365.
M. Knapp indicated it was Co-Chair Seaton's proposal. Co-
Chair Seaton clarified that HB 365 was a proposal from the
previ ous year presented in House Finance. Representative
W1 son wanted clarification for the public.

M. Knapp reviewed his first hypothetical proposal on slide
36: "Cut and Tax Only Projections.” The paraneters of the
proposal included elimnating the deficit imediately and
| eaving the Permanent Fund earnings intact. The proposal
involved cutting spending and raising taxes in a 50/50
proportion. In other words, he would take the current
deficit conpared with current revenue sources and split the
difference. He would get rid of half of the deficit by
cutting spending and half of it by raising taxes. He
expl ained that the nodel was depicted in the upper left-
hand graph. It showed what the state was spending and how
it was funded. The top [dark] green line in the graph
represented what the state was spending. The vyellow
[ horizontal] line in the mddle represented the current
incom ng revenues. Current oil revenues were depicted in
black at the bottom of the graph. He highlighted the blue
portion which represented the current non-oil revenues.
These two sources at the bottom represented the Departnent
of Revenue's (DOR) projections of the state's current
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revenue sources. In the nodel he would slash the green
spending line by half the amunt of the deficit and he
would add a large anmount of new taxes. H's point was that
wi t hout dipping into the PF earnings the legislature would
either have to inplenment very |arge spending reductions or
substantial taxes or a conbination of both. The fiscal
issue was a large problem and was difficult to solve with
just by inplenenting a conbination of cutting, spending, or
new revenues. On the other hand, with this approach the PF
woul d be growing rapidly because it would not be touched.
Hence, the fund would be earning nore, and the dividend
payouts would increase. In summation, spending would be
reduced, taxes would be increased, the PF would go
unt ouched, and the dividends would increase. Presumably it
was why there was a significant anmount of discussion about
"Cut and Tax Only" being too harsh and about the
possibility of using the earnings.

2:13: 37 PM

M. Knapp stated that slide 37 showed the "Do Nothing"
proj ections. He reenphasized that it was a totally
hypot heti cal scenario. He suggested that if the state were
to leave spending as it was and avoid inplenenting any new
revenues, the state would first draw down the use the
Constitutional Budget Reserve (CBR) fund. He noted the
graph on the bottom left showed the state's 3 savings
accounts including the CBR, the Permanent Fund Earnings
Reserve account (ERA), and other funds (the m scell aneous
funds with a balance). The constitutional budget reserve
woul d qui ckly be depleted to fund the deficit. Once the CBR
was gone the state would have to turn to the only other
source of noney to pay for it, which was the ERA. The state
woul d be doing so wi thout a plan.

M. Knapp continued that there was no plan in place such as
Senat or Dunleavy's, Co-Chair Seaton's, or the governor's
plans. He called the circunstance a "forced draw' denoted
in a dashed red [vertical] I|ine. A forced draw neant
drawing from the PF ERA and was shown at the mddle graph
at the top of the slide. It showed how much the PF would
earn in realized earnings and what kinds of noney would the
state be taking out of the account. He pointed to the
m ddl e graph at the top. The noney taken from the account
would be spent to pay for dividends (shown in blue
generated from the same fornula that had been used
previously) and for the deficit. By taking nore nobney out
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every year than what the account was earning, the ERA woul d
begin to be depleted. He pointed to the next graph over

[top right] that showed the total anount of dividends being
paid shown in blue. The yellow |line showed the dividend
amount. The dividend would continue to rise because the
total value of the PF would still be growing slowy. Two
things would be added including royalty deposits and
unrealized earnings. The interesting thing about doing
nothing was not a total disaster scenario from a fiscal

vi ewpoint. Projecting out 10 years, the PF ERA would be
going down, but Alaska would not imediately run out of

noney. However, the state would be spending nore than it

was taking. The "do nothing' plan could result in going to
the ERA. However, he enphasized that the PF was earning so
much noney that it was a way of having a large draw from
the fund. He thought this approach was a dangerous way
because unli ke an of the other plans people were proposing,

it was an uncontrolled way in which to do so. He thought

the scenario was a default way of having access to another
source of cash

Representative Otiz asked what would happen to the PFD
anount and the distribution to Alaskans in the "do nothing"
plan. M. Knapp responded that he had left the dividend
formula intact. The state's current formula was based on
what the PF earned. He suggested the because the PF grew a
little, the dividend also grewa little over tine.

2:19:41 PM

M. Knapp turned to slide 38: "Do Nothing Projections”. He
relayed that the slide showed the sane thing except he
assuned that the PF earned 1 percent |ess. Therefore, the
funds would be earning |less and draw ng down the fund nore
rapidly. The dividends would no | onger increase, and the PF
woul d beconme flat - not growing at all.

M. Knapp reviewed slide 39: "Do Nothing Projections”. He
indicated that the slide showed the same "do nothing"
scenario but with varying rates of returns (he referred to
the scenario as the FY 06-16 scenario). He suggested that
if the hypothetical rates of return cane true, there would
be widely varying rates of return. He continued that the
state would be drawing the same anmount from the Pernmanent
Fund that was earning wdely different anmobunts every year.
Therefore, the ERA balance would go up and down. Under
certain scenarios the state would never fully deplete the
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account. There was a chance the account would be fully
depleted if the state encountered enough bad years. He al so
noted that the dividends would fluctuate widely just I|ike
they had in the past under the historic fornula.

Representative WIson asked if he was assumng a rate of
return based on historical data. She wondered if he was
assuming that the state would nake a mnimum of 3, 4, or 5
percent. M. Knapp responded that he had no clue of the
rate of return. There would be sone variation. H's point
with his nodel was to illustrate what would happen if the
returns varied. If the returns varied, the dividend would
vary, and the ERA woul d bounce around. He clained there was
not hi ng magi cal about his nunbers, as he was only using
themas an illustration.

2:22: 44 PM

Co-Chair Seaton asked about the rate of return from 2006 to
2017. He wondered if M. Knapp was using a 10-year average.
M. Knapp responded in the negative. He wanted to use
sonmething that he could use to illustrate the point about
what would happen if the state got variable returns. He
randomy chose a past historical period. The scenario was
conpl etely hypot heti cal

Co-Chair Seaton asked if Representative WIson had her
gquestion answered. Representative WIson responded that she
was still confused. She asked for clarification about the
PF rate or return assunptions. M. Knapp would show her 3
slides [slide 37, 38, and 39] and suggested that she | ook
in the wupper right-hand corner. He explained that he
illustrated the proposals wth 3 different sets of
assunptions for each scenario. He indicated that when he
used APFC (Al aska Pernmanent Fund Corporation) [slide 37] it
meant he used the assunptions provided by the advisors of
APFC. He turned to slide 38 which used the nunbers fromthe
previous slide less 1 percent. He used the third slide,
slide 39, for +the purposes of illustration applying
hi storical nunmbers to the nodel

Co- Chair Seaton asked about the projected |evelized rate of
return for the APFC proposals. M. Knapp thought the rate
was a 6.9 percent total

Co-Chair Seaton asked if, in that situation, an average
rate of return was being applied every year. The sane

House Fi nance Conmmittee 16 01/25/17 1:31 P. M



average rate of return mnus 1 percent was applied to the
other slide. The third slide applied the actual rate of
return over a 10-year period which M. Knapp happened to
choose FY 06 - FY 17. M. Knapp added that the average for
the FY 06 - FY 17 was about half a percent |lower than the
average for APFC. The average was in between the others.

2:26: 18 PM

M. Knapp advanced to slide 40: "Dunl eavy Proposa
Projections.” He reviewed Senator Dunleavy's proposal. He
proposed a very significant spending cut. He nodeled an

$800 mllion cut over three years. He pointed to the green
line on the wupper Ileft-hand chart which went down. He
suggested that cuts of $300 mllion per year for two years

and $200 nillion for one year would be applied to the
budget, cutting it by $800 mllion. The reductions were a
significant part of his proposal. The senator's plan
refl ected no new revenues but left the oil revenues and the
non-oil revenues intact. There was also a draw from the PF.
Basically, the same anmount would be drawn for dividends
calculated in the same way. Historically, the state used a
formula to determine what to draw fromthe ERA. The formul a
took the average of the earnings over the previous 5 years
and spend half the anmount. In the Dunl eavy proposal it took
all the earnings, keeping half for dividends and used the
other half for state government. That was his understandi ng
of the general concept of the proposal. There was also a
pl anned draw down of the CBR and a draw down from sone
other state funds. He pointed to the upper |eft-hand corner
drawing attention to the red portion of the chart
indicating the revenues fromthe draw from the PF equal to
the dividend anount. The nobney was added to the general
fund to be used to fund governnent. Those revenues conbi ned
with the suggested spending cuts would provide enough noney
to elimnate the deficit and begin to run a surplus because
of rising oil revenues. The surplus would then be used to
build up the CBR shown in the bottom | eft-hand graph.

Representative Pruitt noticed that the planned draw was
nore than the spending based on the formula being applied.
M. Knapp checked the senator's projections and they showed
a surplus close to M. Knapp's projections.

Representative Pruitt wanted to confirm that M. Knapp's
plan placed the surplus in the CBR M. Knapp thought that
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was the senator's intention. The CBR grew to about the
amount |isted on the slide.

M. Knapp explained that the surplus was a result of an
$800 mllion spending cut and a draw anount equal to the
dividends from the ERA. He suggested that because, so nuch
was drawn from the ERA, the ERA would not grow as rapidly.
He directed the conmttee's attention to the graph on the
bottom right which showed the conponents of the PF. He
pointed to shaded parts which represented unrealized gains.
The state was only allowed to spend the realized gains. He
explained that if a person bought stocks which grew to
twice the value, the earnings would not be realized unti
the stock was sold. In all his nodels, growh occurred
partly because every year the state was getting unrealized
gai ns.

2:32:13 PM

Representative Pruitt understood that it was a matter of
shifting sone of the state's noney fromthe ERA to the CBR
Sinmply put, it was a fund transfer. He asked if it was an
advi sable nove. He estimated that if the funds were |left
within the PF the power of being a part of the PF would be
better.

M. Knapp relayed that the state was not taking it out and
placing it into the CBR The noney was being taken out and
used to pay for government and sone of the funding would be
left over and placed in the CBR He agreed that it did not
make nmuch sense to take nore noney out than needed and
putting into a fund that did not earn as much noney. He
thought it was inportant to consider. He added that an
interesting feature of the plan was that it was sinple. The
state would only use noney that was acquired as realized
ear ni ngs.

Vice-Chair Gara spoke to realized earnings of the Permanent
Fund that were arbitrary. He reasoned that if governnent
was being run on volatile earnings, revenue would go up and
down as well. M. Knapp concurred with Vice-Chair Gara.

2:35:35 PM

Vice-Chair Gara suggested that realized earnings of the PF
were not 6.9 percent per year. He provided an exanple of
unrealized earnings. He relayed that the realized earnings
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were sonewhat arbitrary in terns of when they were cashed
out. He wondered, if the governnent and the PF dividends
were based on the realized earnings that were radically
going up and down, whether the governnment and dividends
woul d al so go radically up and down under the plan.

M. Knapp offered to skip ahead 2 slides [slide 42]. The
slide showed the sane plan but also showed the FY 06 - FY
16 rate of return assunptions. He indicated that both the
dividend fornmula and the general fund draw were based on
earnings that were changing. They both went up and down
frequently. There was a significant variation in the noney
avai |l abl e. He thought Vice-Chair Gara was correct.

Vice-Chair Gara spoke to another issue. The Al aska
Per manent Fund Corporation would be forced to sell its
stock to create realized earnings if the state wanted to
ensure a $3000 dividend every year. He thought the PF woul d
be unable to maximze its return. If the dividend was set
hi gh, the APFC would have to cash out investnents that it
woul d ot herwi se keep. Over the long term it would start
earning less. He wondered if it was a possibility.

M. Knapp would nodify slightly what Vice-Chair Gara
stated. He relayed that in the past there had been a
certain dividend formula with a significant amount of
variation over the years, which Al askans had grown to
accept. He thought Al askans would be nmuch less willing to
have a variable budget than a flexible dividend. The state
was currently faced with a conplicated issue for people
managi ng Al aska's incredibly valuable asset. If the state
needed access to nore cash, it would change the way
investnments were nmade. He questioned what it would do to
i nvestnment strategy and whether earnings would be reduced
over tine. He thought the |egislature would have to grapple
with the conplex issue. He conveyed that for reasons he did
not quite understand there was supposed to be less of a
concern if a Percent of Market Value (POW) type of payout
was used.

2:38:54 PM

Representative Otiz thought that none of the nodels
assessed the inmpact on the overall econony. M. Knapp
responded that his nodels only |ooked at the financial
feasibility of each of the scenarios. They said nothing
about how any of the different proposals would affect the
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econony or the denographics of the state. He encouraged
menbers to use his nodels as a starting point to check to
see if a plan really worked financially. He also suggested
that as legislators debated they would need to get into
| arger phil osophical questions such as what role the
di vidend would play. In other words, what kind of dividends
did Al askans want versus governnent spending or keeping
taxes low. Anyone |ooking at the plans could determ ne
which would help the econony or certain denographics nore.
He remarked that his presentation just contained boring
nunbers.

Co-Chair Seaton commented that the first part was nodeling
$800 mllion cut over 3 years resulting in a surplus in the
out years. He suggested that if the state were to cut $2
billion over 3 years then the state would have a bigger
surplus. He concluded that the conmttee could review the
financial effect on a system but it did not show whether
it was feasible within a vibrant Al askan econony.

M. Knapp suggested that one person mght l|ike the $800
mllion in cuts. Another person mght disagree with certain
cuts. It was not just an exercise in changing the nunbers
drawing the green line Ilower. The argunent was about
anot her subj ect.

2:42:28 PM

Representative Wl son repeated the plan. She indicated that
half of the earnings would be used to pay dividends, the
other half would be used for governnent. She noted the | ack
of a set dividend and the five-year average used to
cal cul ate the dividend anmount. She asked about having nore
funding comng out of the ERA than what was needed for
government and whether it would be better to invest any
surplus into sonething like the CBR The earnings would be
| oner, but the funds would be nore accessible. Aternately,
| eaving the unused surplus in the ERA would generate nore
profit.

M. Knapp thought that 5 or 6 years down the road when the
deficit was fixed, and the legislature realized that noney
was being taken out of a high income earning account and
being placed into a low income earning account, it would
want to take less out of the account. He did not believe
the plan woul d work exactly in the manner suggest ed.
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M. Knapp detailed slide 43: "HB 365 Projections". He Noted

that HB 365 was a bill Representative Seaton introduced in
2016. He highlighted that in the nodel there was an
increase in spending equal to $4.65 billion. The increase

was due to an assunption about the need to increase
paynents to pay off oil tax credits that were due.

M. Knapp posed the question about how to pay for spending.
The nodel was built on having a budget increase. He
reported that wthout a budget increase the state would
have less of a deficit. He pondered how the state woul d pay
for spending. The plan had a feature that none of the other
plans had - it introduced a new source of revenue - an
i ncone tax providing $650 nmillion in revenue every year. In
addition, there would be a 2.3 Percent of Market Value
(POW) draw from the Permanent Fund. The nopdel kept a
di vidend program but cut it in half. The sanme fornula woul d
be used to calculate the dividend, but a snmaller percentage
of the earnings would be paid out.

M. Knapp continued to explain that the Percent of Market
Val ue approach, the average market value of the PF over the
proceeding 5 vyears, would be wused to calculate the
government draw (shown in red on the charts). He pointed to
the upper left chart on slide 43. In conbination, the $650
mllion from new revenues from an incone tax and the POW
draw would fill a significant portion of the budget
deficit. However, it would be necessary to draw sone extra
nmoney from the PF. He suggested that because the anount
being drawn would be less relative to what it was earning,
the ERA woul d i ncrease in the nodel.

2:47: 47 PM

M. Knapp pointed to slide 44: "HB 365 Projections.” The
slide showed different assunptions about the PF earnings -
t hey dropped by 1 percent. The dividends would be | ess over
time. However, the draw for government would not go down as
much because it was based on the market value. He suggested
that if earnings went down by 1 percent, the market value
woul d not go down by 1 percent and there would be |ess of
an imediate effect on the size of the draw. The state
woul d be able to draw a sinmilar anount for government.

M. Knapp continued to slide 45: "HB 365 Projections.” The

third version of his nodel had a variable rate of return.
The dividend would be variable and half the size. He

House Fi nance Committee 21 01/25/17 1:31 P. M



t hought that because the PF draw for governnment was
determined by a POW nodel, there would be a nore stable
draw for governnent. However, the value of the ERA would
fluctuate significantly. He was aware the Legislative
Finance Division had conducted sone detailed analysis of
the proposal. He recomended that nenbers defer to the
di vi sion's nunbers.

Co-Chair Seaton added that the assunption was out of
character for where the proposal was because the budget had

not been increased to $4.6 billion. He asserted that when
t he budget did not increase, the draws would not take place
and the CBR would be maintained over tine. It would be

di scussed at a different tine.

M. Knapp did not mean to characterize that Representative
Seaton was advocating a |arge budget increase. He had seen
a nodel version run by LFD. A |larger problem would arise if
the state spent nore noney.

Co-Chair Seaton suggested that he had been one of the
strongest proponents of reducing the oil tax credits
instead of extending them indefinitely and paying them off
annual | y.

M. Knapp did not treat the proposal fairly. He used a
hi gher |evel of spending. He suggested that it was a hybrid
way of calculating dividends and the Permanent Fund draw
for government in different ways. The dividend went up and
down like it always had, though it was a smaller anount
However, the draw for governnent was nore stabilized
because of the POW concept.

M . Knapp highlighted slide 46: "Governor's Proposa
Projections.” He indicated that the governor's proposal was
the nost conplex of all of them because it changed nore
things. He nodeled it as if spending was held at $4.3
billion. He clarified that he was not naking any statenent
about what the governor was proposing for spending.

2:51:42 PM

Vice-Chair Gara wondered if M. Knapp was tal king about the
governor's proposal in the current year or in the previous
year. M. Knapp responded that he was tal king about the
proposal the governor put forward in Decenber at the tine
he announced the budget for the current year. H's genera
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understanding was that the governor's proposal had sone
simlarities to things that were tal ked about at the end of
session in the previous year. He read the |anguage
i ntroduced in the present year.

Representative WIson asked if the increase on the notor
fuel tax was included. M. Knapp understood that the
governor proposed an increase in the notor fuel tax which
would add mllions of dollars. However, he did not include
it in the nodel. He suggested that if the increase in the
notor fuel tax was added it would be reflected in the green
bar showi ng new revenues. He reenphasi zed that in his node
was not an exact characterization of what the governor
proposed. He thought the governor had suggested that the
notor fuel tax would be a start, but additional revenues
woul d be necessary. He clarified that if new revenues were
added, the deficit would be smaller.

Representative W/l son responded that it was already in the
budget for the current vyear. Itens had been noved from
undesignated funds to designated funds as if |egislation
had already passed increasing the notor fuel tax. The
nmonies were reflected in the budget. She suggested that an
additional $80 nmillion would have to be added to $4.3
billion. It was already in the budget.

M. Knapp reported that the projections he used did not
include the tax. He could add the nunbers to his nodel and
show what would change if there was nore tine. Hi s goal was
to denonstrate a general concept. He wanted to enphasize
how t he governor's proposal would use the PFD. It reflected
nore of a change of how the earnings woul d be used.

M . Knapp turned to slide 47: "Governor's Proposa

Projections.” He explained that there were several parts to
using the Permanent Fund earnings in the governor's
proposal. First, there would be a large single draw from
the PF based on a POW concept of 5.25 percent. He
continued that 20 percent of the draw would be used to pay
di vi dends. The other 80 percent would be used to help fund
government. In addition, the share of oil royalties that
got deposited into the PF would be reduced from about 31
percent to the constitutionally nandated 25 percent. Thus,

nore oil royalties would go to governnent and oil revenues
woul d be higher. Also, 25 percent of the unrestricted oil

royalties the state received would be used to add to
di vidends. He pointed to the upper right-hand graph which
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showed that the dividend payout for Alaskans would be a
conbination of 20 percent of the 5.25 percent POW draw
plus 20 percent of the wunrestricted oil royalties. |If
either the draw or the oil royalties changed, the dividend
woul d change. The nodel resulted in a smaller dividend,
roughly about $1000. There were sone other features that he
did not think he nodeled right which proposed a mninmm
di vidend at start up. He relayed that the draw from the PF
was based on a POW. The Percent of Mrkey Value was
driving part of the dividend. The other portion of the
di vidend was comng from royalties. Under the plan the PF
earnings were not all being spent because the PF was
earning approximately 6.9 percent. The Pernanent Fund woul d
still be growing in val ue.

M. Knapp detailed slide 48: "CGovernor's  Proposal
Projection”. He discussed a variable earnings scenario. The
Per manent Fund earnings would vary, but the use of them
woul d be driven by the 5.25 percent draw. There were other
conplicated features that were inportant. The draw from the
PF would be reduced if the oil revenues rose by a certain
anount. The state would not take as nuch out if there was
another oil boom Another feature would be if a certain
anount was accunulated in the ERA, then sonme of it would
automatically be placed into the principle. He reiterated
the inaccurate characterization and referred comittee
menbers to consult with LFD or the Ofice Mnagenent and
Budget. He was only presenting a general concept.

M. Knapp noved to slide 49: "What is a 'Sustainable' |eve

of state spending?'. He wanted to address the question of a
sust ai nabl e |l evel of state spending. He thought the issue
was subtler and did not have a specific answer. H's answer
to the questions about a sustainable |evel of spending was
that it depended on several assunptions.

2:59:53 PM

M. Knapp addressed slide 50: "Wat is a 'Sustainable'
| evel of state spending?":

e The tine period we are planning for

« \Vhat we assune about future oil revenues and
i nvest nent returns

e How much we want to preserve or grow our assets
e How nuch we want to pay in dividends
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* How nuch we’'re willing to raise in new revenues

« Wether we want to keep the sane buying power of our
spendi ng and savi ngs by adjusting for inflation

« Wiether we want to keep the sane per-capita buying
power of our spending and savings by adjusting for
popul ati on growh

M . Knapp posed the question about the length of
sustainability. Assunptions around future oil revenues and
i nvest ment returns wer e critical. He provi ded a
hypot hetical scenario. He did not believe the question
about what was sustainable could be answered wthout
addressing how nuch noney the state would have. The state
did not have the answers about how nuch oil revenue it
woul d have or what the returns would be. Al that could be
provi ded were estimates. The fact was that no one knew the
truth. He used the exanple of getting ready to retire and
|l ooking at a sustainable Ilevel of spending based on
investnments. It depended on how certain the state wanted to
be.

Representative Quttenberg thought M. Knapp could answer a
few of the questions listed on the slide regarding
pl anning. He asked about an appropriate tinmefranme and a
rel evant equati on.

M. Knapp would go through his bullet Iist quickly. He
t hought the state should consider a 10-year tine horizon. A
| onger tine horizon would be difficult. He had no clue as
to what the state should assunme about its future oi
revenues and investnent returns. He would trust the experts
at DOR and APFC to provide reasonable estimtes of
averages. He suggested comng up with sonething that worked
in a low case scenario. He believed a critical question had
to do with preserving and growing the state's assets and
deciding what the state wanted to |eave for future
generations. An individual that was retiring would consider
what they wanted to leave for their Kkids. He thought the
m ni mum standard should be to | eave future generations with
the sane real buying power as the state's current assets.

M. Knapp addressed the question about whether to keep the
noney the same or Kkeeping it the sane per capita. He
suggested that if Al aska's population grew 50 percent over
the following 10 years and the state needed to be as rich
per capita, it would have to save nore. He offered that the
state should be striving for a level of spending that would
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| eave the inflation adjusted value of the state's assets
the sane after 10 years. It neant that the state needed to
spend no nore than what it was taking in in terns of real
value. He thought the issue could be debated for a |ong
tine.

3:06: 58 PM

Vi ce-Chair Gara asked about budget cuts and job |osses. He
wondered if M. Knapp had updated his studies on the
i npacts of spending cuts on jobs and the inpact of other
revenue neasures on jobs. He wondered if sonmeone had
further refined his reports by soneone who was currently
working at the Institute of Social and Econom c Research
(1 SER) .

M. Knapp reported that he had worked on a study in the
prior year that tried to look at the different ways of
reducing the deficit and their economic inplications. He
reported that after having finished his report he had not
done any nore work on the subject. He noted that he had not
been follow ng what others at |SER were doing. He was not
aware of any changes to it and did not have anything new to
say about it.

Vice-Chair Gara understood there was soneone else at |SER
who had a projection concerning how many jobs were |ost for
every $100 million in budget cuts.

M. Knapp relayed that his forner colleague, Dr. Muhcine
CGuettabi, was one of the co-authors of the study he had
worked on. He believed that when M. Cuettabi said
sonmet hing about economc effects associated wth doing
various things he would have been referring to the sane
study rather than a new work. He had not talked with M.
Guettabi about it.

M. Knapp reviewed slides 51 and 52. He suggested that if
the state reached sustainability, it faced the question
coming up about sustaining the value of its assets. The
guestion as to which assets needed to be sustained would
need to be answered. He posed the question whether the
state should sustain its value of spendable assets such as
the CBR and the ERA, or if it should sustain the value of
all its financial assets such as the PF principle anount.
The state was adding 25 percent of the royalties to the
principle of the PF to save for future Al askans. It could
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be argued that the state should sustain even nore. H's
guestions spoke to the point of sustainability.

M. Knapp scrolled to slide 53: "What the nom nal val ue of
our assets wuld need to be at the end of FY 27
to sustain their nom nal value of as of the beginning of FY
18." He explained that the chart showed the nom nal value
of the state's assets neasured in different ways. He
suggested that if the conmttee followed his standard, not
depleting the assets, he would |look at the third columm. He
enphasi zed that the chart showed the nom nal value w thout
adjusting for inflation. He thought the nunbers were too
low. He recommended projecting inflation and expandi ng the
nunbers. The noney the state could spend depended on oil
revenues.

3:11: 55 PM

M. Knapp proceeded to slide 54: "Sustainable on paper
isnt necessarily the sanme as sustainable in practice." He
poi nted out that sustainable on paper was not necessarily
the same as sustainable in practice. He argued that a plan
was not sustainable unless discipline was used to stick to
the plan. He suggested there were two things for a plan to
be sustainable not just on paper but in practice. First,
discipline to not over project future average revenues was
necessary. Second, the tenptation to spend a little bit
nmore had to be avoided. The state's plan had to be built on
average revenues conmng in. He referred to slide 7
reflecting Al aska's history. He commented that the state
had never had the discipline to watch spending in the good
years. He reported that on two occasions Al aska had spent a
significant anount of noney and built many things. As a
result, Alaska had to go through a long and agoni zing
period of reducing spending because the Ilevel was not
sustainable in practice. He suggested the state consider
building in ways that would allow the state to stick to the
pl an.

M. Knapp highlighted slide 55: "It's wuseful to conpare
fiscal proposals.” He assuned that the goal was to get to a
solution. There were wldly varying opinions in the
| egi sl ature about the right solution and about what should
be done to solve Alaska's fiscal problem The state had to
get past an inpasse. He suggested looking at all the
proposals running the sane graphs and using the sane
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term nol ogy to deternm ne how each played out. It would nake
it easier to have a discussion.

3:15:25 PM

M. Knapp discussed slide 56: "You can’'t debate the nerits
of a fiscal proposal by only tal king about that proposal."”
He thought the state needed to be conparing different ways
of doing things. Al the proposals involved a change. They
all involved doing something painful such as cutting
spendi ng, adding taxes, or cutting dividends. He argued
t hat alt hough none of the options were appealing, sonething
had to be done to fix the state's deficit. The question was
which alternative or mx of things should the state choose.
He thought the conversation had to be about conparing
alternatives. He thought people needed to nove away from
conpl ai ni ng about a proposal to offering suggestions.

M. Knapp pointed to slide 57: "There are many potenti al
ways to address Alaska's fiscal chall enge and end
unsustai nable draws on our savings." He explained that
there were several ways to approach the issue, but they all
involved a conbination of the unpleasant options of
reduci ng spending, increasing revenues, cutting dividends,
or saving less of the PF earnings. He thought it was
inmportant to understand that if one option was off the
table then nore of the other options would have to be
i nposed. He thought a conbination needed to be considered
rather than talking about an option by itself. He thought
finding the best conbination should be the focus. If
soneone did not want to do option A, of options A B, C
and D, then nore of options B, C, and D would have to be
exerci sed.

M. Knapp noved to slide 58: "Fiscal projections can't tel
us whi ch proposals are 'best'":

* They can tell us whether proposals are feasible and/or
sust ai nabl e

e They can’t tell us about other things that matter:
e Short-run economc effects
* Long-run economc effects
» Effects on governnent services
* Relative effects on different inconme groups
* Relative effects on different regions
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M. Knapp reported that none of the projections determ ned
which proposal was best. They indicated whether the
proposal s penciled out. He thought the issues listed at the
bottom of the slide were what really nattered. Al askans had
wi dely varying opinions about the itenms. He believed that
showi ng the nunbers was a starting point for beginning the
rest of the conversation about how to associate the
proposals with the things that nmattered. He thanked nenbers
for the opportunity to appear before the conmttee.

3:19:31 PM

Representative WIlson agreed with M. Knapp about the nmath
She wondered where to get the data for each plan show ng
how Al askans would be affected. She listed the financially
chal l enged and | arge corporations. She noted hearing about
peopl e having to go on public assistance or having to seek
other means to make up the difference when the dividend was
cut. She was uncertain where to get the data show ng which
sol ution was best.

M. Knapp thought that all the hearings, discussions, and
testinmony gathered from different groups provided feedback
to | awmakers. He thought nuch of the information was being
gathered in the legislative process. He suggested there
were certain studies that could be conducted. He reported
| SER having done a study regarding short-run economc
i npacts. The study determned that if dividends were
reduced or if taxes were raised it had certain effects on
jobs and incone. In terns of data regarding the effects on
government services of cutting the budget, it was the sum
of a mllion different options of how the budget could be
cut and how reductions would play out on schools, troopers,
and other services. Collecting the data could take years

He suggested that legislators pay attention to constituent
feedback to decide on the right balance of services and how
much Al askans were wlling to give up in taxes or dividends
to pay for them He thought it would be useful to study
certain kinds of things such as the affects on rural and
urban Alaska. He provided a hypothetical scenario. He
thought that |istening to constituents was a way to get
nore accurate input.

3:23:40 PM
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Representative WIson asked if he would suggest trying
several different things to balance the budget or trying
only a couple of things to see how it affected the econony
before doing nore things. She indicated that in the
previous year there had been several suggestions. She
t hought that it would have been difficult to know what did
not work with inplenmenting several things at once.

M. Knapp thought the state was running out of time and
stated that the Ilegislature had been adjusting to the
"financial problent for 4 or 5 years. He acknow edged t hat
the legislature had done many things to reduce spending.
However, the savings had been depleting at a rate of about
$10 million per day. He voiced that sone |egislators m ght
not want to "go into the water too fast" but cautioned that
some action had to be taken quickly. He enphasized that the
|l onger the legislature failed to act, the Iess noney would
be available, the lower the future earnings, the nore the
state would be at risk, and the nore Al askans would be |eft
uncertain about the future. He continued that ideally it
woul d be good to nove slowy and carefully. However, tine
was running out.

3:25:21 PM

Representative Kawasaki referred to when M. Knapp
menti oned spending differently, preventing the state from
spending in high years and saving in lower year. He
remenbered when he started in 2007 the state owed the CBR

billions of dollars because it had been spent down. After
2009 there were changes to oil taxes and in the price of
oil. The state had huge surpluses which were used to pay

back the CBR Sone noney was spent on things that m ght not
have been necessary. He nentioned the |egislature having
repl aced Ryan M ddle School in his neighborhood because it
was going to fall in an earthquake. He thought some itens
were necessary to fund after years of |ean budgets. He
menti oned that there had been talk about adding a spending
limt. He wondered if it was a viable option.

M. Knapp was not an expert on spending limts. He thought
it was well worth having the discussion. However, he did
not know that it was the only way. There were real
operational problens with spending limts. He provided a
hypot hetical scenario. He thought a spending Ilimt was a
bl unt tool. He would not assune it was the best option.
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3:29:05 PM

Vice-Chair Gara asked M. Knapp his opinion. There had been
several job |osses. He asked if he would now do as much as
possible to fix the deficit rather than waiting.

M. Knapp responded that the state was currently in a fix.
He agreed that the state was in a troubling recession and
t hat | egislators needed to be concerned wth not
aggravating the circunstances based on the current fisca
situation. He noted that the nobney was running out and the
| egi sl ature needed to think about the future and to come up
with a stable way of dealing with the state's finances. He
stressed that the legislature had to live with the state's
fiscal reality. Alaska was not the federal governnment. In a
recession the federal government could print noney to keep
t he econony going, but Al aska did not have that option. He
indicated that he could not advise the legislature on the
correct approach but maintained that cutting governnent,
cutting dividends, or adding taxes would all cost |obs.
Sonme people argued that certain things would cost fewer
jobs. He stated that reducing government cut real jobs in
an obvious way. He clainmed that a |ack of investnent in the
state would al so cost jobs. He suggested that if people did
not see a future in Alaska they mght |eave. People mght
leave if they felt schools were not up to par, which night
result in nore lost jobs in ways that were not as obvious.
The state was in a fix and he did not know t he answer.

Co- Chair Seaton hoped the legislature would find a fix to
the problem He reviewed the agenda for the day.

#
ADJ QURNVENT

3:32:40 PM

The neeting was adjourned at 3:32 p. m
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