1: 31: 26 PM

CALL TO ORDER

Co-Chair

Fost er

HOUSE FI NANCE COW TTEE
February 2, 2017
1:31 p.m

called the House Finance Commttee 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

VEMBERS ABSENT

Representati ve

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
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Randal | Hof f beck, Comm ssioner, Departnment of Revenue.
SUMVARY
HB 61 PERM FUND: DEPCSI TS; DI VI DEND; EARNI NGS
HB 61 was HEARD and HELD in commttee for further
consi der ati on.
Co- Chair Foster addressed the neeting agenda.
#hb61
HOUSE BI LL NO. 61
"An Act relating to the Alaska Permanent Fund
Corporation, the earnings of the Alaska pernmanent

House Fi nance Committee 1

02/02/17 1:31 P. M



fund, and the earnings reserve account; relating to
the nmental health trust fund; relating to deposits
into the dividend fund; relating to the cal cul ati on of
permanent fund dividends; relating to wunrestricted
state revenue available for appropri ation; and
providing for an effective date."

1: 32: 22 PM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE
provided a PowerPoint presentation titled "Permanent Fund
Protection Act" (copy on file). The Permanent Fund
Protection Act was a key part of the governor's fiscal plan
to resolve the state's budget deficit. He referred to two
conpani on docunents: a white paper called The Al aska
Per manent Fund and the Permanent Fund Protection Act dated
January 2017 (copy on file) and a single page docunent
titled Permanent Fund Protection Act dated January 31, 2017
(copy on file). He addressed slide 2 of the presentation.

1: 35: 31 PM

Comm ssioner Hoffbeck noved to slide 3 and provided a
presentation overview. He addressed the problem facing the
state on slide 5:

1. Low oil revenues
2. Persistent deficit
3. Di m ni shed budget reserves

Conmmi ssi oner Hof fbeck elaborated on slide 5. From 2014 to
2017, the state was in a “low oil price environnment.” He
t hought this was the new norm He spoke to the need for an
alternative revenue source in order to avoid depleting
savings. He noved to slide 6 and spoke to low oil revenue

From 2005 to 2014, over 90 percent of the undesignated
general funds (UGF) revenues canme from petrol eum Between
2012 and 2015, oil revenue had fallen 88 percent or $7.8
billion. He spoke to the net inpact of |lower oil prices on
slide 7 titled "Deficit Spending." Al though the UG- budget
had been <cut by 44 percent since 2013, the deficit
persisted. The state had used its savings to cover the
deficit, leaving only one nore year in which such action
woul d be possible. He pointed to the blue dashed |ine on
the graph, representing the UG- budget, the yellow bar
representing the UGF revenue displayed the aforenentioned
sharp drop, and the red hatch marks representing the
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overall deficit. He provided detail about the chart on the
slide. Revenues had dropped due to decreased price and
production. Long before the state ran out of the deficit,
it would run out of savings.

1: 39: 34 PM

Conmi ssi oner Hoffbeck noved to slide 8 titled "D mnished
Budget Reserves." In 2013 the state had about $16.3 billion
in the conbined Statutory Budget Reserve (SBR) and the
Constitutional Budget Reserve (CBR). For the end of FY 17,
he projected $4.6 billion, and $2.1 billion at the end of
FY 18, which would be the last budget year to rely on
savings before they were depleted. The status quo would
nean the state would run out of time. He spoke to the need
to save noney in the CBR for unexpected expenditures, to
meet budgetary expectations in a given year, and as a
liquidity bank in order to pay the state's bills on a daily
basis. The best way to do this was to use the CBR as the
liquidity portion for the Permanent Fund Earnings Reserve
to pay back as gains are realized so the fund is not forced
to realize gains artificially to cover cash draws.

1: 41: 36 PM

Comm ssi oner Hof f beck addressed the question of how to best
solve the fiscal <crisis wth a sustainable draw and
dividend on slide 9. He turned to slide 11 and addressed
t he Permanent Fund structure, which included the principle
($39.4 billion non-spendable funds plus $4.7 billion in
unrealized gains), and the earnings reserve account
($8.6 billion), which was available for expenditure. He
directed attention to slide 12 and addressed how the
Per manent Fund worked. He referred to statutory net incone,
whi ch included realized gains from dividends, fixed incone,
real estate investnents, sold equities, and anything that

generated cash on an annual basis; it flowed from the
principle of the fund to the Earnings Reserve Account (ERA)
for a total of about $3 billion annually. He explained a

five-year average was used to determine the anount
avai l able for appropriation. Half of that anmount paid the
dividend. The remainder was used to inflation-proof the
Per manent Fund.

1: 44: 30 PM
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Conmi ssioner Hoffbeck noved to slide 13 titled "The
Per manent Fund: Earnings." He shared the noney generated by
the fund far exceeded oil and gas tax and other
unrestricted revenues. He stated it was unlikely the oil
price would exceed earnings from the fund, wth the
exception of a few anomal ous years. The Permanent Fund was
the state’s l|argest asset and would continue to be going
into the future. He addressed the problem on slide 14. He
detailed that absent change, the earnings reserve would
al so be depleted by 2023. It would create a situation where
the state could not pay the bills or pay the dividend.
Sonet hi ng nore forward-1 ooki ng was needed.

1: 46: 25 PM

Comm ssi oner Hoffbeck spoke to slide 16 titled "Wy Use
Per manent Fund Earnings?" The current UG- budget was about
$4.2 billion, which created a $2.8 billion budget gap in
FY 18. He addressed potential tools to address the gap
including a nmotor fuel tax increase, another broad-based
tax increase, a corporate income tax increase, oil tax
credit reform and maxi mum proposed cuts of $750 mllion.
The itenms totaled $1.6 billion. The only thing capable of
solving the total problem was wusing earnings from the
Per manent Fund.

Representative WIson asked which of the options fell under
current or future proposed legislation. She asked for
clarification on the itenms |isted on slide 16.

1:49: 12 PM

Comm ssi oner Hoffbeck replied the notor fuel tax bill was
currently in play. There was no broad-based tax bill at
present. The corporate income tax legislation had been
prepared by the governor and another related bill had been
proposed by Vice-Chair Gara. As he understood it, the House
was tal king about introducing a bill related to oil and gas

tax credit reform The cuts proposed item was based on
nodel | i ng. The cuts proposed on the slide used the Senate's
nunber .

1: 50: 23 PM

Commi ssi oner Hof fbeck noved to slide 17 titled "How Shoul d
W Use the Permanent Fund?' He referred to significant
di scussion about the reason for the establishment of the
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fund. He read |anguage from the ballot initiative that had
establi shed the constitutional anendnent for the Permanent
Fund:

“Thi s pr oposal , i f approved, would anmend the
Constitution of t he State of Al aska by -
establish[ing] a constitutional permanent fund into
which at least 25 percent of all [mneral royalties]

received by the State would be paid. The principal of

the fund would be wused only for incone-producing
investnments permtted by |law and the incone from the
fund would be deposited in the general fund of the
State and be available to be appropriated for

expenditure by the State unless otherw se provided by
l aw. ”

Comm ssi oner Hoffbeck highlighted that the constitutional
| anguage does not include availability of the income from
the fund for appropriation for expenditure, but had been on
the ballot initiative.

Co-Chair Foster recognized Representative Kawasaki had
j oi ned the neeting.

Comm ssi oner Hof fbeck noved to slide 18 and addressed how
the state should use the fund. He stated the fund was
intended to be multi-generational and needed to be
sust ai nabl e over the long-term the fund needed to grow at
the rate of inflation at a mninum The fund needed to
provide a dividend. As long as the earnings reserve was
being utilized as a conduit for the cash for appropriation,
the account had to be able to bridge years wth |ower
ear ni ngs.

1: 53: 54 PM

Representative Genn asked if there would be an investnent
phil osophy change within the Alaska Pernanent Fund
Corporation (APFC) regarding the nmanagenent of the fund if
the funds began to be used for the state.

Comm ssi oner Hof f beck answered the nodelling did not assune
a change in fund managenent. He outlined that the dividend
was the only draw and that inflation-proofing was the other
| arge draw but went back into the corpus, whereas what was
proposed was twice that size. He believed it would be
possible to work out a plan where the CBR was used for
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daily expenditures and when gains were realized they would
be transferred to DOR to pay back the CBR Currently, the
projections from the APFC showed that it earned around
90 percent of its earnings every year. The fund should be
realizing nore than enough annually wthout having to
change its structure.

1: 56: 09 PM

Conmi ssi oner Hof fbeck continued to address slide 20 related
to how the fund should be used. He stated that the plan
needed to be rule-based. It need to have rules for saving,
spendi ng, and paying out the dividend. He thought that once
new rules were in place, the legislature would foll ow those
rules, which were international best practice. He briefly
hi ghlighted slide 21 that included exanples of rule-based
framewor ks used for other sovereign wealth funds. Exanples
i ncl uded Si ngapore, Kazakhstan, and Norway.

Vice-Chair Gara asked for verification the admnistration
was proposing a 5.5 percent draw from the Pernmanent Fund.
He referred to talk about whether it should be a
4.25 percent or other draw. He asked for verification that
none of the nunbers would work in a catastrophic year.

Conmi ssioner Hoffbeck answered that 1in the event of
multiple catastrophic years in a row, it was a fair
statenent, but that it was not the history of the market
for this to occur. In the proposal, there was a provision
for a three-year review which would act as a safety net

allowwng for adjustnent. It would not work with three or

four years of catastrophic returns in any nunber.

Vice-Chair Gara stated he was not being critical, it was
just the reality. He spoke to the structure of the ERA
whi ch was based on realized earnings rather than the actual
growh of the Permanent Fund. He noted that net earnings
woul d present a problem regardl ess of whether the draw was
moved by a quarter percent.

Comm ssi oner Hof f beck answered "fair enough.™

2:02: 00 PM

Commi ssi oner Hoffbeck noved to slide 22 and continued to
address how the Permanent Fund should be used. He stated
that the system needed to renove volatility. The graph
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presented UG- revenue in the yellow line and the blue
dashed line represented UG- budget. The volatility was
apparent, particularly in the revenue. He specified that FY
07 and FY 08 showed $11 billion [in UG revenue], and by FY

16 revenues had been about $1 billion. The change neant
that ten years later the state had to figure out how to
deal with $10 billion less revenue. Flattening out some of

the volatility was a desirable result that should be sought
in any proposed plan. He spoke to volatility that had been
shown to create slower economc growh within the market.
Wth nearly 100 percent reliance on a comodity with highly
volatile prices, there is a situation of trenmendous
volatility. Returns were volatile too, but that could be
accounted by wusing a five-year |ookback and a draw
conponent .

2:04: 11 PM

Comm ssi oner Hoffbeck turned to slide 23 and spoke to the
need to meximze the use of Permanent Fund earnings. The
nodelling mantra was to fill as nuch of the gap as
possible, yet even with that nmethod there was still a
significant gap of $700 mllion to $1 billion to be filled.
Leaving significant noney on the table was not using the
fund as effectively as possible.

2:05:33 PM

Comm ssioner Hoffbeck addressed the  bill sumary  on
slide 25. The plan before the commttee was essentially the
result of the hearing process from the previous year. The
bill included I|anguage that had passed the Senate the
previ ous year.

Last year, the 29th Legislature held 39 hearings on
the Al aska Permanent Fund Protection Act (SB128,
HB245, and SB5001):

e SSTA: 10 hearings, including 2 days of public

t esti nmony

« SFIN. 10 hearings, including 1 days of public
t esti nmony

e HFIN. 19 hearings, including 4 days of public
t esti nmony

O her bills addressing the wuse of permanent fund
earni ngs were al so consi dered:
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e SB114 (Sen. MQuire): 7 hearings in SSTA 9
hearings in SFIN

e HB303 (Rep. MIlet): 4 hearings in HFIN
e HB224 (Sen. Hawker): 4 hearings in HFIN

HB61 is the same as the CS for SB128, but w thout
provi sions re.:

« CBR managenent
* APFC procurenent
 Spendi ng cap

2:07:30 PM

Vice-Chair Gara requested projections for how each of the
itenms woul d inpact future dividends.

Comm ssi oner Hoffbeck spoke to nodelling that would be
presented in the commttee the foll ow ng day.

Representative WIson asked why the CBR nanagenent, APFC
procurenent, and the spending cap had been renoved fromthe
current bill.

Conmi ssi oner Hoffbeck answered there had been concern the
CBR was not generating great enough returns and that the
Per manent Fund coul d generate higher returns if the CBR was
noved there. He referred to a study done that stated that
it was inconsequential whether the noney stayed where it
was or moved to the Permanent Fund, with simlar costs and
returns. It had earned nore the previous year because it
needed to be set aside in a safe and liquid fashion as it
woul d be needed for governnent services. If it were sitting
in the Permanent Fund, the same restrictions would apply.
One of the things the Permanent Fund was not set up for was
cash managenent on a daily basis - there was only one draw
annually to pay the statutory net inconme into the earnings
reserve. The DOR had to pay bills daily, and had a
sophi sticated cash nmanagenent system in place. The
structure would have to be recreated in the Permanent Fund,
and did not exist at present. Once a fiscal plan had been
devel oped, it could be approached nmuch nore aggressively
and see simlar strong returns.

2:11: 46 PM
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Comm ssi oner Hof fbeck continued to answer the question from
Representative  WI son. He addr essed Per manent Fund
procurenent and the spending cap. The departnent agreed
that the Permanent Fund should have the procurenent
exenptions, but felt that it did not need to be addressed
in the current proposed |egislation. The spending cap dealt
with issues other than o0il and gas revenues and the
Per manent Fund dealt with a spending cap on other revenues
that came into the UG. It did not inpact restructuring of
t he Pernmanent Fund but was a broader cap for all governnent
spending and it was felt that it should be heard outside
the current | egislation.

Representative WIson thought the spending cap was one of
the nost inportant parts of a current plan. She wondered
why using the existing structure could not get to the sane
point, perhaps with a check in place in the form of a set
anmount .

Comm ssi oner Hoffbeck replied he would address the question
later in the presentation.

Representative Pruitt asked if the intent was to nove nobney
once per year or whether some kind of cash managenent of
the ERA woul d be put in place.

Comm ssi oner Hof fbeck answered that the idea was to create
a structure where cash could be accessed as needed, rather
than a large pool. The CBR could be the liquidity bank. The
Department of Revenue (DOR) could borrow noney fromthe CBR
as long as it paid back the noney by the end of the fisca

year. Once gains were realized, the noney would be
transferred over. A portion of the CBR would not have great
returns due to the liquidity.

Representative Pruitt surm sed the CBR could be managed by
APFC as long as the noney was paid back. He asked whether
the issue was ensuring that DOR nmintained control of the
noney. He spoke to the provision that the funds needed to
be liquid. He wondered if the provision was statutory or
constitutional.

2:16:49 PM

Comm ssi oner Hof fbeck answered the departnent could manage
the CBR without |egislative action. The departnment had a
robust cash nanagenent system for around $400 mllion per
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nmonth, and tried to have liquid as short a period of tine
as possible. In order to nove the CBR to the Pernmanent
Fund, it would have to establish a process for doing the
same thing, so it was a sinpler process to leave it where
it was.

Conmmi ssi oner Hoffbeck turned to slide 26 and continued to

address the bill summary. The bill outlined a long-term
plan with three fornulas. There were two conponents to the
sust ai nabl e dr aw: 5.25 per cent Per cent of Mar ket

Val ue (POW) draw and a draw limt. The sustainabl e dividend
formula was 20 percent of UG- and 20 percent of the POW to
pay dividends. Inflation-proofing would becone a four tines
draw process.

Conmmi ssi oner Hoffbeck turned to slide 27 and continued to
address the bill summary.

Co-Chair Seaton pointed to slide 26 and the 5.25 percent
POW sustainable draw formula. He pointed to the white
paper, page 4, which gave average return of 5 percent. He
asked the conm ssioner to address the average return.

2:20: 02 PM

Comm ssi oner Hoffbeck replied he woul d address the question
on slide 28.

Vice-Chair Gara discussed the constitutional requirenment to
put 25 percent into the CBR He furthered that at sone
point the anount for new fields had been changed to 50
percent, but former Representative Norm Rokeburg had
subsequently reduced the requirenent back to 25 percent. He
asked why that did not succeed.

Comm ssi oner Hoffbeck answered the previous bill had a
trigger which calculated that the reduction in the deposit
into the corpus would reduce an individual's dividend by $7
and had an automatic trigger which shut it off after a few
years.

2:21:20 PM

Comm ssi oner Hof fbeck addressed slide 27 and highlighted
that 25 percent of the royalties would go into the
principle of the fund. As wth the current structure,
statutory net incone would be how the noney from the
principle of the fund noved into the ERA. The ERA woul d pay
into the General Fund rather than into the dividend fund

House Fi nance Conmmittee 10 02/02/17 1:31 P. M



under t he | egi sl ation, maki ng it avai |l abl e for
appropriation, and under the 20/20 formula, 20 percent of
the POW draw and 20 percent of the nonies outside the
corpus would create the dividend. Mney would flow through
the GCeneral Fund into the dividend fund, rather than
directly into the dividend fund. The other difference was
in the inflation-proofing transfer from the ERA back into
the principle, where in the current legislation there was a
four tinmes draw structure. The reason they had tried to
limt the nunber of changes as nmuch as possible was to give
confidence to the public of the plan’s durability.

2:23:25 PM

Comm ssi oner Hoffbeck noved to slide 28 and spoke to the
5.25 POW draw. The average fund value was calcul ated by
using the first five of the last six years and the 5.25
percent was applied to that average to determne the fund
draw. For 2012 to 2017, the average fund bal ance was $48.1
billion, 5.25 percent of which was $2.5 billion for paying
di vi dend and governnent expenditures.

Representative CGuttenberg asked about the reasoning behind
the formul a.

Comm ssi oner Hof f beck answered that using the first five of
the six years avoided trying to calculate for the nopst
recent year, which would not be fully audited and closed
out when it was needed. He returned to addressing slide 28
stating 5.25 percent of $48.1 billion was $2.5 billion. As
long as the fund was increasing in value, that equated to a
4.7 percent draw for 2017. He conceded the nethod was
aggressive, but thought it was sustainabl e.

2:26:34 PM

Conmi ssi oner Hoffbeck turned to slide 29 and addressed what
woul d happen if there was a POW draw that was added to
current revenue. The chart showed the inpact of oil
revenues. The bottom line of the chart represented oi
prices. The full earnings reserve draw was needed in order
to get to the high $3 billion and to close the gap enough
If oil prices reached $95 to $100 per barrel, the draw
woul d not be needed; the draw would be shut off during
t hose tines.
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Representative WIson did not understand why all of the
ot her changes were necessary. She believed the vyellow
portion of the chart reflected the 5.25 percent.

Comm ssioner Hoffbeck answered in the affirmative: the
yel l ow represented the 5.25 percent POW draw. The bl ue was
current revenues from oil and gas, and the green
represented other revenues.

Representative WIson asked whether there would be a
sust ai nabl e budget w thout all of the other changes in the
bill.

Comm ssioner Hoffbeck answered in the affirmative. He
stated that few were forecasting oil prices higher than $55
per barrel. He underscored that the graph was not a tine
series, but represented various price points for oil per
barr el

Representative WIson stated the way she read the chart
nmeant they were not that far off. She did not believe they
needed to go much further and could reach a sustainable
budget without necessarily naking all of the changes in the
| egi sl ation.

Comm ssi oner Hof fbeck answered that current oil prices were
about $55 per barrel. They were not facing $65 per barrel
in future years. The average price for the current year was
$50 per barrel. The chart represented a spot in tine. He
poi nted out the yell ow bar was net a $1, 000 di vi dend.

Representative WIson requested the actual dollar anount
for 6 percent or other. She stated it was difficult to
determine in the present graph.

Commi ssi oner Hoffbeck replied that at $60 per barrel oil
(higher than current prices) and current spending, they
were |ooking at a $700 mllion gap, with a $1, 000 dividend,
and $1.3 billion gap with a $2,000 divi dend.

2:32:43 PM

Conmi ssi oner Hof fbeck mentioned that the draw limt was a
very elegant solution that was developed in the hearing
process, in Senate State Affairs conmttee during the
previous |egislative year. He explained that the draw limt
reduced the POW draw by a dollar-for-dollar basis, once
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the UGF production taxes and royalties exceed $1.2 billion.
After that, the draw on the dividend would be reduced on a
dollar-for-dollar basis on any additional oil and gas taxes
and royalties that the state received, thereby slowy
turning off the dividend draw as those revenues increase.

2:33:48 PM

Co- Chair Seaton asked if he was including the liability the
state currently had for production tax credits.

Comm ssi oner Hof fbeck responded in the negative.

Co-Chair Seaton clarified that the state would be limting
its revenue although the liability for tax credits could be
i ncreasi ng, dependi ng upon expenditures decided on by third
parties.

Comm ssi oner Hof fbeck responded that the actual liability
woul d cone out of appropriation and would not slow when the
above-nentioned trigger occurred. The anmpunt of $1.2
billion was actual severance tax and royalties wthout a
deduction for credits.

Co-Chair Seaton was concerned with the idea of credits
running the state into additional deficits. If the price of
oil increased, one would expect nore liability for the
state, and it should be factored in.

2: 35: 59 PM

Representative Pruitt asked if credits were determ ned when
DOR put out the Revenue Sources Book, or were deened a UGF
expendi t ure.

Conmi ssi oner Hoffbeck responded that it was portrayed in
different ways in the book. He added that credits against
liabilities wer e a revenue reducti on and not an
expenditure, and woul d appear as |ess revenue from oil and
gas.

2:37:22 PM

Vice-Chair Gara was concerned about not being able to use
the excess state revenue. He was wondering when the state
woul d reach oil prices of $70 per barrel
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Conmmi ssi oner Hof fbeck was unsure if the state would cross
the $70 price point in the com ng years.

Vice-Chair Gara asked if it was fair to assunme it would be
a least five years before the state saw $70 per barrel.

Comm ssi oner Hof f beck agreed.

2:39: 28 PM

Conmi ssioner Hoffbeck continued to slide 31. Under the
| egi sl ation, when the earnings reserve exceeds four tines
the annual POW draw, the extra noney gets deposited back
into the corpus of the fund. The feedback |oop becones the
i nflation-proofing mechanism for the corpus of the fund.
The draw would shrink as oil prices rise, the earnings
reserve would grow faster, and the feedback |oop would be
reached earlier, giving nore noney into the corpus. As the
corpus grows, the 5.25 percent draw increases. Eventually
the fund begins to grow at a faster rate. It did restrict

revenues early on, and $1.2 billion was a conprom se nade
with the Legislative Finance Division. There was a limted
anount of noney in the system He agreed that the bill did

not allow for a capital program There was not enough noney
to cover it and expenditures.

2:41: 22 PM

Comm ssioner Hoffbeck spoke to a sustainable dividend
formula on slide 32. The bill guaranteed a $1, 000 dividend
for the first two years. Subsequently, it would be 20
percent of UG- royalties, plus 20 percent of the 5.25
percent POW draw. He noved to slide 33 titled "Inflation
Proofing Transfers":

« AS 37.13.145(c) currently provi des for annual
inflation proofing transfers fromthe ERA to corpus

« The ERA needs a sufficient balance to be able to neet
the draw each year (“ERA durability” concern)

e Bill provides that the ERA balance over 4 tines the
maxi mum 5. 25 percent draw (after current year draw) is
transferred to corpus instead

Comm ssi oner Hoffbeck elaborated on slide 33. He referred
to a question from Vice-Chair Gara earlier related to
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mul tiple years of bad returns. The four tinmes draw coupl ed
with the three-year review period allowed the departnent to
take corrective action if needed before the fund was fully
depl et ed.

Representative Pruitt asked how long it would take to get
to the point illustrated, under the current scenario. He
asked if it could be an ongoi ng scenari o.

Comm ssi oner Hoffbeck replied that he would foll ow up.

2:44:53 PM

Comm ssi oner Hoffbeck turned to slide 34 titled "Timng
Matters”

e Review franework in three years
* Imediate effective date (potentially in FY17)

* Timng of transfers:

o In the past, appropriations fromthe ERA occurred
in the FY prior to using the noney, i.e., the
dividend was forward-funded. For exanple, noney
for the COctober 2015 dividend (paid during FY16)
was appropriated on June 30, 2015 - the last day

of FY15.

o To accomopdate the UG- use, the appropriation
from the ERA wll now occur in the sanme FY. In
ot her wor ds, i nst ead of t he FY18 ERA
appropriation being used in FY19, it will be used
for FY18.

Comm ssi oner Hof fbeck spoke to an accounting anomaly that
had occurred in FY 16. The dividend paynent for FY 16 had
been funded in the FY 15 budget. In the FY 16 budget the
| egi sl ature had stopped forward-funding the dividend; the
FY 17 dividend had been paid in FY 17. There was a hole in
FY 16, which did not show a transfer of the dividend. Sone
of the slides showed a different balance related to the
di vi dend. The LFD and OVB followed the statutory
provisions, which is the transfer did not occur in FY 16,
but the Permanent Fund records reflect a transfer in FY 15,
resulting in a difference in nunbers.
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2:47:47 PM

Comm ssi oner Hof f beck provi ded a concl usion on slide 36:

e Sustainably provides billions to the general fund
(when needed)

e Preserves the dividend program

e Stabilizes the budget to give investors confidence in
our future

Comm ssi oner Hof f beck el aborated on the slide. As long as a
fiscal plan was not conplete, there would always be
i nvestor concern. The private sector was very clear that it
wanted to see a conplete fiscal plan. Slide 37 included a
sectional anal ysis:

e Section 1: Review framework in 3 years
e Section 2: Royalties to the principal

e Section 3: Conform ng Arendnent (CA)

e Section 4: POW and draw limt fornulas
e Section 5: CA

e Section 6: Appropriations from ERA to general fund and
pri nci pal

* Section 7: Dividend appropriation (20/20 formnula)

« Section 8: CA

« Section 9: CA

e Section 10: $1, 000/ person dividend in 2017 and 2018
e Section 11: CA

e Section 12: CA

e Section 13: CA and repeal |anguage re. CBR investnent
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e Section 14: CA

e Section 15: Immedi ate effective date

2:50: 37 PM

Co-Chair Foster pointed to slide 28 that included a POW
calculation. He asked for an exanple of how all the
cal cul ati ons worked and how they would be equated to how
the dividend was paid out. He was interested in the
spreadsheet that had been used to nodel the information.

Vice-Chair Gara referred to his earlier request related to
a 10-year projection for dividends under each of the bills
and asked for a spreadsheet.

Conmi ssi oner Hoffbeck answered in the affirmati ve.

Representative Otiz asked for a quick sunmary on the draw
[imt.

Comm ssi oner Hof f beck poi nt ed to slide 30. Once
$1.2 billion is received through severance taxes, royalties
not going into the corpus, for every additional dollar
received from oil taxes and royalties, the draw from the
di vidend is reduced by one dollar.

Representative Otiz asked how tax credits related to the
formula, and how often the $1.2 billion marker was reached.

Conmi ssi oner Hoffbeck replied that he would bring nodelling
in to present to the commttee.

Representative CQuttenberg asked about production tax and
royalties. He wondered whether nodelling would show what it
would look like if it had been raised above $1.2 billion.
He asked about the extent of an artificial spending cap.

Comm ssi oner Hoffbeck answered in the affirmative. The
answer cane wWith a secondary calculation as in order to
allow for a larger cap, it would start at a | ower point and
required less than 5.25 percent draw due to the feedback
| oop.

2:54: 49 PM
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Representative Genn pointed to slide 33 regarding
inflation-proofing. He asked about the decision for the
bill to provide that the ERA balance over four tinmes the
maxi mum 5.25 percent draw, which would be transferred to
t he corpus instead.

Conmi ssi oner Hoffbeck answered there was no downside to
having at |east one extra year's revenue in the fund so the
fund would not be depleted in the three-year tine period
The departnment chose the tine period because it wanted the
review to occur within one gubernatorial term to avoid new
staff having to nake decisions at the tinme of the deadline.

Representative Pruitt referred to the presentation's
nmention that 5.25 percent was aggressive. He asked if the
risk in the current budget resided with oil taxes and the
volatility of oil prices.

Conmi ssi oner Hoffbeck answered in the affirmati ve.

Representative Pruitt asked about putting risk in the
Per manent Fund by being aggressive wth the POW nunber. He
asked what pressure was placed on APFC.

Comm ssi oner Hoffbeck answered it would change the dynamc
at APFC and would add scrutiny to its annual returns. He
did not believe it was overly aggressive but sinply used as
much revenue as possible under the existing process. The
corporation would feel pressure in a down year. He did not
want to be so concerned that the fund ended up being
underutili zed.

2:59: 19 PM

Representative Pruitt asked for verification that he would
agree with giving sonme of the procurenent tools to the
Per manent Fund.

Comm ssi oner Hof f beck answered "absol utely."

Vice-Chair Gara had been surprised the four tines draw was
a political calculation.

Conmi ssi oner Hof fbeck answered that the four tines draw was
not political calculus, just the three-year review period.
They wanted to ensure that there was at |east one review
period within every gubernatorial cycle.
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3:00: 23 PM

Co-Chair Seaton surm sed that inflation-proofing would not
t ake place for a nunber of years. He asked for the cal cul us
behi nd t he net hod.

Conmi ssi oner Hoffbeck answered if the Permanent Fund net
its 6.95 percent projected return, the fund would grow with
inflation, even wth the draw occurring. Wthout the
inflation-proofing |oop, putting noney into the corpus,
eventually the earnings are realized and would flow out of
the fund. Even though there would not be a deposit back
into the corpus in the first few years, it is expected that
the fund would grow at a rate that would account for
inflation and for the draw. The feedback loop is needed to
take the noney from where it can be spent to the corpus
where it would be | ocked up for perpetuity. The fund itself
woul d grow with inflation, but the corpus is not inflation-
proofed w thout that feedback | oop.

Co-Chair Seaton pointed to page 2 of the |egislation where
di stributable incone was deleted but not net income. He
asked if the POW was just to have transfers to the
earnings reserve and the draw was not based on the item He
was trying to determne the calculation. He pointed to page
2, Section 3, line 17.

Conmi ssi oner Hof fbeck asked for clarification.
Co-Chair Seaton referred to the calcul ation of net incone.
He asked if the sole purpose of the net incone calculation

was to determ ne what went into the earnings reserve.

3:04: 00 PM

Conmi ssioner Hoffbeck answered in the affirmative. He
detailed the statutory net income calculation is for how
much is noved out of the fund for appropriation. The entire
POW process could be done wthout that conponent. They
left it in to ensure the public that they were not
jeopardi zing the fund and in fact the bill would be cleaner
if it were sinply 5.25 percent of the five-year average was
avai l able for appropriation. It had been included to give
confort that the admnistration was not doing sonething
sheaky.
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Co-Chair Seaton |ooked at slide 29 of the presentation
related to the POW draw and restriction. He asked if the
purpose was to limt future legislatures’ ability to carry
out infrastructure and deferred maintenance so that any
ot her nonies had to conme from ot her revenue sources.

Comm ssi oner Hof fbeck answered in the negative. The purpose
was to avoid hyper-inflating spending in years with high
oil prices. It flattened revenues available for governnent
spending. It allowed the feedback loop for inflation-
proofing. It allowed to draw nore know ng that the earnings
reserve would feed back into the corpus and kept from
over heating governnent spending. There was only so nuch
available to spend in a given year.

3:07:01 PM

Represent ati ve Kawasaki nmentioned capital budget years and
suggested there were also large operations budget
additions. He referred to an extra $1, 200 dividend provided
by former Governor Sarah Palin [for energy costs]. He
di scussed the spike in the price of energy with oil prices
at $80 to $90 per barrel.

HB 61 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Foster addressed the schedule for the follow ng
day.

#
ADJ OURNIVENT

3:08: 40 PM

The neeting was adjourned at 3:08 p. m
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