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HB 115 | NCOVE TAX; PFD CREDI T; PERM FUND | NCOMVE
HB 115 was HEARD and HELD in commttee for
further consideration.
CSSB 26( FI'N)

APPROP LIM T & PER FUND: DI VI DEND; EARNI NGS

CSSB 26(FIN) was HEARD and HELD in commttee for
further consideration.
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Co- Chair Foster addressed the neeting agenda.

#sb26
CS FOR SENATE BILL NO 26(FIN)

"An Act relating to an appropriation limt; relating
to the budget responsibilities of the governor;
relating to the Al aska permanent fund, the earnings of
the Al aska permanent fund, and the earnings reserve
account; relating to the nental health trust fund;
relating to deposits into the dividend fund; relating
to the calculation and paynent of pernmanent fund
di vidends; and providing for an effective date.”

9: 05: 55 AM

RANDALL HOFFBECK, COW SSI ONER, DEPARTMENT OF REVENUE
addressed a Power Point presentation titled "Pernmanent Fund
Protection Act CSSB 26 (FIN)" dated March 28, 2017 (copy on
file). He relayed that nuch of the information in the
presentation was previously presented therefore, he would
skip over slides. He read from slide 3 related to the
i nt ended use of Permanent Fund ear ni ngs.

USE OF PERMANENT FUND EARNI NGS

“This proposal, if approved, would anend the
Constitution of the State of Alaska by
establish[ing] a constitutional pernmanent 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 used only for
i ncone- produci ng investnments permtted by |aw and
the income from the fund would be deposited in
the general fund of the State and be available to
be appropriated for expenditure by the State
unl ess ot herw se provided by |aw.”

Bal | ot Proposition No. 2
Per manent Fund from Non- Renewabl e Resour ce
Revenue Constitutional Anmendnent

Co-Chair Foster noted that Representative Kawasaki had

joined the neeting. He asked commttee nenbers to hold
guestions until the end of the presentation.
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Comm ssioner Hoffbeck turned to slide 4 and spoke to the
guestion "Wy use Pernmanent Fund earni ngs?"

FY18 Budget $4.2 billion
FY18 Budget Gap $2.8 billion

Potential Tools to Close the Gap

Mot or Fuel s Tax I ncrease $0.1
Broad Based Tax $0. 6
Q| Tax Credit Reform $0.1
Max. Cuts Proposed (over 3 years) $0.75
SB26 (net dividend) $1.9
9:08: 57 AM

Commi ssi oner Hoffbeck addressed slide 5 titled "Structure
for using the Pernmanent Fund":

1. Rul e-Based Franework (Saving, Spending, D vidend)
2. Stabilize the Budget

3. Protect the Dividend

4. Protect the Permanent Fund

5. Maxi m ze the use of the Earnings Reserve

Comm ssioner Hoffbeck noved to slide 6 titled "CSSB 26
Structure Review' that addressed the bill structure via a
chart. He relayed that the status quo did not neet any of
the five key points listed on slide 5 He added that SB26
al one would eventually degrade the corpus of the Pernmanent
Fund (PF) and risk depleting the Earnings Reserve Account
(ERA) over time. He voiced that SB 26 with a full fiscal
plan met all the five elenents of the defined structure for
use of the fund.

Co- Chair Foster noted that Representative Pruitt had joined
t he neeting.

Conmi ssi oner Hof fbeck turned to the chart on slide 7 titled
"CSSB26 Revenue Review." He reported that SB 26 contained

an appropriation spending cap of $4.1 billion that excluded
the Capital budget and debt. In FY 18, exi sting
undesi gnated general fund (UGF) revenues were $1.6 billion
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and the planned ERA draw would be $1.9 billion, leaving a
deficit of $0.6 billion. He turned to the graph on slide 8
titled "Median UG- Revenue and Budget" that depicted the
state's deficit over tine.

9:11: 50 AM

Cormmi ssi oner Hof f beck advanced to slide 20 titled "CSSB 26
Scenari o Mbdel ed":

Deposits: 25% of royalties deposited into the
per manent fund.

Dr aw Cal cul ati on
Maxi mum POW:

For first 3 years, 5.25% of the average val ue of
the fund in the first 5 of the last 6 years.

Beginning in FY 2021, 5% of the average val ue of
the fund in the first 5 of the last 6 years.

Draw Limt: The nmaxi mum POW anount is reduced by $1
for every $1 that UGF royalties and production taxes
exceed $1.2 billion.

Di vi dend Cal cul ati on:

25% of the nmaximum POW calculation (before
applying the draw limt).

Overwiting the above cal culation, the dividends
for CYy2017, Cy2018 and CY2019 are $1,000 per
person (the fund starting value accounts for the
CY17 divi dend).

Inflation Proofing: Any ERA balance over 4 tines the
full POW calculation (after the current year draw) is
transferred to the corpus.

Conmi ssi oner Hof f beck addressed the difference between the
current version of the bill and the original bill. He noted
that the original version of the bill specified that the
POW was 5.25 percent for the life of the plan. In the
original version, the Permanent Fund D vidend (PFD) was
calculated at 20 percent of the maxi num POW cal cul ation
plus 20 percent of the royalty revenue. A $1,000 PFD was
guaranteed for two years. Additionally, the current version
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extended the $1,000 dividend another year for a total of
three years. He turned to slide 21 titled "CSSB 26
Scenari os Model ed. "

SB26 with Full Fiscal Plan (full deficit closure, no
addi tional draws)

The nodel assunes that the permanent fund framework is
i mune to any UGF deficit

This neans that there are no unplanned w thdrawals
fromthe ERA

SB26 with no other Measures (structural deficit
remai ns, requires additional draws)

The nodel uses the $4.1 billion appropriation limt in
SB 26 plus OWB's capital and debt paynment budgets as
t he budget assunption

Any deficit remaining after the planned w thdrawal
fromthe ERA is filled first from the CBR after the
CBR is depleted, budget deficits are filled by
unpl anned withdrawals fromthe ERA

SB26 with $750 mllion in cuts over 3 years

The nodel uses the $4.1 billion appropriation limt in
SB 26 plus OWB's capital and debt paynment budgets as
t he budget assunption

Deficits are reduced increnentally by $300, $250, and
$200 million. Any deficit remaining after the planned
w thdrawal fromthe ERA is filled first from the CBR
after the CBR is depleted, budget deficits are filled
by unpl anned withdrawal s fromthe ERA

Comm ssi oner Hoffbeck noved to slide 22 and spoke to a
graph titled "Budget Assunptions.” He relayed that the
graph depicted the difference in the budget assunptions of
the three scenarios. The gold bar represented SB 26 wth
$750 million in cuts, the green dash represented the budget
under O fice of Mnagenent and Budget's (OwB) 10 - year
plan, and the blue dash line represented SB 26 plus the
capi tal budget and debt service. The spending cap in the
bill mrrored the budget forecast provided by QOVB.
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9:15:39 AM

Comm ssioner Hoffbeck turned to slide 27 titled "UGF
Revenue with POW and Draw Linmt" and addressed a graph
titled "UG Revenue & G| Price."

A formula that includes a draw limt:

Gradual ly reduces the anmount drawn from the ERA
as oil revenues increase

Stabilizes UG revenue through a range of oil
prices

Gows the fund nore, producing |arger draws and
di vidends in the future

Conmi ssi oner Hoffbeck noved to slide 28 titled " SCENARI O
UG- Revenue wthout Draw Limt" and spoke to the graph
depicting the scenario. He pointed to the revenue
volatility created without a draw limt. He noved to slide
29 and spoke to the scenario showng UG- revenue with a
draw limt. He noted that the revenue volatility evened
out. He turned back to slide 28 and noted that the draw in
2041 was $5.6 billion under a volatile structure w thout a
draw |imt conpared to $7 billion reported on slide 29,
which "turned off the use of the fund® and preserved funds
when revenues where high. He added that over tine, the draw
limt also had an inpact on avail abl e revenues.

9:18: 18 AM

Commi ssi oner Hof fbeck advanced to slide 32 titled "CSSB 26,
Full Fiscal Plan." He noted that the graph depicted the
unrestricted general fund (UGF) available from the ERA He
reported that with a full fiscal plan the draw grew from
$1.867 billion in FY 18 to $3.296 nomnal or $1.954 billion
real dollars in 2041. He turned to slide 33 titled "CSSB
26, No Fiscal Plan" and pointed out that the graph showed
the 2041 value at $2.489 billion nom nal or $1.475 billion

and represented a loss. Slide 34 included a line graph
showing UG- revenue titled "CSSB 26 Mbdeling Conparison
UGF Revenue - Funds Available for Services." He sumarized

that the status quo line over tinme without a fiscal plan
depicted the noney available for governnent services was
degraded. He skipped to slide 37 that illustrated dividend
durability under CSSB 26 wth a full fiscal plan. He
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explained that in FY 18, the nedian value of the dividend
was $1000 and by 2041 was $1,606 nominal or $941 in rea
dollars, which grew at a rate close to inflation but did
represent 6 percent |ess purchasing power over tinme. He
scrolled to slide 39 titled "CSSB 26, No Fiscal Plan" that
included a line graph showing the status quo effect on the
di vidend declining to $1,277 nominal or $749 real dollars
in 2041. He noved to slide 39 titled "CSSB 26 Mbodeling
Conmparison: Dividend" that graphed the dividend over tine
under the different plans. He observed that the Senate's
plan for SB 26 with $750 million in cuts equated to a ful
fiscal plan, but whether that nunmber of cuts could be
achieved was questionable. He pointed to the dotted Iline
that represented the status quo precipitously declining
beginning in 2024; at that point the Constitutional Budget
Reserve (CBR) and excess revenues in the ERA were depl eted,
whi ch threatened a dividend paynent. The graph also showed
t he degradation of the dividend over tine

9:22:40 AM

Conmi ssi oner Hof f beck addressed CSSB 26 inflation proofing
and fund durability in the following slides. He turned to
slide 43 titled "CSSB 26, Full Fiscal Plan - Fund Size." He
i ndicated that the corpus of the PF was approximtely $54
billion which grew to $111 billion nomnal or $65 billion
in real dollars by 2041 under the full fiscal plan. The ERA
failure rate over 24 years was |less than one percent. He
characterized the full plan as "close to a slam dunk." He
reviewed Slide 44 titled "CSSB 26, No Fiscal Plan" that
showed the scenario losing real value at $78 billion
nom nal or $46 billion in real dollars by 2041 and that the
ERA failure rate slid to 46 percent. Slide 45 titled "CSSB
26 Modeling Conparison: Fund Size - Nomnal Fund Value"
included a line graph showi ng representations of various
plans including the status quo and the different versions
of SB 26. He concluded on slide 49 that contained a sumary
of the bill.

CSSB 26

1. Provides a rul e-based framework for use of permanent
fund earni ngs

2. Stabilizes UG revenues from petrol eum and per nanent

fund earnings; also limts spending fromall revenue
sour ces
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3. Protects the dividend

4. Protects the inflation-adjusted value of t he
per mnent fund

5. Robust use of the earnings reserve

9: 25: 24 AM

Co-Chair Seaton spoke to the revenue |imt and referenced
charts in previous testinony. He asked the departnent to
provide the data he referenced. Conm ssioner Hoffbeck
replied that he did not have the data, but would follow up
|ater. Co-Chair Seaton asked whether the nodel contained
data that associated the real econony with what woul d occur
with inplementation of $750 million in cuts in ternms of job
| oss, slowing the econony, and other effects versus a
revenue scenario. Conm ssioner Hoffbeck answered in the
negative. The nodel was largely a nunbers fornula and did
not include feedback | oops on the various plans.

Representative Pruitt spoke to a royalty reduction change
from 50 percent to 25 percent on new oil. He asked whether
the governor endorsed the change. He wondered about the
t hought process if oil production increased in the future
and maintaining reduced royalty noney deposited into the
PF. Comm ssioner Hoffbeck answered that the plan was
intended to be permanent. The choice had been made during
revenue surpluses to deposit nore royalty into the corpus
of the Permanent Fund, but that was no |onger the case and
the plan reverted to the constitutionally mandated anount.

9: 29: 28 AM

Representative Pruitt suggested maxim zing the use of the
Permanent Fund earnings. He felt that |limting the PF
deposit did not account for the fact that the state would
never gain nore into its savings even if oil production
i ncreased. He envisioned a tinme when throughput increased.
In 20 years he did not want to try to account for why nore
savings were not deposited into the PF in tinmes of
i ncreased throughput. Conm ssioner Hoffbeck answered that
because the bill cut off the PF draw it automatically
"flipped the revenue into the corpus of the fund." He
related that if the ERA grew to four tinmes the size of the
draw the appropriation would go back into the corpus of the
fund. He cautioned against harvesting the revenue in high
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revenue years and not following the plan, which would
reduce future savings. He warned that higher revenue may
lead to sone situations where the long-term goals for
durability were not net. He felt that a few years spike in
revenue did not warrant changing the plan. Representative
Pruitt asked about the four tines draw. He wondered when
the conm ssioner expected that the draw would take place
and what estimated anount woul d be noved into the corpus.

9:34: 09 AM

Comm ssi oner Hoffbeck replied that the answer was el usive
and depended on volatile factors. He noted that the plan
woul d be starting with a much higher than anticipated ERA
due to market returns, but the answer was unknown.
Representative Pruitt referred to the nodeling provided to
the commttee and the three options for noving forward with
a fiscal plan. He comented that the fiscal plan did not
address the priority of the options that he stated as;
preserving the PF, anount of PFD, or ensuring enough for
government spending. He asked what stood out as the nost
i nportant of the three concepts when considering the fiscal
pl an. Comm ssioner Hoffbeck did not believe there was a
hi erarchy but shared that all options were considered when
developing the plan. He thought that funding government
services was a "very inportant conponent” and the sole
reason for a fiscal plan. He offered that after traveling
around the state and listening to public testinony, it had
becone clear that the dividend had to be preserved at sone
| evel . The anmount that could be drawn from the fund on an
annual basis for services and the PFD while still
mai ntai ning the real value of the ERA over tine had to be a
significant consideration.

Representative WIson referred to slide 4 of t he
presentation. She spoke to the FY 18 $2.8 billion budget
gap and the $1.9 billion ERA draw under the bill. She
coomented that the budget gap was either filled by
generating revenue via a broad-based tax or cutting
governnent services by $750 mllion. Conmm ssioner Hoffbeck
replied that the gap could be filled by a conbination of
cuts and taxes.

9:39: 59 AM

Representative WIson voiced that the admnistration had
al ready tal ked about shared services creating savings. She
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spoke to the possibility of taxes and smarter governnent.
She surmised that the different options would have
different inpacts on the econony and asked whether there
was a hierarchy related to the inpacts on the econony.
Comm ssi oner Hoffbeck agreed that the options all had
inpacts on the econony that could not be avoided. He
communi cated that the "true neasure was what was the
relative difference between the inpacts.” The only option
that did not have an inpact in the short-term was spendi ng
savings but eventually depleting savings resulted in
consequences. Representative WIlson did not think anyone
t hought only using noney from savings or the status quo was
an option. She spoke to the inpact on the rest of the
state. She believed the relevant question was how each of
the options inpacted the state's econony and how to keep
the econony operating optimally. Conm ssioner Hoffbeck
answered that her statenent was the reason a fiscal plan
was necessary. The governnment had | ess noney to infuse into
the econony therefore, it was inportant to rely nore
heavily on private sector investnent. A fiscal plan would
act as an inducenent to private sector investnent by
creating certainty.

9:43: 01 AM

Co-Chair Foster noted Vice-Chair Gara had joined the
comittee neeting.

Representative Otiz asked whether the anticipated $1.2
billion in oil revenue was included in the nodel
Comm ssi oner Hof f beck replied in t he affirmati ve.
Representative Otiz asked whether he nodeled where $750
mllion in cuts wuld come from He thought it was
inportant to know the answer to determne the effects on
the state's econony. Conm ssioner Hoffbeck replied that the
nodel did not include the specific information. He spoke to
the intent voiced by the Senate about cuts to education,
t he uni versity, heal th and soci al servi ces, and
transportation. He nentioned nodeling broad based cuts in
prior testinmony and showing that the inpact was passed on
to local commnities. He stated that any cut had sone
specific "collateral damage." Representative Otiz asked
whet her there was any consensus from Institute of Socia
and Econom c Research (ISER) or other groups show ng which
nmodel woul d | east inpact the econony. Comm ssioner Hoffbeck
replied that | SER and ot her econom st had "pontificated” on
how t he various options would inpact the econony.
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Vice-Chair Gara spoke to SB 26 without a full fiscal plan

He asked about the adm nistration's position on the success
of the SB 26 only option. Comm ssioner Hoffbeck answered
that the administration believed the state needed a full
fiscal plan. The admnistration felt that the bill was a
good structure for wusing the Permanent Fund but was an
i nconpl ete sol ution.

Co-Chair Seaton corrected that the FY 18 draw in HB 115
| ncone Tax; PFD Paynent/Credit was the sane as in SB 26. He
spoke to a gross tax versus a net profits tax. He asked
whet her budget cuts were coming out of the econony upfront
and where an inconme tax, based on profits after noney had
been generated, nade a difference in the reaction from
i ndustry. He noted that the oil industry strongly favored a
net profits tax. He stated that he was not hearing the sane
argunent regarding up front cuts versus an incone tax.

9:48: 41 AM

Comm ssi oner Hof fbeck answered that the answer depended on
what a business believed about its profits; what anount
could be reinvested in the business and how nuch was
"harvested" back into the econony. He suggested that noney
that could be reinvested to grow the business could inpact
econonic growh over tine. Miuch of it depended on what the
assunptions were regarding the ultimte use of the profits.
He added that if prograns were cut that served a need they
would need to be fulfilled sonewhere else. He voiced that
the equation was conplex. Co-Chair Seaton referred to
slides 28 and 29 related to the draw |limt. He asked for
further detail on the slides. Comm ssioner Hoffbeck replied
that the dark green area on slide 28 represented other
exi sting UG revenues and was stable. The |ight green area
represented other new UG- revenues inplenented to close the
fiscal gap. The gold area was the POW draw from the PF.
The light blue area represented royalties and the dark blue
areas represented production taxes. The graph contained all
the revenue sources available for funding governnent
sources and the PFD. He renarked that investnment earnings
could be volatile but wusing the five-year average on
earnings renmoved the volatility. He delineated that
instituting a draw linmt "absorbed" the volatility in the
price of oil at high oil prices by reducing the draw from
the ERA. He surmsed that the draw limt essentially
putting the volatility in the PF draw on the downside: the
draw was decreased at higher oil prices but not increased
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at low oil prices. The volatility would consequently reside
in the gold section [slide 29] of the POW draw, which
"dramatically snoothed out the revenue available for
government services.”

9:52:34 AM

Co-Chair Seaton renmmined curious about the "other" UG-
revenues. He asked whether the plan was equating cuts to
the other revenues and if cuts would have to be recurring
to reach a full fiscal plan wth reductions only.
Comm ssi oner Hof fbeck answered that the graph assuned that
a revenue package was adopted. A plan based solely on
decreased expenditures would shift everything down and use
reduced nunbers. Co-Chair Seaton |ooked at the inclined new
revenues line in FY 18 and FY 19. He asked if it was due to
the ranp up time required prior to generating the ful
anount of new revenue. Conm ssioner Hoffbeck answered in
the affirmative. He stated the chart on slide 29 had been
based on HB 115 s inclusion of an incone tax.

9: 55: 05 AM
AT EASE

10: 00: 09 AM
RECONVENED

Co-Chair Foster invited M. Teal to walk through the fiscal
nodel i ng.

10: 00: 29 AM

DAVI D  TEAL, DI RECTOR, LEG SLATI VE FI NANCE DI VI SI ON
provided a dynam c Excel fiscal nodel [Note: two pages of
the fiscal nodel titled "LFD Fiscal Mdel" dated March 27,
2017 (copy on file) were static representations.]. He
indicated there had been a few questions about the
di fference between SB 26 and HB 115.

Representative WIlson referred to the top left corner of
the nodel graph titled "UG Revenue\Budget". She asked him
to nodel the $750 mllion in budget cuts including
i ncreases for inflation proofing over the next three years.

M. Teal relayed that the nodel was "fairly sinplistic.”" He
noted that the cut reduced the budget by $750 nillion each
year resul ting in gr ow ng t he state's reserves.
Representative WIson asked that as the |ine was increasing
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what percentage was the increase versus a flat budget. She
voi ced uncertainty over using the 10-year plan provided by
OvMB. M. Teal responded that the 10-year plan showed OWB s
expectations and was a new version. He reported that OVB
expected a flat budget for FY 18 and FY 19 and subsequent
budget s t hat grew 2.2 per cent wth inflation.
Representative WIson asked how the nodel |ooked w thout
the cuts but with inplenentation of an inconme tax. M. Tea

nodeled a $750 million incone tax versus $750 mllion in
spending reductions resulted in graphs that |ooked very
simlar. Representative WIson asked when the incone tax
grew to $750 mllion. She thought that the proposal was to
collect $668 nmillion in income tax. M. Teal answered that
roughly the tax was rounded up to $700 million. He noted
that the $50 million did not affect the nodel. Reductions
or revenue had the sane inpact on the nodel

Representative Quttenberg asked whether the top left chart
included inflation proofing and the budget. He asked
whet her the $750 million in cuts were built into the graph.
M. Teal answered in the negative. He explained that
reductions were not part of the nodel, but was an option
t hat coul d be sel ected.

10: 06: 51 AM

Representative Guttenberg wondered what relation cutting 13
t housand jobs out of the econony had on the size of the
budget or the payout of the Pernmanent Fund. He asked
whet her the data was included in the nodel or if the node

was "just nunbers.” M. Teal answered that it was just
nunbers. He indicated that determning the effects of
unspeci fied budget cuts was a very difficult endeavor. The
easiest cuts for state governnent to nake were reductions
that transferred costs to nunicipalities. The scenario
| ooked like a cut, but residents would pay increased |oca

taxes. He stated that "there was no easy answer."

10: 09: 23 AM

Vice-Chair Gara appreciated the charts but qualified that
the state had many expenses that rose higher than
inflation; e.g. healthcare costs. He asked whether a budget
built on the general inflation index would need cuts to
make up for the expenses that rose higher than the rate of
inflation. M. Teal replied in the affirmative. Currently,
the biggest driver for inflation in state government was
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the cost of living increases. He noted that current state
enpl oyee contracts contained no increases. He did not
expect costs to go up at the rate of inflation. He reported
that the contracts were three-year itens and when the
contracts were renegotiated inflation may rise and m ght
affect the 10-year plan. If the state did not keep pace
with inflation, it was the equivalent to a real reduction
i n expenditures.

Co-Chair Seaton |ooked at the chart and asked M. Teal to
factor in the $750 million [in cuts] in the nodel. He asked
about the size of the Permanent Fund under the SB 26
scenario in 2026. M. Teal replied the Permanent Fund was
roughly $70 billion. Co-Chair Seaton observed that it was
$67.5 billion. He asked about the nmeaning of the
information on the chart. M. Teal explained that the data
meant that the Permanent Fund was one percent above the FY
18 value inflated by 2.25 percent in FY 26. The PF was
doing slightly better than keeping pace with inflation. Co-
Chair Seaton requested that the nodel inputs swtch to HB
115 with the income tax and renpbve the $750 million in
cuts. M. Teal replied there would be higher dividends up
to $1,400 instead of $1,000 and the PF was roughly the sane
level at $69 billion ($2 billion higher) and was doing
better than the rate of inflation (103 percent). He
cautioned that the results were "very simlar" wth a
margin of error factored in.

10: 14: 18 AM

Representative WIlson clarified she was not advocating for
either bill. She stated that under the HB 115 scenario she
woul d receive a higher PFD but would pay sone or all the
dividend back in taxes. M . Teal replied in the
affirmati ve. Representative WIson thought t hat t he

conpari sons were not apples-to-apples and depended on tax
bracket s; a dividend <could be conpletely wped out
depending on what kind of inconme tax an individual had to

pay.

Representative (Quttenberg discussed that if the $750
mllion in cuts were added, the costs would be transferred
to the local comunities. He thought that teachers and
heal thcare would be affected. Costs did not go away they
were just noved around. To get to an apples-to-apples
conparison the issues needed to be factored in.
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Representative Pruitt spoke to a difference between SB 26
and HB 115. He asked when the draws from the ERA began from
the Permanent Fund in SB 26. He asked if there was a
difference in the effect either bill had on the Pernmanent
Fund.

10:17: 07 AM

M. Teal answered that the Permanent Fund bal ance woul d be
roughly the sanme in both bills because the payout was the
same and earnings were assuned at 6.95 percent for both
bills. The payout was 5.25 percent in the first three years
in SB 26 and for tw years in HB 115; subsequently, the
payout becane 5 percent. The alnobst identical draws
resulted in a simlar balance. Representative Pruitt asked
whet her SB 26 began the process in FY 18. He believed the
intent of HB 115 from the perspective of the budget had

assurmed that the bill had been passed the prior year, FY
17. He did not believe SB 26 had the sane effect. He
remarked that the difference <created a $1.6 billion
difference in wearning potential of the PF. M. Tea

answered that the difference was approximately $2 billion

in the ending fund bal ance. He explained that HB 115 took
$1.7 billion from the Permanent Fund in FY 17. Under SB 26
there was no scheduled FY 17 payout. The noney renmained in
t he Permanent Fund and resulted in the higher end bal ance.
The FY 17 draw transferred noney from the ERA into the
corpus and l|left a balance under the four tinmes limt. He
furthered that the market value of the PF or ERA did not
change, therefore, the payout did not change. It was a
question of whether the legislature wanted the noney in the
ERA or the corpus. Representative Pruitt thought that the
size of the CBR played a role in the PF balance. M. Tea
replied in the affirmative. He detailed that the anount of
deficit that remained and how the gap was addressed
affected the outcone. The legislature had a choice of
either renmoving noney from the CBR, ERA or hold funds out
the corpus; i.e., "transferring noney to the corpus or
not."

CSSB 26(FIN) was HEARD and HELD in commttee for further
consi derati on.

10: 22: 39 AM
AT EASE

10: 23: 24 AM
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RECONVENED

#hb115
HOUSE BI LL NO. 115

"An Act relating to the permanent fund dividend;
relating to the appropriation of certain anmounts of
t he earnings reserve account; relating to the taxation
of income of individuals; relating to a paynent
against the individual income tax from the pernmanent
fund dividend disbursenment; repealing tax credits
applied against the tax on individuals wunder the
Alaska Net Incone Tax Act; and providing for an
effective date."

10: 23: 24 AM

M KE NAVARRE, MAYOR, KENAI PEN NSULA BOROUGH, provided a
Power Poi nt presentation titled "Al aska's Econony: Wy we
need a conprehensive fiscal plan for Al aska and Wy broad-
based taxes are being considered® dated March 28, 2017
(copy on file). He stated that he represented the point of
view of |ocal government and was here to help broaden the
debate. He relayed his personal experience that included
previous nmenbership on the House Finance Committee. He
turned to slide 2 titled "The Problem.!:

$2.8 billion* annual state deficit, and no easy
answer s

1. Budget cuts?

2. Taxes (sales, inconme, oil & gas, others)?

3. Per manent Fund ear ni ngs?

4. Econom ¢ devel opnent ?

M. Navarre reviewed slide 3 titled "The Options.."

Budget cuts
Easi er said than done for all the reasons
Different priorities for state spending
Phi | osophi cal differences about governnent
Heat ed rhetoric exacerbates the differences

And everyone worries of negative econom c
i npact s
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M. Navarre noved to slide 4 [titled 10 in the
presentation] and addressed a bar chart related to the
state's fiscal challenge titled " Fiscal Challenge - Top
Three Unrestricted General Funds Spending Categories Tota
$3.4 billion." He wanted to depict why budget cuts were so
difficult to make for things |ike education and health and
soci al services. He addressed "The Options" on slide 5:

Taxes
Easi er said than done for nmultiple reasons
Takes tinme to adopt regulations and inpl enent
Phi | osophi cal differences about taxation
Heat ed rhetoric exacerbates the differences

And everyone worries of negative economc
i npact s

M. Navarre highlighted slide 6 tilted "Al askans pay nmuch
less in state taxes than residents of any other state" that
graphically depicted where Al askans ranked regardi ng broad-
based taxes conpared to other l|ocations in the country,
nmeasured by per-capita broad-based state tax revenues in
2014. He qualified that being ranked |owest "was not a good
reason” by itself to inplenment taxes.

10: 27: 24 AM

M. Navarre turned to slide 7 titled "Wat's Different
Today?" The chart portrayed the oil production curve that
peaked in 1988 and trended downward ever since. He
suggested that increased production achieved by capital
i nvest nment necessitated a reasonabl y stabl e t ax
environnment. He noved to slide 8 titled "The Unconventi onal
Revol ution has Vastly Inproved Anerica' s Energy OQutlook"

and noted that he had borrowed it from a ConocoPhillips
presentation. The graphs depicted the paradigm shifts from
dependence on foreign oil inports due to |ow donestic

production to dramatically increased production. He quickly
noved to slide 9 titled Anerica's "Big Four™ Unconventi onal
Fields are Wrld-C ass D scoveries" and showed an imge of
the US related to fracking and other oil production areas.
He indicated that Alaska had to conpete with the other
areas to ensure adequate capital i nvestnment and oi
production into the future. He noved to slide 10 titled
"The Options..

Per manent Fund ear ni ngs
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Publ i c perceptions (and anger over any changes)
Political consequences of any changes

| npacts to Permanent Fund growt h

| npacts to the Permanent Fund di vi dend

And the constant concern over econom c inpacts

10: 29: 26 AM

M. Navarre addressed slide 11 titled "Permanent Fund
information..":

(346 billion: Protected by the Al aska Constitution

0$11 billion: Ear ni ngs reserve avai l abl e for
di vidends, protecting the fund against inflation and
public services — this nunber fluctuates as

i nvestments make or | ose noney

[Deposits to the constitutionally protected principal:

40% cane fromoil and gas royalty paynents

40% canme from legislative action to inflation-
proof the fund

20% cane from |legislative transfers of surplus
oil dollars

M. Navarre stated that the public had a significant
m sunder st andi ng about the Pernmanent Fund and how t he nobney
got there. He believed that the overriding effort was "to
save a non-renewabl e resource that could be used into the
future to provide and change it into a renewable resource.”
He noved to slide 12 titled "The Options..":

Econom ¢ devel opnent

Broad public support for econom c devel opnent
Provi des opportunities for jobs
Positive econom c inpacts for comunities

But does it help solve our fiscal situation?

M. Navarre did not believe there was any responsible
fiscal plan that did not use earnings from the Pernmanent
Fund. He believed there was a rationale for mamintaining a
di vidend but thought other spending decisions for use of
the PF was equally appropriate. He turned to slide 14
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titled "Funds from the State to Kenai Borough." The tota

amount on the slide was $103.9 nillion. He offered that
reductions at the state |level |ooked |Iike reductions to the
state budget but transferred costs or tax increases to the
local level. He enphasized that the Public Enployees

Retirement System (PERS)/ Teachers' Retirenment System (TRS)
was a "huge" burden and considering the historical facts

it was not "fair" to transfer nore of the liability to
muni ci palities. He addressed slide 16 titled "Assunptions
for hypot het i cal econonm ¢ devel opnent scenari 0" and
enphasi zed the scenario was purely imaginary. The follow ng
slides articul ated the assunptions.

[0The econom c devel opnment proposal on the Kena
Peni nsul a Borough nust be approved by both the state
and t he borough

(OThe state and borough nust both determne if the
proposed econoni c devel opnent nmakes good fiscal sense,
and deci de yes or no

10: 34: 05 AM

M. Navarre provided a hypothetical proposal on slide 17
related to a new manufacturing plant:

Proposal : A new w dget nanufacturing plant wants to nove to
t he Kenai Peni nsul a Borough

10, 000 new j obs

10,000 new fam lies

5,000 new students for the school district

10, 000 new homes to house the famlies,

at average assessed val ue of $200, 000 per hone
$1 billion capital investnment by the

W dget Manufacturing Co. of America LLC

M. Navarre related that the purpose of the slide was to
denonstrate the state and local governnment’s ability to
capture sonme of the revenues from econom c devel opnent to
pay for the cost of services. He noved to slides 18 through
22 and continued to address the scenario. Slide 18:

e $5 mllion a year in additional borough sal es taxes

* $20 mllion a year in borough and service area
property taxes on homes

* $10 mllion a year in borough and service area

property taxes on w dget factory investnent
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Slide 19:

e 5 000 students would be nore than a 50% gain over
current school district enrollnent. The state pays
alnmost 2/3 of school district budget. A 50% plus
increase in the borough contribution is about $27.5
mllion a year

Slide 20 titled "Kenai Borough decision: The nath":

e $5 mllion a year in additional borough sal es taxes
e $27.5 mllion a year in increased school funding

* $20 mllion a year in borough and service area
property taxes on hones

* $10 mllion a year in borough and service area
property taxes on wi dget factory investnent

Slide 21 titled " Kenai Borough decision: It adds up"

e $7.5 mllion available for other expenses
Slide 21 titled " Kenai Borough decision: It’s a winner":

e Decision: YES

M. Navarre addressed slides 23 through 26 related to the
state of Al aska deci sion on new revenues.

Slide 24 titled "State of Alaska decision: Hi gher
expenses":

e $10 nmillion a year in higher expenses for troopers,

hi ghways, courts, pri sons, Medi cai d, child care
assi stance, etc.
e $45 mllion a year in increased school funding costs

Slide 25 titled "State of Al aska decision: It doesn’t add
up"

e $550 mllion a year in additional expenses, no new
revenues

Slide 24 titled "State of Al aska decision: Loser for the
st at e"

e Decision: NO
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M. Navarre observed that if the scenario were true the
econonmi ¢ devel opnment increased the state's budget gap,
illustrated on slide 27 titled: "Economc Devel opnent
Decision.” He nmentioned on slide 28 titled "Wy a broad-
based tax.."

[Wthout a broad-based tax, econom c devel opnment could
make the state’s fiscal situation even worse

[0S&P’ s warning: “By introducing a statew de inconme or
sales tax ...the state could generate several hundred
mllion in unrestricted revenue annually. ... In our
view, therefore, the state has sufficient potential
fiscal resources

— if it can assenble the political wll.”

10: 37: 28 AM

M. Navarre noved to slide 29 and read the slide:
No wonder it’s so difficult...

“W all bring our own Dbiases, experiences and
phil osophies to the debate. Wwen multiplied by the
governor and his staff, 60 Ilegislators and their
staffs, then adding in the population of Al aska,
factoring in talk radio, political parties, election
dynamcs, the nedia, right- and left-wing splinter
groups, |obbyists, special interests and a multitude
of constituencies for every itemin the budget ... the
probl em doesn't seemall that difficult.”

—Kenai Peni nsul a Borough Mayor M ke Navarre

M. Navarre turned to slide 30 titled "The Perfect Pl an"
that contained a blank slide followed by a photo of a baby
and two kittens. He concluded that a perfect plan did not
exist. He expounded that the debate over taxes would
continue and result in political consequences. He believed
that to attract the investnment the state wanted and gain
econonm c opportunities for the current and future

generations the state needed a fiscal plan that
accormodated the goal, "otherwise, we set up a false
econony. "

Representative Wl son remarked that the state had been very
generous wth education and PERS/TRS paynents. She
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nmenti oned runi ci pal revenue sharing and maintai ned that the
state had no revenue to share. She wondered at what point
the state decided it could not pick up the extra share for
certain municipalities' services. M. Navarre spoke to
education and relayed that the state's constitution
specified that the state would pay for education. He
el ucidated that the borough and nunicipalities paid a |ocal

share. He believed that educational costs were continuing
to rise and were "insatiable." He commented that the state
woul d have to nmake a significant change to the educationa

foundation fornmula to allow additional contributions from
| ocal government.

10: 40: 59 AM

M. Navarre addressed the PERS/ TRS portion of the question

He noted that he experienced the issue from both sides;
state and |ocal perspectives. He related that from a |oca

perspective the retirenent program was established by the
state and relied on the state's actuaries to define |ocal
government’s contribution. Comrunities were issued their
contribution rates by the state's actuaries, but a |arge
error had been made in the calculations. A lawsuit had
occurred, and the state settled the $5 billion [|awsuit
wi t hout discussions or input with |ocal government. He felt
that the appearance was that |ocal governnents created the
problem He expounded that when positions were elimnated
on the local level they had to pay into the retirenent
system for the next 25 years, which did not happen at the
state level. He remarked that there was a |ot of nuance to
how PRS/ TERS was being adm nistered. He guessed that if
litigation ensued between the state and |ocal governnents,
"the local governnents woul d probably cone out on the short
end" even if they won, because the state had "so many ot her
tools they can use to penalize" |ocal governnment. He noted
t hat assigning proportions and blame was difficult and that
the i ssue was extrenely conpl ex.

10: 44: 17 AM

M. Navarre spoke to the revenue sharing conponent of
Representative WIlson's question. He noted that in 2006 a
new program was added, where unincorporated comunities;
there were 27 communities in the Kenai Peninsula Borough,
all received the allocations. He related that the noney was
put to beneficial conmunity use, "but if it was jerked out
from under the conmmunities” the inpact woul d  be
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"significant." He acknow edged that was part of the reason
budget cuts were difficult. He related from past persona

experience that the public had different perceptions of how
the governnment worked and advocated for cuts from
m sunder st andi ngs. Legislators had a higher level of
understandi ng due to nore access to information and direct
experience in the process.

Representative WIlson clarified she did not believe the
situation was the borough's fault. She asked whether the
state was at a point to seriously consider the issue
regarding conmunities that pay l|ocal taxes and those that
do not. M. Navarre answered that all |ocal governnents
were situated differently wth various conbinations of
taxes. He cautioned that when tal king about shifting costs
to local governnments, one size did not fit all and the
consequences coul d be negati ve.

10: 48: 18 AM

Representative WIlson <clarified she was asking about
comunities that were not forced into a borough and did not
pay |ocal taxes. She asked whether there would be a tine
the legislature needed to engage in discussions about the
uni ncorporated areas of the state that did not contribute.
She asked whether it was time to begin the conversation.
M. Navarre answered the issue was sonething that had been
di scussed and debated since the beginning of statehood. He
identified the problem in rural areas that did not have a
tax base or a local econony. He surm sed that the situation
was inherent to the nature of Alaska. He pointed out that

when a tax base was created; e.g., Red Dog Mne or the
fishing industry in Unalaska, governments fornmed at the
local level. Representative WIson countered there were

places in the state that did have |ocal revenue and chose
not to participate. She believed it was a necessary
di scussi on to have because t he di sparity bet ween
communities would becone nobre accentuated as the budget
debat e evol ved.

10: 51: 00 AM

Vice-Chair Gara voiced that he did not want to settle for
politically expedient nmeasures to ensure his reelection and

"leave a ness." He appreciated Mayor Navarre's call to
action. He nmentioned that sonme wanted to pass school costs
onto nunicipalities. He asked whether in comunities
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without a tax cap, the increased costs were passed onto
| ocal citizens. M. Navarre responded in the affirmative.
He elaborated that the Kenai Borough had oil and gas

properties that the community assessed on a 10-m |l average
level. State reductions that shifted costs to |oca
governments would likely increase the nunicipalities' ml

| evy. He deduced that the mll levy increase on oil and gas

properties would reduce the properties revenue to the
state. Wether increased costs were paid at the state or
| ocal |evel, economc inpacts would occur. He believed it
was better done at the state level rather than shifting
costs to the local level. He felt that the cost shifting
woul d exacerbate the rural urban divide. Vice-Chair Gara
believed that lack of a fiscal plan created uncertainty for
busi nesses. He asked for the mayor's opinion on the issue.
M. Navarre relayed personal experiences. He replied that
he had nine Radio Shack stores in various areas of the
state and related that he had cl osed them because they had
been struggling to make a profit even in a period of
relative economc stability. He discussed that the decision
had been difficult. He owned a restaurant chain in the
state and recently decided not to invest in nore outlets

As a business owner, he performed a five-year economc
outl ook and he determned not to reinvest due to a poor
forecast. He enphasized focusing on the state's econony for
the short and long-term and rem nded the conmttee that any
decisions or plans the legislature enacted could be
adj usted as the econom c situation changed.

10: 56: 17 AM

Vice-Chair Gara was not in favor of the $65 to $70 mllion
in cuts others were proposing to education on top of the
prior $30 mllion. He asked how the prior and proposed cuts
to education inpacted the borough's schools. M. Navarre
answered that the borough was increasing its |oca

contribution to education and did not want to exacerbate
the inpacts that already had occurred because they were not
keeping up with inflation. He believed that the |ong-term
out | ook was good, but he was concerned about the short-term
inpacts to a generation of children. He announced that the
borough could not nmake-up the difference with the proposed
cuts. He recounted that the local contribution was reduced
and coupled wth additional cuts, the borough would be
"I npacted in tw ways."
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Representative Pruitt stated the decisions of sonme |ocal
communities had driven sone costs increases. He stated that
the nunber of students had remained the sane since 2007

but inflation over time had been about 17.5 percent.
However, the state foundation formula funding had increased
35 percent. He suggested that |local communities spent
beyond its means and spent above inflation. He remarked
that sonehow the |egislature was expected to fix decisions
that had been nade at the local |evel. He understood that
the state had a constitutional mandate to fund education

He asked at what point the state had to step in because of
deci sions that had been nmade on the local |evel that were
driving the costs. He wondered how to bal ance the issue.

11: 00: 30 AM

M. Navarre replied that part of the increase in costs were
due to the changes in the fornula regarding special needs.
He shared that in the Kenai Peninsula Borough the student
popul ati on decreased but due to the special needs the
mul tiplier had increased. He attributed the factor as part
of the reason for the increases. He relayed that if the
district in Kenai lost 100 students it appeared they could
cut staff; however, there were 42 schools so the fewer
students spread out over the nunmber of schools did not
translate into a reduction of teachers. He supported the
| abor organizations, but discerned that successful |[|abor
negotiations spread to other community contracts and
resulted in the overall creep in costs. He believed that
often "priorities were nessed up." He spoke to costs for
heal thcare versus <costs for teachers. He discussed M.
Navarre's uni que perspective as a fornmer |awraker, business
person, and nmayor. He addressed utilization of schools. He
knew that some of the schools in his community were being
underutilized. He remarked that if the nunbers were
trending throughout the city maybe a consolidation could
take place. He relayed that he had been told consolidation
was not going to happen. He stressed that it was necessary
to do things differently to create change. He believed
going forward it was inportant for all entities "to have a
conversation about efficient and "smart" spending."” He
recommended additional conversations with and anong | ocal
conmuni ties.

11: 06: 02 AM
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M. Navarre replied that the Ilocal governnents would
appreciate being part of the conversation. He agreed that
t hi ngs needed to change over tinme and efficiencies could be
found on the local level. He shared that in the Kenai
Peni nsul a Borough, the state paid 100 percent of pupi
transportation. He shared that in Kenai there was one bus
conpany with staggered routes that saved noney. |In Honer,
there were two sets of buses than ran at the same tinme. He
started a dial ogue about changing the schedule to help the
state achieve savings. Eventually, the routes and schedul es
were changed, and the action saved the state a little over
$500, 000 per year.

HB 115 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Foster asked nenmbers to have anendnents for the
bill to his office by Friday at 4:00 p. m

#
ADJ OURNIVENT

11: 08: 49 AM

The neeting was adjourned at 11:08 a. m
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