SENATE FI NANCE COWM TTEE
March 6, 2017
9:01 a.m

9:01: 56 AM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 9:01 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senat or Anna MacKi nnon, Co-Chair
Senator Cick Bishop, Vice-Chair
Senat or M ke Dunl eavy

Senator Peter M cciche

Senat or Donny O son

Senat or Nat asha von | mhof

VEMBERS ABSENT

None

ALSO PRESENT

Randal | Hof f beck, Comm ssioner, Departnment of Revenue; Emma
Pokon, Attorney, Departnent of Law, Senator Bert Stedman,

Sponsor; Al exei Painter, Analyst, Legi sl ative Finance
Di vi si on.

SUVVARY

SB 21 PERVANENT FUND: | NCOVE; POW,; DI VI DENDS

SB 21 was HEARD and HELD in commttee for further
consi derati on.

SB 26 PERM FUND: DEPGCSI TS; DI VI DEND; EARNI NGS

SB 26 was HEARD and HELD in commttee for further
consi derati on.

SB 70 APPRCP. LI M T/ BUDGET PROCESS/ PERM FUND

SB 70 was SCHEDULED but not HEARD.



#sb26
SENATE BILL NO. 26

"An  Act relating to the Al aska Permanent Fund
Corporation, the wearnings of +the Al aska pernanent
fund, and the earnings reserve account; relating to
the nental 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."

9:02: 47 AM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE
wanted to walk through SB 26, and noted that many of the
slides were very sinmlar to what was discussed the previous
week when the conmttee considered SB 70. He inforned that
he would highlight the differences between the two
presentations in slides 1 through 25.

Co- Chair MacKinnon asked if Comm ssioner Hoffbeck could
review t he docunment for the benefit of the public.

Comm ssi oner Hof fbeck di scussed the presentation "Permanent
Fund Protection Act," (copy on file). He turned to slide 2,
"BASI C ELEMENTS OF SB 26":

The Permanent Fund Protection Act proposes:

1. A franework for sustainable withdrawals from the
earni ngs reserve account (ERA) and

2. A sustainabl e dividend fornul a.

Conmi ssioner Hoffbeck noted that there were several
conpani on documents [a 5 critical tests docunent, a one-
page overview of the Al aska Pernmanent Fund Protection Act,
a 12-page narrative white paper, and a sectional analysis].
He considered that the two points on the slide were
critical for the durability of any plan.

Cormmi ssi oner Hoffbeck |ooked at slide 3, "PRESENTATI ON
OVERVI EW :

Part |: The Permanent Fund’'s Role in a Sol ution
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Part |1: Structure for Using the Permanent Fund
Part 111: Modeling Background

Part |V: Draw Durability

Part V. Dividend Durability

Part VI: Fund Durability & Inflation Proofing
Part VIl: Fiscal Plan |Inpact

Comm ssi oner Hoffbeck informed that there was seven parts
to the presentation.

9:04: 59 AM

Cormmi ssi oner Hof fbeck read slide 4, "Part | - THE PERMANENT
FUND S ROLE I N A SOLUTION. "

Comm ssi oner Hof fbeck spoke to slide 5, "USE OF PERVANENT
FUND EARNI NGS":

“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. ”

Bal | ot Proposition No. 2
Per manent Fund from Non- Renewabl e Resource Revenue
Constituti onal Anendment

Comm ssi oner Hoffbeck highlighted the last line of the
slide. He thought there had always been intent within the
structuring of the Permanent Fund that it would eventually
be used for state expenditures.

Conmmi ssi oner Hof fbeck di scussed slide 6, "WHY USE PERMANENT
FUND EARNI NGS, ":

FY18 Budget $4.3 billion

FY18 Budget Gap $2.8 billion
Potential Tools to Cose the Gap
Mbt or Fuel s Tax Increase $0.1
Broad Based Tax $0.6
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Ol Tax Credit Reform $0.1
Max. Cuts Proposed (over 3 years) $0.75
SB26 (net dividend) $2.0

Comm ssi oner Hof fbeck expanded that SB 70 had generated
about $1.9 billion; the difference between it and SB 26 was
how royalties were treated between the dividend and the
income. He stated that the governor had expressed a
preference for a revenue solution, but was open to a broad
di scussion on revenues versus expenditure reductions. The
governor had expressed in an op-ed piece that he would
accept whatever the legislature agreed upon within ternms of
a revenue sol ution.

9: 06: 52 AM

Conmi ssioner Hoffbeck turned to slide 8, "STRUCTURE FOR
USI NG THE PERMANENT FUND"

Rul e- Based Framewor k ( Savi ng, Spendi ng, Divi dend)
Stabilize the Budget

Protect the Dividend

Protect the Pernmanent Fund

Maxi m ze the use of the Earnings Reserve

howbE

Comm ssioner Hoffbeck relayed that the slide listed the
five tests the admnistration used for review ng any plans
bei ng presented that involved changing the Permanent Fund.
The various plans had a robust hearing history. He thought
SB 26 was very simlar to SB 128 [legislation from 2016
dealing with the Al aska Permanent Fund Corporation], and he
woul d discuss the differences in a later slide. There had
been many hearings, comunity neetings, and a review of
gl obal best practices as to how a sovereign wealth fund
shoul d be used.

Conmmi ssi oner Hoffbeck |ooked at slide 9, "STRUCTURE FOR
USI NG THE PERMANENT FUND":

A plan to use the fund should be ...

1. Rul e-Based (Saving, Spending, D vidend)
 Geatest threat to long term fund durability is
unpl anned wi t hdrawal s

e Wthdrawals need to occur under a set of
statutory rul es
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0o Designed to protect the fund and guard
agai nst unsust ai nabl e uses

0 Ensure the ERA holds enough to bridge years
of low earnings (“ERA durability”)

Comm ssi oner Hof fbeck stated that it was critical to know
how rmuch could be spent in order to still maintain a
sufficient balance in the Permanent Fund and the Earnings
Reserve Account (ERA). He stated that a great deal of tine
had been spent nodelling various bills to ensure that plans
wer e durable and woul d | ast over tine.

Conmmi ssi oner Hoffbeck reviewed slide 10, "STRUCTURE FOR
USI NG THE PERMANENT FUND":

A plan to use the fund should be ...
2. Stabilizing:

e« Over the long term econonmes that experience
repeated ups and downs grow slower than stable

econom es.
» Because commodity prices are volatile, economes
dom nated by a single commodity industry, like

the petroleum industry, experience nore (and nore
pronounced) cycl es.

* Permanent Fund Earnings can play a central role
in reducing four decades of boom and Dbust
budgeti ng cycl es.

Comm ssi oner Hoffbeck noted that stability was associated
with economic growmh. He nentioned the "resource curse,"”
whi ch described a funding source that was primarily based
on a volatile and singular revenue stream which tended to
sl ow economic gromh over time. He thought it was critica
to stabilize the governnment conponent of the econony to the
extent it was possible. He thought it was possible to
structure inconme from investnents and oil together in such
a way to reduce volatility out of the budgeting process for
stat e expenditures.

9: 09: 33 AM

Cormmi ssi oner Hoffbeck |ooked at slide 11, "STRUCTURE FOR
USI NG THE PERMANENT FUND"

A plan to use the fund shoul d...
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3. Protect the D vidend

» Reflects t he current and future econoni ¢
realities of shrinking oil and gas tax revenue.

* Recognizes that too large a dividend Ilimts
avai |l abl e options for full fiscal solutions.

 Provides for a sustainable dividend for all
generations of Al askans.

Comm ssioner Hoffbeck discussed the one-page docunent
"Per manent Fund Protection Act," dated February 6, 2017
(copy on file).

Comm ssi oner Hoffbeck noted that protecting the Permanent
Fund Dividend (PFD) becane a critical issue after speaking
around the state and talking with constituents. He had
found relative consensus regarding use of the Pernmanent
Fund, but people considered that the dividend was part and
parcel of the weconomics of +the state and should be
preserved at sone | evel

Conmmi ssi oner Hoffbeck reviewed slide 12, "STRUCTURE FOR
USI NG THE PERMANENT FUND":

A plan to use the fund shoul d...

4. Protect the Pernmanent Fund

 Meant to provide for funding state expenditures
for all generations of Al askans.

e Maintain or grow the real (inflation-adjusted)
val ue of the permanent fund.

 Wthdrawing too nuch is unsustainable and risks
damagi ng the fund.

Commi ssi oner Hoffbeck discussed slide 13, "STRUCTURE FOR
USI NG THE PERMANENT FUND":

A plan to use the fund should ...

5. Maxim ze the use of the Permanent Fund Ear ni ngs:
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* As North Slope production declines, the fund s

earnings wll be increasingly inportant in
elimnating the fiscal inbalance in order to
sustai n public services.

o Simlar to petroleum revenue, i nvest nment

earni ngs can be highly variabl e.
o Unlike petroleum our financial reserves are
a renewabl e resource.
 Wthdrawing too little limts future options for
full fiscal solutions.
* Oher proposed new revenues and cuts could reduce
the deficit by mllions, the fund can sustainably
contribute billions.

Conmi ssi oner Hoffbeck stated that in order to maintain the
durability of +the Permanent Fund, there needed to be
situation where there was |ess chance of an unplanned
unstructured draw. In order to do so, it was necessary to
put as noney as possible in the structured portion of the
fund in order to close the fiscal gap to the greatest
ext ent possi bl e.

Conmi ssi oner Hof f beck | ooked at slide 15, " MODEL
SOPHI STI CATI ON and VETTI NG'

» Key aspects of the node

*Probabilistic t reat ment of oi | prices, oi
production, investnent returns
*Focus on detail of how noney flows between

per manent fund, general fund, and divi dends
* Assunptions from objective sources
*Monte Carl o sinmulations
« Vetted by MKinsey |ast year
eFound no nmgjor nechanical errors, reasonabl e
assunptions
* Approved of Monte Carl o probabilistic nmethod

» Suggest ed I nprovenents, sone of whi ch t he
Department of Revenue (DOR) has incorporated (for
exanpl e, probabilistic oi | producti on,

aut ocorrel ation)

Comm ssioner Hoffman relayed that there had been robust
probabi |l i stic nodelling of production and pri ce.

9:13: 02 AM
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Conmmi ssi oner Hoffbeck reviewed slide 16, "METHOD, | NPUTS,
ANDASSUMPTI ONS"

e Permanent Fund Starting Value: $54.9 billion

*Real i zed portion of corpus: $37.9 billion
*Real i zed portion of earnings reserve account (ERA)
$9.7 billion

eUnrealized earnings held by the fund: $6.3 billion
eStarting val ue based on
*APFC forecast for end of fiscal year 2017
(FY17), wthout inflation proofing transfer for
FY17
*Because APFC accounts for Cctober 2017 dividends
in FYl17, scenarios starting wth $1,000 per
person dividends begin with a higher realized ERA

bal ance of $10.6 billion and a total fund bal ance
of $55.8 billion.
* | nvestnent Ret ur n: Callan  Associ ates’ 10-year
f or ecast
eTotal return: 6.95% geonetric, 12.32% standard
devi ati on
eStatutory return: 6.24% mean, 2.24% standard
devi ati on

eInflation rate: 2.25%

Comm ssioner Hoffman stated that the base assunptions
discussed in the slide were consistent wth all the
Permanent Fund bills that the departnment considered. The
assunptions were based on the Permanent Fund's forecast for
the end of the year FY 17. He stated that the nunbers on
the slide were l|lower than what actually resided in the
fund, due to an unexpectedly higher year of returns; which
resulted in another | evel of conservatism in the
projections. The departnent had used Callan and Associ ates’
ten-year forecast for total returns, statutory returns, and
an inflation rate.

Conmmi ssi oner Hof fbeck discussed slide 17, "METHOD, | NPUTS
and ASSUMPTI ONS":

* Petrol eum Revenues:
o Gl price: Probabilistic analysis of ANS oil
prices using a PERT distribution fromthe fal
2016 price forecasting session.
o Production: Probabilistic analysis of ANS oil
prices using a PERT distribution from the DNR
forecast in Fall 2016 RSB
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* CBR $4.4 billion beginning of year 2018 bal ance & a
2.25%rate of return.

Conmi ssioner Hoffman noted that the probabilistically
nmodel led oil price and production and were noted in the
Fal | Revenue Forecast.

Commi ssi oner Hof f beck di spl ayed slide 18, " BUDGET
ASSUMPTI ONS, " which showed a graph depicting the baseline
for UG revenues for all revenues except unrestricted
royalties and production taxes, which were nodelled
separately. The blue line was the ten-year Ofice of
Managenment and Budget (OVB) forecast, which was extended
with inflation after ten years.

Senator M cciche asked to go back to slide 18, and inquired
if the assunption for inflation was 2.25 percent.

Conmmi ssi oner Hof fbeck answered in the affirmati ve.

Senator M cciche asked if the first four years were flat
because of assuned reductions.

Conmi ssi oner Hof fbeck needed to |look at the details as to
why the years were flat, and conveyed that the first three
years assunmed sone budgetary restraint.

Senat or M cciche asked if the comm ssioner would agree that
the nost challenging part of the nodel was assum ng what
the future would be, and which plan covered the | argest
portion of the gap. He thought the OWVB ten-year plan did
not account for revenues, and was just a conparison based
on what was known of the past for growh.

Comm ssioner Hoffbeck stated that there was a challenge
both in forecasting and the reality of some of the formula
prograns that were currently in statute, and that tended to
grow over time. He recounted that there had been $240
mllion to $260 mllion in the current budget between one-
time expenditures and fornula growh that needed to be
stripped from the budget to get to a zero budget. He
t hought there were a lot of issues to consider when hol di ng
the line on expenditures, and even nore issues when
reducti ons were considered. He al so thought there were many
i ssues to consider when ponderi ng new revenues.

9:17: 00 AM
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Conmmi ssi oner Hoffbeck |ooked at slide 19, "LAST SESSI ON S
WORK" :

Last year, the 29th Legislature held 39 hearings on
the Permanent Fund Protection Act (SB128, HB245, and

SB5001) :
e SSTA: 10 hearings, including 2 days of public
t esti nmony
e SFIN. 10 hearings, including 1 days of public
t esti nmony
e HFIN. 19 hearings, including 4 days of public
t esti nony

O her bills addressing the wuse of pernmanent fund
ear ni ngs were al so consi der ed:

e SB114: 7 hearings in SSTA, 9 hearings in SFIN
* HB303: 4 hearings in HFIN
» HB224: 4 hearings in HFIN

SB26 is a slinmed down version of the Permanent Fund
Protection Act passed by the Senate last year. It is
the sane as the CS for SB128, but wi thout provisions
re.:

* CBR managenent

* APFC procurenent

* Spendi ng cap

Conmi ssi oner Hoffbeck noted that the slide tal ked about the
genesis for SB 26, which was largely based on SB 128. He
di scussed the provision for noving Constitutional Budget
Reserve (CBR) managenent to the Alaska Permanent Fund
Corporation (APFC), which had been l|left out of SB 26. He
recounted that APFC Executive Director Angela Rodell had
testified that she would have simlar struggles in ternms of
investnment returns on the CBR until there was a structure
around the timng of draws.

Conmi ssi oner Hof f beck showed slide 20, "PFPA: SCENARI O

 Corpus Deposits:
o 25%of royalties
o Any ERA balance over 4 tines the full POW
calculation (after the current year draw) is
transferred to t he cor pus (inflation
proofing nmechanismor “4 tinmes” rule).
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» Draw Cal cul ati on:

o Maxi mum POW: 5.25% of the average fund
value in the first 5 of the |ast 6 years.

o Draw Limt: The maxinmum POW anmount s
reduced by $1 for every $1 that UGF
royalties and production taxes exceed $1.2
billion.

« Dividend Cal cul ati on:

o 20% of the nmaxinmum POW payout before
reductions, plus 20% of UG- royalties

o Overwriting the above calculation, t he
Oct ober 2018 dividend is $1,000 per person
(the 2017 dividend is reflected in the
starting fund val ue)

Conmi ssi oner Hoffbeck infornmed that the treatnent of the
corpus deposits was the sanme as under SB 70 as was the draw
calculation for the first 4 or 5 years. The dividend
cal cul ation under SB 70 was 25 percent of POW, while under
SB 26 the dividend calculation was tied to investnent
returns and oil and gas devel opnent and success.

Comm ssi oner Hof fbeck displayed slide 21, "Part 1V - DRAW
DURABI LI TY. "

Conmi ssi oner Hoffbeck turned to slide 22, "POW DRAW ":

e 5.25% of the average fund value in the first 5 of
the last 6 years

» Exanple: draw calculation for fiscal year 2018

*Average fund value in the first 5 of the last 6
years = $48.1 billion

*5.25% of $48.1 = $2.5 billion

sEffective POW: = 4.7% of 2017 val ue

» Aggressive, but sustainable ...if the draw limt is
appl i ed

Comm ssi oner Hof fbeck stated that the slide was a review of
the POW draw at 5.25 percent, and was the sanme as shown
under SB 70. The slide showed the net effect of a 5.25
percent draw when using five of the prior six years. The
draw was effectively a 4.7 percent draw.
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Conmmi ssi oner Hoffbeck showed slide 23, "THE EFFECTI VE
POW" :

Based on historic fund values, these “snapshot” POW
cal cul ations denonstrate that, 5.25 percent of the
fund’s average market value in the first 5 of the
preceding 6 years is generally less than 5.25 percent
of the fund's current val ue.

Comm ssi oner Hof fbeck stated that the bar graph on slide 23
showed the effective Percent of Mrket Value (POW) draw in
five-year increnments back through 1995. The draw was
generally in the 4 percent to 4.5 percent range; with the
exception of 2006-2010, which was at 5.32 percent. There
woul d be variation in the POW, but it appeared as though
it would be within the range of 4.5 to 5 percent, which was
nodel | ed as durabl e.

9:21:40 AM

Cormmi ssi oner Hof fbeck di scussed slide 24, "DRAW.IM T

* Reduces the POW draw by $1 for every $1 that UG
production taxes and royalties exceed $1.2 billion.

* Does not apply to the portion of the POW going to
di vi dends.

Comm ssi oner Hoffbeck |ooked at slide 25, "POW & DRAW
LIMT," which graphically showed the ERA draw started to
reduce over tine. He recalled that Senator M cciche had
posed sone questions about the location of trigger points.

The oil production tax reached $1.2 billion somewhere
bet ween $65/bbl and $70/bbl. A reduction in the draw could
be seen at about $72/bbl, and at around $100/bbl there was
no draw on the ERA

Comm ssi oner Hof fbeck displayed slide 26, which showed a
graph entitled "Medi an UG Revenue and Budget." He recalled
a question by Senator M cciche about the unfunded portion
of governnent expenditures under the plan, which the green
bars on the graph were trying to forecast. The dark blue
represented status quo revenue, the yellow was the planned
Per manent Fund withdrawal s, and the green were other fiscal
measures necessary to balance the budget over the life of
the plan. He observed that there was a short-term wi ndow of
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opportunity to close the fiscal gap, but a long-term issue
to address as well.

Co- Chair MacKi nnon asked for a footnote to illustrate that
the green bars representing "Qther Fiscal Measures"” could
i ncl ude any conbi nati on of budget cuts.

Comm ssi oner Hoffbeck agreed with Co-Chair MacKinnon, and
i ndi cated that the wordage had signified it could be either
cuts or new revenues.

Commi ssioner Hoffbeck turned to slide 27, "STATUS QUJO
UNRESTRI CTED GENERAL FUND REVENUE," which showed a chart
depicting the i npact of addi ti onal production and
additional price on the amount of revenue available for
governnment expenditures. The slide reflected total UG
revenue, and included all of the revenues including oil and
gas taxes and royalties. He noted that inconme taxes
adjusted with oil price and production changes. He thought
it was possible to see where the fiscal gap could be closed
wi th increased production and oil price.

Conmi ssi oner Hof fbeck turned to slide 29, "Dl VI DEND
FORMULA" :

* $1,000 per person for the first 2 years, then

e 20% of UG- royalties (15% of all royalties), plus
20% of the 5.25% POW draw (about 1% POW) (expect ed
to be about $1,000 per person into the future)

Cormmi ssi oner Hoffbeck stated that the dividend fornmula was
slightly different than what was under SB 70.

9: 25: 42 AM

Conmi ssi oner Hoffbeck 1ooked at slide 30, "PFPA, FULL
FI SCAL PLAN," which showed a graph illustrating the
di vi dend per person under the Permanent Fund Protection Act
(PFPA). He stated that the nedian was the intersection of
the yellow and blue bars, which was the nost |ikely
occurrence of the dividend anount. The graph showed the
2041 nmedian value of the dividend to be $1,468 in nom na

dollars. The dividend' s real buying power would be reduced
over time. He conpared the value wth the dividend
proj ection under SB 70, which had a nom nal dollar val ue of
$1,603. The dividend grew faster under SB 70 than under SB
26.
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Comm ssi oner Hoffbeck turned to slide 31, "20/20 DI VI DEND
(OCT. 2017)," which was a new slide to show the relative
i mpacts at higher oil production and hi gher price.

Conmmi ssi oner Hof f beck di scussed slide 33, "1 NFLATI ON
PROOFI NG TRANSFERS" :

e« AS 37.13.145(c) currently provides for annua
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 To address this concern, the bill provides that the
ERA bal ance over 4 tines the maxinum draw (after
current year draw) is transferred to corpus instead.

e This “4 times” rule is designed to grow the corpus
in pace with inflation over tine.

Conmi ssioner Hoffbeck 1ooked at slide 34, "PFPA, FULL
FI SCAL PLAN," which showed a graph that denonstrated how
much the Permanent Fund itself would grow under the ful
fiscal plan, with no unplanned draws against the fund. He
pointed out that the graph started out at approximtely
$54.9 billion as an assumed fund bal ance, which would grow
to $61 billion during the 24 years of the nodelling. He
pointed out that the ERA fail rate over 24 years was
approximately 1.52 percent. He recalled that under SB 70,
the real value of the fund grew to about $66 mllion. The
fund grew slightly higher under SB 70 than under SB 26, and
the failure rate under SB 70 was |ess than 1 percent. Both
rates of failure were within the errors of the nodelling
and indicated that there was little chance of either of two
pl ans having a failure during the life of the nodelling.

Comm ssioner Hoffbeck presented slide 36, "FUND SIZE
COVMPARI SON, " which showed a line graph that conpared the
relative fund value over time for SB 26, SB 70, SB 21, and
the status quo. He observed that the fund value grew in a
very simlar fashion over time for all the plans. He
commented that all were substantially greater than the
growh fromthe status quo.

9: 30: 33 AM
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Conmi ssioner  Hoffbeck showed slide 37, "UGF REVENUE
COMPARI SON, " whi ch showed a |ine graph depicting the anount
of nonies available for governnent expenditures under the
three plans. He observed that the PFPA vyielded just
slightly nmore than SB 70. He considered that there was an
issue with SB 21 in that it provided substantially |ess
noney avail able for governnent expenditures, and in doing
so created a greater risk of unplanned draws from the
Per manent Fund.

Conmi ssi oner Hof f beck showed slide 39, "Conclusion," which
was a narrative conparison of plans shown on a table. He
stated that it was simlar to the chart used for SB 70, but
with a few changes reflecting sone of the coments by
nmenbers at the conmittee hearing. He pointed out that all
of the plans had substantial risk if the fiscal problem was
not fully dealt wth. He reiterated the risk of unplanned
draws. |If there weren't a sufficient anobunt of expenditure
reductions or sufficient additional revenue, the only other
source of incone after the CBR was depleted was the ERA

Conmi ssi oner Hof f beck summarized that the three bills being
considered in the neeting were all rul es-based, and all had
a five-year averaging of the POW and had sone investnent
incone stabilization. He continued that SB 21 had no
defined plan as to how to deal with the total revenue
i ssues, while the PFPA had a partial stabilization of total
revenues with the four-tinmes draw and the turning off of
the ERA flows from oil price increases. The bill did not
deal with volatility of other revenues within the system

Conmi ssi oner Hoffbeck continued to discuss slide 39, and
pointed out that SB 70 had a spending cap, and had nore of
an ability to deal with other revenues. Al three plans
protected the dividend. Both SB 26 and SB 70 protected the
corpus of the Permanent Fund. Under SB 21, the fund would
grow and keep it's buying power over tinme, but there was no
process for noving nonies back into the corpus. Wthout
such a process the corpus would remain flat and all of the
growh would reside in the ERA. He did not feel SB 21 used
enough noney to close the fiscal gap by nmaxim zing use of
the ERA. The PFPA nmaintained a 5.25 draw, which he
considered the maxinmum draw;, while SB 70 maintained a 5
percent draw over tine.

9:34: 20 AM
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Conmi ssi oner Hof fbeck |ooked at slide 40, "Conclusion,"
which showed another table that exam ned the anount of
noney actually available for governnment expenditures and
provi ding governnment services. He acknow edged that the
state was in the position of needing to use Permanent Fund
earnings for governnment services, and nust exam ne how nuch
could be taken under each of the plans. He reviewed the
potential dividends under the various plans. He reviewd
the assunmed budget wunder each plan, and highlighted
Unrestricted General Fund (UGF) revenues under the plans

The revenues were a bit higher under SB 70, as there was no
draw on the royalties. He addressed the ERA draws; and
observed that while there was no planned draw under the
status quo, there was various draws under the under plans.

Comm ssi oner Hof fbeck continued discussing the table on
slide 40. He addressed the bottom row, 'Additional Measures
Required for a Full Fiscal Plan,' noting that under status
quo, $2.8 billion was needed. Under SB 21 $1.5 billion was
needed, and wunder both SB 26 and SB 70 there was an
approximately 700 mllion gap to close. He found it was
significant that to close the $1.5 deficit under SB 21 it
would require all of the cuts proposed by the Senate as
well as all of the revenues proposed by the House. By
paying the larger dividend and having a |lower draw, there
woul d be a need for substantially nore pieces to achieve a
sol uti on.

Comm ssi oner Hof f beck | ooked at slide 41, "PFPA (SB 26)":

e Provides a rule-based franework for use of the fund
ear ni ngs

e Stabilizes UG revenues

* Protects the dividend

* Protects the permanent fund

e Maxim zes the use of the earnings reserve
Co-Chair MacKinnon noted that there had been a sinlar
presentation the previous week, which was available for
review by the public. There had been substantial questions
fromthe commttee at the previous presentation.

Senat or Dunl eavy asked if the governor was able to veto a
di vi dend under SB 26

Conmmi ssi oner Hof fbeck answered in the affirmti ve.
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Senator O son asked iif there were any bills being
considered that would preclude the governor's ability to
veto the PFD

Comm ssi oner Hof fbeck understood that the governor would
have veto authority under all the bills being considered.

9:38: 31 AM

EMVA POKON, ATTORNEY, DEPARTMENT OF LAW discussed the
sectional analysis for SB 26 (copy on file):

Section 1 — Legislative Intent
Section 1 expresses legislative intent to reevaluate
t he use of permanent fund earnings in three years.

Section 2 — Dedicated M neral Royalties

Section 2 amends AS 37.13.010(a) to reduce the
percentage of m neral royalties directed to the
principal (or corpus) of the permanent fund from about
30% of all mneral royalties received by the state
(25% from pre-1980 |eases and 50% from |ater |eases)
to 25% of the total.

Section 3 — Conform ng Arendnent

Section 3 deletes the definition of “incone available
for di stribution” in AS 37.13.140. An  anended
definition of this term wll appear in a new
subsection, AS 37.13.140(b), created by section 4 of
this bill.

Section 4 — Draw formula (the anobunt to appropriate

fromthe ERA to the general fund)

Repl aci ng the | anguage renoved in section 3, section 4
adds new subsections (b) and (c) to AS 37.13.140.
These new subsections contain the new fornula for
determining “the amount available for distribution
each year” from the earnings reserve account (ERA).
This “draw fornula” has two parts: (1) a percent of
mar ket value (POW) «calculation and (2) a “draw
limt.”

Contai ned in new subsection (b), the POW cal cul ation
is 5.25% of the average value of the fund for the
first 5 of the last 6 years. The 5.25% POW is the
maxi mum anmount that would be taken from the ERA under
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the plan. This amobunt nmay be reduced by the draw limt
contai ned in new subsection (c).

New subsection (c) provides that after calculating the
5.25% POW, the draw limt reduces that anount by one
dollar for every dollar by which unrestricted (i.e.,
non- dedi cated) production taxes and mneral royalties
exceed $1.2 billion. Basically, when oil revenues go
up the draw fromthe permanent fund goes down.

Together, the POW calculation and the draw |imt
create a draw formula that: (1) stabilizes general
fund revenues; (2) avoids wusing permanent fund
earni ngs when oil revenues are high; (3) allows |arger
wi thdrawals (larger than what would be sustainable
under a sinple POW) when oil revenues are |low, and
(4) creates nore opportunities for the permanent fund
to grow, resulting in larger dividends and nore
funding avail able for the general fund when it is nost
needed.

Section 5 — Conform ng Amendnent

This conform ng anendnment updates a cross-reference to
the calculation of the “anount avai lable for
distribution” or the *“draw forrmula.” The cross-
reference is in AS 37.13.145(d) which exenpts incone
from the Anerada Hess portion of the fund from the
calculation of the anount available for distribution,
directing it to the Alaska «capital income fund
i nst ead.

Section 6 — Appropriations out of the ERA

Defining two types of appropriations out of the ERA,
one to the general fund and one to the principal,
section 6 adds new subsections (e) and (f) to AS
37.13. 145.

To the general fund: New subsection (e) contenpl ates
an appropriation from the ERA to the general fund of
the anmobunt determned by the draw formula in section
4. This provision specifies that the appropriation is
“up to” the anmount determ ned by the draw fornul a.

To the principal: New subsection (f) anmends the timng
and anount of transfers from the ERA to the corpus
(the inflation proofing nmechanisn) currently in AS
37.13.145(c). The current inflation proofing mechani sm
in AS 37.13.145(c) cont enpl at es an annual
appropriation from the ERA to the principal of the
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anount necessary to offset the effect of inflation in
the prior year. AS 37.13.145(c) would be repealed by
section 13 of this bill.

To replace AS 37.13.145(c), new subsection (f) instead
contenpl ates appropriating any bal ance of the ERA that
exceeds four tinmes the maxi mum 5.25% POW draw (after
the transfer to the general fund contenplated in new
subsection (e)). In other words, when the ERA reaches
21% of the total value of the fund (5.25% nultiplied
by four) any noney in the account over that anount
goes to the principal. Over tine, these transfers wll
inflation proof the principal (grow the principal in
pace with inflation). This new fornula al so neans that
the timng of inflation proofing transfers changes
from a fixed annual event to a nore flexible “as we
can” schedul e.

of protecting the permanent fund. However, depleting
the ERA would create pressure to realize earnings
based on general fund needs rather than on good

i nvest ment policy. Thus, to ensur e i nvest ment
deci si ons remain i ndependent of political
consi derati ons, the ERA should hold a balance

sufficient to bridge several years of |ow or negative
investnment returns (and low oil revenues). This nore
flexible inflation proofing nechanism hel ps bolster
the ERA balance to prepare for that possibility while
keeping a nechanism for transfers to the corpus in
pl ace.

Section 7 — Appropriations from the Ceneral Fund to
t he Di vi dend Fund

Adding a new section (AS 37.13.146), section 7
effectively anmends AS 37.13.145(b) (which is repeal ed
in section 13) to change the dividend cal cul ation. The
new formula has two parts. It contenplates an
appropriation from the general fund to the dividend
fund of an anount equal to:

(1) 20% of non-dedicated royalties (which is about 15%
of all royalties), plus

(2) 20% of the POW calculation (or about 1% of the
total value of the fund).

This only relates to the total anount appropriated for
di vidends. The rest of the formula for per person
di vidend check is in the dividend fund statute.

Section 8 — Conform ng Amendnent
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Like the conformng anendnment in section 5, this
provision updates a cross-reference to the “anount
avai lable for distribution” or the “draw fornula.” The
update is in AS 37.13.300(c), which exenpts incone
fromthe nental health trust fund from the calcul ation
of the anount available for distribution.

Section 9 — Conform ng Arendnent

This conform ng anendnment updates a cross-reference to
the formula for the anobunt to appropriate to the
di vi dend fund.

Section 10 — 2018 and 2019 D vi dends

Section 10 specifies that, notwithstanding the new
dividend fornula, dividend checks in 2018 and 2019
will be $1,000 per person.

Section 11 — Conform ng Anendnent

Section 11 updates AS 43.23.045(a), specifying that
the dividend fund consists of noney appropriated to it
under the new section AS 37.13. 146 (section 7 above).

Section 12 — Conform ng Anendnent

Amends AS 43.23.055 to clarify that, once funds are
appropriated to the dividend fund under AS 37.13.146
(section 7 above) to pay dividends the Departnent of
Revenue may pay di vi dends wi t hout anot her
appropriation.

Section 13 — Repeal s

Section 13 repeals three provisions in current
statute:

1. AS 37.10.430(c), which creates a CBR subaccount and
requires that the main account be invested short-term
if the Departnent of Revenue anticipates a need for
those funds within 5 years;

2. AS 37.13.145(b), which contains the current formula
for appropriations to the dividend fund that would be
replaced by the fornmula in section 7 of this bill;

3. AS 37.13.145(c), which contains the current
inflation proofing formula that would be replaced by
t he new nechanismin section 6 of this bill.

Section 14 — Repeal

Section 14 repeals AS 42.23.025(c) on June 30, 2020
Created by section 10 (above), this provision applies
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to dividends in 2018 and 2019 and will be superfluous
after the Cctober 2019 dividend distribution.

Section 15 — Imedi ate effective date

Co- Chair MacKi nnon asked if there was a reason that there
was not a severability clause in the bill.

Ms. Pokon had not previously discussed the issue.

Co- Chair MacKi nnon thought that dividends were very close
and personal to Alaskans and expected that soneone could
take the state to court after any changes of any kind were
made to the dividend. She referenced past litigation.

SB 26 was HEARD and HELD in commttee for further
consi derati on.

9:42: 58 AM
AT EASE

9:46: 13 AM
RECONVENED

#sb21
SENATE BI LL NO. 21

"An Act relating to appropriations from the incone of
the Al aska permanent fund; relating to the calculation
of permanent fund dividends; and providing for an
effective date."

9:46: 24 AM

SENATOR BERT STEDVAN, SPONSOR, introduced hinself and
stated he would be presenting a bill he was very proud of.
He asked for the committee's support. He thought the
conmittee would observe that there had been no other bil

on the topic of the Permanent Fund with the sane unique
aspects. He relayed that he would be giving a short
presentation, after which he would invite Legislative
Finance Division (LFD) staff to display sone different data

inputs to further illustrate the provisions of the bill. He
stated that the bill had a basic structure and was a
starting point. He enphasized that the bill was not an all-

inclusive solution, and did not endeavor to solve the
fiscal gap.
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Senator Stedman thought that nenbers could recognize that
forecasts were not correct and with luck could provide
direction and nagnitude. He referenced the pension
obligations of the state, and the recession of 2008-2009 as
exanples. He noted that the focus of the bill was nuch
shorter; and was a different way of approaching the fisca
issue at hand, rather than looking at filling the deficit
as qui ckly as possi bl e.

Senator Stedman remarked that the state was very fortunate
to have a l|large savings account in the Permanent Fund. He
t hought that it was inportant to take affirnmative action to
protect the fund for future generations. He stated that the
approach of the bill considered what the Pernmanent Fund
could reasonably do to aid in the problem of the deficit,
and how to elimnate the structural deficit.

9:50: 13 AM

Senator Stedman discussed the presentation, "SB 21 (2017)
"'GUARD and GROW THE ALASKA PERMANENT FUND," (copy on
file). He showed slide 2:

| ssue:
Structuring the Permanent Fund to Guard It from Being
Rai ded.

Qpportunity:

Build a New Fi scal Franmework

Conti nues the Proper Managenent of the Fund,
Provides a Fair Dividend,

Al'lows for Transfers Back to Principle of Fund, and
Limts Use For Public Services.

Senator Stedman commented that the Permanent Fund was a
sensitive subject; and thought the risk to the fund lie
with the legislature that had the power of appropriation to
destroy, hinder, protect or build the fund. He conmmented
onthe cartoon depicted on the slide, which depicted the
legislature as a wlf that would devour the earnings
capability and erode the purchasing power of the fund (or
not). He conmented on the successful track record of the
Per manent Fund, and posited that the bill would |eave the
i nportant pieces intact.
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Senator Stedman noted that the people of the state owned
the subsurface rights, wunlike other states. He nmde a
speci al note that there were nmultiple generations
represented at the table. He enphasized that future
Al askans had just as nuch right to the Permanent Fund as
people already in the state.

9:54: 15 AM
Senator Stednman stated that the bill would allow fair
dividends to the owners of the resource. The bill would

also allow (in the case of additional incone) back to the
Per manent Fund for future growh, to be added back to the
di vidend, or wused for public services. He thought everyone
recogni zed that it was not possible to solve the fiscal
probl em wi thout the help of the Permanent Fund. He thought
that | ooking forward to increased oil production, the state
would be in the position to add noney back to help the
Per manent Fund grow at a faster rate.

Senator Stedman di scussed slide 3, "CURRENT PRI NCI PLES FOR
THE PERMANENT FUND":

A *“Permanent” Savings Account: The fund should
conserve part of the state’'s revenue fromresources to
benefit all generations. AS 37.13.020(1)

e The Fund’s Principle Should Be Protected Wile
Prudently Invested The fund should be nmanaged to
protect the principal while maximzing total return.
AS 37.13.020(2)

* The Fund's Purchasing Power Over Tine Should Be
Preserved Wiile Maxi m zing Return AS 37.13.120(a)

Senator Steadman discussed the history of the Pernmanent
Fund. He cautioned against discussing the concept of an
"average dividend," which was contingent upon the size of
t he fund.

Senator Stedman showed slide 4, "CURRENT PRI NCI PLES WORK -
8.66% ANNUALI ZED RETURNS FOR LAST 32.5 YEARS ($734,000 IN
1977 TO $57, 304, 500, 000 2/21/17)," which showed a bar graph
entitled 'Fund's Long-Term Investnent Performance.” He
reiterated that the bill would not solve the state's entire
fiscal problem He thought the safety of the fund should
cone before solving the state's fiscal problem
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9:58: 04 AM

Senat or Stednan showed slide 5, "SB 21 (2017) PROTECTS THE
PERVANENT FUND UNDER CURRENT PRI NCI PLES: | NVEST PRUDENTLY,
PROVIDES A FAIR DIVIDEND, ALLOAS FOR REINVESTMENT, AND
LIMTS THE AMOUNT FOR GOVERNMENT! "

e Sets up a 4.5% payout based on a rolling 5 year
average. (Uses first 5 of the last 6 fiscal years)

e Splits the 4.5% payout and sets a mninmum 2.25%
al | ocation for dividends

e The renmining 2.25% of the payout can be allocated
towards increased dividends, returned to the
permanent fund for investnent, or to the general
fund for state services.

e Sets a maximum of 2.25% on the anount of the payout
that can be used for government services.

Senator Stedman reiterated that the bill was not a holy
grail of bill solutions, and was targeted to protect the
Per manent Fund. He discussed the closures of pulp mlls and
saw mlls in Sitka, Wangell, and Ketchikan. He recounted
that at the time of the closure Sitka had a fund that was
all bonds. In the late 1980s he had a discussion with the
adm nistrator in city hall about converting the fund to a
bal anced approach of stocks and bonds with a POW. The
community had converted the fund to a POW wth a payout
rate of 6 percent, and the configuration had been running
for over 20 years. He drew parallels between the
generations of Sitkans that had an interest in Sitka' s fund
and the many generations of Alaskans who deserved benefits
from the Permanent Fund. He stated that the city was
considering |owering the payout rate of the fund.

Senat or Stednan continued discussing the fund of the city
of Sitka, which had experienced a slight erosion of
pur chasi ng power over the previous two decades. He thought
the bill was not dissimlar to how the comunity of Sitka
had dealt with its fiscal inpact. He stated that the bill
was set with a 4.5 percent payout and had a snoothing
mechani sm nmuch like the other bills of the sanme topic. He
thought it was wong to set the payout by considering the
size of the deficit rather than what could be borne by the
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fund portfolio. He hoped to engage in discussion about the
4.5 percent rate of payout and exam ne stress points. He
considered that a 6 percent payout would erode future
pur chasi ng power over tine.

10: 03: 15 AM

Senator von | nmhof |ooked at slide 5 and addressed the |ast
bull et point, which showed a maximum of 2.25 percent for
the amount the payout could be wused for governnent
services. She noted that the bullet above showed there was
flexibility for the 2.25 percent portion that could be used
for dividends, returning to the fund, or for state
servi ces. She wondered how to reconcile the extra
flexibility with the language in the bill that had a
maxi mum payout for governnent services.

Senator stated that the 4.5 percent payout was split wth
one half for dividends (for the owners of the asset); and
the state had the ability to use one half of the payout
rate to help wth the state's fiscal situation. He
explained that if there were strong fiscal returns, the
remaining 2.25 percent could be used in the ways
illustrated on the slide. He argued that the best course of
action would be to put the funds back to the corpus of the
fund for future generations.

Sentator Stedman thought that if there was less than a 50
percent split to the public, it would erode public support.
He thought goi ng above 50 percent for the dividend would be
a fiscal strain. He observed that taking the entire 4.5
percent of the draw would solve the fiscal problem but
woul d create a political problem If the entire payout went
to dividends, the state would not be able to fix the
deficit. He thought a bal ance was necessary, and noted that
the bill was not prescriptive with regard to dispersal of
the payout. He thought it was inportant to give policy-
makers the ability to nmke the necessary decisions to
increase the dividend or route the funds back to the
Per manent Fund. He thought that the provision, in
conbination with a spending limt that had been discussed,
was an attractive solution to help control governnent.

10: 06: 55 AM

Senator Stednman showed slide 6, "SB 21 (2017) - PRQIECTED
4. 5% DRAW DI VI DEND AMOUNTS, AND OTHER FUNDS, " which showed
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a table. He pointed out that the dividend anmount for 2018
would be roughly $1700 (for approximately 650, 000
di vi dends) under the proposed plan in the bill. He thought
some mght consider it to be an excessively |arge dividend,
and remnded that the size of the dividend was dependent
upon the size of the Permanent Fund. He thought flexibility
woul d be needed fromthe public to solve the fiscal crisis.
He wanted to see the payout set at 50/50, which could be
adjusted up or down if the need arose. In using the two
conbinations, in conjunction with spending restraints and
possi bl e revenue enhancenents, it was possible to elimnate
the structural deficit wthout hindering the earnings
capability of the Permanent Fund in perpetuity.

10: 09: 23 AM

Senator Stedman turned to slide 7, "SB 21 (2017) -
SAFEGUARDS THE FUND SO IT CAN GRON AND LAST FOR
GENERATI ONS":

« SB 21 (2017) is not intended to fill the entire
fiscal gap. It’'s primry focus is guarding the
permanent fund so it can grow for future generations
while keeping downward pressure on government

spendi ng.
e Oher pieces that address the fiscal gap, |ike
budget reducti ons, ef fici enci es, and revenue

enhancenents may be bolted onto the fiscal framework
in the near future.

Senator Stedman reiterated that SB 21 was straightforward
and sinple. He comented that the bill had taken two nonths
to draft, as earlier versions had been too conplicated. He
t hought that the public would be in support if the changes
to the Permanent Fund were transparent. He commented that
the primary goal of the bill was to protect the Pernmanent
Fund for future generations of Al askans. He thought it was
possible for the current generation to address the
pr obl ens.

Senator Stedman thought the politics of the bill mght beg
the question as to why there was a statutory change rather
than a constitutional anendnent. He thought the bill would

show that the POW worked, and enshrine it in the
constitution with a requirenent for public support. He did
not think there was sufficient time for a constitutiona
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anendnent. He asked the committee to |ook at the statutory
framework for a POW, and work with the levers to payout
the dividend split for tw years, ending with a 50-50
split. He wanted to confine the ERA and require the
| egislature to deal with the issue of the deficit.

10: 13: 38 AM

Co- Chair Hof fman thought the people of Al aska were | ooking
toward the legislature to come up with financial solutions
to address the deficit. He stated that SB 70 acconplished
the task in the out years. He thought the dilemm was how
to address the deficit, while Senator Stedman was
addressing how to protect the Permanent Fund and the
di vidend. He thought the dividend was protected by SB 70.

He thought that Senator Stedman asserted there could be
sone formof SB 70 for ten years, during which the dividend
would be static. He wondered iif Senator Stedman had
consi dered how such a change mght work towards a fisca

sol uti on.

Senator Stedman commented that the menbers in the Senate
did not always agree. He did not necessarily agree that it
was fair to the people of Alaska to use the average to
conclude a dividend rate. He thought the dividend outflow
shoul d be tied to the size of the fund.

10: 16: 51 AM

Senator Stednman addressed Co-Chair Hoffman's question
regarding freezing the dividend for ten years. He noted
that there would be five different |egislative groups over
the period of tinme being discussed, with varied agendas and
opinions. H's thought that the problem could be fixed at a
nore rapid rate. He thought the focus should be on
solutions for the next three to five years. He conmented on
the unpredictability of fiscal projections, and used the
exanple of the state retirenent system

Co- Chair MacKi nnon asked if the legislature had statutorily
contributed about $24 billion of additional funds to the
Per manent Fund.

Senator Stedman was not aware of the precise anount that
had been contributed, but he knew that from time to tine
the legislature had appropriated earnings reserves to
protect the corpus of the Permanent Fund. He enphasized
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that he would be shocked if the legislature let the ERA
continually grow. He had seen projections in which the ERA
was $20 billion to $30 billion.

Co- Chair MacKi nnon stated that the legislature had
contributed $17 billion and inflation proofing.

Co- Chair MacKi nnon asked if Senator Stedman was prepared to
gi ve an overview of the bill.

Senator Stedman stated that there was only one paragraph in
the bill.

Co- Chair MacKi nnon observed that the bill was three pages.

10: 19: 58 AM

Senator Stednan read from the Sectional Analysis (copy on
file):

SECTI ON 1
Del etes |anguage from AS 37.13.140 related to incone
avai | abl e for distribution.

SECTI ON 2
Del et es ref erences in AS  37.13.145(d) to AS
37.13.145(b) and (c), which are repeal ed by section 5.

SECTI ON 3

Adds a new subsection to AS 37.13.145 that authorizes
the legislature use 4.5% of the average fiscal-year-
end market value of the balance of the fund for the
first five of the last six fiscal years, including any
unrealized gains and |osses. The |egislature nust
allocate a mninmm of 2.25% for dividends. The other
2.25% of +the payout can be appropriated towards
i ncreased dividends, reinvested into the Pernanent
Fund, or to the General Fund for public services. A
maxi mum of 2. 25% can be used for public services.

SECTI ON 4

Makes conformng anendment to AS 43.23.025(a) to
change a reference from AS 37.13.145(b) to AS
37.13.145(e)(1).

SECTI ON 5
Repeal s AS 37.13. 145(b) and AS 37.13. 145(c).
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SECTI ON 6
Provides an effective date of July 1, 2017

Senator Stednman added that the bill was structurally so
basic that inplenmentation would necessitate additions for
several itens.

10: 21: 53 AM
AT EASE

10: 23: 46 AM
RECONVENED

Senat or Stedman wanted to review interactive scenarios with
the assistance of LFD to illustrate the dynamcs of SB 21.
He wanted to change variables and discuss deficit issues

He addressed the spreadsheet "LFD Fiscal WMdel," which was
previously used in conmttee to discuss SB 70 [copy on file
under Senate Finance neeting 2/27/17].

Co-Chair  MacKinnon commented that the commttee had
previously nodelled and tested fiscal plans through an
interactive graph from LFD. Wen reviewing different bills
and fiscal nodels, the commttee first considered the
Undesi gnated General Fund (UGF). She referred to Designated
CGeneral Funds (DGF), and used the exanple of University
receipts and tuition, which were designated to go back to
the University. The conmittee would not want to hanper the
University from being able to take care of itself through
revenues of its own. She used the exanple the Departnent of
Fish and Ganme's designated funds that went toward managi ng
resources. She discussed federal funds and perceived budget
growh. She relayed that the state had used limted UGF
dollars to leverage as many federal dollars as possible to
fight the recession.

10: 26: 22 AM

Co-Chair MacKinnon detailed that the previous year's
capital budget had approximately $115 nillion to $117
mllion used to |everage approximately $1 billion in
federal funds to invest across the state to care for ports,
roads, and airports. She |ooked at the graph on the top
left of the fiscal nobdel and pointed out that the blue
represented projected revenue from FY 16 to FY 26, and the
green represented anticipated draws from state savings. She

Senat e Fi nance Comm ttee 29 03/06/17 9:01 A M



noted that the orange color on the graph denoted a CBR
draw, or a Statutory Budget Reserve (SBR) draw. She
specified that there was approximately $288 nillion
remaining in the SBR The red on the chart represented
unantici pated draws. If the ERA was depleted (where the
current dividend calculation was fron) the dividend would
be at risk. She comunicated that when the conmttee
considered the dividend it had to consider it in balance
wi th funding services provided to comunities.

Co-Chair MacKinnon recalled that the Senate Labor and
Commerce Comrittee had reviewed economc research that
all edged one in three dollars in local spending cane from
the state. She observed that under SB 21, state reserves
were noving in a dowward pattern. She reiterated that
Senator Stedman's plan was not to close the fiscal gap but
rather protect the corpus of the Permanent Fund and the
di vidend. She noted that there were two additional graphs
on the nodel pertaining to the Permanent Fund, and there
was a table depicting payout dollars as well as fund
growh. In the mddle of the fiscal nodel there was a table
of scenarios and assunptions being considered. She revi ewed
t he assunptions considered by the provisions of SB 21.

10: 29: 42 AM

Senator Stedman directed attention to the graph on the
upper left, " UGk Revenue/ Budget , " and t hought it
denonstrated that the state would be using the ERA which
he thought was indicative of a structural deficit. He
reviewed the lower left-hand graph "Budget Reserves," and
observed the dimnishnment of the SBR and the CBR He argued
that the Permanent Fund could produce revenues of 4.5
percent annually, which would not solve the fiscal problem
He thought additional neasures were needed.

Senator Stedman changed variable assunptions on the fisca
model, including a POW payout of 4.75 percent, and
observed that with the structural deficit appeared again in
2023. He discussed different payout rates and considered
the lower right-hand graph, which showed the payout for
di vidends. He thought there would need to be discussion
with the public. He considered the fiscal nodel wth a
conbination of $300 mllion in reductions and tax changes;
and observed the CBR extending to 2025. He thought it was
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inmportant to continually work so that the structura
deficit would not re-appear in the future.

Senat or Stedman enphasized that the Permanent FUnd could
aid in getting out of the budget deficit. He thought that
if the public gave the legislature sone flexibility, it
could be done with mninmm disruption. He thought it was
possible to do nore revenue enhancenents, but that it would
necessitate political discussion. He considered options
such as flattening the dividend for four years or siXx
years. He stressed that the Permanent Fund should not be
subordinate to the budget deficit.

10: 34: 59 AM

Senator von Imhof referred to the rate of Permanent Fund
investnment return. She pointed out that there were two
funds (the ERA and the corpus of the fund), which had been
invested in the sanme manner. She thought it was arguable
that if the state started taking predictable draws fromthe
ERA, its investnent mx would need to be reviewed. She
observed that the CBR growth earnings were 2.89 percent
and rem nded that the CBR had to be kept relatively liquid
to enable access to the funds. She thought it was arguable
that the ERA as well had to be kept nore liquid. She
t hought increased liquidity would not enable the ERA to
reach the proposed 6.95 percent rate of return. She asked
if the sponsor could look at the fiscal nodel with a 6.25
percent rate of return for the Permanent Fund.

Senator Stedman thought Senator von |nmhof had nmade a good
point. He remarked at the dimnishnent of the CBR He noted
that the nodel did not take into account a constitutiona
amendnent for a POW, and a shutdown of the ERA. He
rem nded that the fiscal nodel was not all-enconpassing,
but would provide an idea of magnitude when considering
some of the fiscal provisions being proposed. He added t hat
the bill would not require a structural change to the
permanent fund, but would try to keep the |egislature out
of the ERA so that the Permanent Fund would not have to
dimnish its risk tol erances.

10: 37: 40 AM

Senator von |Inhof observed that with the change to the
fiscal nodel, it was possible to see the CBR maintain its
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val ue over tine, even when the Permanent Fund returns were
slightly | ess.

Senator M cciche asked if the nodel was fl at.

ALEXEI PAI NTER, ANALYST, LEG SLATI VE FINANCE DI VI SIQN,
explained that the nodel currently showed a flat budget,
but coul d be changed to show ot her scenari os.

Senator M cciche commented that all the changes nmade to the
fiscal nodel noved the bill closer to SB 70 and SB 26. He
di scussed nodel ling various assunptions for SB 70, and the
effect on the state reserves. He thought all the proposed
pl ans ensured the health of the corpus of the Permanent
Fund. He pointed out that sonme plans preserved savings in
perpetuity. He considered that SB 70 (as opposed to SB 21)
all oned response tinme if there was a dramatic increase or
decrease in the price of oil in accordance with the fall
revenue forecast. He was unconfortable with the anount of
reserves, and thought that SB 21 did not have a structura
conprehensive solution that provided a level of confort;
and thought the state would quickly need to |ook at either
dramatic cuts or new revenue neasures. He wondered how the
sponsor felt about the health of the state's reserves.

10: 42: 19 AM

Senator Stedman strongly disagreed with Senator M cciche,
and thought the other plans put too nuch reliance and
pressure on the Permanent Fund. He noted that SB 70 would
take $4.9 billion from the ERA He discussed other bills
and provisions to take funds from the ERA. He thought it
was unsustainable to rely overnmuch on the portfolio. He
t hought the Permanent Fund should be isolated before the
| egislature dealt wth other fiscal I ssues. He was
concerned that the easiest of all the |egislative options
woul d be to | oot the Permanent Fund. He thought there was a
managenent probl em when 9 percent of the fund was taken out
in one year. He agreed that SB 21 left nore work to do in
the future. He was adamantly opposed to taking out billions
from the Permanent Fund just because the |egislature could
not make hard decisions as a group.

Senator Mcciche pointed out that experts from the
Permanent Fund had testified in commttee to ensure that
t he payout of 5.25 percent did not conprom se the corpus or
health of the fund. He agreed that it was not acceptable to
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risk the corpus of the fund, but thought that experts had
concurred that an effective draw rate of 4.56 percent draw
rate the following year was extrenely unlikely to find a
failure rate over tinme. He thought Senator Stedman m ght be
nore conservative in his analysis.

Senator Stedman conmented that the current year's dividend
in conbination with draws from the ERA was significant. He
informed that the 4.5 per cent in the bill was
coincidentally at the same rate that Callan and Associ ates
had considered a reasonable draw rate. He urged nenbers to
| ook at the nunbers and consider what was sustainable for
t he Permanent Fund. He thought there was a better solution
that included action to isolate the Permanent Fund. He
stated that he would support SB 21 as a draft for the
conm ttee to consider changes.

SB 21 was HEARD and HELD in conmmittee for further
consi derati on.

Co- Chair MacKi nnon discussed the agenda for later in the
day.

#
ADJ QURNVENT
10: 47: 41 AM

The neeting was adjourned at 10:47 a.m
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