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ACTI ON NARRATI VE
3:30: 31 PM
CHAIR M KE DUNLEAVY called the Senate State Affairs Standing

Commttee neeting to order at 3:30 p.m Present at the call to
order were Senators WIson, G essel, Egan, and Chair Dunl eavy.

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

3:30: 58 PM
CHAI R DUNLEAVY announced the consi derati on of SB 26.

3:31: 28 PM

EMVA POKON, Assistant Attorney Ceneral, Al aska Departnent of
Law, Juneau, Al aska, introduced herself and offered to answer
guestions regardi ng SB 26.

3:31:44 PM

RANDALL HOFFBECK, Commi ssioner, Al aska Departnent of Revenue,
Juneau, Al aska, addressed Emma Pokon's presence at the neeting.
He said typically soneone from the Departnent of Law does not
sit next to him during a bill presentation, but M. Pokon has
been involved wth the development of SB 26 as well as
coordinating the bill's nodeling. He said M. Pokon is
intimately involved with the details of the bill.

3:33:19 PM
He explained that there are two-nmain purposes of the Permanent
Fund Protection Act (PFPA) that sets up the follow ng:

1. Framework for sustainable wthdrawals from the earnings
reserve account (ERA).
2. Sust ai nabl e di vidend fornul a.

He said both are needed to be accounted for in the final plan.
He explained that the bill is "nunbers driven" wth a
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significant public-overlay as it relates to the Permanent Fund
Di vi dend ( PFD).

3:34:24 PM
COW SSI ONER HOFFBECK explained that the "problent is a
conbi nation of the foll ow ng issues:

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

He explained that the lowoil revenues have been a constant
since late 2014. He opined that "low' may be a m snoner because
current oil prices may be the new norm so that current revenues
is the baseline to be |ooked at going forward regarding what is
possi ble for governnent expenditures and services that can be
provi ded.

He revealed that $103 per-barrel oil pricing would be required
to balance the current budget. He noted that the current price
for oil is approxinmately $55 per barrel. He pointed out that no
one is forecasting future-oil prices to be above $60 to $70 per
barrel. He detailed that approximately 500,000 barrels of oil is
fl ow ng t hr ough t he Tr ans- Al aska Pi pel i ne System and
approximately 1.5 mllion barrels-per-day would be needed to

bal ance the budget at $60 per-barrel oil. He set forth that
current oil prices and production levels puts the state in a
situation where sonething other than oil price or production

rebound nust be | ooked at. He added that the Al aska's dim nished
budget reserves that have been used over the past several years
to fund the gap between revenues versus expenditures for the
| ast few years have been greatly di m ni shed.

He said to provide a perspective to the lowoil revenues, from
2005 to 2014 over 90 percent of the Alaska's wunrestricted
general fund (UGF) revenues cane from petroleum revenues,

primarily from the severance tax and royalties. He added that

between 2012 and 2015, oil revenue fell by 88 percent, $7.8
billion 1in revenue. He summarized that Al aska has |ost

approximately 80 percent of its revenues, overall.

He noted that current oil prices and production are higher than
what was forecasted for 2017. He revealed that an annual
aver age- oi | price that increases by a dollar is worth
approximately $30 mllion in revenue and 10,000 barrels of
addi ti onal annual production equates to approximately $20
mllion in revenue.
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3:35:31 PM
SENATOR COGHI LL joined the commttee neeting.

CHAI R DUNLEAVY asked what is anticipated for the state's revenue
fromoil production.

COW SSI ONER HOFFBECK detailed that the average oil price is
$48.82, approximately $2 nore than forecasted that equates to
$60 mllion nmore in revenue. He said production is at 515,000
barrel s-per-day which is 25,000 nore than forecasted that
equates to an additional $50 million. He summarized that tota
revenue woul d be approximately $1.5 billion.

3:38:31 PM

He addressed the state's deficit spending and noted that even
t hough expenditures have been reduced by 44 percent over the
|ast five years, expenditures do not match the 80-percent |oss
in revenue. He remarked that the state will run out of savings
|l ong before the deficit gap is closed and real changes need to
be nade. He inforned that the forecasted conbined bal ance from
the Statutory Budget Reserve (SBR) and Constitutional Budget
Reserve (CBR) is $4.6 billion for June 30, 2017. He noted that
the fall forecast is projecting nore revenue for the next fiscal
year .

He detailed that with no structural changes, the state would be
down to $2.1 billion by the end of the next fiscal year. He
declared that $2.1 billion is not enough to fund another year's
deficit if nothing is done to fix the issue. He infornmed that
the state needs to retain sonme noney wthin the CBR for
energency expenditures and budget interruptions. He asserted
that sone liquidity is needed to nmake the state's fiscal plan
work. He detailed that the Departnent of Revenue (DOR) borrows
against the CBR during the fiscal year in order to neet
expenditures. He said the borrowng allows DOR a liquidity bank
that is used with the general -fund expenditures and the hope is
to avoid the Alaska Permanent Fund Corporation (APFC) from
having to nodify their investnent portfolio and carry the
l[iquidity on their books.

3:41:31 PM

He asserted that the big issue is once the CBR and SBR are gone,
the only place to turn would be the permanent fund if the state
has an ongoing structural deficit. He said the PFPA comes into
place as a way to efficiently and effectively use the permanent
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fund while maintaining government services and a sustainable
di vi dend.

COWM SSI ONER HOFFBECK addressed the permanent fund's structure
to provide an wunderstanding between the ERA, the permanent
fund's principal, and the segregation wthin the principal
bet ween the corpus and unrealized gains. He detailed FY2016 data
on the permanent fund as foll ows:

* Permanent fund's principal: $44.2 billion.

e Permanent fund's corpus wthin the principal: $39.4
billion.

e Permanent fund's wunrealized gains that the corpus has
achi eved but not realized: $4.7 billion.

« ERA bal ance: $8.6 billion.

He reiterated that the pernmanent fund's corpus is the protected
portion of the fund that cannot be spent on anything what soever.
He added that the $4.7 billion in wunrealized gains wll
eventually be realized and flow within the ERA

3:43:16 PM
He addressed how the noney flows in and out of the pernmanent
fund's "corpus" as foll ows:

* Mbney in:
= Mneral royalties:
> At |east 25 percent deposited into the corpus
» Currently depositing 30 percent of all mneral
royalties.
= |Inflation proofing.

« Mbney out is prohibited.

He addressed the ERA' s noney flow as foll ows:

* Mbney in:
* |nvestnent incone:
» Statutory net income (SNI) from the principal
al so known as realized gains:
o Money from divi dends,
o Maturation of fixed-inconme investnents,
0 Real estate,
o Royalties,
o Equities that are sold,
0o Private equity distributions
o "Things that generate cash."
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« Mbney out:
= |Inflation proofing the corpus;
= Dividends, approxinmately 50 percent of the SN

3:45: 26 PM

COWM SSI ONER  HOFFBECK disclosed that the permanent fund's
annual -net incone far exceeds the anmount of noney generated from
oil -and-gas taxes as well as fromroyalties. He said the state
is looking long term at $60 plus-or-mnus oil prices wth
500, 000 barrel s-a-day as the maxi mum ceiling noving forward with
not hing on the horizon that is ever going to change. He asserted
that the state's financial assets now are Al aska' s greatest
resource that will generate nore revenue for funding government
services than oil and gas is going forward in the future. He
noted that the state crossed over the "crossover point" in 2015,
a nonent in tine that was envi sioned when the permanent fund was
set up. He set forth that the permanent fund is the new future
for state funding.

He asserted that the "probleni is spending continues wthout a
plan where additional revenue sources are not generated wth
oil, gas and other revenues renmaining at current levels. He said
the "no plan" scenario would nean the Legislature spends the CBR
to zero and the ERA would be depleted by FY2022 or FY2023. He
infornmed that a depleted ERA would nean the state is "off of the
fiscal cliff in freefall”™ as well as not having noney to pay the
PFD from t he ERA.

3:47: 36 PM
At ease.

3:48: 45 PM
CHAI R DUNLEAVY called the commttee back to order.

COWM SSI ONER HOFFBECK addressed why the permanent fund shoul d be
used. He specified that the current UGF budget is $4.2 billion
revenues of about $1.4 billion, |l eaving the state wth
approximately a $2.8 billion budget gap.

He reviewed the potential tools outside of the permanent fund to
cl ose the budget gap as foll ows:

e Mtor-fuels tax increase:
= $100 nmillion.

e O her broad-based tax:
= $600 million.
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 Corporate-incone tax:
= $100 million.
e Ol tax credit reform
* $100 mllion.
* Maxi mum cuts proposed by the Senate (over three years):
= $750 mllion.
* PFPA (net dividend):
= $1.9 billion.

COWMWM SSI ONER  HOFFBECK said excluding the PFPA, the tota
proposed revenues and cuts equal approximately $1.65 billion,
| eaving approximately $1 billion to $1.2 billion short of a
total solution. He set forth that there really is only one asset
that the state has that is capable of closing the budget gap and
that is the permanent fund. He asserted that approximately $1.9
billion wll be generated by the PFPA for governnent services.

3:50: 27 PM
At ease.

3:52: 31 PM
CHAI R DUNLEAVY called the commttee back to order

COWM SSI ONER HOFFBECK said the other question addresses whether
the PFPA is the proper use of the permanent fund for governnent
expenditures. He nentioned that there has been a Ilot of
di scussi ons about interpreting t he st at ut es, what t he
legislative intent was, the nenory of the folks that were
involved with the permanent fund, a lot of "Hanmond quotes”
floating around, and a lot of public perception. He revealed
that the adm nistration actually went back to what was on the
ball ot proposition that people voted on. He detailed Ballot
Proposition No. 2 on establishing the permanent fund as foll ows:

Thi s pr oposal , i f approved, woul d anmend t he
Constitution of t he State of Al aska 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 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
I aw.
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COMWM SSI ONER  HOFFBECK pointed out that there is an odd
understanding in the constitution for expenditures because
bal | ot proposition's noted expenditure phrase does not show up
in the constitution, which creates an odd understandi ng of what
t he purpose was.

3:54: 01 PM

He set forth that the permanent fund should be used in a
systematic and rul es-based fashion that actually achieves the
goal s of funding governnent services while still protecting the
corpus of the fund and paying a dividend. He specified that
there are five ways of judging the sufficiency of a plan as to
whet her the plan achieves the goal of a sustainable and durable
use of the permanent fund:

Long term

Sust ai nabl e,

Rul e- based,

Stabi i zi ng,

Maxi m ze the use of the permanent fund earnings.

GhobPE

He detailed the need for a long-termplan as foll ows:

e The fund is neant to provide for all generations of
Al askans.

* As North Slope production declines, the fund s earnings
will be increasingly inportant to sustaining public
servi ces.

e Unlike petroleum Alaska's financial reserves can be a
renewabl e resource.

» Like petroleum investnent earnings can be highly variabl e.

He addressed the need for planned "sustainability" as foll ows:

e Miintain or grow the real (inflation-adjusted) value of the
per manent fund.

e Provide for a dividend.

* Ensure ERA "durability" where the ERA holds enough to
bri dge years of | ow earnings.

He specified that ERA "durability" 1is a critical issue,
particularly in light of discussions about purposely leaving a
structural deficit in the budget. He said he understands the
logic behind a structural deficit where downward pressure is
created on the budget; however, a secondary pressure is created
that nmay be greater than the pressure on the budget and that is
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the pressure to spend unschedul ed expenditures out of the ERA
He opined that a scenario occurs where the ERA is tapped into
when the budget has not been cut enough and there are not enough
revenues. He said tapping into the ERA wth unschedul ed
expenditures starts to deplete the ERA and makes the plan |ess
dur abl e.

COWM SSI ONER HOFFBECK reveal ed that when DOR nodel ed out a full-
fiscal plan so that wuncertainty is taken out, a 1.12-percent
failure rate occurred; however, if uncertainty is left in where
strictly a permanent fund "only" plan with no other changes, the
failure rate is approximately 45 percent. He summarized that the
structural deficit is a critical piece that needs to be cl osed.

3:57:54 PM

CHAI R DUNLEAVY noted that the current nodel has been used for
decades and was supposed to be long term He asked what has
changed that makes the current nodel outdat ed.

COWM SSI ONER HOFFBECK explained that the biggest reason is
sinply that never before has the state needed to use the ERA for
sonet hing other than paying the dividend and inflation proofing
the permanent fund. He set forth that the state has reached a
life-cycle point wth its oil-and-gas revenues that the
per manent fund needs to be used at its maxi num capacity to fund
government services. He reiterated that there is no other
solution that can get the state to the "finish line."

CHAI R DUNLEAVY asked why DOR used their own nodeling rather than
the APFC s nodeling. He pointed out that the APFC has mnanaged
t he permanent fund for decades.

3:59:31 PM

COWM SSI ONER HOFFBECK replied that the APFC just nodels their
return scenarios going forward whereas DOR nodeled the state's
entire budgetary process and the demands that wll be made on
the available revenues. He set forth that DOR is confortable
with its nodeling as well as the nodeling that the APFC does. He
noted that DOR works with the APFC regul arly.

CHAI R DUNLEAVY pointed out that APFCs nodeling is totally
different fromwhat DOR s nodeling is showi ng where the ERA runs
out in 2022.

4:01:10 PM

COWMM SSI ONER HOFFBECK addressed the need for a rul e-based plan
for savings, spending, and dividends as foll ows:

SENATE STA COW TTEE - 9- February 7, 2017



* Wthdrawal s occur under a set of statutory rules.

* Designed to pr ot ect t he fund and guard agai nst
unsust ai nabl e uses.

* International best practice.

COWMWM SSI ONER  HOFFBECK pointed out exanples of rul e-based
framewor ks used for other sovereign wealth funds as foll ows:

* Singapore developed a proprietary nodel that projects 20-
year returns where the governnent nay spend 50 percent of
t he annual i zed 20-year expected returns.

e Kazakhstan uses a fixed-annual draw of $8 billion which may
be adjusted by 15 percent, but the draw is reduced if the
fund bal ance is I ess than 20 percent of the CDP

 Norway limts withdrawals to 4 percent, but wi thdrawals are
allowed over 4 percent in |imted circunmstances wth
parliamentary resol ution.

He sunmarized that there is no one perfect way to structure a
sovereign-wealth fund, but a fund is structured based on the
needs of the particular entity and what other resources they
have avail able. He said DOR believes that the structure they put
forward has been carefully nodeled and is the best nodel for
using the permanent fund resources for funding governnent
services. He pointed out that the governor has said the PFPA is
"witten in pencil” and the admnistration is happy to take a
| ook at better ideas. He noted that the previous year the Senate
State Affairs Conmittee had taken the adm nistration's permanent
fund plan with a $3.3 billion fixed draw where everything fl owed
t hrough the permanent fund and substituted it with a percentage
of market value (POW) plan with draw limts. He noted that this
year's plan is essentially the sanme bill that passed the Senate
| ast year, SB 128, with a couple of nodifications.

He addressed the need for a "stabilizing" plan as foll ows:

e Over the long term economes that experience repeated ups
and downs grow sl ower than stabl e econom es.

* Because commodity prices are volatile, economes dom nated
by a single-commodity industry experience nore pronounced
cycl es.

e Covernnent spending that follows the sane cycle anplifies
t he damagi ng effect.
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COWMWM SSI ONER HOFFBECK said for budgetary purposes the state
needs to know what their revenues are going to be.

4:05:26 PM

He addressed the need for a plan that maxim zes the use of the
per manent fund earnings as foll ows:

* O her proposed new revenues and cuts could reduce the

deficit by mllions, the fund can sustainably contribute
billions.

 Wthdrawing too nuch is unsustainable and risks danaging
t he fund.

e Wthdrawing too little limts future options for full-

fiscal solutions.

He summarized that the state's biggest resource should be
maxi mzed and as many of the "other decisions” as possible
shoul d be el i m nat ed.

SENATOR WLSON asked what Conm ssioner Hoffbeck neant by
“elimnating other decisions.™

COWMWM SSI ONER HOFFBECK replied that the budget gap requires
either new revenue sources or very significant cuts in
expenditures, both of which have a significant inpact on the

econony, i ndi viduals and busi nesses. He set forth that
maxi mzing the permanent fund can protect Alaska's fragile
econony by limting new taxes and cuts to governnent

expenditures. He asserted that wusing the earnings from the
permanent fund is the only solution that injects new noney into
the system

4:08: 26 PM

He explained that SB 26 is a slimmed down version of the bil
(SB 128) that passed the Senate |last year. He revealed that SB
128 was heavily vetted in 2016 with 39 hearings between the
Senate State Affairs, Senate Finance and House Finance
commttees. He added that 63 hearings and 7-public hearings
occurred last year on various pernmanent fund bills. He noted
that Senator McCQuire's bill, SB 114, ultimtely becane the core
to SB 26 by incorporating the POW process. He said the
admnistration felt that the plan that passed the Senate was
solid and the bill was worth bringing back this year.

He set forth that SB 26 is the same as the CS for SB 128, but
wi t hout the follow ng provisions:
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* CBR managenent:
= Mowving fromDOR to APFC
= DOR is nore equipped to deal with cash nmanagenent and
[iquidity issues for the permanent fund earnings on a
dai |l y basi s.
* APFC procurenent:
= Does not have a real purpose in the bill.

» Secondary savings rule.
= Not part of the crux of the plan and has its own
nmonmentumin separate bills.

4:11: 44 PM
CHAI R DUNLEAVY asked if he believes that the change in the bil
will get the bill passed.

COMWM SSIONER  HOFFBECK replied that the administration s
essentially giving back the bill that the Senate passed | ast
year. He pointed out that the House has the sanme issues
associated with addressing broad-based taxes as well as oil-and-
gas credit reform first. He pointed out a need for a "clean
bill" as foll ows:

What we are hoping to do is pass as clean a bill to
the House as we possibly can and try to take as much
of that noise out of the discussion. W've been
pushing hard with them to say we think we need clean
bills and we need to deal with these issues on their
merits, but obviously we don't control what the House
wll do, we are hopeful.

He detailed that the PFPA outlines a long-term plan with three
formul as as foll ows:

1. Sust ai nabl e draw formul a:
= 5.25 POW,
* Draw limt.
2. Sustai nabl e di vidend fornul a:
= 20-percent of UGF royalties,
= 20-percent of POW draw.
3. Adj ust deposits to corpus:
= Reduce royalty deposits to the constitutionally
mandat ed 25 percent,
= Change inflation-proofing transfers.

4:13:31 PM
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COWMM SSI ONER HOFFBECK addressed how noney will flow under SB 26
as foll ows:

 Mneral royalties:
= Continue to go directly into the corpus of the fund at
t he 25-percent mandated by the constitution.
* Principal (corpus):
= Statutory net inconme (SNI) would flow out of the
principal (corpus) into the ERA
* ERA
= Monies fromthe ERA would flow into the general fund.
* General fund:
= 20/20 fornmula used to nove noney into the dividend
f und.

He pointed out that one big difference is the dividend s noney
route would now flow through the general fund. He added that
another difference is planned inflation proofing where nopney
fromthe ERA is fed back into the corpus when the ERA reaches
four tinmes the annual draw rather than through |egislative
appropriation.

He addressed the POW draw as fol |l ows:

e 5.25 percent of the average fund value in the first 5 or
the last 6 years to assist with the budget process and APFC
w th investing.
» Exanpl e draw cal cul ati on
= Average fund value for FY2012 through FY2017 equals:
$48.1 billion.
= 5.25 percent of $48.1 billion equals a $2.5 billion
dr aw.
» Effective POW from the $2.5 billion draw for FY2017
of $53.6 billion equals 4.7 percent.

He detailed that as long as the permanent fund is grow ng, using
the "back average" of 5.25 percent results in the effective POW
of 4.7 percent, a percentage that is substantially less than the
5.25 percent against the current year's value of the fund. He
poi nted out that the 5.25 percent back-average would be in line
with this year's estimate return for the permanent fund return
of 6.95 percent, less 2.25 percent for inflation that equals 4.7
per cent .

4:16: 57 PM
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SENATOR W LSON asked Conmi ssioner Hoffbeck why a nore noderate
wi thdrawal rate that is less than 5.25 percent be considered if
the idea is to protect and have sustainability.

COWM SSI ONER HOFFBECK expl ained that the intent is to maxim ze
the use of the asset and "not |eave noney on the table" that
necessitates nore cuts and nore taxes. He admtted that the
nodel was "cranked" to squeeze as nmuch out of the pernmanent fund
earnings as possible. He revealed that there is a three-year
review in the plan to make sure the fund is not being overdrawn
and noted that the percentage can al ways be adj ust ed.

SENATOR W LSON renmarked that he questioned the aggressive 5.25-
percent POW and noted Comm ssioner Hoffbeck's overly-optimstic
nodeling that did not take into account a once-a-decade narket
situation that would require draws on the ERA

COWM SSI ONER HOFFBECK replied that DOR s nodeling takes into
account various swngs that could potentially occur during the
24-year nodeling period. He explained that the nodeling showed
that even with the 5.25 percent draw, the failure rate to grow
the fund and mneke the paynents was only 1.25 percent. He
reiterated that the admnistration believes the 5.25 percent
draw i s sustai nabl e.

4:19:40 PM

He addressed the 5.25-percent POW-draw formula with UG- revenue
and oil prices. He explained that the draw by itself would not
stabilize UG- revenue because revenue continues to vary with oil
prices. He said an additional step was needed to stabilize cash
flows and noted that the Senate State Affairs Commttee during
the previous year developed a drawlimt that is inposed when
UGF production tax and royalties exceeds $1.2 billion. He
detailed that once the $1.2 billion threshold is exceeded, the
POW draw is reduced by a dollar for every dollar collected in
production taxes and royalties. He said the end result is
spending would level off at $1.2 billion plus the ERA draw.

He specified that the draw limt does not apply to the portion
for the dividends. He enphasized that any reductions in the draw
does not inpact the size of the dividend because the dividend
calculation is always against the 5.25 percent nmaxi num not the
reduced draw that will occur from additional oil-and-gas taxes.

He addressed nodeling for the UG- revenue and oil prices wth

the POW draw and draw limt. He noted that once oil prices hit
the $75 to $80 range, a reduction in the POW draw will start to
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occur as oil-and-gas royalties and taxes start to rise,
essentially shutting off the ERA draw when oil -and-gas taxes are
sufficient to cover the budget. He asserted that the draw limt
addresses the issue of super-heating government spending when
the POW is layered on top of increased revenue without a limt.

4:22:15 PM
CHAI R DUNLEAVY poi nted out that constitutionally, the CBR has to
be repl eni shed. He asked how the CBR wi Il be repl eni shed.

COWM SSI ONER HOFFBECK replied that any nonies left over at the
end of the year that are available for appropriation are
deposited or "swept" back into the CBR, the ERA has been an
exception to that, the noney residing in the ERA has not been
"sweepable.” He pointed out that there is nothing that would
prevent the Legislature from noving noney. He noted that there's
one thing that automatically happens and that is once you get
greater than the four-tinmes-draw noney flows back into the
corpus of the permanent fund.

CHAI R DUNLEAVY asked to confirm that novenment into the ERA is
not into the general fund and not subject to the "sweep."

COWM SSI ONER HOFFBECK answered correct. He pointed out that once
a point is reached where the draw is conpletely shut off from
the ERA, there is nothing that stops a continued draw from the
oi | -and-gas revenue for expenditures. He said there has been
sone discussion whether the continued draw from oil-and-gas
revenue needs to be shut down or not, but there is also the
argunent that there will be sone pent-up need for capital and
mai nt enance prograns.

4:25: 07 PM

CHAI R DUNLEAVY asked if spending can keep increasing from oil
revenue or a broad-based tax once oil revenue hits a certain
anount and the "spigot” fromthe permanent fund is reduced.

COWM SSI ONER HOFFBECK answered yes. He noted that one of the
criticisnms was that a relatively flat profile for governnent
spendi ng woul d be required.

CHAI R DUNLEAVY asserted that the continued spending issue in SB
26 is one of the reasons why the Senate is contenplating an
appropriation limt. He said he is interested to see where the
admnistration falls on the appropriation-limt concept. He set
forth that an appropriation limt would keep the possible added
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revenues and the growh of governnment tighter. He noted that any
added revenues could be diverted to the CBR

COWMM SSI ONER HOFFBECK expl ained that the bill has a fornmula for
a sustai nabl e-di vidend draw. He detailed that SB 26 has a $1, 000
per person guarantee for the first two years of the plan. After
the first two years the dividend draw woul d be 20 percent of the
UGF royalties, plus 20 percent of the 5.25-percent POW draw. He
disclosed that the dividend draw is expected to stay around
$1,000 per person into the future. He specified that having the
di vidend based on a 20/20 draw from the UG- royalties and
permanent fund earnings tends to stabilize the dividend over
time. He added that the 20/20-dividend draw also tied Al askans
to the state's overall econom c health.

4:29:41 PM

He addressed inflation-proofing transfers and noted that AS
37.13.145(c) currently provides for an annual inflation-proofing
transfers from the ERA to the corpus of the fund. He said
al though the ERA needs to have a sufficient balance to neet the
draw each year, the bill's feedback-1oop provides the ability to
inflation proof the corpus as well. He detailed that when the
bal ance in the ERA reaches four times the annual draw, then the
additional revenue flows back into the corpus of the fund to
inflation proof the fund.

SENATOR WLSON asked what would occur if the scenario that
Comm ssi oner Hof f beck descri bed does not occur and the permanent
fund is not inflation proofed.

COW SSI ONER  HOFFBECK concurred that there would be an issue
where permanent fund's corpus nmay not be inflation proofed. He
opined that the fund itself would likely continue to grow at a
sufficient rate with the 5.25-percent draw. He specified that
the gains would be realized either in the ERA or in the
unrealized gains piece, but not in the protected part of the
fund's corpus with the feedback-loop occurring.

CHAI R DUNLEAVY noted that the bill caps the dividend at $1, 000.
He asked what the governnent's take coul d range.

4:32: 31 PM
COWM SSI ONER HOFFBECK replied that the governnment's take would
be approximately $1.9 billion at the fund's current size. He

added that the governnent's take would increase as the fund
grew. He noted that the dividend is not capped and added that
the dividend will grow if the permanent fund grows because the
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dividend is tied to the POW draw. He summarized that the bil
will start with $700 nmillion for the dividend and $1.9 billion
for governnent services.

CHAI R DUNLEAVY asked to confirm that the governnment take wl
al ways be | arger than the dividend.

COWM SSI ONER HOFFBECK answer ed yes.

SENATOR WLSON reiterated that the dividend is set at $1,000 for
the first two-years and then based on the 20/20 formnula that
Comm ssi oner Hof fbeck explained. He asked what would occur if a
governor continued to set the dividend at $1,000 and vetoed the
remai ni ng portion.

COWM SSI ONER HOFFBECK answered that the funds would be noved
into the general fund and then would be available for any
pur poses.

4:35: 24 PM

He said a review would occur after three years to take a | ook
and rmake sure everything 1is actually wrking and nake
adjustments if needed. He pointed out that the bill has an
i mredi ate effective date and could be applied during the current
FY2017 budget year. He added that a quirky accounting "thing"
woul d occur wher e t he bill changes f orwar d- f undi ng
appropriations from previous fiscal years to appropriations that
occur in the sanme fiscal year.

He summari zed about the PFPA as foll ows:

e Sustainably provides billions to the general fund when
needed.

* Preserves the dividend program

e Stabilizes the budget for the state as well as providing
confidence to investors in the state's future.

4:38:26 PM
He addressed the bill's sectional analysis as follows:

Section 1:
Framework for the three-year review.

Section 2:

Reduces the royalties to just the 25-percent constitutional
paynent into the principal of the fund.
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Secti on 4:
POW and drawlimt fornulas.

Section 6:
Appropriation for the earnings reserve for the general fund and
principal plus the four-tinme draw conponent.

Section 7:
20/ 20-di vi dend f or nmul a.

Section 10:
$1, 000 dividend in cal endar years 2017 and 2018.

Section 13:

Repeal | anguage for the CBR sub-account which restricts the way
investnments can be in the CBR The |anguage is the sane as the
| anguage in the bill that passed the Senate |ast year.

Section 15:
| mmedi ate effective date.

SENATOR WLSON noted that Conm ssioner Hoffbeck conmented
earlier during his presentation that the governnent portion of
the draw woul d always be higher than the dividend' s portion. He
asked which portion would be prioritized in a "short" year.

4:40: 05 PM

COW SSI ONER HOFFBECK expl ained that with the structure of the
four-times-draw from the ERA, there wll be years where the
statutory-net income is less than the payout and there wll be

years when the statutory-net inconme is greater than the payout;
however, over tinme the two would even out. He pointed out that
sust ai ned-low returns over three or four years would be needed
in order to deplete the ERA. He revealed that the financial
mar ket s have never had three or nore consecutive years of down
mar ket s.

SENATOR WLSON said the bill's title that ref erences
"protection” bothers him He noted that Comm ssioner Hoffbeck
stated that the permanent fund currently works fine, but then
clainmed that governnment's only viable solution for the budget is
to use the permanent fund. He asked who the bill protects the
per manent fund from

COWM SSI ONER HOFFBECK replied that the new economc reality is

the state is looking at insufficient oil-and-gas revenues to
fund governnment services going forward. He asserted that the new
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reality is not a short-term deal. He set forth that the bill
would protect the permanent fund's integrity, not from an
i ndividual or entity, but from the reality that the state is
about to burn through the last of its savings. He asserted that
the next step in proceeding with an ad hoc draw agai nst the ERA
is probably the greatest potenti al for jeopardizing the
per manent fund.

4:43: 09 PM
SENATOR W LSON rermarked that the bill actually protects the ERA
and the bill's title seens a little msleading in identifying

t he permanent fund rather than the ERA

COWMM SSI ONER HOFFBECK replied that by definition the permanent
fund is a conbination of the corpus, the unrealized gains within
the principal, and the ERA

CHAI R DUNLEAVY asked Conm ssioner Hoffbeck to provide his
definition of the dividend.

COW SSI ONER HOFFBECK answer ed as fol |l ows:

The dividend is that portion of the earnings from the
i nvestnments of the permanent fund that are shared with
the citizens of the state of Al aska.

CHAI R DUNLEAVY asked Conmi ssioner Hoffbeck if he viewed the
permanent fund as wel fare.

COW SSI ONER HOFFBECK answer ed no.

CHAI R DUNLEAVY asked if he viewed the dividend as a way for
citizens to partake in the royalty concept that citizens were
deni ed by the Statehood Act in the Al aska Constitution.

COWM SSI ONER HOFFBECK replied as foll ows:

| see it as what the ballot initiative said in the
constitutional anmendnent which is that it was to
reserve noney for the future, for gover nnent
expenditures was the fund itself. There's nothing
incorporated within the fund itself that talks about
it being a share of the royalties. So | think the
construct that the dividend is a share of the royalty
I think is probably inposing sonething on the
permanent fund itself that was never there in its
original structure. | think people saw it not so much
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as a share of the royalty wealth as it was a way to
preserve sone of the noney, the wealth in high years
for the future years when we did not have as much
noney.

4. 45: 49 PM
CHAI R DUNLEAVY asked if he was addressing the dividend.

COMM SSI ONER HOFFBECK replied as foll ows:

The fund itself and the dividend is a piece of the
f und. There was nothing in the argunents and
di scussions in creating the fund itself about being a
way to preserve a royalty for the citizens; it is an
argurment that has developed after the fund was
devel oped versus sonmething that | think is inbedded in
the fund itself.

CHAI R DUNLEAVY asked if he views the dividend as wel fare.

COW SSI ONER HOFFBECK answered that he does not view the
di vidend as wel fare.

CHAI R DUNLEAVY stated that SB 26 will be held in commttee for
future consideration. He asked if he had any parting thoughts.

COWM SSI ONER HOFFBECK t hanked Chair Dunleavy for the opportunity
to present the bill. He set forth that the adm nistration views
the bill as a solid way to use the permanent fund.

SENATOR COGHI LL suggested that a graphic representation be
provi ded where both the status quo in keeping the pernmanent fund
dividend formula the way it is and the PFPA's dividend formnula
be juxtaposed to one another on a graph.

4:49: 23 PM

COWMWM SSI ONER  HOFFBECK noted that several graphs have been
provided to the commttee that shows what Senator Coghil
referred to.

SENATOR COGHI LL opined that the intent was to try and snooth out
the dividend' s volatility, but using the ERA was not considered
for governnent; however, the government takes a bigger and
bi gger chunk. He pointed out that governnent currently has the
right to appropriate from the ERA and asked what the inpact to
the dividend fornmula would be if governnent appropriated out of
t he ERA
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SENATOR COGHI LL noted that people in his district inquire why
governnment doesn't just use the ERA and |eave the dividend
al one. He pointed out that taking noney out of the ERA has a
huge inpact on the dividend based on cash avail able. He opined
that continued work nmust be done to figure out the nethodol ogy.
He said he did not know if the Senate will buy in again or if
the House will buy into the proposal as well.

He said he listened to the other approach which is based on a
cl ean-endownent nodel. He admtted that the clean-endowrent
nodel is tenpting in addition to having perpetuity; however, the
nodel delivers a whole lot less value to the state and forces
the Legislature to deal wth harder decisions. He summarized
that the Legislature has to eventually figure out how to come up
with $1.9 billion.

CHAI R DUNLEAVY addressed nodeling differences between DOR and
APFC. He noted that APFC s nodeling fromrecent nonths projected
the foll ow ng:

e FY2018: $10.4 billion starting out in the ERA with equa
appropriations for the dividend and governnent of $1.5

billion.
* FY2022: Equal appropriations from the ERA for the dividend
and governnent of $1.8 billion.

e FY2027: Total value of the permanent fund of $64 billion.

He pointed out that Conmm ssioner Hoffbeck raised concerns that
t he ERA woul d actually be zeroed out by 2020 or 2022.

4:52:54 PM
COW SSI ONER HOFFBECK pointed out that APFC s 50/50-split
nodeling leaves a $1.2 billion to $1.4 billion deficit in

government spending that would have to conme from the ERA He
added that the APFC nodeling did not include inflation proofing
the permanent fund. He said DOR will work with APFC to provide a
true conparison for the commttee.

SENATOR WLSON inquired if the status quo in DOR s nodeling
means there will be no new revenue sources and no significant
cuts to the budget. He asked if the adm nistration believes that
the state has the right government size with the nodel presented
by Comm ssi oner Hof f beck.

COWM SSI ONER HOFFBECK replied that the governor |ooked at the
budget that included substantial cuts; however, the governor
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believes that was not his vision for the state of Alaska. He
said the governor's position is that he feels the solution now
is additional revenues. He pointed out that the state has
already cut $3.8 billion out of the budget and it was tine to
start tal king about the revenue side of the equation. He noted
that revenue would include using the permanent fund as well as
new t axes.

SENATOR WLSON specified that his question related to the DOR
nodel that currently says the state has the right size of
government and the government should stay the sane wthout
| ooking at other cuts or other sources of revenue outside of
per manent fund earni ngs.

4:55:23 PM

COWM SSI ONER HOFFBECK replied that one DOR nodel was a dividend-
only solution with the budget gap filled wth earnings. The
second nodel was a full-fiscal solution with a forecast for
governnent spending to be flat for two to three years and then
growing with inflation over tine.

CHAI R DUNLEAVY opined that the size of state governnent was
actually growing. He said the Legislature has conpeting visions
for Alaska. He set forth that there is one vision where enough
cuts have been made and the legislature nust rearrange the
permanent fund so that governnent gets nore, and the people get
| ess. He opined that the first vision argues that people wl
get nore governnent services, but the people will get less in
their ability to spend their dividend in the way they want. He
added that the first vision will continue to address taxes as
well. He set forth that the second vision includes a philosophy
of Alaskans wanting to keep nore noney in their pockets and
bring down the size of governnent.

He remarked that his hope is the Legislature can cone together
within the next 60 days with a fiscal plan that everyone can
live with; however, he conceded that there are some serious
differences in the way Al aska shoul d be.

CHAI R DUNLEAVY t hanked Commi ssioner Hoffbeck for his well |aid-
out presentation and welcomed him back to reconcile sone
"nunbers. "

[SB 26 was held in conmttee for future consideration.]

4:57:59 PM
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There being no further business to cone before the commttee,
Chair Dunleavy adjourned the Senate State Affairs Standing
Commttee at 4:57 p.m
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