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3:30: 44 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, Gessel, Coghill, Egan, and Chair
Dunl eavy.
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SB 21- PERVANENT FUND: | NCOVE; POW; Dl VI DENDS

3:31:34 PM

CHAI R DUNLEAVY announced the consi deration of SB 21.

3:31:57 PM

SENATOR BERT STEDMAN, Al aska State Legislature, Juneau, Al aska,
sponsor of SB 21, stated that the bill is before the conmttee

for the second tine and provi ded an overvi ew as foll ows:

In essence what this bill does, rather than address a
packet solution for the budget deficit is to take a
| ook at the permanent fund or big-earning engine of
roughly $55 billion and take a look at that as far as
how nmuch it could produce in payouts that would
i nclude dividends or other sources of expenditures,
and what percent we can pull out of that and how could
we rmanage that asset to protect if for future
generations of Al askans.

W were fortunate enough to be here when we had the
massive wealth oil-bubble run through the state;
unlike sone of our grandfathers or grandparents who
mssed it just due to the age cycle or future
generations of Alaskans that aren't even born yet,
that they can see, especially the future generations,
can see that we secured a vast anobunt of the wealth
bubble for their benefit also, that we don't use it
over the next dozen year or |ess on ourselves.

3:33:43 PM
SENATOR STEDMAN speci fied what SB 21 does as foll ows:

This bill what it does it would Iimt the wthdrawal
annually to 4.5 percent of the market value and
there's an averaging over the last five years that
takes place, so you don't take just the last year's
endi ng bal ance, but you back up six years and take the
first five of that, so it nmkes it very predictable
for the budgetary folks to know exactly what revenue
t hey woul d have.

A 4.5 percent wthdrawal on average over tine the

mar ket should and returns should suffice and there
will be other presenters with better backgrounds that
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can address that to the committee to ensure that we
don't dimnish the purchasing power and or spend down
the fund. O that 4.5 percent, 2.25 percent would be,
or one half of it would go to dividends automatically,
to the citizens, and that would grow over tinme. The
other 2.25 percent of the 4.5 percent, the other 2.25
percent or one half, could be added to the dividends
if we are so fortunate as to have robust econom es and
an easy tine balancing the budget, it could also go
back to the permanent fund, or could be used, which
woul d happen over the next several years go to the
general fund of the state to help us when we have
financial difficulties like we have today. So that
woul d ensure that the public gets 50 percent of it in
a dividend, the other 50 percent every year would cone
before the Legislature and the elected body would
decide to add it to the dividends, send it back to the

permanent fund, or take it to core services |ike
education or health and human services or what have
you.

3:35: 53 PM

SENATOR STEDMAN summari zed as fol | ows:
In a nutshell, that's what this bill does; again, it's
not a one-bill solution to our deficit issue, but it's

a protective nechanism to ensure that we have a very
val uabl e asset for future generations to be able to
rely on also, that we don't basically, we the
Legi sl ature, including nyself, all 60 of us, all good
intended elected officials, collectively we can be
danger ous, don't start taking chunks out, t he
billions, and hurt the last 40 years of wealth
accunul ati on.

CHAI R DUNLEAVY remarked that during the past several years there
have been people trying to sell that using the pernmanent fund
woul d be imrune from market fluctuations versus the volatile oi
mar kets. He asked Senator Stedman to confirm that the pernmanent
fund is not immune fromfluctuations.

3:38: 20 PM

SENATOR STEDMAN answered correct. He pointed out that SB 21 uses
five years of market values to snooth out volatility. He noted
that he worked with the City of Sitka 30 years ago in changing
their all-bond portfolio to a percentage of narket value that
took a five-year average. He noted that unlike SB 21 with a 4.5-
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percent payout, Sitka chose a 6-percent payout. He adm tted that
Sitka's 6-percent payout has shown to be too high and their
fund's purchasing power has decreased. He enphasized that the
financial markets are not |inear and noted that the econony has
experienced 3-econom ¢ shocks over the past 30 years; however, a
w t hdrawal based on averages from 4 to 6 years snooths out
fluctuations and nakes things nore predictable.

3:42: 22 PM
CHAI R DUNLEAVY asked Senator Stednman to dispel the notion that
wi thdrawi ng funds from the permanent fund will take care of the

state's fiscal issue.

SENATOR STEDMAN concurred with Chair Dunleavy. He noted that SB
21 is a bill for statutory change rather than constitutiona

change. He admitted that the Legislature could still get around
the bill's 4.5 percent wthdrawal by spending the earnings
reserve which is not protected by the constitution. He disclosed
t hat approximately $14 billion is available for the Legislature,
"To get its hands on." He pointed out that if SB 21 was adopted
in the constitution as an amendnent, the Legislature would never
be able to take nore than the 4.5 percent in any given year
wi t hout the perm ssion of the citizens.

He addressed scenarios on the Legislature sharing the 4.5
percent withdrawal with Al askans as foll ows:

That 4.5 percent, if we gave them no dividend out of
it and took it all to the general fund we could
probably nake it work and get out of this hole; |
think that's politically not attainable and |
personal |y would not support it. | think if we have a
sharing relationship with the dividends, wth the
people, with the state, there's a balance clearly. |If
we take it all to the general fund, the whole 4.5
percent, we are going to pretty much fix our problem

nmake it pretty easy to get out of; but, if we take
none of it and it all goes to the dividends, we can't
get out of this hole, | don't see any mathematical way

we can do it. So sonewhere there's a balance and that
in lies the 50 percent split and | think hopefully
gets the public's support behind it.

CHAI R DUNLEAVY reiterated that the permanent fund will not be a

constant flat stream and wll not take care of the state's
fiscal problens. He pointed out that the state's fiscal problem
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is so great that $1.2 billion to $1.5 billion draws would be
nowhere near the $2.8 to $3 billion deficit.

3:45: 27 PM

SENATOR STEDVAN answered correct. He set forth that a w thdrawal
fromthe permanent fund would act as a base, but other solutions
such as budget reductions and revenue enhancenents wll be
required to fix the budget deficit. He said the state's hole is
structural and the quicker the Legislature can dissolve the
structural deficit and get back to balanced budgets the better
off all of us are.

SENATOR WLSON noted that Senator Stedman's presentation showed
the permanent fund' s bal ance growing. He asked Senator Stednman
to explain how he cane up with the nunbers that showed the fund
gr owi ng.

SENATOR STEDMVAN expl ai ned as fol | ows:

If the average rate of return is higher than 4.5
percent, it wll get larger; if it's higher than 4.5
percent plus the rate of inflation, say the rate of
inflation is 2 percent, just as a nunber, and you nade
over 6.5 percent, your real purchasing power wll
start to increase. There wll be tinmes | can assure
you that the purchasing power wll decline in the
short run just due to market reductions.

3:48: 11 PM
SENATOR WLSON asked to confirm that the additional earnings
woul d go into the earnings reserve account.

SENATOR STEDVAN specified that the bill does not elimnate the
earni ngs reserve and detailed as foll ows:

The  earnings reserve are trading profits and
potentially the unrealized gains. The corpus is what's
protected by the constitution, roughly $40 billion. So

we can, we the Legislature, if we adopt this in
statute, we still can get around the 4.5 percent and
spend the earnings reserve; it would take a

constitutional change to block that and limt us just
to 4.5 percent and that discussion would cone later. |
personal |y support that, but it has to take the wll
of the people. So you could adopt this statute, pay
out 4.5 percent and then have an election of
spendthrifts and they decide to cone in and say, "W
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don't like 4.5 percent, we want $4 billion or $5
billion because we want to do this project or we want
to build roads or nore ferries," or whatever they are
going to build and go in and take it out of the
earnings reserve. There still needs to be sone
prudence on sticking with the 4.5 percent to nmake sure
that that does not happen. If and when we take it to a
constitutional amendnent, the earnings reserve then
would elimnated, it would have no, from what | can
see, no val ue.

SENATOR STEDMAN di scl osed that SB 21 does not change the Al aska
Per manent Fund Corporation's structure and detailed as foll ows:

W are not turning the permanent fund on its head and
changing its time horizon or its liquidity needs and
things of that nature; it pretty nuch keeps the status
guo and it puts them out, kind of silos them off on
the side where we clearly would have in front of us a
deficit issue. W can't just |ook over to the
permanent fund and grab billions out and not make the
hard deci sions because we have sone tough ones as we
all know to nake and they are not going to be fun.

3:50: 55 PM
CHAI R DUNLEAVY asked if SB 21 sets an anount for inflation
proofing, not passive inflation proofing.

SENATOR STEDMAN answered that SB 21 does not and detailed as
foll ows:

What sets the trigger or the nmechanismto allow it to
inflation proof itself is the payout rate, and the
asset allocation and performance of the fund itself.
So given roughly the current allocation and historic
performance of all of those asset classes hel ps derive
the payout rate and there's no magi ¢ nunber. | thought
4.5 percent just from ny past professional experience
is reasonable and attainable, sone folks mght think
it should be 4.75 percent or 5.0 percent and the next
guy mght think it should be 4.25 percent; | think
that should be left up to the discussion and
recommendations from the permanent fund and maybe the
Department of Revenue and debated in the finance
commttees or whatever, | just picked that nunber from
pr of essi onal experience of what | thought woul d worKk.
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He addressed a scenario where the fund's rate of return was 5
percent over 10 years with a 4.5-percent withdrawal as foll ows:

W would be going backwards w th purchasing power if
inflation is 2.0 percent, 2.5 percent, historically it
has been 2.5 percent the last century; but you have to
have an asset allocation mx that is in balance wth
your payout. So if you ratchet the payout up,
sonetinmes you could push your performance requirenents
of your portfolio managers to a point where your risk
level gets a little bit too high, in ny opinion, and
that works with this or a retirenent fund or your own
personal stuff also.

3:53: 01 PM

CHAIR DUNLEAVY asked if SB 21 wuld automatically pay a
permanent fund dividend (PFD) or if paying a dividend would be
optional for the Legislature to appropriate.

SENATOR STEDMAN replied that the dividend would be 2.25 percent
of the market value. He noted that there has been a discussion
and debate as to whether the PFD is an appropriation, but the
bill does not address that. He enphasized that the dividend
payout would be a mninmm of 2.25 percent. He said there is
al nost a conpact agreenent with citizens on the split.

CHAI R DUNLEAVY asked Senator Stednan to address Section 3, line
13, which says, "The Legislature may appropriate.” He asked what
woul d happen if the word "may" was changed to "shall."

SENATOR STEDMVAN replied that Chair Dunleavy's question would be
a good question for the attorneys. He said he understood the
difference between "may" and "shall,” and would be confortable
with either one of the words.

CHAI R DUNLEAVY replied that the words are very different.

SENATOR STEDVAN responded that he knows the words are very
different and detailed as foll ows:

If I can put on nmy "elected official hat," it's 2.25
percent. | personally would not care speaking to ny
constituents if it said "may" or "shall,” it would be

2.25 percent and the check should be witten and we
should deal with our fiscal issues however we need to
deal with them
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3:55: 01 PM

CHAI R DUNLEAVY remarked that you would never hear from Al askans
when the dividend was calculated by market outcones, but they
have becone suspicious and untrusting when the dividend was
vetoed last year. He said the suspicion by Alaskans is the
reason why he brought up the concepts of "mays" and "shalls." He
pointed out that |egislation and appropriations could still be
vetoed, but constitutionalization gives Alaskans a little nore
feeling that they and future generations are being treated as
partners.

3:57: 55 PM
CHAI R DUNLEAVY thanked Senator Stednman and held SB 21 in
comi ttee.

3:58:02 PM
At ease.

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

3:59: 06 PM
CHAI R DUNLEAVY called the commttee back to order and announced
t he consi derati on of SB 26.

3:59: 27 PM

RANDALL HOFFBECK, Commi ssioner, Al aska Departnent of Revenue,
Juneau, Al aska, addressed the conparison between SB 26, the
Per manent Fund Protection Act (PFPA), and SB 21 as foll ows:

* Rul e-based:
= PFPA: yes;
= SB 21: yes.
« Stabilizing-investnent incone:
= PFPA: parti al, 5-year aver agi ng in
per cent age of market val ue (POW)
= SB 21: Partial, 5-year averaging in POW.
e Stabilizing-total revenue:
= PFPA. partial, addressed in a md-range of
oi |l prices;
= SB 21: no defined plan.
 Sust ai nabl e-protect the dividend:
= PFPA: yes;
= SB 21: yes.
» Sustainable-protect the fund's total and corpus:
= PFPA: yes, maintains value of the fund and corpus
over the long term
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= SB 21: partial, the total fund wvalue is
mai ntai ned but the gromh is not protected in the
cor pus.

e Maxim ze the earnings reserve account (ERA) use:

* PFPA: yes, withdrawing I|ess when oil
revenues are high allows higher draws when
oi | revenues are | ow

= SB 21: partial, withdraws same percent each
year regardl ess of budget need.

COWM SSI ONER HOFFBECK said the state is facing a fiscal crisis
that requires steps to be taken that are not confortable but are
necessary in order to actually resolve the fiscal situation that
the state is in. He enphasized that the permanent fund is the
state's largest tool for solving the fiscal crisis and its use
maxi m zed. He disclosed that the Departnment of Revenue did the
nodel i ng on what the |argest-sustainable draw would be for the
per manent fund that woul d:

* Not put the fund's corpus in jeopardy;
e Allowthe fund to growwith inflation over ting;
e Allowthe fund to maintain its real purchasing power;

* Allow as much noney as possible to be used for paying
both the dividend and for providing noney for funding
gover nnent servi ces.

He set forth that the Departnment of Revenue determned that a
5.25 percent draw was aggressive wth probabilistic nodeling
that takes into account anonalies and down narkets showed the
percentage still survived. He added that MKinsey and Conpany
reviewed the departnent's nodeling and concurred that 5.25
percent was a realistic goal. He disclosed that MKinsey and
Conmpany is internationally known on Wall Street and wth
sovereign wealth funds all over the world.

4:02: 00 PM
At ease.

4:02:45 PM
CHAI R DUNLEAVY called the commttee back to order

COWM SSI ONER HOFFBECK expl ai ned that inportant conponents were
needed to be nmet when putting together the bill's structure. He
set forth that using the permanent fund' s earnings nust be rules
based to avoid overdrawing the fund as well as a draw that could
stabilize revenues for the state of Alaska. He noted that the
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bill introduced in the previous session originally had a fixed
draw, but was rejected as being too constrained, so a POW
approach was adopted which the Senate approved |ast year. He
added that other inportant conponents include protecting the
dividend and the fund's corpus, and maxim zing the use of the
fund to generate as nuch revenue as possible for solving the
fiscal problem

CHAI R DUNLEAVY asked Comm ssioner Hoffbeck to clarify that when
he said "stabilize revenues" he neant stabilizing the revenue
stream comng out of the fund, not stabilizing the entire
revenue stream

4:04: 31 PM

COWMM SSI ONER HOFFBECK replied that the PFPA does nore by tying
to oil-price revenues that acts as a shutoff valve as oil prices
recover and the state gets nore revenue fromoil rather than the
permanent fund. He said PFPA stabilizes the state's nmajor
revenue streans. He admtted that annual fluctuations wll
occur, but five-year averaging wll take a Ilot of the
fluctuations out of the equation. He concurred wth Chair
Dunl eavy and Senator Stedman that SB 21 and SB 26 do not get the
state to the finish Iine by itself.

CHAI R DUNLEAVY asked what Comm ssioner Hof fbeck meant by sayi ng,
"Stabilizing the permanent fund."

4:06: 27 PM
COWM SSI ONER HOFFBECK clarified that he said, "Protecting the
dividend." He explained that the dividend has becone a very

i nportant part of Al aska's econom c base and the adm nistration
felt it needed to be protected, but not at the rate over $2000 a
year because it took too nuch and left the state too far away at
closing the gap. He continued as foll ows:

Essentially the size of the dividend at $60 oi

equates to the size of the deficit and it's not that
the dividend creates a deficit, it gives us kind of a
way to think in our mnd just how big the deficit is
with various sizes of dividends. So if you pay a $2000

di vidend, you have about a $1.3 billion deficit using
the 5.25 percent draw. |If you pay a $1000 dividend

you've got about a $700 mllion deficit and the
difficulty in closing $700 nmillion is trenendous, but
to close $1.3 billion beconmes al nost insurnountabl e;
essentially that would require the entire $750 mllion

in cuts that the Senate has discussed and a ful
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broad-based tax to close that in order to pay the
$2000 di vi dend.

4:08: 03 PM

CHAI R DUNLEAVY pointed out that the decades-old calculation for
the dividend was determ ned w thout interference from governnent
whereas the dividend in the PFPA is determ ned by the governnent
based upon the deficit or how nuch the state needs.

COWM SSI ONER HOFFBECK confirnmed that the entire 5.25 percent
draw from the permanent fund goes into the general fund. He
expl ained the forrmula for the dividend as foll ows:

Twenty percent of the draw, the 5.25 percent draw,
goes to pay the dividend as well as 20 percent of the
non-constitutionally deposi ted m ner al royal ties,
those two together create the dividend;, so it's stil
formula driven, but it goes directly through the
general fund and conmes out of the general fund. |If
that beconmes a sticking point to getting this to the
finish line, we have no problem of just dunping it
into a dividend fund simlar to howit is done now W
just felt that it was cleaner to run it through the
general fund since it's flowing through there anyway,
but that is not a critical piece to the plan.

4:10: 01 PM

SENATOR WLSON pointed out that Conm ssioner Hoffbeck keeps
saying, "Protecting the dividend." He asked what the purpose is
of protecting the dividend.

COWM SSI ONER HOFFBECK replied that that the PFPA protects the
earning reserve from being drawmn to the point where the state
won't be able to pay the dividend. He specified that the idea is
to protect the entirety of the permanent fund including the
portion that goes to pay the dividend.

SENATOR WLSON said he constantly hears from a lot of bills
simlar to SB 21 and SB 26 that the permanent fund has to be
protected. He asked if the protection was needed because
government does not have the discipline to find another solution
other than to go the route of SB 26

4:11:47 PM

COW SSI ONER HOFFBECK concurred with Senator Stedman when he
tal ked about "wolves." He comented as foll ows:
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It's just kind of the reality of what we face when we
bunmp up against these decisions. If you are sitting
there with a $500 mllion hole that you need to fil
in the budget and that nmeans either you put in a
broad-based tax and that fills the commttee roons
with angry people, or you put in $500 mllion worth of
expenditure cuts and that fills the roonms with angry
people, or $500 million you can just take it out of
your savings. There's a lot of incentive to just go
take it out of your savings and that's why we think
that structure needs to be there so that if you go to
take it out of your savings, you have to answer to the
public why you didn't follow the rules that you set
up, Iit's exactly what the admnistration is facing
right now because of the governor's veto. W believe
that the governor had all of the rights and authority
to make the veto or he wouldn't have done it; that
being said, the people stood up and said why didn't
you follow the rules, you ve been follow ng that sane
rule for 30-plus years, why didn't you follow it this
time. | think by putting a structure around any
restructuring of how we use the dividend and a real
framework, we put ourselves in the position that any
time that we don't follow the rule, we have to answer
to the public why didn't we followit.

4:13: 27 PM

SENATOR W LSON asked why the governnent should get nore than 50
percent than the people get in terns of the payout from the
di vi dend.

COW SSI ONER HOFFBECK opined that a 50-50 split is easy to
expl ai n. He asserted that there is nothing structurally
significant about a 50-50 split. He explained that the current
dividend fornmula was the product of political conprom se and
there was nothing magical wth the calculation. He enphasized
that a 50-50 split does not get the government to the finish
line. He remarked that the administration did not say, "Let's go
grab sonme noney from the citizens of the state of Alaska." He
asserted that the PFPA squeezes as nuch out for the dividend
while still having a reasonabl e expectation to be able to close
the rest of the fiscal gap.

4:15:16 PM

CHAI R DUNLEAVY referenced an earlier discussion with Senator
Stedman on constitutionalizing SB 21. He admtted that no matter
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how nuch the legislation is ring-fenced in statute, the governor
is able to veto or one could change the statute in one session.

COWM SSI ONER HOFFBECK replied that Chair Dunleavy's point 1is
well taken and agreed that not only could the admnistration
veto it, but the Legislature <could just choose not to
appropriate a dividend in any given year as well wunder the
formula. He said the assunption is people are going to follow
the rules. He addressed the concern with constitutionalizing the
| egi slation as foll ows:

The concern with putting in the "constitutional" is
exactly what the founders, the ones who wote the
constitution about this whole 1idea of "siloing"
revenues for set expenditures, they prohibited the
dedi cat ed f unds Wi t hin t he statutory | anguage

specifically in the constitution because they saw the
i ssues that are associated with putting your noney in
silos that can't be broken and when you put them in
silos that <can't be broken, now you end wup in
situations where often tines you could have noney
sitting here that you didn't need that you need to
spend over here, but you would have no access to it.
So that's the real danger you have by putting it in
the constitution is that you would tie it up to say
this is exactly where it's going to have to go, you
could be in a situation where you couldn't pay your
general obligation debt or you couldn't nake payroll
or sone other thing and you would not have access to
those funds. So it really ties, not so nuch the
admnistration's hands, it's the Legislature' s hands,
you' re taking away your own appropriation authority by
putting it into the constitution. The admnistration
can't spend what you don't appropriate, so it really
is an issue of sonme of your flexibility, your
appropriation authority that would be tied up by
nmoving it into the constitution; but, just as a
general statement, it's not good public policy to silo
your revenues and |ock them up where they can only be
spent in a certain fashion and not have the
flexibility to nove the noney around if you need to.

4:18: 00 PM

CHAI R DUNLEAVY pointed out that the state had a rul es-based
system for decades that changed because it was statutory. He
reiterated that the PFPA does not provide protection, it just
changes the way the permanent fund is dealt wth.
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COWMWM SSI ONER  HOFFBECK clarified that the PFPA changes the
formula and provides no nore or no |less protection that the old
formul a had.

CHAI R DUNLEAVY reiterated that the PFPA is still statutory and
anounts could be vetoed, and the Legislature could change it in
a 90-day session. He commented as foll ows:

VWat we are lacking right now from ny perspective,
just fromthe feedback I'm getting, is a confidence in
the public that we are going to deal with this in a
manner that they thoroughly understand and potentially
could accept, but they are wading through the terns,
the term nol ogy, the nuances, and sonme of this stuff
t hey are questioning.

4:19: 25 PM

COW SSI ONER  HOFFBECK sunmmarized the plans to draw from the
permanent fund by addressing the current status quo option,
drawing from the pernmanent-fund-only option, and the differences
in using either SB 21 or SB 26 as fol |l ows:

e Status quo will eventually deplete the earnings reserve and
there won't be a dividend or noney for governnent
expendi t ur es.

e Permanent-fund-only plan has the sane problenms as status
quo if there is not a full-fiscal solution. The earnings
reserve wll eventually be depleted and you won't have
noney for governnent services.

* Whatever plan is selected needs the rest of the pieces to
solidify either of the plans.

* Both SB 21 and SB 26 are rul es based.

* Both SB 21 and SB 26 stabilize the investnent-incone piece
by using the five-year-averaging strategy that wll take
the wild swings out of it.

e SB 21 does not have the shut-off valve on the percentage of
mar ket value (POW) draw and potentially may result in
super-heated spending if oil production or oil prices
r ebound.

e Total revenue is addressed nore within SB 26, but only m d-
range oil prices is addressed. Once oil prices nobve past

the md-range, oil-price volatility could still be present.
O her revenues that are part of the total fiscal package
woul d not be addressed in SB 26, the bill only addresses

the tie between oil and the permanent fund.
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e Both plans are statutory.

e Both plans protect the dividend.

e Both plans have a fornul a-driven approach for the dividend.

* Both plans protect the fund by at |least growing at the rate
of inflation.

* Both plans project the fund to have simlar balances 24-
years out at approximately $104 billion to $105 billion.

« SB 21 will have nore noney in the earnings reserve and SB
26 will have nore noney in the fund' s corpus.

 Wth noney in the corpus at a 5.25 percent draw, SB 26 w ||
generate nore revenue for funding government services than
the 4.5 percent draw under SB 21.

COWMM SSI ONER HOFFBECK addressed a final conparison between SB 21
and SB 26 that referenced FY2018 as foll ows:

* FY2018 unrestricted general fund (UG): $4.2 billion;
e FY2018 existing UG revenues: $1.4 billion;
« Planned earnings reserve account draws for UG-
= Status quo: not avail abl e,
= SB 21: $1.2 billion
»= SB 26: $2.0 billion
* Additional neasures required for a full-fiscal plan:
= Status quo: $2.8 billion,
= SB 21: $1.6 billion,
= SB 26: $0.8 billion.

4:25:40 PM

SENATOR WLSON addressed the $1.4 billion in existing UG
revenues in FY2018 and asked Conm ssioner Hoffbeck to provide
additional details.

COW SSI ONER HOFFBECK replied that he believes the $1.4 billion
i ncl udes the revenues that the governor proposed fromthe notor-
fuel tax. He opined that the notor-fuel tax is only $40 mllion
in the first year, so whether the tax is included or not does
not change the di scussi on.

COW SSI ONER HOFFBECK set forth that the $800 million "hole"
that needs to be filled under SB 26 wll be a heavy Ilift;
however, the adm nistration does not see a path to fill the $1.6
billion from SB 21. He opined that an unfunded liability is a
| arger threat than a too large of a draw. He said a draw can be
turned down, but an unfunded liability creates the incentive for
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unpl anned draws. He asserted that unplanned draws really put the
risk and the volatility into the stability of any of the plans.

4:27:58 PM
SENATOR WLSON pointed out that Conm ssioner Hoffbeck stated
that he did not see another neans to "fill the hole." He asked

i f he thought about "naking the hole smaller” by making the size
of governnent smaller instead of l|ooking for revenues to fill
t he hol e.

COW SSI ONER  HOFFBECK answered yes. He explained that the
governor intentionally did not "fill the hole" when he presented
hi s budget because he thought a discussion was needed regarding
how much is going to be revenue and how nuch is going to be
expenditure reductions. He asserted that "everything is on the
table." He opined that the $1.6 billion in additional neasures
required for a full-fiscal plan from SB 21 would require nassive
expenditure cuts and nmassive taxes. He adnmitted that the $800
mllion left from SB 26 is going to be a pretty big task in
itself.

CHAI R DUNLEAVY remarked that now is not the tine to engage
Comm ssi oner Hof fbeck on the philosophy of reductions and the
si ze of governnment. He opined that continued governnent spending
will be above the $600 mllion that is projected in additiona
measures from SB 26

COW SSI ONER HOFFBECK said he had no further conment.

4:29: 36 PM

CHAI R DUNLEAVY t hanked Conm ssioner Hoffbeck, and held SB 26 in
committee.

4:29: 54 PM

At ease.

DI SCUSSI ON:  Angel a Rodel |, Executive Director, Al aska Pernanent
Fund Corporation

4:31:10 PM
CHAI R DUNLEAVY called the conmmttee back to order. He asked M.
Rodel |l to address the committee.

4:31:27 PM

ANGELA  RODELL, Executive Director, Al aska Per manent Fund
Corporation (APFC), Juneau, Al aska, explained that the APFC s
one mssion is to nmanage the Al aska Permanent Fund's assets. She
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enphasi zed that APFC does not: determ ne spending, nanage the
di vi dend, and nanage payouts of any ki nd.

SENATOR COGHILL said one of the questions that continually cones
to the forefront is the use of the earnings reserve account
because that is sonething that APFC nust manage. He pointed out
that continued payouts, including the dividend, presents a
liquidity issue for the earnings reserve account. He asked how
much was in the earning reserve account.

4:33:19 PM
M5. RODELL replied that the anpbunt in the earnings reserve
account as of Decenber 31, 2016 was approxi mately $10.3 billion.

SENATOR COGHI LL asked what inpact a $2 billion draw on the
ear ni ngs reserve account woul d have.

M5. RODELL cautioned that her answer wll not be straight
forward because different draws have been proposed and each draw
requires different strategies. She explained how the earnings
reserve account receives cash as foll ows:

W routinely get cash every day in sone format. W are
getting dividends off of stocks, we are getting
interest paynents off of bonds, we are getting rents
fromreal estate, we are getting paynents through the
sale of various assets, and then that cash is being
reinvested into the entire asset allocation of the
fund.

She detail ed how the permanent fund is managed as fol |l ows:

The way that the corporation has managed the fund to
date is that we buy pro rata shares of each asset
between the earnings reserve and the corpus of the
account, so every asset is owned by both accounts.

She addressed Senator Coghill's question regarding the earnings
reserve account's feasibility going forward as foll ows:

What your question speaks to is whether or not that
continues to be feasible going forward if you are now
using this fund not as a long-term investnment vehicle,
but rather a budget-stabilization fund and simlar to
the restrictions that have been placed on the
constitutional budget reserve to recognize its role as
a budget stabilization fund and its need to have
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principal protection and liquidity. W would want to
ook long and hard at what the balances are in the
earnings reserve account and whether or not it can
continue to be invested in all of the sanme assets that
the corpus is currently invested in and continue to
take that strategy, and if the earnings reserve
account is being drawn down to such levels where it no
| onger seens prudent to conduct that because we first
have a prudent fiduciary responsibility, we are going
to have to convert that into a different asset
allocation which is going to lower the expected
returns overall that you' ve been assuming in nmany of
these nodels. That's just the reality of managing the
fund and making sure that we have the cash-deliverable
that the Legislature and the admnistration are
expecting at the start of the fiscal year.

4:36:41 PM

SENATOR COGHI LL remarked that using the earnings reserve account
to stabilize the governnent as well as payout a dividend is a
different process from the way the earnings reserve account is
currently used. He asked if the 50-50 allocation process
proposed in SB 21 woul d change the way APFC i nvest ed.

M5. RODELL answered no. She pointed out that APFC has never
managed to a dividend in the past. She reiterated that each draw
percentage is not as clean as everyone would |ike and opined
that nodifications may have to be nade as a result of what is
actually happening both to the fund itself in terns of market
performance, but also in ternms of what conprom ses are reached
to address the budget issues around it.

4:38:58 PM

SENATOR COGHILL remarked that the commttee has to tal k about a
phi |l osophy before legislation goes to the Senate Finance
Comm ttee. He opined that one approach is to protect a dividend
into the future and then get sone state benefit. He said the
ot her approach is to get sone state benefit and nake sure the
dividend is guarded. He stated that the two approaches differ in
many ways and woul d deliver different sets of assunptions.

M5. RODELL answered yes. She opined that APFC has had the |uxury
in managi ng the permanent fund and the earnings reserve account
together as required in statute. She noted that everyone
understood the volatility in the market with a dividend payout.
She disclosed that APFC s previous executive director told her
that he did not receive a single phone call about dividend
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payouts because everybody understood what was going on. She
opined that the conversation is different when it is a single
di vi dend and budget stabilization paynent for the general fund.

4:40: 22 PM

SENATOR WLSON noted that M. Rodell referenced "nodels" when
speaki ng about changing the way APFC would have to nanage the
ear ni ngs account.

M5. RODELL explained that she was tal king about pro rata asset
al | ocati ons between the corpus and earnings reserve account. She
noted that APFC prepares a nonthly forecast of statutory net
income on its website. She specified that if an adjustnment has
to be nade to the earnings reserve account's asset allocation,

then the nonthly nodel will have to be adjusted that results in
a different total return outcome because $45 billion invested
one way and $10 billion invested another way wll create a

di fferent outcone.

SENATOR W LSON remarked that there has been a |lot of talks and
di al ogs upon the need to inflation proof and asked Ms. Rodell to
explain what inflation proofing does and does not do in ternms of
t he permanent fund.

4:42:10 PM
M5. RODELL provided an overview of inflation proofing the
per manent fund as foll ows:

e Inflation proofing was identified as a priority by the
permanent fund's Board of Trustees in 1982.

» The dividend program was created in statute and APFC was
created to nmanage the permanent fund in 1982.

e 1982 was a very high inflationary period and there was
recognition that a mechani sm was needed to generate incone
for future generations.

e Legislative list of investnents that the permanent fund
could invest in was renoved and allowed for the fund's
current diversified asset allocation.

e Many of the fund's assets are considered inflation-proofing
investnents; e.g., real estate investnents go up over tine
and therefore naturally inflation-proof investnents.

MS. RCODELL detailed that the fund's real estate investnents are

sourced to different accounts and explained the process as
fol |l ows:
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| f we bought an office building ten years ago for $100

mllion with $20 mllion com ng out of the earnings
reserve account and $80 mllion comng out of the
corpus and we go to sell it today for $200 mllion,

the earnings reserve account is going to get that $100
mllion gain, plus they are going to get the $20
mllion that the earnings reserve account originally
invested into it and all the corpus is going to get is
the $80 mllion of its original investnment. |f hotels
now cost $200 mllion, not $100 mllion and | don't
have the earnings reserve account to buy the building,
|"ve now |ost the investnment power of the corpus and
that's why the inflation proofing is so inportant to
protecting the corpus because this is about the value
to future generations and the benefit they wll
receive

4:45: 47 PM
CHAI R DUNLEAVY asked that M. Rodell address inflation proofing
for SB 21 and SB 26

M5. RODELL specified that SB 21 repeals the current statute, so
there is no formal or deliberate mechanism to nove noney into
the corpus of the account where it cannot be spent. She detailed
that SB 26 has the nechanism where if there's four tinmes the
earni ngs reserve account bal ance, excess nonies wll nove over
into the corpus. She said the challenge is there is not a
calculation based on |ost earnings power where a nechanism
recal culates or recalibrates what the actual loss is due to
inflation to the corpus over a certain time period. She admtted
t hat recogni zi ng noney should nove back into the corpus is good,
but SB 26 does not tie noney going back into the corpus to
inflation or purchase power directly.

SENATOR W LSON asked what the bills do for |ong-term grow h.

4:48: 18 PM

M5. RODELL replied that she cannot answer the question because
she does not know what the markets are going to do and what the
ultimate draws are going to be.

SENATOR COGHI LL commented as fol |l ows:
The 4.5 percent as told to us by Senator Stedman is
nmore of a passive inflation in that the historical

averages have been over that so that would |eave the
noney available, but it still goes to the earnings
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reserve is what you are saying. The earnings reserve
can short change you on the purchasing capacity at the
corpus | evel.

M5. RODELL answered correct because noney in the earnings
reserve is available for appropriation at any tine.

4:49: 24 PM
SENATOR COCHI LL asked if the noney from the earnings reserve has
only been drawn for the dividend.

MS. RODELL answered correct.
SENATOR COGHI LL commented as fol |l ows:

So | think probably what | hear Senator Stednman saying
is at this point the public pressure of changing these
things is so huge that if that becane the structure
that that would be a safeguard to itself just Ilike
today changing our dividend; that's the philosophica
guestion, changing it has a huge public interest, no
doubt about it, but it is available now and people
need to know t hat.

M5. RODELL explained that inflation proofing is currently
statutory and appropriations were zeroed-out for FY2016 and
FY2017. She said the current statute at |east recognizes the
i nportance of inflation proofing.

4:50: 40 PM
CHAI R DUNLEAVY asked what would occur if the earnings reserve
account is drawn down and its inmpact on the corpus.

M5. RODELL explained that two scenarios would occur wth a
zeroed-out earnings reserve account:

1. Market continues to go up and positive returns continue
where unrealized gains continue to build and realized gains
are noved over

2. The earnings reserve acting as a cushion against |osses is
lost, the corpus would dimnish and there would be no
di vi dend.

4:53: 25 PM

CHAI R DUNLEAVY asked that M. Rodell address sone things that
the conmttee needs to ponder in order to protect the permanent
fund. He opined that there are at |least a dozen different
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approaches to the permanent fund, including the one that is
currently in existence. He concurred with Senator Coghill that
what's at play is deciding how the fund grows over tinme, how
much the draw should be, and how to deal with the dividend.

He opined that talk has not centered on the dividend. He said
one reason why the dividend was put into existence was because
of the statehood act and the constitution did not allow folks to
claim mneral rights underneath their property. He asserted that
the dividend is a way of sharing with Al askans. He anal ogi zed
that the dividend was also put into existence to act as the
"chain" for the dog that guards the doghouse where a hand gets
bit if it is placed in the doghouse.

He disclosed that he has received close to 4,000 comrunications
from concerned Al askans and attributed their concern to the veto
of the dividend as well as where the Legislature nmay go
regarding the permanent fund. He set forth that the permanent
fund has been allowed to invest politically-insulated from the
Legislature's "wolves." He remarked that the permanent fund does
well when politicians are kept as far away as possible from
maki ng i nvest ment deci si ons.

4:56: 05 PM

M5. RODELL called attention to APFC and the talent of its 45
menbers as well as its board of trustees who are dedicated to
managi ng the fund's noney. She asked that the commttee not |ose
si ght about the fund, the dividend, and that there is an entity
that relies on the earnings reserve account to fund its budget.

4:58: 53 PM
CHAI R DUNLEAVY comrented as fol | ows:

There is a lot of philosophy and politics at play
here; again, the concern for ne is | cannot think of
an endeavor, an issue, that when politicians touch it
or worse, get their arns around it, doesn't nuck it
up. | know right now there's a sense of sone
desperation that we need to do sonething right now,
t oday, yesterday, or we face untold horrors as we nove
into the future. | for one believe that we could
probably get through a year or two and if we had to,
craft a really good approach that Al askans, not | ust
politicians, this is part of the issue here, this
isn't just a politician fund, | nmean we could spin it
that way, but | don't believe it is. Over 4,000 people
have contacted nmy office and they don't believe it is
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either, but | think we could craft if we had to an

approach that involves the support of Alaskans. |'m
very concerned that if we rush this it's not going to
have, and Senator Stedman uses this term and | think

he's correct, it doesn't inbed stability if the people
of Al aska don't support sonething;, at the sane tine,
whatever we do needs to, in my opinion, allow the
Per manent Fund Corporation to function as it has and
has done the good things that it has for us.

So there's a nunber of things that need to be
di scussed and | put forth the concept and it wasn't ny
concept, it just exists as it is now, that you can use
50 percent of the earnings if you so choose for
government and 50 percent that you can put into the
dividend, and | still believe at least in the short
term you could do that and get sone of the nopney you
need for governnent.

W all agree today that no matter what approach we

take it's not a cure-all. | think we've debunked that
whole idea that you just do this with the permanent
fund and it's like a poultice, you just rub it on

yourself and you're all better now, it's not going to
work that way. There's going to be sonme hard decisions
that have to happen no nmatter what approach we take

hard decisions including reductions and it's hard for
me to even say, but hard decisions on sone other types
of revenue enhancenent that sonme of us aren't very
fond of; but, guidance and wisdomin crafting this is
going to be crucial because we nay be back here in a
year if whatever we do is not good, if whatever we do
is rejected by the people of Alaska, or if it just
doesn't function.

| want to thank the corporation for what it's done and
| for one would like to continue to allow you folks to
do your job in a professional manner and not in a
political manner.

5:02: 24 PM

CHAI R DUNLEAVY addressed the conmttee's upconm ng agenda and
noted that public testinmony would be taken up at the next
nmeet i ng. He asked nenbers to give thought to potentia
anendnents, changes or questions. He set forth that the
commttee has lots to think about because SB 21 and SB 26 is
legislation that is a dramatic break in the history of the
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permanent fund, the dividend, and the relationship wth
Al askans.

5:04: 20 PM

There being no further business to cone before the conmttee,
Chair Dunleavy adjourned the Senate State Affairs Commttee at
5:04 p.m
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