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Fiscal Analysis: HJR No. 48

Proposing amendments to the Constitution of the State of Alaska relating to revenuesfrom natural
resources, the Alaska pern anentfund, the appropriation limit and the budget reservefund; and
providing for an effective datefor the amendments.

The Alaska Permanent Fund Corporation’s operations are program-driven and program-financed.

Operating cost levels are proportional to the actual and anticipated growth of the Fund and reflects
the Corporation's ability to generate income. As funds under management increase, Fund custody
and investment management fees increase; and the need for additional accounting and investment

staff with associated support costs are also needed as portfolios grow.

Personal Services - Salary & Benefits for 4 new positions:
FY 96: Data Processing Analyst/Programmer $70.0
FY 97: Investment Officer $100.0; Accounting Clerk $38.0
FY 98: Portfolio Accountant $63.5

Travel - Transportation, Per Diem, Honorarium:
(@) 7th Trustee added to Board: Board meeting travel $16.9; asset allocation/investment

management related travel $5.6
(b) Investment officer travel: Board meeting and investment management travel $8.0

Contractual Services:
(@) Equity management fees: This increment is due to increased funds under management.

(b) Custody fees: This increase is due to the increase in the amount of assets requiring

safekeeping.
(c) Financial network fees: Cost for additional financial data, networks, and associated

terminals for new Investment Officer.

Equity Memt CustodvMgmt Financial ,b;
FY 96 1,423.4 182.1 0.0
FY 97 1,423.4 182.1 40.0
FY 98 2,491.0 318.6 40.0
FY 99 3,558.6 455.2 40.0
FYOO 4,626.2 591.7 40.0

Equipment - one-tiine associated costs of new positions: workstation furniture (desk,
credenza, chair, telephone, file, computer)
(@) FY 96: Analyst Programmer $6.0
(b) FY 97: Investment Officer $6.0; Accounting Clerk $6.0
FY 98: Portfolio Accountant $6.0



LETTER OF INTENT

After reviewing HJR 48 (Restructuring the Permanent Fund) the
subcommittee decided that before the legislature embarks on a new
method of budget funding many policy issues must first be addressed, The
decision was made after carefully evaluating the premises of HIJR 48, in
addition to information provided from individuals knowledgeable in
evaluating financial proposals.

This Letter of Intent contains 1) A Basic Outline of HIR 48, 2) Policy
Questions That Must Be Asked and 3) A Proposal For Further Action by the
Legislature.



1) A Basic Outline of HIR 48 "The Cremo Plan™

The purpose of the plan is to stabilize state resource revenues at a
sustainable level, to increase the size of the Permanent Fund, and to
minimize the negative consequences of the fiscal gap. The plan requires
this session’s legislature to propose - and the voters in the fall election to
appicve - an amendment to the State Constitution to provide that
beginning July 1, 1995 and henceforth, all natural resource revenues be
deposited in the Permanent Fund along with the assets of the state's two
budget reserve accounts and the Railbelt Energy Fund. All future income
earned by the Fund would be retained in the Fund, but there would be an
annual withdrawal from the Fund based on its average market value over
the past 12 quarters. The first year, the withdrawal would equal 20
percent, but then would be reduced geometrically each year until the
permanent withdrawal rate of 6 percent is reached in the year 2006.



2) Policy Questions That Must Be Asked

There are major policy and technical questions which must be thoroughly
researched and answered before we are in a position to present any plan
to the voters. Those issues include:

1. Revenue Allocation - If only resource revenues are used to
determine the budget amount available, and our entitlement programs
continue to grow, won't most of the available revenues eventually go into
the entitlements and less into resource development, thereby reducing the
revenue source which funds the cycle? Additionally, what about the
negative impact to natural resource development by encouraging high
severance and other taxes in order to generate enough income to support
the growing needs of an expanding population?

2. Effect on Bonds - How will a budgetary funding mechanism
such as this affect the State's current bond rate? If adopted, could it
impair the State’s credit and, thereby impair the ability of the State, state
agencies and local governments to fund capital improvements through
bonds?

3. Emergency Relief - The amendment makes perhaps 90 percent
or more of the recurring unrestricted revenue of the state 'not
appropriable.” The amendment then prescribes a set percentage for

expenditure each year. There is no allowance of amounts necessary to
meet unforeseen disaster emergencies. The State needs to have a rainy
day fund for atrocities such as earthquakes and other natural disasters.

4. Assumptions - The plan is based on the Department of
Revenue's fall 1993 mid-case revenue projections, and assumes an annual
total ate of return for the Permanent Fund of 10 percent and an annual
inflation rate of 4 percent. The Alaska Permanent Fund Corporation's
projections are based on the low-case revenue projections, and assume a
long-term average rate of return for the Permanent Fund of 9 percent and
a long-term average rate of inflation of 6 percent. Long term market



history does not support conservative investments returning 2 1/2 times
the inflation rate. The "Cremo" plan assumes some combination of state
spending cuts and revenue increases. Given the plan's assumptions, a 12
percent annual increase in conventional revenues and a $30 million cut in
annual state spending would eliminate the fiscal gap. This is a tremendous
statement when no one has the ability to predict future deposits into the
fund up to the year 2006.

5. Appointments to the Board of Directors - The directors of the
corporation should not be subject to confirmation. Under the present
approach used in the constitution, only department heads and the heads of
guasi-judicial boards are subject to confirmation. The corporation would
be the trustee of the source of most of the expendable money of the state.
There could be an inherent conflict of interest if the legislature shares the
power to make appointments to the board.

6. The Transition Period - The plan provides fora higher but
gradually reduced withdrawal rate during a 10-year transition period in
order to minimize ;he negative cons* quences of the fiscal gap. The
proposed constitutional amendment states that the withdrawal rate shall
decrease geometrically throughout the transition period, but does not
provide specific details. This ambiguity should be cleared up. We lack
sufficient information to know whether the percentages proposed
beginningin fiscal year 1996 and thereafter will have the effect of
depleting  the corpus, or leave it unprotected from theeffects of inflation.



3) A Proposal For Further Action By the Legislature

Before the legislature and the citizens of this state will approve this plan,
they need to be convinced that it is clearly an improvement over the
status quo. While there are some positive and intriguing aspects of HJR 48
there are also a number of undesirable outcomes which might occur should
actual conditions in the future vary significantly from the assumptions
upon which the plan is based. Indeed, the consequences for Alaska of this
plan are too serious to rush a study. The subcommittee believes that it
would be beneficial to the state and its citizens to establish a long-range
plan that organizes the state's approach to handling its finances. It is for
these reasons and the aforementioned concerns that the subcommittee
proposes the establishment of a blue ribbon task force comprised from all
branches of government, as well as technical experts in the field, that
would thoroughly investigate the concept contained in HIJR 48 and other
feasible long-term financial plans. Unfortunately, there is not time enough
during the current legislature to complete the study and think the task
force should meet during the interim. We feel that further action, at this
time, on this issue falls under the purvue of the Finance Committee.
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DEPARTMENT OF LAW

OFFICE OF THE ATTORNEY GENERAL

February 1, 1994

Honorable Brian Porter
Chairrman

House Judiciary Committee
State Capitol, Rm. 122
Juneau, AK 99801-1182

Re: HJR 48

Dear Representative Porter:

WALTER J. HICKEL, GOVERNOR

PLEASE REPLY TO:

[] 1031 WESTATH AVENUE. SUITE200
ANCHORAGE. ALASKA 99501-1994

PHONE:  (907)269 5100
FAX: (907)276-3697

] KEY BANK BUILDING
100 CUSHMAN ST., SUITE 400

FAIRBANKS. ALASKA 99701-4679
PHONE: (907)451-2611
FAX:  (907)451-2646

yj P.O. BOX 110300 - STATE CAPITOL
JUNEAU. ALASKA 99811-0300
PHONE: (907)465-3600
FAX: (907)'4E3:5295 465-6735

| was asked to review the provisions of HJR 48 (amending

the Alaska Permanent Fund) and be available

for testimony.

Unfortunately, I will be out of town on February 2 and will not be

able to attend the committee meeting in person.

following comments for your consideration:

I offer the

1) page 1, line 9: the amendment makes perhaps 90

percent or more of the recurring unrestricted revenue of the state
"not appropriable.”™ The amendment then prescribes a set percentage
for expenditure each year. There 1s no allowance of amounts
necessary to meet unforeseen disaster emergencies.

2) page 2, Uline O: investment standards for the
permanent fund principal would be set by law. This could permit
investment standards that may not be consistent with those used by
a hypothetical prudent investor.

) 3) page 2, lines 10 - 13: measuring the rate of
withdrawal against the average market value of assets requires the
corporation to set an extremely aggressive investment strategy.

4) page 2, line 7: the term "long term capital
appreciation” appears to require an investment strategy that will
not include the type of returnnecessary to provide a rate of
return exceeding a 6 percent actual rate.

5 page 2, line 19: the directors of the corporation
should not be subject to confirmation. Under the present approach
used in the constitution, only department heads and the heads of
quasi-judicial boards are subject to confirmation. The corporation
would be the trustee of the source of most of the expendable money

_H = <* SS*

AG’s ANALYSIS
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Hon. Brian Porter, Chair February 1, 1994
House Judiciary Committee Page 2

of the state. There could be an inherent conflict of interest if
the legislature shares the power to make appointments to the board.

6) page 2, line 32: 1 don"t know what is intended when
the applicable percentage 1s decreased '"geometrically.¥ This
ambiguity should be cleared up. I lack sufficient information to

advise you whether the percentages proposed beginning in_ fiscal
year 1996 and thereafter will have the effect of depleting the
corpus, or leave it unprotected from the effects of inflation.

I hope these comments are of use to the committee when
considering this joint resolution. If I can be of further help,
please do not hesitate to contact me.

Sincerely,

BRUCE M. BOTELHO
ATTORNEY GENERAL

Assistant Attorney General
JLB:tg

cc: Raga Elim
Legislative Liaison
Office of the Governor

Deborah Behr
Assistant Attorney General
Legislation & Regulations Section



FY95
FY96
FY97
FY98
FY99
FYOO
FYO1
FY02
FYO3
FYO4
FYO5
FYO6
FYO7
FY08
FY09
FY10

Column 1

Non-dedicated
Petroleum K
Interest Revenues

1375.0
2,031.0
2,127.0
2,064.9
1,9025
1,751.0
1,632.8
15243
1/406.7
1380.8
1,131.6
1,000.0

893.1

812.7

749.1

Column 2

Non-petroleum
Revenues

280.9
289.3
298.0
306.9
316.1
325.6
3354
345.4
355.8
366.5
377.5
388.8
400.4
412.5
424.8

Column 3

Net GF
Unrestricted
Revenues
(Columns 1+2)

2,155.9
2,320.3
2/425.0
2371.8
2318.6
2376.6
1,968.2
1369.8
1,762.5
1347.3
1309.1
1388.8
1393.5
1325.2
1,174.0

Traditional vs. Cremo Budgeting

Column 4

PFC
Dividend

584.0
614.0
652.0
6810
7530
816.0
883.0
955.0
13310
1,098.0
1,167.0
1,238.0
1312.0
13890
1,4680
13510

Column 5 Column 6
Traditional Cremo
Budget Budget

(Cotume™ 1 #4) (Coluaui* 7+ 8)

2,769.9
2,9720
3,106.0
3,1240
3,034.6
2,959.6
2,923.2
2,500.8
2360.5
23140
2,747.1
2,7000
2382.5
23930
2,725.0

Tradition*] tuumca mid-case Full» DoR Revenue Forecast end Femanent Fund Corporation Fall *93 Forecast

Cremo resume* tu n DoR Revenue Forecasts, PFC earnings areumption*,

2,924.9
2314.0
2387.5
2367.9
2/472.0
2,402.5
2341.4
2379.5
2314.8
2,149.5
2084.7
23290
2380.9
2334.0
23836

Column 7

Cremo
Withdrawal

2,644.0
2324.7
23895
2,261.0
2,155.9
2,076.9
2,006.1
1,934.0
1,859.0
1,783.0
1,7073
1341.1
1,9805
2,121.6
2,2603

Column 3

Non-petroleum
Revenues

280.9
2893
298.0
306.9
316.1
325.6
335.4
345.4
3553
3665
3775
3683
400.4
4125
4243

Column 9

Traditional
PF Balance

13.777.0
14.601.0
15,486.0
16,432.0
17,751.0
19,130.0
20375.0
22396.0
23,696.0
25380.0
27,150.0
29,008.0
30,960.0
32,930.0
34,743.0
36,632.0

10 year transition, and PFC assumptions on Earnings Reserve balance

Offioa dWRep. Hanky, x4939
January 27,19fc

Column 10

Cremo
PF Balance

14,952.00
15388.29
16301.53
18,280.88
19,989.23
21,769.31
23514.07
25363.20
27524.22
29310.57
32,122.61
34343.99
36383.49
39,156.55
4138160
4338122

FY95
FY96
FY97
FY98
FY99
FYOO
FYO1
FY02
FYO3
FYo4
FYO5
FYO06
FYO7
FYO8
FYO09
FY10



Traditional vs. Cremo Budgeting

Notes and Assumptions for Spreadsheet
Page 1

Column 1

These figures are taken from the Department of Revenue Fall 1993
Revenue Sources Book (hereafter DoR Forecast), pages 40 and 41. In particular,
the non-dedicated petroleum and interest revenues are determined by
subtracting Non-petroleum, Non-interest Revenues on page 40, column 10, from
Total Net G.F. Unrestricted Revenues on page 41, column 20.

Column 2

These figures are taken from DoR Forecast, page 40, column 10.

Column 3

These figures are determined by adding non-dedicated petroleum and
interest revenues to non-petroleum revenues (columns 1 and 2), and are also
found in DoR's Forecast, page 41, column 20.

Column 4

The dividend amounts aie taken from the Alaska Permanent Fund
Corporation financial projections as of October 31, 1993 (hereafter PFC
projections). Rate of return assumptions call for a nominal return of 8.37% from
FY96 - 98, and 9.00% from FY99 - 2010. AIll numbers in the worksheet are
nominal, therefore inflation projections need not be considered.

Column 5

Combining columns 3 and 4 produces the amount available to the
Legislature for appropriation under our traditionl system. Dividends must be
appropriated from this amount.

Column 6

Combining columns 7 and 8 produces the amount available to the
Legislature for appropriation under the Cremo plan. Dividends must be

appropriated from this amount.

Office of Rep. Hanley
January 2R, 1994



Traditional vs. Cremo Budgeting
Notes and Assumptions for Spreadsheet
Page 2

Column 7

These figures are determined by taking a percentage of the 12 quarter
averagebalance of the Permanent Fund. The Cremoplan assumes atransition
periodbeginning in FY96 andending in FYO06 when apermanent 6% withdrawal
rate is achieved. Percentages during the transition are determined by a
geometric progression. They are as follows:

FY96 20% FYO97 17.73%
FY98 15.72% FY99 13.94%
FYO00 12.36% FYO01 10.95%
FYO02 9.71% FY038.61%
FYO04 7.63% FY056.77%

FY06 6.00%
After FY06, a 6% withdrawal rate is continued.

The withdrawal amount, relative to the Cremo plan's Permanent Fund
year-end balance, is a lower withdrawal percentage. For example, the
withdrawal amount in FY96 is actually 16.9% of the year-end balance of the

Permanent Fund.
The Cremo plan assumes the identical rate of return assumptions for the

Permanent Fund as contained in the PFC projections (i.e. 8.37% from FY96 - 98
and 9.0% from FY99 - 2010).

Column 8

These figures are identical to figures in column 2.

Column 9

Figures in this column are from PFC projections.

Column 10

To achieve financial parity with the traditional model, $1,175 billion was
added to the Permanent Fund in the Cremo plan, distributing this amount evenly
through the 12 quarters prior to FY96. This number was taken from the PFC
projections as the Earnings Reserve balance available at the end of FY95.

Office of Rep. Hanley
January 28, 1994



Data: Dept, of Revenue (projections: fall, 1993, mid case)
* Permanent Fund Corp. (projections: October 31, 1993, mid case)

Transitional withdrawal: 20% In initial year to permanent % in 2006 10
Permanent withdrawal: 6.00%
Total return FY95 - 98: 8.37%
Total return FY98 - 2010 9.00%
Reserves: *1,175

Proposed State Financial System
(millions of dollars)

Fiscal Year Deposit Year Begin 2nd Qtr Begin  3rd Qtr Begin 4th Qtr Begin YearEnd  Avg Prior Bal Wdrl % Withdrawal
1993 * 11,800.92 12,044.85 12,283.79 12,532.73 12,776.67
1994+ 12,874.58 13,100.52 13,326.46 13,552.40 13,778.33
1995* i3,876.25 14,145.19 14,414.13 14,683.06 14,952.00
1996 2,117.12 14,952.00 15,130.39 15,312.52 15,498.46 15,688.29 13,219.99 20.00 2,644.00
1997 2,295.33 15,688.29 15,958.02 16,233.39 16,514.52 16,801.53 14,238.83 17.73 2,524.74
1998 2,416.40 16,801.53 17,159.96 17,525.89 17,899.48 18,280.88 15,200.52 15.72 2,389.53
1999 2,354.71 18,280.88 18,687.34 19,102.30 19,525.94 19,989.23 16,222.87 13.94 2,260.97
2000 2,175.06 19,989.23 20,412.40 20,844.42 21,285.48 21,769.31 17,448.13 12.36 2,155.89
2001 2,008.86 21,769.31 22,207.46 22,654.78 23,111.46 23,614.07 18,959.57 10.95 2,076.92
2002 1,883.00 23,614.07 24,076.78 24,549.18 25,031.46 25,563.20 20,655.92 9.71 2,006.08
2003 1,754.37 25,563.20 26,052.25 26,551.54 27,061.27 27,624.22 22,462.17 8.61 1,934.04
2004 1,626.18 27,624.22 28,142.82 28,672.28 29,212.81 29,810.57 24,353.56 7.63 1,859.04
2005 1,486.83 29,810.57 30,358.77 30,918.43 31,489.80 32,122.61 26,345.99 6.77 1,783.01
2006 1,321.81 32,122.61 32,696.39 33,282.18 33,880.22 34,543.99 28,454.83 6.00 1,707.29
2007 1,175.92 34,543.99 35,097.06 35,661.70 36,238.16 36,883.49 30,684.26 6.00 1,841.06
2008 1,057.16 36,883.49 37,419.61 37,966.95 38,525.74 39,156.55 33,008.32 6.00 1,980.50
2009 965.92 39,156.55 39,680.93 40,216.29 40,762.86 41,384.60 35,359.84 6.00 2,121.59
2010 892.22 41,384.60 41,901.28 42,428.77 42,967.29 43,584.22 37,679.44 6.00 2,260.77

__Cremo plan worksheet - uses DoR Fall
Forecasts, and PFC Fall "93 Forecasts



Alaska Permanent Fund Corporation

FINANCIAL PROJECTIONS
(In millions)

as of October 31,1593

GROWTH OF FUND PRINCIPAL USE OF FUND INCOME

) Distribut Reserves
Degiicated Infiation ° Hﬂaﬁior']8 "Ceners Add. FYEnd

*  FYEnd Proofin . ..
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Mid Scenario Detailed Revenue Projections
(Millions on Dollars)

@ ) 3) (4) (5) (6) ©) (8) (9) (10) (ID (12)
INCOME TOTAL  NON-PETR  GEN FUND TOTAL REVS
SEVERANCE PROPERTY  OIL&GAS GROSS  MINERAL  UONUS  FROM PETROLEUM  NON-INTR  INTEREST W PERM FND
ty IAX TAX INCTAX ROYALTIES  RENTS SALES PRIOR YEARS REVENUES  REVENUES  REVENUES DEDICATION
1981  1170.20 143.00 860.10 1501.60 7.90 14.10 000  3696.90 186.10 227.80 4110.80
198z 1s81.70 142.70 668.90 1553.20 26.40 10.30 000 398320 '  209.00 324.70 4516.90
1983  1493.70 152.60 236.00 1447.40 54.20 73.10 000  3457.00 228.60 375.80 4061.40
1984 1393.10 131.00 265.10 1409.00 21.90 16.70 000  3236.80 245.80 282.J0 3765.30
1985  1389.40 128.40 168.60 1390.30 2370 . 23.60 000  3124.00 283.00 233.50 3640.50
1986 1107.90 113.50 133.90 1098.20 44.50 70.10 460.70  3028.80 222.40 195.20 3446.40
1987  648.50 102.50 120.40 591.60 29.10 100 8520  1578.30 243.00 161.90 1983.20
1988  s18.70 96.20 158.00 953.50 24.20 11.30 3290.00  2390.90 223.60 132.60 2747.10
1989  698.80 89.70 166.00 818.70 18.00  23.00 250.70  2073.90 245.10 100.70 2419.70
1990  1001.60 89.80 117.20 1004.43 21.00 0.00 156.80  2390.83 271.33 117.90 2780.06
1991 1284.80 85.00 185.10 1292.83 2130  38.30 39859  3305.92 291.04 125.00 3721.96
1992  1053.20 69.00 165.50 1021.32 17.10 5.25 44761  2693.44 353.40 101.80 3148.6-1
1993  1017.60 66.90 834.70 982.62 2030  76.60 7582 307454 325.58 70.90 3471.02
199 942.80 63.20 189.90 851.20 21.85 110 940  2079.45 275.69 36.30 2391.44
1995 921.70 60.20 139.00 926.40 20.76 000 9.40  2077.46 280.11 27.20 2384.77
1996  924.90 56.70 139.00 967.40 19.72 0.00 9.40 2117.12 280.86 27.20 2425.18
1997  1011.70 53.10 127.00 1071.40 18.73 0.00 1340  2295.33 289.29 3220 * 2616.82
1998  1052.10 49.90 119.00 1164.20 17.80 0.00 1340  2416.40 297.96 34.55 2748.91
1999 994.80 46.00 111.00 117260 ' 1691 0.00 1340  2354.71 306.90 36.15 2697.76
2000 888.20 42.80 109.00 1105.60 16.06 0.00 1340  2175.06 316.11 35.33 2526.50
2001 793.20 39.80 105.00 1042.20 15.26 0.00 1340  2008.86 325.59 33.02 2367.47
2002 726.50 36.80 99.00 1006.20 14.50 0.00 000  1883.00 335.36 30.91 2249.26
2003 649.10 34.10 94.00 963.40 13.77 0.00 000 175437 345.42 29.50 2129.30
2004 s74.20 31.50 89.00 918.40 13.08 0.00 000 162618 355.79 27.88 2009.85
2005  498.60 29.60 84.00 862.20 12.43 0.00 000  1486.83 366.46 26.29 1879.57
2006  406.60 27.70 79.00 796.70 11.81 0.00 0.00 1321.81 377.45 2457 1723.83
2007 326.90 26.10 76.00 735.70 11.22 0.00 000 117592 388.78 22.50 1587.19
2008  265.60 24.70 71.00 685.20 10.66 0.00 0.00 1057.16 400.44 20.71 1478 31
2009  226.20 23.30 67.00 639.30 10.12 0.00 0.00 965.92 412.45 19.29 1397.67

2010 200.90 21.80 62.00 597.90 9.62 0.00 0.00 892.22 424.83 18.28 1335.32



13 (14) (15) (16) a9 20) 21)

CONSTITUTIONAL
TOTAL REVS PERM MIDGET NET GEN FUNI)
i WPERM FND  PURSCII NPIt-A OTHER FUND RESERVE UNRESTKD REVENUES
DEDICATION  HIND F FUNDS  DICDICATN  FUND NOM S REAL 19975
I%81 4110.80 7.50 W% 74.30 385.10 0.00 3718.20

1982 4516.90 8.00 0.00 0.00 40050 0.00 4108.40
1983 4061.40 9.40 0.00 421.00 0.00 3631.00
1984 3765.30 9.00 0.00 8 366.20 0.00 3390.10
1985 3640.50 1.10 5.40 . 368.00 0.00 3260.00
1986 3446.40 6.90 41.00 0.00 32340 0.00 3075.50
1987 1983.20 3.30 9.90 0.00  170.60 0.00 1799.40
1988 2747.10 6.60 1.00 18.80 417.90 0.00 2305.80

0

0

0

0

—
o
S

o—
o

1989 2419.70 4.30 0.80 00 22840 0.00 2186.20
1990 2780.06 5.13 0.60 00 267.10 0.00 2507.23
1991 3721.96 8.83 0.37 00 43500  291.20 2986.96
1992 3148.64 15.04 0.13 00 33780 333.07 2462.60 2462.60
1993 3471.02 6.80 0.19 00 31530 67.13 3081.60 299184
1994 2391.44 437 0.40 0.00  228.07 0.00 2158.60 2032.71

199 2384.77 4.74 0.30 100 246.83 0.00 2125.90 1941.73
J9% 242518 4.94 0.10 100 257.24 0.00 2155.90 1895.76
1997 2616.82 5.45 C.00 100 284.09 0.00 2320.28 1964.35
1998 2748.91 5.91 0.00 1000 308.03 0.00 2424 97 1976.56
1999 2697.76 5.95 0.00 10.00  309.99 0.00 2371.82 1861.27
2000  2526.50 5.6! 0.00 1000 29231 0.00 2218.58 1676.20
2001 236747 5.29 0.00 1000 27557 0.00 2076.61 1509.86
2002 2249.26 5.10 0.00 1000 265.99 0.00 1968.17 1377.14
2003 1 2129.30 4.89 0.00 0.00 25465 -0.00 1869.76 1259 02
2004 " :.009.85 4.66 0.00 0.00 24274 0.00 1762.45 114208
20051 1879.57 437 0.00 0.00  227.93 0.00 1647.21 1027.25
2006 1723.83 4,04 0.00 0.00 21070 0.00 1509.09 905.65
2007 1587.19 3.73 0.00 0.00 194565 0.00 1388.81 » §02.08
2008 1478.31 3.48 0.00 000  181.34 0.00 129349 718.90
2009 139767 3.25 0.00 888 169.24 0.00 1225.18 699.30
2010 1335.32 3.04 0.00 . 158.32 0.00 1173.96 604.26



_ Prepared by Roger Cremo

The Slate's Revenues and the Economy

Premises

» a substantial part of the state s revenues will continue to be derived from natural resources 1
» revenues from natural resources fluctuate -
e Alaska s economy will continue to be dependent on state spending

Existing system

» the state spends the natural resource revenues *

Problem caused by existing system

when natural resource revenues are plentiful, state spending creates a great demand in the
--.private sector for goods and services
®if the revenues then decrease substantially, spending is cut and the demand evaporates
« the consequences ot economic busts are well-known

ThEOrY e e o — s e e -

* for aystable economy,'tlie state must spend at a sustainable leveL __ r..

* but it cauVdo that, because of the fluctuation of natural resource revenues

-* thereforev the state should not spend the naturalresourcer e v.e n u e s ...

* it should try to convert them into revenues that don't fluctuate, so that it can spend at a
sustainable level

Proposed system

* natural resource revenues are not appropriable and are deposited into the Alaska Permanent
Fund

 the fund is invested, and earnings are reinvested

» afixed percentage of the fund tat its average market value over a period) is withdrawn annually
for appropriation™

» the withdrawal feature is designed to provide revenues that continually increase (and thus are
not Jiuauatmgi's-

Advantage of Proposed System

« state spending no longer causes economic busts

11In Alaska the chief source of wealth is natural resources The state owns and can uu them or otherwise is
entitled to the revenues Irom them

- Because they are governed by discovery, production and world price.

5Except about 10T. of them, which goes into the Alaska Permanent Fund

HThe fixed percentage is 5 which is the real annual rate of total return on investment if the nominal rate is
1(J* and the rate of inflation if 4*

311 the actual rate of return or the actual rate nf inflation differs adversely from. til<tassumedjate. Ihg.amaunl
withdrawn can decrease depending on the estent of the difference and the amount of naturnl fesource

revenues deposited



Some other advantages of proposed system

0 since state spending is not only at a sustainable level but at the maximum sustainable level, the
economy is supported to the greatest extent possible

* budgeting becomes feasible, because income for the subject vear is known

» the state s assets (formerly, land and natural resources) are diversified to include securities

* public works projects are no longer crammed into periods of high revenues, with inadequate
planning and incomplete accounting

 the state ?credit is reestablished

* long-range planning becomes feasible

Conversion to proposed system

» requires 1lethe transfer of reserves to the fund. (2 «temporarily, the same reduced spending
and increased conventional revenues that the coming fiscal gap would require under the
existing system and i3> a higher but gradually reduced withdrawal percentage factor during a
transitional period

Obstacles to change
* the legislature s reluctance io allow the people to vote on a constitutional amendment that would
revoke its authority to spend natural resource revenues
» the mifconception that the proposed system eliminates dividends
» afear that the fund win be depleted if there is less investment return or more inflation than
anticipated or. during transition, there is a greater decrease in oil revenues than forecasted
» atear that if great wealth results.
- the bureaucracy* will expand
- the slate will lose its incentive to develop natural resources
- Alaskans will become dependent, disinterested m government, lethargic and
immoral

Schedule

e spring. 1994 - legislature passes resolution proposing constitutional amendment
* rail. 1994 < people vote in favor of proposed constitutional amendment
e July 1,1995 - conversion to new system begins

10/14/95
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Alaska Permanent Fund Corporation
P.O. Box 25500 Juneau, Alaska 99802-5500
(907) 465-2047

MEMORANDUM

DATE: January 18, 1994
TO: Board of Trustees
FROM: Jim Kelly
Research . n Officer
SUBJECT: 20 Questions (and Answers) on the Cremo Plan

1) What is the plan's purpose?

To stabilize state resource revenues at a sustainable level, to increase the
size ofthe Permanent Fund, and to minimize the negative consequences of
the fiscal gap.

1) How does the plan work?

The plan requires this session's legislature to propose - and the voters in
the fall election to approve - an amendment to the State Constitution to
provide that beginning July 1, 1995 and henceforth, all natural resource
revenues be deposited in the Permanent Fund along with the assets of the
state's two budget reserve accounts and the Railbelt Energy Fund. All
future income earned by the Fund would be retained in the Fund, but
there would be an annual withdrawal from the Fund based on its average
market value over the past 12 quarters. The first year, the withdrawal
would equal 20 percent, but then would be reduced geometrically each *
year until the permanent withdrawal rate of 6 percent is reached in the
year 2006.



Cremo Plan
January 18, 1994
Page 2

3) Will the plan stabilize state resource-derived revenues at a
sustainable level?

Yes. However, that level would be insufficient, for at least the next 15
years, to fund the entiie costs of state government. Matching projected
state revenues with projected state spending would still require reductions
in the state budget and increases in other non-resource-derived state
revenues.

4) Will the plan increase the size of the Permanent Fund?
Yes, given the assumptions upon which the plan is based.
5) What are the assumptions?

The plan is based on the Department of Revei.. .a's fall 1993 mid-case
revenue projections, and assumes an annual total rate of return for the
Permanent Fund of 10 percent and an annual inflation rate of 4 percent.
The Alaska Permanent Fund Corporation's projections are based on the
low-case revenue projections, and assume a long-term average rate of
return for the Permanent Fund of 9 percent mid a long-term average rate
of inflation of 6 percent.

6) What happens if the more conservative estimates prove to be
true?

If the Corporation's estimates prove accurate, the Fund would still grow
larger than under the status quo, but the money provided each year to the
treasury from the Permanent Fund would be significantly less than the
plan projects.

7) Why is there a transition period before implementation of
the permanent withdrawal rate?

The plan provides for a higher but gradually reduced withdrawal rate
during a 10-year transition period in order to minimize the negative
consequences of the fiscal gap. The*economy depends to a significant
extent on state spending and too sharp a reduction would directly and
indirectly eliminate many jobs and sink the state into a serious recession.



Cremo Plan
January 18, 1994
Page 3

8) What is the rationale for the 6 percent withdrawal rate?

Given the plan's assumptions, a 6 percent withdrawal rate provides the
maximum amount of money to the state treasury while still protecting the
Fund against inflation. Arguments can be made that the number should
be higher or lower: the higher the rate of withdrawal, the more money is
made available for state spending; the lower the number, the greater the
protection to the Fund from inflation. From the Fund's perspective, it
would be more prudent to base the annual withdrawals on the real growth
of the Fund, not on an arbitrary number.

9) Does the plan provide the Permanent Fund with protection
against inflation?

Only if the annual amount withdrawn by the treasury plus the amount
"withdrawn" by inflation is less than the total earnings of the Fund for
that year plus the new deposits. Using conservative estimates of all four
variables - a 4 percent withdrawal rate, new deposits according to the
DOR low-case revenue forecast, a 9 percent earnings rate, and a 6 percent
rate of inflation - the Fund experiences a net inflation-proofing surplus in
the first 15 years ofthe plan.

10) What has been the historic rate of inflation, and what does
the Corporation project for the future?

Since 1926, inflation has averaged just over 3 percent. Since the Fund
started in 1977, inflation has averaged just under 6 percent. The
Corporation projects a 4 percent average rate of inflation for the next four
years, and a 6 percent average rate ofinflation over the long-term.

11) What have been the Fund's historic rate of return, and what
does the Corporation project for the future?

Since the Permanent Fund started in 1977, the realized rate ofreturn has
averaged 11 percent. The Fund's total return for the past 9 and 3/4 years
has been just over 12 percent. The Corporation projects a 8.37 percent
rate*- of return for the next four years, and a 9 percent rate of return over
the long term.



Cremo Plan
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12) Does the plan provide for the payment of full dividends?

Technically, the plan would increase dividends because the current
statutory dividend formula is based on the Fund's annual income, which
would increase. However, using that current statutory dividend formula,
the plan would produce significantly less resource revenue for state
spending than would be produced under the status quo.

13) What if the dividends were capped at $1,000 per capita?

Then, dividends would be reduced from the status quo, but the revenues
made available for state spending would be increased.

14) How does the plan address the fiscal gap?

As mentioned above, the plan assumes some combination of state
spending cuts and revenue increases. Given the plan's assumptions, a
12% annual increase in conventional revenues and a $30 mill'm cut in
annual state spending would eliminate the fiscal gap.

15) Are the Cremo Plan's assumptions realistic?
The assumptions may be realistic, but they are not conservative.

18) What other effects would adoption of this proposal have on
the Permanent Fund?

The plan would certainly create a need for more staffing and a higher
operating budget for the Permanent Fund Corporation. Additionally, and
more importantly, the plan might also affect public perceptions. It might
blur the distinction between the Permanent Fund as a savings account
and the General Fund as the state's spending account, and it might
destroy the link which exists currently between the citizens and their
savings account. Finally, if state government comes to rely on the
Permanent Fund as its primary source of operating revenues, pressure
would likely build on the Board of Trustees to take more risks with the
investment policy in order to attempt to earn greater rates ofreturn.
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17) Does the plan have advantages over the current situation?

As the Commission on the Future of the Permanent Fund said about it in
1990, "A successful transition to this concept would remove substantial
elements of doubt and uncertainty regarding future state revenues and
the health of Alaska's economy."

18) Does it have disadvantages over the current system?

The plan forces the legislature to make a number of difficult decisions over
the next several years. Based on the Corporation's estimates, it is likely
that taxes would have to go up, state spending would have to go down, the
dividend formula would have to be adjusted downward, and inflation-
proofing would have to be curtailed.

19) What is the bottom line? Is this a good plan or not?

The plan is based on sound principles and could work, but there are
significant risks involved. If the Fund's growth is significantly hindered,
particularly in the early years, either by lower-than-expected oil deposits
or deposits of other state reserves, low earnings or high inflation, this plan
will not necessarily be an improvement over other alternatives.

20) What obstacles have to be overcome?

Before the legislature and the citizens of this state will approve this plan,
they need to be convinced that it is clearly an improvement over the status
quo. Unfortunately, there are a number of undesirable outcomes which
might occur should actual conditions in the future vary significantly from
the assumptions upon which the plan is based. Against these
uncertainties, one thing is known for sure: the Permanent Fund as
currently structured is not broken.



Alaska Permanent Fund Corporation
P.O. flex 25500  Juneau, Alaska 99802-5500
(907) 46C-2047

MEMORANDUM

DATE: January 19,1994
TO: Board of Trustees
FROM: Jim Kelly

Research &"\JLiai"on Officer

SUBJECT: 20 Questions (and Answers) on the Cremo Plan

1) What as the plan's purpose?

To stabilize state resource revenues at a sustainable level, to increase the
size ofthe Permanent Fund, and to minimize the negative consequences of

the fiscal gap.
2) How does the pla:> r.ork?

The plan requires this session's legislature to propose —and the voters in
the fall election to approve - an amendment to the State Constitution to
provide that beginning July 1, 1995 and henceforth, all natural resource
revenues be deposited in the Permanent Fund along with the assets ofthe
state's two budget reserve accounts and the Railbelt Energy Fund. All
future income earned by the Fund would be retained in the Fund, but
there would be an annual withdrawal from the Fund based on its average
market value over the past 12 quarters. Tho fiist year, the withdrawal
would equal 20 percent, but then would be reduced geometrically each
year until the permanent withdrawal rate of 6 percent is reached in the

year 2006.

AK PERMANENT FUND CORP.
ANALYSIS ON CREMO PLAN
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12) Does tho plan provide for the payment of full dividends?

Technically, the plan would increase dividends because the current
statutory dividend formula is based on the Fund's annual income, which
would increase. However, using that current statutory dividend formula,
the plan would produce significantly less resource revenue for state
spending than would be produced under the status quo,

13) Whatifthe dividends were capped at $1,000 per capita?

Then, dividends would be reduced from the status quo, but the revenues
made available for state spending would be increased.

14) How does the plan address the fiscal gap?

As mentioned above, the plan assumes some combination of state
spending cuts and revenue increases. Given the plan's assumptions, a
12% annual increese in conventional revenues and a $30 million cut in
annual state spending would eliminate the fiscal gap.

15) Ais the* Cremo Plan’s assumptions realistic?
The assumptions may be realistic, but they are not conservative.

16) What other effects would adoption of fchiiproposal have on
the Permanent Fund?

The plan would certainly create a need for more staffing and a higher
operating budget for the Permanent Fund Corporation. Additionally, and
more importantly, the plan might also affect public perceptions. It might
blur the distinction between the Permanent Fund as a savings account
and the General Fund as the states spending account, and it might
destroy the link which caste currently between the citizens and their
savings account. Finally, if state government comes to rely on the
Permanent Fund as its primary source of operating revenues, pressure
would likely build on the Board of Trustees to take more risks with the
investment policy in order to attempt to earn greater rates ofreturn.
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8) What is the rationale lor the 6 percent withdrawal rate?

Given the plan's assumptions, a 6 percent withdrawal rate provides the
maximum amount of money to the state treasury while still protecting the
Fund against inflation. Arguments can be made that the number should
be higher or lower: the higher the rate of withdrawal, the more money is
made available for state Hpending; the lower the number, the greater the
protection to tlie Fund from inflation. From the Fund's perspective, it
would be more prudent to base the annual withdrawals on the real growth
ofthe Fund, not on an arbitrary number.

9) Docs the plan provide the Permanent Fund with protection
against inflation?

Only if the annual amount withdrawn by the treasury plus the amount
"withdrawn" by inflation is less than the total earnings of the Fund for
that year plus the new deposits. Using conservative estimates of all four
variables —a 4 percent withdrawal rate, new deposits according to the
DOR low-case revenue forecast, a 9 percent earnings rate, and a 6 percent
rate ofinflation - the Fund experiences a net inflation-proofing surplus in

the first 15 years ofthe plan.

10) What has been the historic rate of inflation, and what does
the Corporation project for the ftiture?

Since 1926, inflation has averaged just over 3 percent. Since the Fund
started in 1977, inflation has averaged just under 6 percent. The
Corporation projects a 4 percent average rate ofinflation for the next four
years, and a 6 percent average rate ofinflation over the long-term.

11)  What haw'* keen the Fund's historic rate of return, and whet
does the Corporation project for the future?

Since the Permanent Fund started in 1977, the realized rate ofreturn has
averaged 11 percent. The Fund's total return for the past 9 and 3/4 years
has been just over 12 percent. The Corporation projects a 8.37 percent
rate ofreturn for the next four years, and a 9 percent rate of return over

the long term.
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3) Will the plan s™abilixe state resource-derived revenues at a
sustainable level?

Yes. However, that level would be insufficient, for at least the nest 15
years, to fund the entire costs of state government. Matching projected
state revenues with projected state spending would still require reductions
in the state budget and increases in other non-resource-derived state

revenues,

4) Will the plan increase the size ofthe Permanent Fund?
Yes, given the assumptions upon which the plan is based.

5) What are the assumptions?

The plan is based on the Department of Revenue’s fall 1993 mid-case
revenue projections, and assumes an annual total rate of return for the
Permanent Fund of 10 percent and an annual inflation rate of 4 percent.
The Alaska Permanent Fund Corporation's projections are baaed on the
low-case revenue projections, and assume a long-term average rate of
return for the Permanent Fund of 9 percent and a long-term average rate

ofinflation of 6 percent.

6) What happens if the more conservative estimates prove to be
true?

If the Corporation's estimates prove accurate, the Fund would still grow
larger than under the status quo, but the money provided each year to the
treasury from the Permanent Fund would be significantly less than the

plan projects.

7) Why is there a transition period before implementation of
the permanent withdrawal rate?

The plan provides for a higher but gradually reduced withdrawal rate
during a 10-year transition period in order to minimize the negative
consequences of the fiscal gap. The economy depends to a significant
extent on state spending and too sharp a reduction would directly and
indirectly eliminate manyjobs and sink e state into a serious recession.

00
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17) Does the plan have advantages over the current situation?

As the Commission on the Future of the Permanent Fund said about it in
1990, "A successful transition to this concept would remove substantial
elements of doubt and uncertainty regarding future state revenues and

the health of Alaska's economy.""
18) Does it have disadvantages over the current system?

The plan forces the legislature to make a number of difficult decisions over
the next several years. Based on the Corporation's estimates, it is likely
that taxes would have to go up, state spending would have to go down, the
dividend formula would have to be adjusted downward, and inflation-
proofing would have to be curtailed.

19) What is the bottom line? Is this agood plan or not?

The plan is based on sound principles and could work; but there are
significant risks involved. If the Fund's growth is significantly hindered,
particularly in the early years, either by lower-than-expected oil deposits
or deposits of other state reserves, low earnings or high inflation, this plan
will not necessarily he an improvement over other alternatives.

20) What obstacles have to be overcome?

Before the legislature and the citizens of this state will approve this plan,
they need to he convinced that it ia clearly an improvement over the status
quo. Unfortunately, there are a numoer of undesirable outcomes which
might occur should actual conditions in the future vary significantly from
the assumptions upon which the plan is based. ijgainst these
uncertainties, one tiling is known for sure: the Permanent Fund as

currently structured is not broken.



