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COMPONENT DETAIL - FY9O6 OPERATING BUDGET

o Component: A
Component: Alaska PublLc U tilities Comm_

BRU: Alaska Public U tilities Comm BRU: Alaska
Agency: Department of Commerce and Economic Development
- FY95Auth - Gov Org
FY94 Act FY95 CC J,FY95Aut|i OMB Adi Gov Org Comnarison Transaction Ti
01 Pers. Serv. 2,463.0 2,682.4 2,616.9 2,616 .9 2,615.9 ConferencGeF%]'
02 Travel 56.5 53 .6 53.6 53 .6 53 .6 Allocate Mlsc f
03 Contractual 801.0 907.3 879 .6 879 .6 947.8 68.2 7.8V Inc contract (0
04 Commodities 63.6, 60.7 60.7 60 .7 60 .7 GF/f
25 0 100.01 Hardware to S
05 Equipment 33.4 25.0 25.0 25 .0 50 .0 . . GF/f
L BI . 0.0 0.0 0.0 0.0 0.0
o tandadniee 0.0 FY96 Govern
07 Grants, Clms 0.0 0.0 0.0 0.0 .
08 Misc. 0.0 -93.2 " 0.0 0.0 0.0
** Total Expend. 3,417.5 3,635.8 3,635.8 3,635.8 3,729.0 93.2 2.6%
1005 GF/Prgm * 3,417.5 3,635.8 3,635.8 3,635.8 3,729.0 93.2 2.6V
Perm Full Time , 41.0 42.0 42.0 42.0 « 42.0
Perm Part Time 0.0 0.0 0.0 0.0 0.0
Mon-Perm 0.0 0.0 0,0 0.0 0.0
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DIVISION OF LEGAL SERVICES
LEGISLATIVE AFFAIRS AGENCY

STATE OF ALASKA
©07) 465-3867 or 366215
FAX ©07)165-2029 130 Seward Street. uiite XD
Maii I Slap 3101 Jreau, Alaska 99801-2106
MEMORANDUIM January 30, 1995
SUBJECT: Sectional summary of SB 47
(APUC extension and other utility matters)
T0: Senator Tim Kelly
Attn: Josh Fink
FROM: TeresaB. Cramers*Q*,

Legislative Counsel

You have requested a sectional summary of the above-described bill. As a preliminary matter,
note that a"sectional summary of a hill should not be considered an authoritative interpretation
of the bill and the bill itselfis the best statement of its contents.

Sec. 1 permits the Alaska Public Utilities Commission (APUC) to exercise the powers
expressly granted or reasonably implied by the chapter. The section removes a requirement
that the powers of the APUC be liberally construed to accomplish the commission's stated
purpose.

Sec. 2 establishes a regulatory cost charge on utilities. Under subsection (a), regulated public
utilities pay an annual charge not to exceed .8 percent of in-state gross revenue and exempt
public utilities pay the actual cost of services provided by the commission.

Under subsection (b), the commission adopts regulations to set the method for
determining the annual amount of the regulatory cost charge. Subsection (c) establishes
special rules for utilities selling services at wholesale, local exchange telephone utilities, and
electric utilities.

Subsection (d) directs the commission to allocate the total amount of the regulatory
cost charge to be paid by electric utilities by using an equal charge per kilowatt hour.

Subsection (e) directs the Department of Revenue to collect and enforce the
requlatory cost charge and the Department of Administration to identify how much of the
APUC's operating budget lapses into the general fund each year. This will permit the
legislature, if it wishes, to appropriate that amount for the following year's budget so that the
APUC can set a lower regulatory cost charge for the second year to reflect the surplus from
the previous years' collection.



Senator Tim Kell
January 0, ]%y
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Subsection (O requires the APUC to allow public utilities to bill their customers for
the cost of the regulatory cost charge.

Subsection (g) allows the APUC and the Department of Revenue to adopt regulations,
Subsection (h) defines terms used in the section.

Sec. 3 directs the APUC to consider the amount that a utility pays as a regulatory cost charge
when allocating the costs of a hearing.

See. 4 provides that the subscribers of small electric and telephone utilities can petition to
place the utility under APUC regulation by following the procedures set out in
AS 42.05.712(h), which is amended by sec. 12 of the bill.

Sec. 5permits electric and telephone utilities that do not gross $500,000 annually to elect to
be exempt from regulation under AS 42.05.712. The current threshold is $325,000.

Sec. 6 permits utilities, other than electric and telephone utilities, that do not gross $150,000
annually to elect to be exempt from regulation under AS 42.05.712. The current threshold
is $100,000.

Sec. 7 exempts garbage collection utilities that gross $300,000 or less from rate regulation
unless the subscribers petition for regulation under AS 42.05.712(h), amended by sec. 12 of
the bill. The current threshold is $200,000. The section retains the right of subscribers
representing 25 percent of the gross revenue of a utility to petition the APUC for rate
regulation.

Sec. 8 provides that the subscribers of cable television service utilities can petition to place
the utility under APUC rate regulation under AS 42.05.712.

See. 9 permits the subscribers of a utility that is exempt from regulation under
AS 42.05.711(e), (i), or (k) to use the procedures of AS 42.05.712 in an election imposing

regulation.

Sec. 10 establishes a regulatory cost charge for pipeline carriers. Under subsection (a),
pipeline carriers pay an annual charge not to exceed .8 percent of in-state gross revenue. A
regulatory cost charge may not be assessed unless the pipeline carrier operations are within
the jurisdiction of the APUC.

Under subsection (b), the commission adopts regulations to set the method for
determining the annual amount of the regulatory cost charge.

Subsection (c) directs the Department of Revenue to collect and enforce the
requlatory cost charge and the Department of Administration to identity how much of the
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APUC's operating budget lapses into the general fund each year. This will permit the
legislature, ifit wishes, to appropriate that amount for the following year's budget so that the
APUC can set a lower regulatory cost charge for the second year to reflect the surplus from
the previous years' collection.

Subsection (d) allows the APUC and the Department of Revenue to adopt regulations.
Subsection (e) defines "gross revenue™ as used in this section.

See. 11 directs the APUC to consider the amount that a pipeline carrier pays as a regulatory
cost charge when allocating the costs of a hearing.

Sec. 12 extends the sunset date for the Alaska Public Utilities Commission until June 30,
1999.

SEC.1 13 adjusts the way in which the terms of members of the APUC are staggered to ensure
that no more than one commission member’s term expires each year.

Secs. 14and 15 provide that the amendment, in sec. 1 concerning how the APUC's powers
are to be interpreted applies only to proceedings begun on or after the effective date of sec.
1, which is set in sec. 15as July 1, 1996.

Sec. 16 states that, except for sec. 1 the Act takes effect immediately.

TC:klb
95-023 klb
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SB 47: Relating to the Alaska Public Utilities
Commission and the Regulatory Cost Charge

Consensus Provisions from 18th Legislature

Senate B ill 47 (SB 47) is the re-introduction of SB 213 from the 18th Legislature.
This legislation accomplishes two primary objectives: 1) It extends the Alaska
Public Utilities Com mission (APUC) which is cturently winding down in its
sunsetyear; and 2) It re-enacts the Regulatory Cost Charge (RCC) which
expired on December 31,199

This legislation was the productofnumerous and lengthy committee hearings in
the last Legislature — in fact, more than 8 substantive hearings in the Senate

alone.

Given the unknown butopotentially serious ramifications of allowing the APUC
to expire, this legislation was introduced as a "consensus™ bill in that all
provisions contained within have been debated extensively and are either
without opposition, orthe resultofcompromise agreed toby all concerned
parties and in the bestinterestof consumerprotection. This version is nearly
identical to the finalversion thatwould have reached the House floor lastMay
10th had thatbody notadjourned before itwas takenup. Itisnotexactly
identical because the RCC has expired and so rather than repealing its sunset,

the entire RCC was re-enacted.

Anotherbill has been introduced by the Senate Labor & Commerce Committee

that w ill incorporate for the committee's consideration further amendments
affecting the APUC anchor RCC.

SECTIONAL ANALYSIS

Section 1: Replaces language granting the commission powers which shall
be "liberally construed™ with language allowing the commission to do "all things

necessary or proper to carry out the purposes and exercise the powers expressly

granted orreasonably implied".
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This compromise was reached last year in the Senate Finance Com m ittee. Some
utilities, namely electrics, felt this grantofpower was too broad, and in questions
where the commission did not have express authority to act, the legislature should
make such policy calls. Others, besides the APUC itself, felt this provision was
necessary for the efficientand orderly functioning ofthe commission in the
regulation of utilities for the public interest. This language strikes a balance and

was acceptable to all parties concerned.

Sections 2,3,10 and 11 Re-enactthe RCC for utilities and pipelines without
the sunset. This language is identical to the formerlaw with the following
exceptions:

There are no sunsetprovisions for the requlatory cost charges.

This provision was proposed by the auditor and supported by the APUC. Both
assertthe Commission's sunsetreview is adequate to address any issues that

arise w ith th” Regulatory Cost Charge.

Page 3, lines 11-13:

Adjusts the allocation of the Regul ory Cost Charge for electric utilities by
subtracting the costof power from there gross revenues.

The auditor recommended the APUC periodically adjustthe RCC allocation among
utility types to reflectworkload on anindustry by industry basis utilizing a time -
keeping system. However, the commission argued such a change would be
complicated and require more staff. ARECA proposed this "rough cut" justice as a

sim plified and more economical way to achieve the auditor's recommendation.

Page 2, line 27;
and Page 6, line 4:

Increases the regulatory cost charge ceiling forpublic utilities and pipeline
carriers from .61 percent to .8percent

This change was necessitated when costof power was subtracted from electric
utilities gross revenues before application of the RCC. The RCC rate would
need to be increased roughly 30 percentto maintain the same amountofrevenue
for the commissions operating costs. (Remember, the RCC is a direct pass

through on our utility bills, and is itemized as the RCC).



Provisions of SB 47
Page 3

Page 3, lines 20-24;
and Page 6, lines 15-19:

Requires the Dept of Administration to earmark regulatory cost charges over-
collected forpossible appropriation by the Legislature for the commission's next
fiscal year.

Currently, by the time 4th quarter Regulatory Cost Charges charges arrive in
July, the new fiscal year has started. Ifthe APUC has over-collected, and they
won't know until the 4th quarterreceipts arrive, the money lapses into the
generalfund. This section would allow those over-collected funds to be

appropriated back to the APUC thus reducing the nextyear's RCC.

Sections 4.8 .and 9:  Provides that subscribers of small utilities or utilities
otherwise exempt from regulation can petition for an election to place the utility
underregulation under the same procedures the subscribers of aregulated utility
can petition foran election to remove the utility from regulation.

This provision was recommended by the auditor and supported by the
commission. Under current statute, 10 percent of the first 5,000 subscribers of a
regulated utility and 3 percentofthe remaining subscribers may petition for an
election to remove a utility within certain revenue parameters from regulation.
However, for subscribers to petition for an election to place an unregulated
utility underregulation they mustgather the signatures of 25% of the
subscribers. The auditorrecommended the procedures for subscribers to opt-in
or opt-outofeconomic regulation should be easier. These sections provide that

opt-in and opt-out procedures are identical.

Sections 5.6.and 7. Gives more consumers the option to deregulate by
raising maximum amount of gross revenues a utility may receive underwhich
the consumers may elect for deregulation.

Currently, electric and telephone utilities thatdo not gross $325,000 annually
may electto be exemptfrom regulation. Section 5 increases thatamount to

$5070,000. For other utilities the cut-off was raised from $100,000 to $150,000,
except for garbage collection utilities the amount was raised from $200,000 to

$300,000.

These provisions were recommended by the auditor and supported by the

commission. They increase the consumers options to deregulate.
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Section 12: Extends the sunset date of the APUC to June 30,1999.

Section 13; Staggers the terms of the members ofthe commission.
Currently, the terms of the consumer seat and the engineering seatexpire at the
same time. This provision would stagger the terms, though itwould notaffect
the terms of any of the current commissioners.

Section 14 and 15; Provides thatthe change in the
commission's powers as amended in section 1 apply only to proceedings begun

on or after the effective date of section 1, which is setin section 15 asJuly 1,1996.

Section 16: Exceptfor section 1,the Act has an immediate effective date.
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FAX: (907) 253-4524

the Alaska Public

U tilities Commission and Regulatory Cost Charge
| respectfully request you schedule SB 47, Relating to the
A.P.U.C. and R.C.C., pending referral.
This bill is scheduled before the Labor & Commerce this Thursday
at 1:30 p.m. It is my intention to move the bill out at that
meeting, and it w ill be referred to the Finance Committee on
Friday.
As you know, the APUC is currently in its sunset year. If the
Legisb-r are does not take action soon to extend this regulatory
commission, it must stop taking rate cases and other action that,
by statute, often require from 90 days to six months. In
addition, the commission will have to begin informing staff they
w ill be terminated June 30th.

I have not found any concerned party supporting

the A .P.U.C.'s

sunset. In fact, I've heard just the opposite: the A.P.U.C. needs to
be extended soon so as not to disrupt regulatory activity that is
vital for many utilities existence and the public good.
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February 1, 1995
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So you know, | am working in concert with the House to ensure
early passage of this legislation. In addition, the Labor &
Commerce Committee has introduced another A.P.U.C. bill that
w ill encompass suggested amendments for the Senate's
consideration. I have done this in order to avoid delays resulting
from potentially contentious amendments with the "consensus"”
bill currently moving through.

Attached please find my staffs analysis of the bill as well as a
sectional analysis from Legislative Legal. If you have any

guestions, please contact myself or staff, Josh Fink.

t

Thank you for your consideration.



M EMORANDUWM STATEOFALASKA

Office of the Governor

To:  All Departments Date:  January 20, 1995
File No:  95fisno.mem/lb
From:  Annalee McConne Subject:  Revi :ed 1995 Fiscal
Director _ Note Detailed
Office of Management and J5<jdget Instructions

Pat Pourchot >\
Legislative Liaison,
Office of the Governor

This Administration is committed to up-f.ont, responsible budgeting. Thorough, accurate
fiscal notes are an important aspect of that commitment and our cooperative re'ationship
with the Legislature. We appreciate your assistance in doing this job well.

Each year §tate departments are asked to provide detailed information regarding the fiscal
implications of proposed legislation. As in the past, the fiscal note will be used to
accomplish this task as prescribed in AS 24.08.035 (attached). To provide the
Legislature, the Governor's LeFisIative Office and OMB's Division of Budget Review (DBR)
with timely and objective fiscal data, please follow these instructions when completing and

processing fiscal notes.

For legislation proposed to be submitted at the request of the Governor, departments are
required to complete a fiscal note form accompanied by a fiscal analysis. Fiscal notes and
analysis should be submitted to the Governor's Legislative Office by the due date on your
legislative review sheets before final approval of the draft Ie?islation. Draft legislation will
not be finalized for introduction until approBriate fiscal information is submitted to the
legislative office and reviewed and approved by DBR.

Reminders

At the request of the Criminal Justice Working Group, fiscal notes for legislation impacting
Group programs will be reviewed by DBR before distribution to legislative committees.
Fiscal notes are still to be delivered to the Governor's Legislative Office, who will then
forward them to DBF for review to be completed within 24 hours. If no changes are
required, the fiscal notes will then be delivered to the legislative committee.



All Agencies 1995 Fiscal Note Instructions

"Revenue" - Specifying Fund Source Code
Revenue generated as a result of legislation will continue to be reflected under "Revenue."
In addition, please specify the revenue's fund source and its code as assigned by DBR. If
no funding source code is available, simply sta.e the name of the source. A fund source
code will be assigned if the legislation is enacted.

Sunset Legislation . . . _ _
Please remember that fiscal notes extending an entity under sunset review should display

the on-going costs of operations and any associated revenue generated by passage of the
sunset legislation. These types of- fiscal notes should be footnoted to Indicate that the
expenditures are contained in the proposed operating budget and that the revenues are
reflected in revenue projections.

Component Serial Numbers o o _ N
The Legislature will again be entering fiscal information into BASIS this year. To facilitate

data entry, agencies are required to enter the component serial number on each fiscal note
prepared. This applies to all legislative fiscal notes prepared by a department throughout
the session. A listing of component serial numbers, by serial number and component
name, will be provided after FY 96 budget work is completed by DBR.

GENERAL INFORMATION

Requests ffcr Fiscal Notes . _ . .
Alaska Statute 24.08.035 provides that before a bill or resolution, except an appropriation
bill, is reported from the committee of first referral, a fiscal note must be attached.

The fiscal note will normally be requested by phone by various committees of the
Legislature. (CoPies of all introduced legislation are available from the Documents Room
on the ground floor of the Capitol building, and fiscal note forms will be sent to each
department's Legislative Liaison. Additional forms are available from DBR and the
Governor's Legislative Office upon request. DBR will provide the fiscal note form in Excel
4.0 or 5.0 format upon request.)

Prompt submission of fiscal notes is essential. Unless otherwise requested, the time for
delivery of a fiscal note to the legislative committee is not more than five days following
the request. Requests made after the 90th legislative day or during a special session
require delivery of the fiscal note within two days. The Governor's Legislative Office
should receive fiscal notes for distribution with at least a one-day lead time before the
requester's due date. criminal Justice Working Group fiscal notes should have a two-day
lead time. The Legislative Office is responsible for the distribution of the departments'
fiscal notes to the Legislature and DBR.

1 Bill No. - The fiscal note should specify the version of the hill/resolution for which
the fiscal note is prepared (i.e., committee substitute). It is very important to use
the correct version of the hill to which the fiscal note applies.

2 Revision Date - Fill this in if preparing a revised fiscal note. Revised date should
match the revised "prepared by" date.
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August 2, 1993
Sen. Tim Kelly

716 W. 4th Ave., Suite 400
Anchorage, AK 99501-2133

Dear Sen. Kelly:

[ am pleased to know that you plan to schedule consideration of APUC Sunset Review for
early September. Our association has three priority issues we would like for your
committee to consider in this review. One of these issues is also raised by the Audit
Report.

*

APUC Powers Liberally Construed

For many years, the .APUC has tended to expand the authority it exercises, and the courts
have permitted this expansion to take place. The reason for this is the provision in AS
42.05.141(a)(1) that directs that "the powers of the commission shall be liberally
construed ..." This can work either to the advantage or disadvantage of the regulated
utility, but in either case, we do not think it is appropriate. We have long believed that a
more appropriate directive wouid be that “the powers of the commission shall be those
specifically conferred by the legislature or necessarily implied from those specific grants of
authority."

We have long believed that this power to define the role of the commission shouli rest
with the legislature rather than the commission itself, but this issue now takes on . uich
more critical importance. Now that the commission is funded primarily by a variable tax it
Imposes on the utilities cailed the "regulatory cost charge,” the commission potentially has
the resources to fund whatever level of regulation it wishes to develop. No agency of
state government should have that land of power.

Enclosed is a letter from Roger Kemppel. our attorney, which details a few recent
examples in which the commission and the courts relied on the "liberally construed"
language to expand their authority.

We ask that this section be amended so that the legislature reclaims its appropriate
authority over the commission.

OoOrdJ '-UbiM Iy _  (i_c¢cn0N.
C-0OrJ



Negotiated Rulemaking

Negotiated rulemaking is authorized at the federal level, and it is being used there with
increasing frequency. Without any special authorization, the .Alaska Department of
Environmental Conservation has also used this technique quite effectively. We think this
approach to rulemaking has considerable merit at the APUC as well. The problem in
implementing that approach at the commission without legislative directive is that it would
violate existing rules of procedure at the commission which presume adversarial

proceedings.

The federal energy legislation of 1992 contained a requirement that state regulatory bodies
consider implementing "integrated resource planning.”" Negotiated rulemaking could be
particularly useful in complying with that requirement.

Regulatory Cost Charge

This association objects to the whole idea of this special tax on utilities. We think that
operations of the APUC should be paid for from unrestricted general revenue funds.
However, if one assumes that the RCC wiil stay in place in some form, our concern is the
same as that of the auditor: There has to be some way to make the allocations of cost
under the RCC more equitable.

The audit report recommends that a timekeeping system be established which would be
used to allocate responsibility for the RCC the next year. The commission objects to this
recommendation because they think this timekeeping would increase their costs
significantly. Because the industry is paying the commission's hills, we also have to be
sensitive to their costs. So although we are in complete agreement with the audit report in
how it defines the problem, we are ambivaient about the cure it recommends.

We recommend a more direct approach to solving the problem. Our proposal is to
reconsider the amendment submined by then Rep. Ben Sharp in the House Finance
Committee when the RCC as it exists today was being drafted. The Sharp proposal was
to adjust the gross electric revenues by deleting the cost of power before the RCC is
calculated. The rationale tor doing this is that the distribution function of an electric
utility, without the cost of the electricity itselfadded in, is comparable to the service
provided by a local telephone exchange. By deleting the cost of power from the
calculation, a great deal more fairness between telephone and electric would be introduced
into the system.



As the RCC calculation exists now. electric paid 39% of the total in FY 93, and that will
increase to 43% of the total for FY 94. Bv contrast, the audit report estimates that
telephone companies account for 45% of the workload while under the FY 94 plan they
will be paying oniv 21% of the RCC. If the Sharp amendment were in place, the share of
RCC for electric would drop to approximately 28% while the share for telephone would
increase to approximately 27%.

I look forward to discussing these and other proposals which may be under consideration
when your committee meets on .APUC sunset review.

Sincerely,

David Hutchens
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David Hutchens

Executive Director

Alaska Rural Electnc
Cooperative .Association. Inc.

703 W. Tudor Road. Suite 200

Anchorage, .AK 99503

Re: APUC Powers ’Liberally Construed"
Dear Dave:

You have asked whether the "liberally construed" language found in
AS 42.05.141(a)(1) has any operative effect: that is. whether the Alaska Supreme Court cites or
relies upon this statutory language hi reaching decisions involving the .APUC.

- Tne answer is that both the APUC and the Alaska Supreme Court find it necessary
to cite this statutory section in order to create APUC jurisdiction in matters not exDressly conferred
by the legislature.

TTie two most recent supreme court cases citing this statutory section of which I'am
aware occurred just last year. In February 1992. the .Alaska Supreme Court issued its opinion in
the case or Far North Sanitation v. APUC . 825 P.2d 867 (February 7. 1992). In that decision,
the court dealt with the question of the APUC's power to order interim refundable rates. The court
quoted the .APUC's argument that the legislature granted the .APUC broad powers to accomplish its
purposes, and, funner, provided that these powers should be liberally interpreted [citing AS
42.05.141(a)(1)] but went on to state that, on the question of whether the .APUC has authority to
declare a rate interim and refundable after hearing, there is conflicting case law. The coun
COQCItU?-Ed’ however, that the .APUC had such imDlied authority, aeain citins AS 42.05.141(a)(1)
and stating:

Alaska's statute mandates that the powers of the
APUC be liberally construed.

Far North Sanitation v. APUC at p. 873.

Two months later, the coun issued its opinion in Colville Environmental Services,
Inc. v. North Slope Borough, 831 P,2d 341 (April 24. 1992), this time addressing the power of
the .APUC to attach conditions to a certificate of public convenience and necessity which conflicted
with another state statute (AS 29.35.050). In concluding that the Commission had such power,
the coun again relied upon the liberally construed statutory language in reaching this result.
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In reaching its decision in Colville, the Alaska Supreme Court cited its earlier 1991
decision in Homer Electric Association v. CIr: of Ketiai. 816 P.2d 182. again discussing die effect
of AS 42.05.1"1 (a) and concluding in pan that that section stands for the proposition that the
Commiss.'On's "powers to adjudicate are plenary, as broad as the specific provisions of the act
permit." HE\ v. Gr= of Kenai at p. 186.

| have not attempted to completely research all of the instances in which the . APUC
or the courts have relied upon AS 42.05.141 to expand the .APUC’ specific legisladve powers,
but 1 believe that the above cases illustrate that the courts have udlizea this section on more than
one occasion and have done so quite recsnav.

_ _You should aiso note that the cases cited above have been decided both for and
against the utility. That is to say that the existence of AS -2.05.141(a)(1) has not aiwavs worked

to the detriment of the uuiity. but I do think it is fair to say that it has always worked to expand the
APUCSs jurisdiction and power beyond that otherwise explicitly granted to it by the legislature.

o If you have any further questions or wish me to compile a more exnausdve list of
court citations, please feei free to contact me.

Sincerely yours.

KEMPPEL, HUFFMAN .AND GINDER. P.C.

Roger  Kemppei
General Counsel for AREC

RRK:lka
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"Liberally Construed"”

HB 213 w?uld exrend the Alaska Pfublrc Utilities Commission and
the atory Cost Char e th an 1 3 A]n

amendment ma ropose 8e lete rase b
construeJ ?roym thg ommrssrons enabﬁrng statute. h gommrssron
opposes this amendment.

The current Ian%ua%e of Section 42.05.141 of Maska Statutes,
Sgrtrtled "GENERAL POWERS AND DUTIES OF THE COMMISSION", states in
The AIaska Public lIJtrlrtres Commissiqn ma
gu ate ever b IC utrIrty en? g roh(osrng
eng %e In such srnes Inside state cept
to xtent exemgp tb/Af 42.0 ?71 , the (g)owers
commrssron th e liberall construe t
accomp lish its stated purposes; .. (emphasrs added)

1. Does not expand-the powers of the . APUC.

In HZA vs. Citv ot Kenai the Supreme lourt said:

IH sum, we hav? construed AS 42.05. 141éa to mean
fhat the actua area% In which the APU exercise
Its adjudicatory authority are quite narro |th|h
those .harrow area however, the APUC' Eower%
ad&udrcate are r? enary, as broa as the sSpecific
provisions of the act permit.

This provisi resents two urdrn inciples. for
deterrﬁrrhrn tﬂepextent % g (gspﬁrur Hl%tr on under
srﬁ)ecrfrc govrsron? 0 Act On the one hand, It
Includes prrncrﬁe of Irmrtatron, restricting the
APUC's gower to the specrfrc éurrf]d chr onal areas of
Its "stated g%trgoses er hand, it Includes
a &/rrncrple XPanSIOH mahdatrn? that the APUC's,
power t% act within its sPecrfrc areas of gurrsdrctron
Is to ne [iberally construed." (emphasis added)

2. Benefits utilities.

out re urrrn Ity to escrow ds or a band
un % C dyoe this by marl<|ng ra\es |nter|m
e

t#]trnel y the Commissio Fllows interim rates to go |hto effect
Wit n}ws t E
N a i enefrts the utility.~ The authority for
| |bera Iy onstru

£
"
nstrued."
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whenever ourt finds a In an agency's power. This forces
the Ieglsfla ure. back |nto tﬁe reﬂulagor yrog h?t they sougnt to
escape b creat| ? the comm|33|o In th f| st place.

Rem vmg "l1heral l}/ ﬂnstrue from tt]e om H“ |ons Ipowers and
duties Section waquld ave Impacts well beyond statuto
construction In the courts.
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David Hutchens

Executive Director

Alaska Rural Electric
Cooperative Association. Inc.

703 W. Tudor Roaa. Suite 200

Anchorage. AK 99503

Re:  APUC Powers Liberally Construed"
Dear Dave

YE"u have asked whether the “liberally construed" language found in
AS 42.05.14!(a)( 1) has any operative effect: that is. whether the Alaska Supreme Court cites or
relies upon this statutory language in reaching decisions involving the APUC.

The answer is that both the APUC and the Alaska Supreme Coun find it necessary
to cite this statutory section in order to create .APUC jurisdiction in matters not expressly conferred
by the legislature.

The two most recent supreme coun cases citing this statutory section of which I'am
aware occurred just last year. In Februag 1992. the Alaska Supreme Coun issued its opinion in
the case of Far North Sanitation v. APL'C , 825 P.2d 867 iFebruary 7. 19921. In that decision,
the coun dealt with the question of the APUC's power to order interim refundable rates. The coun
quoted the APUC’s argument that the iegisiature granted the APUC broad powers to accomplish its
purposes and. funner, provided that these powers should be liberally interpreted [citing AS
42.65.141(a)(1)] but went on to state that, on the question of whether the APUC has authority to
declare a rate interim and refundable after heanng. there is conflicting case law. The coun
cogcltuctjed however, that the APUC had such implied authority, again citing AS 42.05.141(a)(1)
and stating:

Alaska's statute mandates that the powers of the
APUC be liberallv construed.

Far North Sanitation v. APL'C at p. 873

Two months later, the coun issued its opinion in Colville Environmental Semces.
Inc. v. North Slope Borough. 831 P.2d 341 (Apnl 24. 1992). this time addressing the power of
the APUC to attacn conditions to a certificate of public convenience and necessity which conflicted
with another state statute (AS 29.35.050). In concluding that the Commission had such power,
the coun again relied upon tnc liberally construed statutory language in reaching this result.
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Utilities Commission

Since statehood in 1959, the Alaska Public Utilities
Commission has been working with the hundreds of public
utilities in Alaska with the same mission in mind - to
ensure continued service, sound management, and fair
rates for residents in ail corners of the state. The Commis-
sion regulates utilities that bring water, electric, gas, and
telecommunications into our homes, as well as overseeln%
services that collect and dispose of our waste. In 1981 the
APUC's role was expanded to include oversu};ht of pipeline
carriers and pipelines when it merged with the Alaska
Pipeline Commission. o

Utility commissions were originally created to protect
consumers, since most utilities were monopolies. Today.
Commissioners arc faced with the challenge of evaluating
regulations and considering policy changes to encourage
competition while continuing to maintain consumer protec-
tion as a primary goal. , , o

In situations where monopolies exist, the Commission
monitori the utility to ensure fair pricing practices, rea-
sonable service, financial stability, and accountability.,
The Commission balances the legitimate need for utilities
and Plpellne_carrlers to show a profit for their investment,
and the public's H?ht to receive fair service for its money.
Commissions in all 50 states serve the same general mis-
sion. regulating the relationship between the utilities and
the consumers they serve. , o

The Commission achieves this balance by issuing
‘certificates of public convenience and necessity" to quali-
fied service providers. A certificate essentially acts as a
license to operate and details how the utility or pipeline
carrier must conduct business with consumers or shippers
concerning rates. The Commission establishes rates,
terms, and conditions of service while overseeing the prac-
tices. services, and facilities of requlated utilities and
pipeline carriers. In the next few years, new approaches
and a broader perspective will be necessary as the Com-
mission works to address complex Issues and to make
approerate requlatory decisions for all Alaskans.

The APUC a.S_#.UFISdICtIOH over the operations of:

o electric utilities
natural gas utilities
refuse (garbage) collection
wastewater (sewer) treatment
steam producers _ _
telephone companies (local and in-state services)
water utilities = ,
oil and gas pipeline carriers.

Cellular phone, cable television, and radio common
carriers are requlated to a lesser extent. _

The Commission has issued 359 certificates of public
convenience and necessity (certificates) held by utilities
and pipeline carriers. _ N
~Approximately one-third of the 358 certificates are for
jlUlitjes whose services and operations arc fully regulated

.u.c. O vvvTitvuy
OPCMHIrIQ
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by the Commission. The authority to regulate some types
and sizes of utilities is limited under the law. Many elec-
tric utilities In bush communities arc exempt from regula-
tion because of their small size. Some cooperatives and
%overnment-qwned utilitiei. are also exempt because they
ave alternative means of accountability to the consumer.
Of the 359 certificates held, the Commission currentl
requlates the rates, services, practices, or facilities of .u4
utilities and 15 pipeline carriers .

In addition, the Commission is responsible for comput-

ing the power costs and resultant state assistance amounts
for customers of electric utilities participating In the Power
Cost_Equalization (PCE) program.

The Commission carries out its re%ulator_y responsibili-

ties throu?_h sevp-al means. It conducts audits, investiga-
tions. public meetings, tariff action meetings, formal
adjudicatory proceedings, informal meetings, and confer-
ences: and resolves complaints by telephone, mail, meet-
ing. or adjudication. _ o

The Commission functions as a quasi-judicial body
when rendering decisions in formal proceedings and as a
quasi-legislative body when promulgating regulations. Its
proceedings anfl detérminations are governed by the stat-
utes and regulations of the state.

Funding

Funds to p_aJ for Commission operations have histori-
cally been provided through the state's qeneral fund. In
1992 following the legal mandate of the Tegislature, the
Commission enacted regulations allowing 1t to recover its
operating costs through an assessment on the revenues of
the utilities and pipeline carriers it requlates. That Regu-
latory Cost Charge (RCC) shows up as a surcharge on
monthly billing statements to consumers and shippers.

The Ie%lslature approgrlated and the governor ap-

roved a' FY95 budget of $3.635 million, funded 100 per-
cent from program receipts, in the form of the Regulatory
Cost Charge. "There are no unrestricted general funds in
the FY95 appropriation. To raise the S3.7 million for oper-
ating costs, the revenue assessment was set at 43 cents
per S100 for all utilities except electric utilities (assessed
at .0412 cents_per kilowatt hour). _

With provisions of the sunset law c.Ioudlng_the
Commission's long-term existence and its funding mecha-
nism set to expire even sooner, the APUC has heen lorccd
to adapt to an uncertain future at least until corrective
action can be taken by the Legislature.

1994 Annuul Report

A PUZC
FY 94
OVerview
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FY93 FY94  Percent

change
Appropriations
71000 Personal services S2.455.400 S2.612.500 6%
72000 Travel 57.800 53.600 -7%
73000 Contractual 1.163.500 872.400 -25%
74000 Commodities 43.700 60.700  39%
75000 Equipment 20.400 25.000  23%
TOTALS $3,740,800 $3.,624,200 -3%
O perating Expenditures
B udget 71000 Personal services S2.366.884 S2.462.960 4%
72000 Travel 47777 56.508 18%
FY 94 73000 Contractual 913.309 800.962 -12%
74000 Commodities 94,049 63.615 -32%
(7711793 4 75000 Equipment 11.327 33.470  -53%
4
to 67301794 TOTALS §3.493.346' $3.417.515 2%

Revenue receipts2

General Fund Program
Receipis: $3.897.5533 S3.482.122 -11%

TOTAL REVENUES $3,897,553 §3,482,122 -11%

rrected number from FY93 Annual Report.
Commission received revenues under various provi-
s of its statutes Including copying and postage charges
42.05.201) and cost allocations in proceedings (AS
5.651/A5 42.06.610).

he C mmission funding was changed to General Fund

T
%r Receipts.in FY93 (3 AAC 47) under the Regulatory
harge nrmri

Co
The
n 0

2.
2.05.6

L
2,
$10
7
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E
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The Alaska Public Utilities Commission is working this

fiscal year in the shadow of a dilemma. While the Commis-

sion remains charged with carrying out its regulatory
mandate, its annual funding mechanism was not extended
by the last Legislature, nor was the APUC's very existence
extended beyond June 1995. ,

~There was no formal opposition to extending the APUC
— in fact the state’'s 1995  >idget includes full funding for
the Commission. But because no legislative action was
taken to the contrary, the Commission fell victim to the
state's sunset law and was terminated June 30. 1994.
That beﬂan the Commission's one-year wind-down period.
Under the 1977 Sunset Law. several state boards and
commissions are set to periodically and automatically
expire unless specifically renewed. o

Co.mpoundln%J the confusion is the fact that legislation

extending the APUC's authority to levy a Regulatory Cost
Charge (RCC) from utilities and pipeline carriers was held
up and died on the House floor u_rln(tj the last day of the
regular session. Because the Leqlsla ure did not act on,
the RCC issue, which generates 100 percent of the funding
for the Commission’s approximately $3.63 million annual
budget, there i* no mechanism for collecting money after
December 31, 1994, ,

With provisions of the Sunset Law clouding the
Commission’s long-term existence and its funding mecha-
nism set to expire even sooner, the APUC has been forced
to adapt to an uncertain future — at least until corrective
action can be taken by the Le%lslature.

~ With legal guidance from the State Attorney General's
office, the APUC will continue undiminished in pursuit of
its requlatory mandate until it is forced to close its office
on June 30.°1995 under the sunset law. As the Assistant
AtthneY General's June opinion to the APUC stated. “We
advise that the Commission should continue to perform its
statutory duties to the extent Possmle while developing a
plan to phase out its work by the close of the sunset year."

In August the APUC also adopted a policy stron?Iy

recommending to the Legislature and the Governor that a
simple rcauthorization bill be promptIK introduced and
assed to do Just two things: extend the Commission for
our ?/ears and to make permanent the RCC. Other APUC
legislative business could be deferred in the Interest of
prompt passage of these bills. S

~ The Alaska Public Utilities Commission is doing every-
th_lné; possible to maintain a normal schedule during its
wind-down year. However, those things that will be ne-
glected. and" the consequences from such neglect, may
grow more serious each day. _ _

As the Commission is compelled to complete its affairs

the pot%ntlal disruption may hecome severe:

applications for a certificate of public conve-

nience and necessity, or for changes in service area or
transfer of a certificate received after December 31. 1994
may not be processed hefore June 30. 1995:

1994 Annual Report
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Alaska Public Utilities Commission

APUC:

W orking in
the shadow
the Sunset
L aw

(continued)

of

2) processing of new cases involving utility or pipeline
rate chan?es 0r new reguests may be disrupted. Normally,
when a filing is suspended for investigation, the suspen-
sion period 1s five or six months. Therefore, dockets can-
not be opened after December 31. 1994 with the normal
suspension period. Accelerating the dockets is not an
option because utilities and pipeline carriers are entitled to
due grocess: and _ _

?] regulacory proceedings will be susPended for dock-
ets where the regulations may. not take etfect before the
termination date. _

The Commission is mandated by law to conclude its
affairs by June 30, 1995. AS 44.66:010(b). To wrap up as
manP/ dockets as possible by that deadline, and to minimize
the foose ends, the CommisSion must, according to stat-
utes, focus its attention on concludlnﬁ its affairs.

dditionally, under current law the authority to charge
the Regulatory Cost Charge (RCC) expires December 31,
1994, halfway through the fiscal P/ear._T,he Commission
has obtained an Attorney General's opinion citing that the
Commission can collect the full amount of the annual FY95
appropriation by December 31, 1994, and has adopted
requlations to accomplish this. The Commission was di-
rected to submit its FY96 budget request with program
receipts as the source, thereby assuming that the RCC will
be reenacted. _ o _ _

Sunset extension early in first session of the Legisla-
ture is needed to avoid severe disruption of utilities and
pipeline carrier regulation. It was only the hurried activity
of the closing days of last year's legislative session that
Brevented. action assuring the extension of the Alaska

ublic Utilities Commission. The Commission looks for-
ward to a_Prom t and positive resolution of the issues
affecting its authority and funding.

Tamara Alexander (recordi and Pat Oldenburg
filings supervisor),.Balassa (administration supervisor)
Doughty (documents processor),
Sonia Cornejo (documents
processor)



REPORT CONCLUSIONS

Policy Issues

This review contains policy issues raised as a result of our evaluation of various commission
practices. The final poiicy decisions affecting those practices require legislative considera-
tion. In debating these decisions the legislative oversight committees should take into
consideration the findings and recommendations presented in this report to assist them in
evaluating the potential impact of any poiicy changes.

Report Conclusions

In our opinion, the .Alaska Public Utilities Commission is operating in an efficient and
effective manner and should connnue 10 reguiate public utilities and pipelines. We believe
that the public interest is being served by requiring public utilities and pipelines to be
certificated by APUC. This process stabilizes demand for the utility service by eliminating
competition and thereby ailowing economies of scale to operate. Economic regulation by
the corrtmission. in place of that competition, ensures that the utilities provide adequate
service at the iowest reasonable rates.

We recommend that AS 44.66.010(a)(4) be amended to extend the life of .APUC to June 30,
2003. .APUC has consistently demonstrated public need; we believe it is in the public’s best
interest to extend the life of this commission for ten years. However, we recognize that
performance issues periodically arise. The Division of Legislative Audit can address these
interim issues, if any, through a special audit at the request of the Legislative Budget and
Audit Committee.

DIVISION OF LEGISLATIVE AUDIT
A.P. U



FINDINGS AND RECOMMENDATIONS

Recommendation No. 1

Alaska Statute "2.05.253 snouid be amended to require APUC to periodically adjust, the
resuiatorv cost charge IRCO on an industry" bv industry basis. Farther, the automatic repeal
date of this statute shouid be deleted.

In our 1989 sunset audit report we recommended a program receipts budget for APUC, not
because it was an alternative funding source but because of the potential benefits that this
mechanism could provide. A user fee design can establish a basic fairness in that only those
who benefit from the regulatory process bear its cost; it can also encourage consumers to
recognize and eliminate unwarranted regulation through deregulation elections. However,
these benefits will only be realized to the extent that the RCC program reasonably links the
cost-causers with the cost-payers.

For FY 93, the legislature authorized a new RCC program which passes APUC’s costs on
to the consumers of regulated utilities. This program allocates costs based upon gross
revenues.™ A single charge factor is used across-the-board for all utilities and all industries.
Although we believe that a direct workload-based allocation program is preferable, as
outlined in our 1989 report, we also continue to believe that a gross revenue based system
could realize these benefits if the rates reflect the workload. However, the single RCC factor
used in the current plan sacrifices some of program’s potential benefit, in that the cost-payers
are not necessarily the cost-causers.

We analyzed APUC’s workload to evaluate the alignment of cost-causer to cost-payer. In
the absence of verifiable data such as utility or industry’ codings on payroll time sheets, we
were forced to approximate
the workload by using rough
estimates, which  were
provided on an unofficial
basis by commission staff.
They provided estimates of
the average relative effort
required to perform the
ongoing APUC functions
such as tariff filings, formal
proceedings, certification
proceedings, and formal and
informal complaints. While
we acknowledge that the
weighting in these analyses is
imperfect, we believe it
provides an adequate
indication of the

ALASKA STATE LEGISLATURE DIVISION OF LEGISLATIVE AUDIT



commission’s workload. We found ihat ihe electnc and telephone industries, on a combin
basis, have represented approximately 79 percent of APUC’s workload. Tne graph of the
two industries illustrates the significance, variadon. and trend that complicates setting of
RCC rate. The following table compares the commission’s estimated FY 93 RCC receit
with the amount calculated based upon the workload over the past three years.

Flat Rate Allocation Workload Allocation
Estimated Percent Over
Gross RCC Estimated of (Under)
Industry Revenues Percent  FY 93 RCC Workload Allocation Allocation
Electric S260.673.4S5 377% S1304.086 34% S1.311.670 S192.416
Telephone 153.306.332 377% 884.577 45% 1.736.033 (851.456
Pipeline 99.532.100 S577% 574.300 4% 154.314 419.986
Gas 99.152.056 377% 572.107 3% 115.736 456.371
Water 22.955320 377% 132.452 4% 154.314 (21.862
Sevrer 17.129376 377% 98.838 2% 77.157 21.681
ftefuse 15.856.758 377% 91.493 4% 154.314 (62.821
Cable 0 S577% 0 3% 115,736 (115.736
Other 0 S77%- 0 1% 38379 (38379'
Total S668.60S.627 S3,857.853 100% S3,857,853 S 0

Tnis table demonstrates that, based upon the workload over the past three years, the f
across-the-board rate significandy undercharges telephone and overcharges electric, pipelii
and gas utilities. Of course, the over or under allocation amount by industry van
depending on how many years of workload are considered. The use of an across-the-bo:
rate incorrectly assumes that an industry’s gross revenues are closely correlated to i
workload that it creates. Given the significance of the electric and telephone worklo;
variation, and trend, we do not believe that the allocation methodology should assume ti
all workload cycles reverse themselves and that all industries create the same amount
workload in the long run. Therefore, we recommend that the legislature ame

AS 42.05.253 to require APUC to periodically adjust the RCC factors to reflect worklc
on an industry by industry basis.

Notwithstanding the above, we support the current RCC program: we believe that it provic
a measure of equity and responsiveness to unwarranted regulation that was lacking prior

the program. Our recommendation is intended to further the equity and regulate
responsiveness objective of this program.

ALASKA STATE LEGISIATURE DIVISION OF LEGISLATIVE AUDIT



The RCC program was established as a trial program utilizing an automatic repeal of
December 31. 1994. As we consider this program to be effective, we recommend that this
repeal provision be deieted.

Recommendation No. 2

Alaska Statute #2.05.7i 1 should be amended to make it easier for utilirv consumers to oot
in or opt out of economic regulation.

In the 1989 sunset audit report, we recommended the deregulation of several industries as
weil as the smaller utilities in each industry. We continue to believe that not all industries
need to be regulated and that the cost of regulation may exceed its benefits, particularly for
the smaller utilities. With the recent adoption of a user fee approach under the RCC
program, the impetus exists to make state government more responsive; what is lacking is
a reasonable mechanism to allow consumers to select whether or not they want their utility
to be regulated.

Alaska Statute 42.05.711 exempts electric and telephone utilities with revenues less than
SSO.000d refuse utilities with revenues under S200.000. However, customers can obtain
economic regulation by petitioning APUC. .Alaska Statute 42.05.711 presently requires 25%
of an exempted utility’s subscribers to sign the petition. We believe that this is too great an
obstacle to overcome and recommend that an election be called if APUC receives a petition
demonstrating significant consumer interest. We recommend that the petition and election
requirements be modeled after the deregulation election procedures in AS 42.05.712. Tnese
procedures call for an election if the petition is signed by 10% of the first 5,000 subscribers
and 3% of the subscribers in excess of 5,000. These elections may only be held once every
two years for a given utility.

Alaska Statute 42.05.711 also allows deregulation elections to be held for electric and
telephone utilities with revenues of less than S325.000 and other utilities with revenues under
S100,000. We believe that more consumers should be given the option to deregulate by
substantially raising the cut-off amount.

In combination, these two changes would allow APUC and the user fee approach of the new

RCC program to be more responsive to the regulatory needs of the utility consumer. The
regulatory cost/benefit decision should be made by the consumer.

Recommendation No. 3
APUC should establish a timekeeping svstem.
We initially recommended, in 1979, that the commission implement the time system they had

purchased. As pan of a 1978 management audit of APUC, Arthur Young & Co. developed
a time management system to assist the commission in prioritizing, planning, scheduling, and

ALASKA STATE LEGISLATURE ; D[VISION OF LEGISLATIVE AUDIT



monitoring the workflow. In response to our recommendation, the commission concurred

that a time management system is a useful administrative tool. They indicated that the dme
system would be impiemenied.

In our 1989 sunset audit report we recommended that APUC establish a timekeeping system
as an integral part of a direct-ailocation RCC program. As the legislature selected an RCC
program that was not dme based. .APUC was not required to implement this
recommendauon. However, as costs to establish and operate a time system are minimal and
the benefits are substantial, we continue to recommend it.

The costs of a timekeeping system are minimal.

The commission should determine what management repons are needed. While we
acknowledge that the 1978 dme management system is likely outdated, we recommend
that the commission review it to assist them in developing this needs definition.

Purchase and install “canned'lsoftware. Tnere is very inexpensive software on the

market that snouid meet the commission's needs. .APUC already has a programmer on
staff that could handle the installation.

The ongoing cost to record time would be insignificant. An employee would need only
a few minutes a day to electronically enter their time.

The dme system would also require a small amount of computer and personnel time to
accumulate the data and generate periodic management repons.

The benefits of a timekeeping system are substantial.

A time system would give .APUC management a greater ability to prioritize, plan,
schedule, and monitor their workload. We believe this information would be invaluable
to the commission.

The legislature is often involved in regulatory matters. Using these management repons,
APUC would be better able to estimate die full effect of any regulctory changes.

There is a potential for increased staff efficiency as a result of time sheet accountability.

Time sheets would provide a defensible basis for the RCC allocation discussed in
Recommendation No. 1L However, regardless of the action taken on Recommendation
No. 1, the benefits of implementing a timekeeping system far outweigh the costs.

The nature of the commission’s business is very different from most state agencies: they deal
with a relatively small number of companies and work on discrete projects. .APUC’s
workload is similar to that in the Attorney General’s Office and the Department of

Transportation and Public Facilities’ maintenance and construction divisions, all of which
maintain project time systems.

ALASKA STATE LEGISLATURE - 10 - DIVISION OF LEGISLATIVE AUDIT



Recommendation No. -

APUC shouid consider how to best ensure commission member access to adequate staff
support and advice.

The commission members are inundated with technical information and complex issues.
These issues must be thoroughly explored and the commission’s decisions must be fully
documented. The legislature recognized this difficult task and appropriately established full-
time commission members with six-year terms. Nevertheless, there remains a substantial
need for staff support and professional advice.

We are concerned that in the instances when commission staff are named as a party in an
adjudicatory proceeding, the commission members do not have full access to support staff,
professional staff, or legal counsel. The judicial model requires adversarial parties to present
the case. .APUC staff is frequently designated as a party to a case to provide this necessary
balance. The assistant attorney generals advise .APUC staff and effectively become a party
to the case. Under this judicial model, ex parte communication rules prevent the
commission members from directly obtaining assistance or advice from their staff or

attorneys; this can only be accomplished if the utility is also present. This may often be
impractical.

We believe that the commission would benefit from greater access to their staff and
attorneys. The commission should consider how to best ensure full access. We offer the
following alternatives:

A group could be assigned, on a rotational basis, to each case. These individuals would
be the party to the case: all others would be available to the commission members.

Several staff could be assigned, on a rotational basis, directly to the commission. The
criteria for selection may vary. Tne team could include all the professional disciplines.
it could targgt the disciplines currently needed, or it could be a team of “xecutive
assistants. The remaining staff would be the parry of record.

Although the above approaches have certain drawbacks, we believe that some separation

would be achieved thus diminishing the ex pane communication problem. We believe this
will enhance the commission’s overall efficiency and effectiveness.

Recommendation No. 5
The APUC member's terms of office should be staggered.
The Alaska Public Utilities Commission has five members who are appointed by the

governor and confirmed by the legislature in joint session to serve six-year terms. On
October 31, 1993 two commission seats become available. Because the potential for

- 11 -
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disruption of commission activity would be high with two new members coming in at the
same dme. we recommend the terms be staggered.

Currently, the terms are scheduled to end as follows:

Consumer seat (1) October 31, 1993
Engineering seat October 31, 1993
Legal seat......... October 31, 1994
Consumer seat (2) October 31, 1996
Finance seat ... October 31, 1998

We propose this staggering be implemented by modifying the upcoming term of the
engineering seat. We propose the following language be added to a temporary or special act:

The term of the Alaska Public Utilities Commission Engineering seat, which is
scheduled to begin on November 1, 1993, shall end on October 31, 1995. This
adjustment to me normal six-year term, as established under AS 42.05.030(a), is
necessary to appropriately stagger commission membership.

ALASKA STATE LEGISLATURE 12 OrviSION OF LEGISLATIVE AUDIT



ALASKA ALBLIC UNMUTIES COMMISSION

DEPARTMENT OF COMMERCE AND ECONOMC DEVELOPMENT

March 1, 1993
Mr. Randy S. ngker CPA

Legis|ative Auditor _ _
Ipﬁrslatrve Budget and Audit Committee

. 30x 113300
Juneau, Alaska 9981"-3300
Ref: Audit Control No. 08-1404-93
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IHdividuaI. RCC|rate would Lequwe full and dlrect aI ocatlog of
the Commission's c sts.. The recommendatmn | f pemente as
dra”ted, wouyld s nHaIIB/ increase the cost o h RCC p[]ogram
Full cost allocatl é)u e expensive, es eC|aIy dur|n e year
TEIN D P S R I L
agmginistratWﬁ burJehq of setting |nd|V|duaI RCC rates and handling
protests to the rates.

One of the key principles. guiding the development of the RCC was
simtpll ty yrg Pmssm% has gbeen bIe t a sorb the ongomg
c0oSts teb épro gram from its eX|s |th et, because %h
?ro%ra ha? een tsimple_and workab our re ommendation
urther re |nement of the” RCC would re U|re f ta utory %
01% of adjusted gross revenues (AS 42.05.253(a be an
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coft cmarpe t§)|l ess than Oy }/ne d|ffeg t rgtes foyr
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Recommendation Mo. 2 Alaska Statute 42.05.711 should be amended to
make it easier for utility consumers to oot in or out of
regulation.
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The cut-off for local exchange telephone companies would have to be
Increased from $325,00(¥ to, approximately $350,000 in order f?r any
other utility to qualify for the option of voting to deregulate.
The Commission does support increases in the cutoff levels if there
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Is some compelling evidence chat the benefits of requlation are npot
commensuratg W|th t%e cost. ugh the enact menq ? the RCC has

t thb fits, alth tangible.
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Recommendation No. 3 APUC should establish a timekeeping system.

The Commlssmn agrees that this recommendation is worthwhile to
Eursue | C(:é) Pllshed [or Internal managﬁment gu poses, n
stem could b e(f ned re atlvel% economica v/ever, |f t
system is requir serve a e hasis for bImgB, such
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carry out this recommendation,

Recommendation No. 1 APUC should consi
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The Commission agrees.
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Thank you for che opportunity to respond.

Chairman



FISCAL NOTE No. 3 f?

STATE OF ALASKA Bill Version: mTo*5

'995 LEGISLATIVE SESSION (hi) Publish Date: 2/1/93
vision Dale: Department Affected: Commerne and Economic Development

Ttie: 'An Art extending Tie Alaska Public Utilities Commé&sroo 8flU:  Alaska Puolic Utfrties Commission
ind relating lo regulator/ cost charges.”’ Component

Socroor.  House Labor and Commerce

Requestor COMPONENT SERIAL NO. 364

ExpendtturteiRevenoee: (Thousands ol Dallars)
OPERATING EXPENDITURES FY 96 FY 97 FYy 91 FY 99 FYOO Fy a1
PERSONAL SERVICES 2.616.9 2.770.3 2.947.0 3,135.0 3,335.0 35478
TRAVEL 53.6 56.7 60.4 642 68.3 727
CONTRACTUAL 947.8 1,003.3 1.067.4 1,1355 1207.9 12850
SUPPUES 60.7 64.3 68.4 2.7 774 823
EQUIPMENT 50.0 529 £6.3 59.9 63.7 578

IANO A STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING 3,729.0' 3,947.5 4,199.4' 4,467.3' 4.752) 5.0S5J

CAPITAL EXPENDCTURES
i
CHANGE H REVENUES ()
'tip -
,-UND SOURCE (Thousands o1 Dottara)
1002 Federal Recapts
1003 GF Math
1004 GF
1005 GF/Program Recede 3.729.0 3.947.5 4,199.4 4.467.3 4,752.3 5.055.5
1006 GF/MHTTA
Other
TOTAL 3,729.00 3,947’ 4,199.4" 4.467J1 4,7523J 5,055.5'
Estimate ot curent year (FY 95) coefc S___
POSITIONS
FULL-TIME 42 43 43 v\ 45 46
PART-TIME
TEMPORARY

ANALYSIS: (Attach a separate page rf necessary.)

'‘Represents ongoing ccsa ol operations as proposed n FY 96 operating budget
'Represents revenues from he regulatory cost charge mandated by Sections 1 and 3 ol HB 99.

Thts b4 extends tie if# ol the APUC unnl June 30,1999, and mandates the collection ol fees from regulated utilities and ppefine earners to cover
its full authorized budget Earty passage is essential lo keep pubic utilities and ppeine regulation on trade Otherwise, the APUC will shut down

June 30,1995.

Prepared by  Robert A Lohr. Executive Director Phone:  276-6222
vrson; Alaska Pudic Utilities Commission n n i Dale: 1/2595
Approved bv Commgscner  ‘iVdtem L Hensiev Oate:

Agency Commerce and Economc Development

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OfFICE
For further dotnbutwn dormaboo cal he Governor's legislative Office
Rev 10"'94Aj8/dgC38fn. gh012695a Pace t cl_J_



SENATE COMMITTEE REPORT
First Committee of Refer |

DATE: 1/25/95 FURTHER: Finance

Date of 5-Day Notice: |A g/SS DATE TURNED 3L
(in accordance with Uniform Rule 23) INTO OFFJCE: I $ I
Labor and Commerce Committee considered SB 47

Relating to the Alaska Public Utilities Commission; efd.

and recommends: Senate Bill:
: same title
| he replaced with CS ) new title
) House Bill:
| adopt previous CS ) | | technical change
| | new; SCR*
| attached amendment(s)
| adopt Letter of Intent by Committee
| further referral to the Committee

I | APPROPRIATION - no fiscal note include fiscal notes accompaning (ioicrnor’s hill









Real 1996 Dollars

Pago 1

3A*/90
Ic il

0 & //n)

"Current Div.

Proprnm

“Riogor's SB5I



Total Permanent Ne L]

Fund Dividends
1996-2006
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GIIOWTH OF FUND PRINCIPAL

FY Bogin
Balance

4,838
5,741
8.261
7,854
8,585
9,173
9,894
10,889
11,703
12,385
12.973

13,645

14,775
15,448
16,176
18941
17,733
18,554
19,409
20292
21,203
22,136
23,090
24,067
25,072
26,109
27,178
28.280
29,417
30,586
31,790

Dedicated

Appro- Stata

priations  Revenue (> Proofing

2,700 2,424
323

1,264 « 170
418

228

267

435

338

50 315
6 210
6 318
514 o 118
9 216
13 217
14 229
15 231
18 233
17 239
19 238
2l 237
22 229
24 218
26 209
20 203
31 202
33 198
36 195
39 191
42 184
46 178
50 159

Cumulativ* Totals Projoctad
For FY 1996- 2015: 4,233

FEAUZDRATECFRETLRNASMPTION

Nominal

6%

642%

1%
fm rtkfl 1) UK w IP Il V.U
Post-it* £ax Note 7671 W ft p<gos /
T jfa/ffa poon 7
co \%
«*» o,
* ok ok __f" * ‘M 'Y Tb.
Alaska Permanent Fund Corporation
FINANCIAL PROJECTIONS
(in millions)
asolOacember3t,1995
USE OF FUND INCOME
. Inllatlon- Distributions Reserves
Inflation- FY End Proofing Net Inllalion- Per Capita  Goncral Add  FYEnd
Balance Shortfall Incoma Proofing Dividend* Dividends Fund (Oelata) Balance
817 5,741 2,219 617 653 S404.00 1B6 763 763
216 6,281 1,021 218 303 5556.26 sol 1264-
148 7,854 1,069 148 301 5708.19 529 529
303 8,585 789 303 424 5826.93 62 501
360 9,173 668 360 460 5873.16 4 44 635
454 9,894 916 454 487 5952.63 4 (30) 605
559 10,868 1,030 559 489 5931.34 4 (24) 581
477 11,703 1,036 477 488 593134 5 64 645
362 12,385 1,226 362 532 5949.46 5 320 965

372 12.973 1,098 372 559 5983.90 1 151 1,117

348 13,645 1,013 348 565  5990.30 8 86 1203
. oml % -

398 Uffs ‘A ‘- - 1.701 3w ;631 $1,049.00 » ;. 658 1,361
448 15,448 1167 448 636 51,030.00 374 1,734
499 16,176 1,815 499 645 51,022.00 659 2,393
522 16,941 1,938 522 679 51.05100 723 3,115
547 17,733 2,069 547 732 $1,110.00 775 3,892
572 18,554 2,207 572 725 51,071.00 894 4,765
598 19,409 2,359 598 603  51,164.00 940 5,725
625 20,292 2,517 625 864 51128.00 1,009 6,734
653 21,203 2,683 653 928  51194.00 1,081 7,815
682 22,138 2,566 682 988  51,320.00 895 8,710
712 23,090 2,727 712 1,006 51,349.00 985 9,695
742 24,087 2,897 742 1,047 51,379.00 1,082 10,777
773 25,072 3,079 773 1,001 51,411.00 1,187 11,054
90S 26,109 3272 605 1,137  $1,445.00 1299 13263
838 27,178 3,478 638 1,216  $1,52300 1,390 14,653
872 28,280 3,694 672 1,301 $1,604.00 1,485 16,139
907 29,417 3,922 907 1,391 51,68900 1585 17,724
943 30,506 4,162 943 1,487 51,777.00 1,690 19414
960 31,790 4,414 960 1,589 51,869.00 1,799 21213

1,018 33.026 4,678 1,018 1,695 51,96430 1,915 23,127
'|;1;'_.r' ex»*NLl......... fr|r Kre-r | .
¢ R . e,
1\51,{32' 57643 r 14131 20571 $19,438 7001

Inflation

277%

3%
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»
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SENATE FINANCE COMMITTEE

SB 51 DISPOSITION OF PERMANENT FUND INCOME

PLEASE SIGN [N BELOW

NAME: Aln
Co. /Dept."itle; Phone:
Address: - ' Zip:

Do YOU WISH TO TESTIFY?  "MYeT No Respond to Questions

NAME:
Co./Dept./Title: Phone
Address: Lip:

Do YOU WISH TO TESTIFY? Yes No __ Respond to Questions

NAME

Co./Dept./Title: Phone:
Address: Lip:

Do YOU WISH TO TESTIFY? Yes No Respond to Questions

NAME:

Co./Dept./Title: Phone:
Address: Zip:

Do YOU WISH TO TESTIFY? Yes No __ Respond to Questions

SFC-96 -1 - 3-29-96



STATE OF ALASKA FlSCAL NOTE

1996 LEGISLATIVE SESSION

Revision Date: Dept. Affected: Revenue

Title: An Act Relating to Income of the Permanent BRU: APFC

BILL NO:

Fund and Providing for on Effective Dote. Component:  APFC

Sponsor: Senator Rieger/Pearca

Requestor: Senate Finance COMPONENT SERIAL NO.

Expenditurei/Revenuos: (Thousands of Dollars)

109

OPERATING EXPENDITURES FY 97 FY 98 FY 99 FY0O0 FYO1

PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( )

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health

Other
TOTAL 0.0 0.0 0.0

Estimate of any current year (FY96) cost $

POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY

No fiscal impact.

Prepared by: Byron I. Mallott, Executive Director P
Divisron: Alaska Permanent Fyjnd Corporpyon, /.
Approved by Commissioner:

Agency: Department of Revenue /
PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICE
For further distribution information call the Governor's Legislative Office

LEG DOCNAME XLS

0.0 0.0

0.0 0.0

hone: 465-2047
Date: 3/26/96
Date:

Page 1 of

SB 51

FY 02

0.0

0.0



CA-STAFFNJ
FISCAL NOTE

STATE OF ALASKA BILL NO. SB 51
1995 LEGISLATIVE SESSION
Revision D ate: Dept. Affected: Revenue
Title: An Act Relating to Income of the Permanent Fu BRU: APFC
and Providing tor an Effective Date Component: APFC

Sponsor: Senator Rieqer/Pearce
Requester: (S)STA COMPONENT SERIAL NO. 109
Expenditures/Revenues (Thousands of Dollars)

OPERATING EXPENDITURES FY 96 FY 97 FY 98 FY 99 FY 00 FY 01
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES
ICHANGEIN REVENUES ( )

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1006 GF/MHTIA

Other

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY95) cost: S

POSITIONS
FULL-TIME
PART-TIME
TEMPORARY

No fiscal impact.

Prepared by: Martin R. PihKActing E Phone:. 465-2047
Division: Alaska Permanent Func Date.:. 2/13/95
Approved by

Commissioner:  Deborah Vogt gy Date: 2/13/95
Agency: Revenue

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information, call Iho Governor's Loglslativo Office

(Rev 10/94) 95fisno.xIs/DBR Pago 1ol 1



No. |__
FISCAL NOTE Bill Version: 'SQ G|

STATE OF ALASKA BILL  (s) Publish Date:
1995 LEGISLATIVE SESSION 7

Revision Date: Dept. Affected: Revenue
Title: An Act Relating to Income of the Permanent FuBRU: APFC
and Providing for an Effective Date Component: APFC
Sponsor: Senator Rieaer/Pearce
Requester: (S)STA COMPONENT SERIAL NO. 109

Expenditures/Revenues (Thousands of Dollars)
OPERATING EXPENDITURES FY 96 FY 97 FY 98 FY 99 FYO0O FY 01
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES
CHANGE IN REVENUES (

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1006 GF/MHTIA

Other

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY95) cost: S

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE

For further distribution information, call Irio Governor's Legislative Office
(Rev 10/94) 95fisno.xIs/DBR Page Lol 1



Senator Steve Rieger
District |

Senate Finance Committee
Chair, Senate Transportation Committee

Legislative Budget and Audit Comittee
Administrative Regulation Review Committee
Legislative Council

Inform ation on SB 51 -

e Sponsor Statement by Senator Steve Rieger

Alaska £tate Neuatt

Diuvtfl Session:
Sate Capitol, Room 51G
Juneau. Alaska 99301
(907) 465-3S19

) West lilt Avenue, Suite 530
Anchorage, Alaska 99501
(907) 258-985

R elating to income of the permanentfund

» Editorial - "Real Dollars Now Means Real Dividends Later" by

Tim Bradner, Anchorage Daily News, January 8, 1995

e Trustee's Position on SB 51 - Alaska Permanent Fund

Corporation

 Alaska Population Projections, March 1992

e Report by Ihhotson Associates, Inc. - Asset Allocation Study for
the Alaska Permanent Fund

- Executive Summary - Knowles/Ulmer Policy Transition Teams'
Report, January 1995



Alaska £tatz Senate

Senator Steve Rieger
District 1
Durinji Session:
Sate Capitol, Room 5IG
Juneau, Alaska 99801
(907) 465-3379

Semite Finance Committee
Choir, Semite Transportation Committee

Legislative Budget and Audit Committee 716 Wt dill Avenue, Suite 530
Administrative Regulation Review Comrittee Anchorage, Alaska 99501
Legisiative Coundil (907) 28.955

Sponsor Statement
SB 51 - An Act relating to the income of the Permanent Fund

Senate Bill 51 places into statute the concept of "real earnings" and
applies that concept to the provisions for the uses of Permanent Fund

earnings.

Concept of Real Earnings

There are several ways in which income of a fund can be calculated.
When all cash receipts are counted without regard to the effects of inflation,
the earnings are often referred to as "nominal earnings.” In contrast, "real
earnings” are the amount by which nominal earnings exceed inflation.

For any long-term preservation of a fund, and particularly in times of
any significant inflation, the concept of real earnings is extremely important
to the management of an endowment fund. Any endowment which is
designed to last for a sustained period of time must be concerned about its
purchasing power and earning power. Inflation tends to erode a fund; to
offset this a fund must grow (in nominal terms) at the same rate as inflation
just to preserve its purchasing or earning power. In this context, a fund can
afford only to pay out earnings which are in excess of the rate of inflation -
real earnings.

Appropriateness for the Permanent Fund

| believe that voters, in establishing the Permanent Fund, intended for
the Fund to be truly permanent in the sense that its purchasing power and
earning power should not be eroded over time. In this context, a real
earnings approach is most appropriate for the Permanent Fund. The only
money which should be put on the table for use each year is real earnings.



SB 51 - An Act relating to the income of the Permanent Fund
Sponsor Statement
Page Two

In contrast, under present statutes all of the nominal earnings are put
on the table for appropriation each year. The Legislature then allocates tine
earnings to dividends, inflation-proofing, and the earnings reserve account.
With SB 51, the inflation-proofing would be automatic and the Legislature
would provide for the allocation of real earnings between the dividends and
the earnings reserve account.

Effect on Permanent Fund Earnings Reserve

Since there would be no further need to reserve earnings for inflation-
proofing, the required size of the Permanent Fund Earnings Reserve (PFER) is
not as great. There would, however, be a reason to retain some amount in
the PFER to cover 5-year averaging provisions, such as the rule on dividends,
regardless of whether the real earnings concept is used. SB 51 is silent on the
issue of tine PFER and does not require any change from present PFER policy.

Effect on Dividends

The bill leaves untouched the underlying formula for calculation of
dividends. This formula prescribes a payment of approximately half of
earnings. However, since the earnings on which dividends are based are real
earnings rather than nominal earnings, the underlying formula will indicate
a slower rate of long-term growth in dividends, and could indicate a
temporary drop in the amount transferred to the dividend fund, depending
on the Permanent Fund's actual performance in the next few years.

It should be pointed out that the amount actually transferred to pay
dividends each year has been made by legislative appropriation. Even with
SB 51, the legislature maintains its ability to appropriate an amount different
from that prescribed by the underlying formula. The legislature may choose
to pay an amount higher than the formula indicates, but SB 51 is designed to
deter appropriations greater than tire fund's total real earnings performance.



SB 51 -An Act relating to the income of the Permanent Fund
Sponsor Statement
Page Three

Other Changes

One additional change, although minor, is that the effect of inflation
on the fund will be calculated using the average annual balance of the Fund,
rather than the Permanent Fund's present practice of using the balance as of
the end of the year.

summary

The overall effect of SB 51 will be that the Permanent Fund will be
made more permanent, because the question of mf_latlon—Eroofmg will be
removed from the annual process of allocating earnings.  Earnings will be
more realistic, as they are reflective of the actual economic earnings of the
Fund. However, the effect of converting to a real earnm(%s basis for the
annual allocation process will also lower the amount put on the table for
appropriation each year. The result of passm% SB 51 will be better protection
for the Fund, and a'better representation to the State of the maximum
amount which properly could be used each year.

February 15,1996
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Alaska Permanent Fund Corgoration .
P.0. Box 25500 Juneau, Alaska 99802-5500 &

(907) 465-2047

MEMORANDUM
DATE: February 27, 1995
TO: Senator Steve Rieger

FROM: Byron I. Mallott
Executive Director

SUBJECT: Trustees’Position on SB 51

This is to inform you that the Board of Trustees did discuss Senate Bill No
51 at their meeting on February 24. They stated that they did not intend
to take a position on the bill itself, but that the% were supportive ofany
changes to existing law which would enhance their ability to protect the
principal ofthe Permanent Fund. Certainly, that portion of SB 51 which
makes inflation-proofing the highest priority use would be such a change.

There is another portion of the bill which would change the dividend
formula by basing it on “real”income rather than “net”income. That
proposal falls outside the scope of what previous boards —as well as the
current board —view as their area ofresponsibility.

| would request that the Board be given the opportunity to comment again
at a later date if the bill undergoes any substantive changes as it moves
through the legislative process.

As always, the staff ofthe Corporation would be pleased to respond to any
requests for financial analysis ofany legislative proposal relating to the
Permanent Fund.

¢.  Board of Trustees S
Pat Pourchol, Governor’s Legislative Director
Jim Kelly, Research & Liaison Officer
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Table F.
Annual Projections and Components Of Change
For the Total Population of Alaska, 1990-2010.

pprt A MIddI* SertM

Population cnange July 1 to July 1

Calendar July 1 Nat Natural Births Deaihs _ Net In Out
Year Population Change increase Migration
1990 553.600 — ---= -
1991 574.000 20.400 9,654 11.825 2.172 10.746 57.654 46.3C8
1992 593.100 19.100 10.017 12283 2266 9.083 57.720 48.637
1993 607.500 14.400 10.320 12.676 2.356 4.080 54.733 50,653
1994 622.300 14.800 10.506 12.942 2.436 4.294 56.174 51.880
1995 637.300 15.000 10.690 13204 2.514 4.310 57.451 53.141
1996 652.500 15200 10.849 13.437 2.5ea 4,351 58.769 54.418
1997 668.000 15.500 11.004 13.678 2.674 4.496 50.207 55.711
1998 683.900 15.900 11,194 13.949 2.755 4,706 51.737 57.031
1999 700.000 16.100 11.398 14.241 2.843 4.702 53.088 58.386
2000 716.500 16.500 11,608 14.545 2.937 4,892 54.650 59.758
2001 732.800 16.300 11.853 14,878 3.025 4.447 65.613 51.165
2002 749.000 16200 12.092 15217 3.125 4.108 56,664 52.555
2003 764.900 15.900 12.333 15.551 3218 3.567 57.505 53.938
2004 780.700 15.800 12.572 15.878 3.306 3.228 58.522 65.294
2005 796.200 15.500 12.775 16.182 3.407 2.725 69.365 66.640
2006 811.400 15200 12968 16.477 3.509 2232 70.193 67,961
2007 826.200 14,800 13.169 16.770 3.601 1,631 70.887 59.256
tro 2008 840.700 14.500 13.331 17.034 3.703 1,169 71,685 70.515
r 2009 854.700 14.000 13.476 17,268 3.792 524 72274 71.750
2010 868.300 13.600 13.593 17.474 3.881 7 72.947 72.940

Rata per 100 d year population (%)

Average

Calendar July 1 Annual Natural Births Deaths _ Nat In Cut
Year pulatlon Change Incrvasa Migration

1990 553.600 - - -
1991 574.000 3.62 1,68 2.06 0.38 1.87 10.04 8.17
1992 593.100 327 1.69 2.07 038 1.53 9.73 3.20
1993 607.500 240 1.70 2.09 039 0.67 9.01 8.34
1994 622300 241 1.69 2.08 039 0.69 9.03 8.34
1995 637.300 238 1.68 2.07 0.39 0.68 9.01 8.34
1996 552,500 236 1.66 2.06 0.40 0.67 9.01 8.34
1997 006.000 235 1.65 2.05 0.40 0.67 9.01 8.34
1998 683,900 235 1.64 2.04 0.40 0.69 9.03 8.34
1999 700.000 233 1.63 2.03 0.41 0.67 9.01 8.34
2000 718.500 233 1.62 2.03 041 0.68 9.02 8.34
2001 732800 225 1.62 2.03 041 0.61 8.95 8.35
2002 749.000 219 1.61 2.03 0.42 0.55 8.90 8.35
2003 764.900 210 161 2.03 0.42 0.47 8.83 8.36
2004 780.700 204 161 2.03 0.42 0.41 8.78 8.36
2005 796200 1.97 1.60 2.03 0.43 034 8.71 8.37
2006 811.400 1.89 1.60 2.03 0.43 0.28 8.65 8.38
2007 826200 1.81 1.59 2.03 0.44 0-20 8.58 8.38
2008 840.700 1.74 1.59 203 0.44 0.14 8.53 8.39
2009 854.700 1.65 1.58 2.02 0.44 0.06 8.46 8.39
2010 868,300 1.58 1.57 2.01 0.45 0.00 8.40 8.40

Department of LaDor. Research A



Alaska Permanent Fund Corporation
P.O. 30x 25500 Juneau, Alaska 99802-5500
907) 465-2047

January 13 1994

Senator Randy Phillips _ _
Legislative Budget A Audit Committee. Chairman

State Capitol Building, Room 103
Juneau. AK 99301-1182

Dear Senator Phillips:

Thank you for providing us with Ibbotson's report on the asset allocation of the Alaska
Permanent Fund Corporation (APFC). We are pleased to provide this initial response
to the report. Communication on this issue will continue as the hoard commences its
annual review of APFCs asset allocation at the February 3 meeting in Juneau.

Since April 1993, the APFC has heen involved with a significant portfolio restructurin?
program under the direction of the Board of Trustees. Upon completion, the APFC will
place mgmﬂcantlg less emphasis on passive investment and more on active _
management of the equity securities portfolio. This program has been undertaken with
our investment consultant. Callan Associates, Inc. (Callan), providing
recommendations and advice at each step of the program. Once completed, a number
of the issues mentioned in the Ibbotson Associates Asset Allocation study will have

been addressed.
After reading the Ibbotson report, Callan made the following observations:

1 Recent performance bas been good because the board and staff have done a good
job of adopting sound strategic allocation policies and employing good managers.

2. Movement toward current strategic targets at an accelerated pace may be
particularly important since much of the strong performance over the past several
years is attributable to extraordinary bond returns which are unlikely to continue
given the current low level of interest rates. Obviously, we all agree with this



January 13 194
Senator Randy Phillips

Page 2

assessment and you. through significant binding ot*global portfolios in recent
months, have already essentially reached the strategic target allocations.

3. Diversification within the domestic equicv portfolio could be improved with a
greater commitment to the small and mid-cap sector. Callan shares this view and
your staff recognizes the under-representadon in this area and plans to address it
through the hiring of two small/mid-cap domestic equity managers in the first half

of 19%.

4. Diversificadon within the fixed-income portfolio could be improved with explicit
allocauons to maﬁor segments such as mortgages. As dismissed ar length at our
recent meeting, the effects of statutory limitauoos on fixed-income management
must be carefully considered. The use of derivadve securities, lower-rated bonds
and non-USS denominated bonds are ail influenced by current (statutory)
restrictions. In addition, managing liquidity to meet annual dividend requirements
is incr?asingly affecting the fixed-income portfolio. Non s'tosless, broader
diversification of the fixed-income effort warrants fiirther discussion and alread
has been scheduled for the upcoming board meeting. As an aside, | was pleased to
see that Ibbotson recognized the fee savings and good performance that has been
achieved to date. It also is important to note that at least over the past several years
an allocation to mortgages would have hindered performance.

. Ibbotsoris expected equity returns are extraordinarily high relative to the firm's
expected hond returns. While 1 sincerely hope that they are correct, the very large
premiums and the high absolute levels may result in an underestimrrion of near-
term risk associated with more aggressive strategies. Relatedly, we, staff and the
board have all acknowledged that heavier equity commitment would result in
greater expected returns over the I_on? run but we all also recognize that shorter-
term consistency in returns is particularly important to the Fund since the annual
dividend is potentially ar issue. Finally, it is imPortant to note that the "aggressive”
alternative suggested results in full utilization of the statutory equity maximum of

50%.

6. Ibbotson verK cIearI%/ advises that the board control asset allocation at a more micro
level than it has in the #JasL Specially, the study advises that the board set specific
allocations within the fixed-income and domestic equity areas and make extensive
use of specialists in the international area. The directions suglgested are contrary to
the board's movement toward providing less restrictive guidelines to its managers,
ﬁarncularl_ the global managers. I think that this is an important issue that already

as been discussed at length during 1993 and warrants continued close mooitoring
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and review as we gain experience with the current structure. My current view is
that +e board's basic asset allocation plan, while theoretically vulnerable to the
actions ot the managers, will not be adversely affected. Each manager has indicated
that it is highly unlikely that they would make sudden dramatic shifts from domestic
to international portfolios. \We. therefore, will be able to identify any potential
problem before it undermines the program. You are continuing to use some
specialists internationally and are planning to add specialists in domestic mid-cap
securities. Lasum. rbbotson's management structure comments are important and |
agree chat the structure, particularly the domestic structure, should be on the board's

agenda for 1994.

The staff of the .APFC agree with Callan's remarks. Should the Legislative Budge: &
Audit Committee (LB&A) like to discuss in greater detail these conclusions, we
recommend that myself and a representative of Callan Associates, Inc. be invited to
appear before the Committee. The .APFC would be pleased to make the accessary

arrangements.

We would like to express our appreciation for LB&A's efforts and those of Ibbotson in
conducting this review. It is always helpful to receive more than one independent view
of this most important subject of asset allocation. In addition, we would be pleased to

have Ibbotson present their report to the Board of Trustees at its meeting on February 3,

1994 at the .APFC offices in Juneau.

Sincerely,

William H. Scott
Executive Director
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Summary of Recommendations

Currently, the Alaska Permanent Fund is a well diversified portfolio that has enjoyed

tremendous success in recent years. This success is mainly due to the Board's =
knowledge of the importance of asset allocation and its commitment to diversification.

This has resulted in the Fund earning high rates of return at relatively conservative
levels of risk. The Fund is well positioned to reap the benefits of diversification, having
made investments in many different asset classes, both domestic and international.
Also, the Fund appears tobe efficiently managed, emplo |n|t__1 reputable and capable
managers for both its e(%_uny and fixed income assets. The Fund has the been able to
manage jts substantial fixed income portfolig entwelg in-house, keeping administrative
costs and outside management fees to a minimum. Several important’issues must be
addressed, however, in order to ensure the Fund's continued success.

Our Analysis suggests the Permanent Fund should alter its asset allocation policy in
order for'the Fund to enhoy returns, similar to those it has earned in recent years.
Specifically, the Board should consider the following actions:

»  Revise its current three—Year tarq_et asset mix to include a larger allocation
to domestic mid and small capitalization equities, European, Pacific Rim
and emerging market equities, and mortgage-hacked securities.

»  Adopt a more a?gress_ive investment style by allocating a larger percentage
of Fund assets 0 equity assets and real estate.

* Revise its ealuity management plan by setting specific allocations for
international and domestic mid and small capitalization equity managers.

»  Set specific target allocations across fixed income sectors.

By implementing these changes, the Board can help ensure that the Permanent Fund
will achieve the nhighest expected return for its chosen risk level. This will help the
Board achieve its statutory goals of maximizing total Fund return and providing the
maximum amount of disposable income to Alaska's citizens.



This report presents recommendations concerning the Alaska Permanent Fund. The
first section provides background information on the_procedures we used to perform the
asset allocation study. The second section suggests improvements for those portfolios,
and outlines a third ‘portfolio suited to a more aggressive investment philosophy. The
final section provides guidance on several impoftant implementation Issues.

l. Analyzing an Investment Portfolio

A first step in analyzing an investment portfolio is determining whether the portfolio
adequately comperisates, the investor for taking risk. I_deall¥, e portfolio is efricient In
Frowdmg return to the investor; i.e., the portfolio provides the most return.possible for
he amotnt of risk taken. In reality, however, few portfolios accomplish this objective.

Defining Asset Classes

In order to analyze the Fund's portfolio, we had to decide which assets to include in the
Fund's investment universe. Currently, the Fund invests in 12 different asset classes
that comprise six main categories. The benchmarks used to represent each asset class
inour analysis are listed in"Appendix A at the end of this report. The asset classes used

in our study are as follows:

U.S. EauftY A nti Non-UA FIxtd Income A—tl|
Large CaPitaliz_ati_on _ Intermediate-Term Government/Corporate Bonds
Mid/Small Capitalization k/lon?-TermBGoQ/eéngwentltCorporate onds
orfgage-Backed Securities
Non-US. Eoufty Aw U Jagers
Non-U.S. Fixed Income A [ffl]
Canada
Euro Non-U.S. Government Bonds
Pacific
Emerging Markets Cash
QtatLAami U.S. Treasury Bills

Real Estate



Forecasting Retum

We also had to forecast three estimates for each asset class: expected return, expected
risk (as measured by standard deviation), and expected return correlation between
assets. Summary tables of our forecasts are provided in Appendix B. It is important to
note that our return, risk, and correlation forecasts are rong-term - they apply to an
investment horizon of 10 years or more. Qur forecasts are passive in nature and,
therefore, would not change dramatically if we were to recalculate them a year from
now. Consequently, the portfolio allocations we recommend will remain stable over a
very long time period, and will require few changes over a long-term investment horizon,

The hasis for our equity return forecasts is the risk-free rate of return and the historical
premium, called an equity risk premium, that is demanded by investors for holding risky
assets. We use the historical premium because the amount by which common stocks
have outperformed risk-free government bonds has been consistent over time. The long-
term™equity risk gremlum for Iargge capitalization domestic equities over the ﬁenod
January 1926 to September 1993'was 7.25 percent. Also, many researchers have found
that, as the risk of an investment increases, So does its expectéd return. For this reason,
we forecast the expected return of other equity asset classes, such as domestic small
capitalization equities and international equities, to have greater expected returns.

The basis of our fixed income return forecasts is the current risk-free rate of return, as
Prox_led by the current yield on a risk-free government bond with a maturity matching
he investment time horizon. Currently, this rate is 6.31 percent, the currént yield on
20—3/_ear U.S. Treasury bond. To this rate, we add the appropriate maturity prémium
(additional return required by investors for relinquishing the use of their money for long
fime periods) and default premium (additional return that compensates investors for
buying bonds that have default nsk, such as corporate bonds) for each class of bonds for

which we are forecasting returns.

For international fixed income assets, we forecast returns as if the assets were
denominated in U.S. dollars. Since currency fluctuations are expected to average to zero
over time, any short-term currency ?am_s or losses will not affect the long-term return on
international “assets. Currency fluctuations do increase risk, however, and are accounted
for in our risk forecasts of non-U.S. fixed income assets.

Forecasting Risk

When forecasting the risk of an asset, we typlcaII%I assume that the future will equal the
Past. Therefore, we forecast risk by calculating the historical standard deviation using a
ong time period over which we have reliable data, and data that is representative of
possible future scenarios. Although investment nsk can be quantified in a number of

2



ways. for asset allocation purposes, we believe that risk is best modeled as the annual
volatility of returns, and standard deviation Prowdes an estimate of how much actual
returns ‘may deviate from the average, expected return over time. We use shorter time
Berlod,s onlry when we can identify & permanent and dramatic process shift in the
ehavior of an asset class, such & the late 1960s when bond market volatility increased
noticeably from its observed volatility during the previous 40 years.

Forecasting Return Correlation

Return and risk are not the only factors that determine how a portfolio performs. The
correlation between the returns of two assets also plays an important role in portfolio
Ferformance. Correlation measures how much the returns of two assets tend to move
ogether or move separately. If the returns move together, the assets are posmvegl
correlated. If they move in opposite directions, the assets are negatively correlated. If
no pattern can be detected in the way the assets' returns move, the assets have a return

correlation of zero.

Portfolios comprised only of assets that have high, positive correlations with each other
are not well diversified. “This tends to exaggerate both upside and downside volatility,
and the risk of the portfolio. On the other'fiand, portfolios with assets that have low or
negative return correlations will provide more stable returns because, even though some
assets may perform poorly, other portfolio assets will perform better, serving to reduce
portfolio voIaﬂhtr he benefits of diversification, therefore, are a direct result of
relatively low refurn correlations among portfolio assets.

When forecasting return correlation, we again typically assume that the future will
equal the past. The basis for our forecast of return correlation is, therefore, the
historical correlation hetween assets, observed over the longest time period for which

reliable dAta is available.

Determining the Fund's Current Allocation

The amount of the Fund currently allocated to each asset class was determined by usin
information in the Fund's 1993 Annual Report, with supplemental information ?rowde
by William L. Means, the Fund's Chief Investment Officer. Market values,of al
investments came from the Annual Report, while Mr. Means provided clarification
regarding the amount curren_tlz_ invested in equities of domestic companies with
capitalizations larger than Si Dillion (large capitalization equities), the amount currentl
invested in equities of com(s)anles with capitalizations of $1 billion or Jess (mid and sma
capitalization equities), and the amount currently invested in domestic government and
corporate bonds with maturities ranging from onie to seven years (intermediate-term),



and more than seven years (long-term). The Fund's current allocation, and its expected
return and standard deviation is given on page 5.

Determining the Fund's Three-Year Target Allocation

The Permanent Fund's investment manual provided information regarding the three-
year target allocation, although some guidelines were too broad for our purposes. For
example, the manual lists a 10 percent target allocation for international equities, but
gives no country-specific allocations. In this case, we assumed the Fund would increase
its international equity exposure to 10 percent, while maintaining the current proportion
invested among sectors. Also, the target allocation constrains the amount invested in
non-domestic fixed income assets to 10 percent or less, but provides no specific number.
We assumed the amount invested in international debt would decrease in proportion to
the total decrease in the amount allocated to all fixed income assets. The Fund's three-
yearttarget allocation, and its expected return and risk, is listed on the following page.



Current and Three-Year Target Portfolios

Asset Class

U.S. Large Capitalization
Stocks

U.S. Mid/Small
Capitalization Stocks

Canadian Stocks
European Stocks

Pacific Region Stocks
Emerging Market Stocks
Real Estate

Cash

Intermediate Govt/Corp
Bonds

Long-Term Govt/Corp Bonds
Mortgage-Backed Securities
Non-U.S. Government Bonds

Expected Return (%)
Standard Deviation (%)

Current
Allocation
%)

21.17
0.65

0.03
2.54
2.94
0.42
6.69
4.64
30.86

25.21
3.94
0.85

853
1.57

3-Year
Target
Allocation
(%)

24.00
6.00

0.04
4.28
4.97
0.72
10.00
0.00
25.32

20.74
3.24
0.69

9.93
9.01



Il. Asset Allocation Recommendations

The next step in our analysis was to improve the Fund's current and target portfolios by
increasing their expected return while keeping expected risk at a constant level.

Allocation with Risk of the Current Portfolio

As shown in the %Taph on page 7, the Fund's current portfolio does not provide the
maximum amount of expected return for the amount of risk taken. For example, the
portfolio labeled "revised current” Rrowdes a higher expected return and slightly less.
risk than the current portfolio. (The graph.is titled "Efficient Frontier" becduse the line
in the graph represents those portfolios which are the most efficient in providing return
to the investor; i.e., those portfolios provide the maximum return for a ﬁwen level of
risk.) The allocations for both the current and revised portfoligs, as well as their

expected returns and standard deviations, are shown on page 8

The current portfolio need not be drastically chant]]_ed_ in order to achieve a higher
expected return. In fact, the percent of the portfolio invested in equities ﬁapggommately
35ﬁercent, including real estate) and in fixed income assets (apBrommatey, percent),
is the same in both the current and revised portfolios. Rather, 't ecom?osmon_ofthe
equity and fixed income portions need only change. By shifting part of the equity
portion from large capitalization stocks to'mid and small capitalization and international
stocks, and part of the fixed income portion from cash and long-term bonds to _
intermediate-term bonds and mortgage-backed securities, the Fund can achieve a higher
expected return while taking less risk.

A_Ithou%h these changes represent shifts from safer assets to more risky ones, the overall
risk of the portfolio actually decreases. This is because domestic mid and small stocks,
mortgage-hacked securities, and international stocks have low correlations with many of

the other portfolio assets.

Allocation with Risk ofthe Target Portfolio

The graph on Page 7 shows that the Fund's tar?et portfolio also does not provide the
h|Fhest possible expected return_ for the amount of risk taken. Although both the
allocations of the target and revised target portfolios are eq_uall}/_ divided between equity
and fixed income assets, the revised target portfolio has a significantly higher expected
return and less risk. The composition of both portfolios, along with their expected
returns and standard deviations, is given on page 8
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A sset Classes

U.S, Large Cap Stocks

U.S. Mid/Small Cap
Stocks

Canadian Stocks
European Stocks
Pacific Region Stocks

Emerging Market
Stocks

Real Estate
Cash

Intermediate-Term
Govt/Corp Bonds

Long-Term Govt/Corp
Bonds

Mortgage-Backed
Securities

Non-U.S. Govt Bonds

Expected Return

Standard Deviation

Current and

Recom mended

Portfolio A llocations

Current Revised
Portfolio Current

(9

21.17

0.65

0.03
2.54
294
042

6.69
4.64
30.86

25.27

394

0.35

8.53
1.57

(%)

11.00
4.00

0.00
3.50
4.00
2.50

10.00
1.00
40.00

12.00

12.00

0.00

8.89
740

Allocations

3-Year
Target
(>0

24.00

6.00

0.04
428
497
0.72

10.00
0.00
2532

20.74

324

0.69

9.93
9.91

Revised
Target
(%9

16.00

8.00

0.00
6.00
7.00
3.00

10.00
1.00
30.00

5.00

14.00

0.00

10.31
9.89

Aggressive
Portfolio
(%)

1800
10.00

0.00
7.50
1050
400

1000
1.00
1800

6.00
1500

0.00

1133
11.69



The superior tradeoff between risk and return of the revised target portfolio can be
accomplished by shifting a larger portion of Fund assets into domestic mid and small
capitalization stocks, international stocks, mortgage securities, and real estate. Again,
these riskier assets have low correlations with many other portfolio assets, and therefore
provide enhanced diversification benefits.

Allocation ofa More Aggressive Portfolio

Although we have analyzed and suggested improvements to both the current and target
portfolios, we have not yet commented on whether either portfolio is appropriate for the
Fund. Ideally, a portfolio provides enough return to meet the goals of the investor while
maintaining a level of risk that is comfortable for the investor. By setting a three-year
target portfolio that has an increased allocation to equity asset3, the Board has indicated
that it is comfortable with a more aggressive investment philosophy. In our opinion,
such an aggressive investing strategy is appropriate and necessary for achieving the
Fund's statutory goals of maximizing total return and providing the maximum amount
of disposable income to the citizens of Alaska. Consequently, we believe the Fund
should consider the benefits of investing in the "aggressive portfolio,” also shown in the

gTaph on page 7.

In recent years, the Fund has enjoyed relatively high returns, particularly on its fixed
income investments. These high returns were due, in part, to rather unique market
conditions, such as a dramatic decline in U.S. interest rates. These market conditions,
however, are not expected to continue in the future, as evidenced by the returns
expected on the current and target Fund portfolios. The potentially lower returns
earned by both these portfolios are important factors to consider, because such low
returns will inevitably lead to lower dividend payments to Alaskans. Our recommended
aggressive portfolio, however, with its significant allocations to international equities
and mortgage-backed securities, has an expected return in the range of the Fund's
recent returns. The allocation of this aggressive portfolio, along with its expected return

and standard deviation, is provided on page 8.

The graphs on the following page can help to compare the expected performance of each
portfolio. The graphs show expected wealth values under the target, revised target, and
aggressive portfolios for five-, ten-, and twenty-year investment horizons. Although the
Board may consider the aggressive portfolio too risky, the graph shows that the majority
of this portfolio's volatility is due to its broad range of possible high, positive returns, not
negative ones. For all investment time horizons, the aggressive portfolio has a higher
expected wealth value under the best- and expected-case scenarios. Only under the
worst-case scenario does the aggressive portfolio underperform the target portfolio, while
the revised target portfolio performs better than the target portfolio in all cases.
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Testing Our Recommended. Portfolios

To ensure the validity of our recommended portfolios, we tested those portfolios and the
Fund’s current and target portfolios for stability. A stable portfolio is one that performs
well under a variety of possible future market conditions; i.e., the portfolio provides
adequate return for the amount of nsk taken under conditions that differ from our
forecasts. We tested the portfolios using "worst-case" scenarioj where the return of one
or more assets is lower than expected and the risk is higher than expected. The
following scenarios were used, both individually and in combination, to test our

recommended portfolios:

U.S. equity risk premium decreases to 5 percent
Mid and small capitalization equity return decreases to 15 percent
Europe equity return decreases to 10 percent

e . Europe equity standard deviation increases to 26 percent
Pacific equity return decreases to 10 percent
Pacific equity standard deviation increases to 34 percent
Emerging market equity return decreases to 10 percent
Return between long-term and intermediate-term bonds increases to 1
percent
Intermediate-term brad standard deviation increases to 6 percent
Mortgage-backed securities return decreases to 6 percent
Mortgage-backed securities standard deviation increases to 11 percent
Real estate standard deviation increases to 25 percent
Correlation between U.S. stocks and U.S. bonds increases 30 percent
Correlation between U.S. stocks and non-U.S. stocks increases 30 percent

Under these scenarios, our recommended portfolios provided higher returns with less
risk than either the Fund's current or target portfolios. For example, the improved
target portfolio had 10 basis points more return and less risk than the current target
portfolio when tested under the assumption that all international markets had the lower
returns and higher ruks outlined above. This indicates that the revised portfolios will
perform better over the long run, despite possible extreme underperformance of some

markets.



1. Implementation Issues

W hichever portfolio the Board chooses, several issues must be addressed by the Board to
ensure maximum Fund performance. The single most important issue is the degree of
adherence to the chosen allocation. Research has suggested that the asset allocation
decision accounts for over 90 percent of the variability of returns on a portfolio, and is
the single largest determinant of portfolio performance.1 Consequently, individual
security selection and active security management, the two factors commonly assumed to
contribute the most to the return of a portfolio, actually account for only a small amount
of portfolio return variability. Therefore, adherence to the chosen allocation is crucial to
the future performance of any investment portfolio, including the Permanent Fund.
Accordingly, the Board must decide whether the current investment strategy of the Fund
accommodates a strict adherence to the chosen allocation. We address this issue
separately for equity and fixed income assets in the following two sections.

Equity Assets

As of April 1993, the Board decided to use active managers only for domestic mid/small
capitalization stocks and all international equities. Since our recommended portfolios
are based on passive benchmarks, we believe that the long-term performance we forecast
can be achieved through the use of passive managers, although it is certainly possible
for active managers to meet or exceed that performance. For this reason, we believe the
Board's decision to retain active mangers is appropriate, as long as each manager is
given only that portion of Fund assets that is recommended in the chosen allocation, and
is required to invest those assets in the specific, recommended asset class.

This stipulation is in direct contrast to the Board's new global investment strategy as
outlined in the Fund's 1993 Annual Report. The new strategy allows active
international equity managers to decide when and where to invest Fund assets,
essentially shifting the asset allocation decision from the Board to the manager. As
mentioned earlier, asset allocation, not security selection or active market timing, is the
largest determinant of portfolio performance. Under the planned strategy, the Fund's
equity allocation will shift continuously, violating the moet crucial aspect of strategic
asset allocation: maintaining a stable asset mix which was chosen based on long-term
forecasts and needs of the fund. For this reason, we suggest a slightly modified strategy
where the Board hires managers that have a specific style of investing. For example,
under this modified strategy, the European equity allocation would be managed by a
manager who specializes in European equities. This type of management strategy would
allow the Board to retain control over the equity allocation of the Fund.

1 Gary P. Brinson, Brian D. Singer, and Gilbert L. Beebower, "Determinants of portfolio
performance Il: An update,” Financial Analysts Journal, M»y-June 1991.
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The Fund's domestic equity managers also have similar control over the asset allocation
decision. Currently, the performance of each domestic equity manager is evaluated by
using a benchmark portfolio that consists of 80 percent large capitalization equities and
20 percent mid and small capitalization equities. The equity managers, however, are not
specifically required to invest 80 percent of their Fund allocation in large capitalization
stocks and 20 percent in mid and small capitalization stocks. A manager could alternate
between large cap and mid and small cap stocks, and still dVEIdJ€ an 80 percent large
cap and 20 percent mid and small cap investment. This manager could potentially be
100 percent invested in large cap stocks when the return in the mid and small cap
market is high, and vice-versa. Again, this causes the overall equity allocation of the
Fund to change continuously, and shifts control of the asset allocation decision to
individual managers. Because the asset allocation decision is so important to the overall
performance of the Fund, we feel the Board should set specific domestic equity
allocations, and select managers who specialize in each asset class. This will ensure the
maximum expected return for the Fund's equity investments.

Fixed Income Assets

Currently, the Fund's fixed income assets are passively managed in-house by the Fund's
Chief Investment Officer, and are generally treated as a single asset class. Our
analysis, however, treats the fixed income category as five distinct asset classes, because
each contributes unique benefits to the overall portfolio. Treasury bills, for example,
provide more liquidity than the other assets, and are, consequently, the least risky.
Also, mortgage-backed securities perform differently from government or corporate
bonds. For this reason, each fixed income asset class must be considered separately in

the asset allocation decision.

Currently, the Board treats all fixed income assets as a single asset class and provides
only a broad allocation directive. This essentially shifts the asset allocation decision to
the fixed income manager. While the current allocation across fixed income assets may
be appropriate when viewed in isolation, that same allocation may be inappropriate
when viewed in the context of the overall portfolio. The Board has a comprehensive
perspective on the Fund and, as such, should determine the Fund allocation to each
asset class. For this reason, we suggest that the Board set specific target allocations for
fixed income asset classes. In this way, the Board maintains control over the Fund's
asset allocation and ensures maximum overall Fund performance.

Prior to beginning our study, several Board members and senators voiced concern over
the Fund having only one manager for the entire fixed income portfolio. We feel that a
single, capable manager, such as the current manager, can manage a large, passive fixed
income portfolio with few problems, as long as that portfolio has only a small allocation
to mortgage-backed securities. However, if a larger proportion of funds was invested in

N



mortgage-backed securities (as is our recommendation), it may be required to hire
additional staff. This is because mortgage-backed securities are more complex to
analyze, and the holders of mortgage securities continually receive principal and interest
payments which must be accurately recorded. All our recommended portfolios contain
substantial allocations to mortgage-backed securities. Consequently, we suggest that the
Board hire an outside manager to manage the mortgage portfolio, or, at the very least,
hire additional support staff.

Conclusion

Although the Permanent Fund has an excellent performance history, the Fund faces new
and uncertain investment challenges in the coming years. The Board, realizing the
importance of asset allocation to overall Fund performance, has created a target
allocation to meet those challenges. However, as our analysis reveals, the Board can
implement a better allocation for the Fund, one that has higher expected return and less
risk than the Fund's target portfolio. Also, the Board can implement a new investing
policy, one emphasizing an adherence to the chosen allocation. By doing so, the Board
will help ensure the maximum expected performance of the Fund over the long-term
investment horizon, thereby providing the highest possible income to the State's citizens
and fulfilling its obligation to those citizens.
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Appendix A: Benchmarks

Aaaet Class

U.S. Large Capitalization Equity

U.S. Mid/Small Capitalization Equity

Candida Equity

Europe Equity

Pacific Equity

Emerging Marketa Equity

Caah

Used in A sset Allocation Study

Benchmark Dcacriotion

SAP 500: A market capitalization-weighted index
of 500 of the largest stocks of companies domiciled
in the United States.

Russell 2000 Index: A market capitalization-
weighted index of the stocks of the bottom two
thirds of the largest 3,000 publicly traded
companies domiciled in the United States.

Morgan Stanley Capital International Canada
Total Return Index: A market capitalization-
weighted index of 81 large Canadian stocks.

Morgan Stanley Capital International Europe
Total Return Index: A market capitalization-
weighted index of large stocks from Austria,
Belgium, Denmark, Finland, France, Germany,
Ireland, Italy, Netherlands, Norway, Spain,
Sweden, Switzerland, and the United Kingdom.

M organ Stanley Capital International Pacific
Total Return Index: A market capitalization-
weighted index of large stocks from Australia, Hong
ICong, Japan, Malaysia, New Zealand, and
Singapore.

XFC Emerging Market Compocite Index: A

broad-based, market capitalization-weighted index
of stocks listed in countries with a per capita GDP
below an annually-disclosed figure. Currently, 20
countries are represented in the Composite index.

U.9. 90-Day Treasury Bills: Published by

Salomon Brothers in International Bond and Money
Market Performance.
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IT Govt/Corp Bonds

LT Govt/Corp Bonds

Mortgage-Backed Securities

Non-U.S. Bonds

Real Estate

Lehman Brothers Intermediate-Term
Government/Corporate Bond Total Return
Index: A portfolio of U.S. government issues
(>S100 million par value) and investment grade
corporate debt (>$50 million par value) with an
average maturity of 4.42 years as of November 29.
1993.

Lehman Brothers Government/Corporate
Bond Total Return Index: A portfolio of U.S.
government issues (>$100 million par value) and
investment grade corporate debt (>$50 million par
value) with an average maturity of 10.81 years as
of November 29, 1993.

Lehman Brothers Mortgage-Backed Securities
Total Return Index: An index of all fixed-rate
securities backed by mortgage pools of the
Govarament National Mortgage Association
(GNMA), Federal Home Loan Mortgage
Corporation (FHLMC), and the Federal National
Mortgage Association (FNMA). The index has an
average maturity of 5.39 years.

Salomon Brothers Non-U-S. 1+ Bond Index: A
market capitalisation-weighted index of bonds from
Australia, Canada, Germany, Japan, Netherlands,
Switzerland, and the United Kingdom with one
year or more to maturity. The average maturity of
bonds in the index is €.95 years.

Wilshire Real Estate Securities Total Return
Index: A market capitalization-weighted index of
approximately 85 real estate investment trust and
real estate operating companies.

16



A ppendix B: Forecasts Used in A sset Allocation Study

Forecasts of Expected Return and Standard Deviation

Expected Standard

Asset Class Return Deviation
U.S. Large Cap Stocks 13.56 20.61
U.S. Mid/Small Cap 18.03 32.95
Stocks
Canada Stocks 13.73 24.64
Europe Stocks 13.98 22.69
Pacific Stocks 15.11 28.24
Emerging Market Stocks 21.38 47.00
Real Estate 9.90 13.63
Cash 4.61 2.13
IT Govt/Corp Bonds 5.89 4.10
LT Govt/Corp Bonds 6.37 1.22
Mortgage-Backed , 1.45 9.28
Securities
Non-U.S. Govt Bonds 6.01 14,75
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Fiscal Policy

The Knowles/UImer Administration asked the Fiscal Policy team to build on the ideas from other public

forums to develop guidelines for a responsible fiscal plan to guide the state into the 21st century, and to

make recommendations on how to achieve the broad public support necessary for their implementation.

RECOMMENDATIONS

m Continue to articulate a 'vision' of the state's financial future—the administration's views on the

appropriate role of government and the values and criteria that should guide our public policy deci-

sions— and recognize the threat the fiscal gap poses to ourselves and our children.

Make a commitment to develop a plan to bring annually recurring revenues into balance
with state spending.

Integrate the cabinet into the plan and process, i.e., the commissioners should all be
speaking in concert and actively involved in the plan's development.

Convey the message that sound fiscal management equals good government and good
government means good politics.

The team emphatically endorses the Knowles/UImer campaign pledge to cap total state
spending (except for education funding) at the FY 95 level.

Qontinue with an unwavering policy of budget sustainability and develop an annual report
card to inform the public about the success of the administration’ actions to protect

Alaska's fiscal future.

a Give average citizens a direct voice in shaping the future and invite the public to help develop a

shared vision for Alaska and the role of government in their lives.

Develop a strategy for inviting public input into fiscal decisions and collect baseline
information on public attitudes regarding the fiscal gap.

Implement a strategy for educating the public on Alaska's fiscal situation and our choices
for the future. Effective forums might include: newspaper inserts, town meetings, market
research, industry groups, social service groups and local government bodies.

Ask the legislature to participate in every step of the outreach process.

Make government more open to the public through be.ter use of communication systems,
including electronic media (video conference, internet, Alaska Online, etc.).

As pan ofalong-term strategy, the administration should budget for public participation
in reexamining the respective roles of state and local governments, setting goals and
benchmarks for Alaska, and deciding the role of the Permanent Fund in die state's fiscal

future.

a Create an annually updated five-year fiscal plan.

Work with and inform the legislature in a timely manner of any changes the administra-
tion wishes to make in the FY 96 budget, and announce that a fiscal plan will be in place
by the time the FY 97 budget is proposed.

Develop a five-year plan and a comprehensive reporting framework that encompasses all
aspects of state spending and revenues, including “off-budget 1161X15" such as Permanent
Fund earnings. Permanent Fund dividends, cash reserves, public corporations, etc. In-
clude deferred maintenance and the operating and maintenance costs of capital projects in

the plan.



Resolve legal questions surrounding the use of the Constitutional Budget Reserve funds.
;ne setting ol specific revenue and expenditure targets (.including Permanent Fund divi-
dends). development of a debt policy including school debt reimbursement), an overall
reserves policy employing triggers for instituting an income tax. and a cash-flow manage-
ment plan.

Implement the five-vear plan and keep the public informed of Alaska's fiscal situation and
orogress toward reaching fiscal stability. Although no consensus was reached, one ap-
proach recommended was to set up a budget commission or blue ribbon task force to act
as a conduit between the executive branch, legislature and the public to develop a long-
term fiscal strategy for Alaska.

Capitalize cash reserves to the greatest extent possible.

Pass legislation to automatically inflation-proof the Permanent Fund by distributing only
real earnings for dividends.

Explore means of controlling personnel costs.

Examine various public services for potential privatization.

Evaluate all entitlement programs on an abilicv-to-pav basis.

m  Form partnerships for economic development and intergovernmental alliances.

¢ Emphasize partnerships becween the executive and legislative branches,state and local
governments, and the public and private sectors.

e Create a spirit of cooperation berwe-n the state of .Alaska and the federal government.

e Eliminate unfunded mandates on local governments.

¢ Reexamine the state's petroleum tax and royalty regime with the intention of maintaining
Alaska's competitiveness.
Improve federal relations and understanding of Alaska issues, particularly with respect to
oil and gzs development, and adopt a “Visit A~ka" program to allow members of Con-
gress to see tne state in order to make more informed decisions.
M aintain the economic viability of resource development by ensuring that etTorts aimed at
increasing revenues from resource industries are made via an income tax on jobs rather
than through increased business taxes. (The team noted that non-petroleum resource
development actually ends up costing the state money in comparison to revenues gener-
ated.)

e Make serious efTorts at regulatory reform to reduce government red tape.

m  Organize programs to streamline the delivery of state government services.

¢ Make state government as cost-efficient as possible by adopting a customer-oriented
approach to public service delivery.

¢ Develop and begin to implement meaningful, real-world performance measures of the
effectiveness of government programs.

e Inorder to provide incentives to agei. ics, commissioners should be allowed >0 use pan
or all of their cost savings for investments that will increase future productivity

« An employee recognition and cash reward system should be developed and funded for
employee ideas that save money

¢« Join in a partnership v/uh local governments to thoroughly evaluate the delivery of ser-
vices to the public. Ensure that public services are delisered at the most appropriate level
of government to meet the needs of the citizenry in the most cost-effective manner pos-

sible, even if government roles need redefinition.



Alaska £>tate Senate

Senator Steve Rieger
District | R
Duriiiti Swirut
Slate Capitol. Room 510

Senate Finance Committee Juneau. Alaska 9,0
(907) 4in 190

Chair. Senate Transportation Committee

Legislative Budget and Audit Committee 7H West 4th Avenue, Stite 530
Administrative Regulation Revie.v Committee Ancltotage, Alaska 91501

"Legislative Council (9071 25SS1Ss
\ TO: Senator Rick Halford
Co-Chair, Senate Finance Committee
FRQl\A: Senator Steve Rieger
DALE; March 9,1995
RE: \ SB 51 - "An Act Relating to the Income of the Permanent Fund”

I respectfully request that you calendar the above referenced bill in the
Senate Finance Committee at your earliest convenience. | am attaching a bill

packet for distribution to member’s files.
N

Thank you for your consideration of this matter.
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Senator Steve Rieger
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Legislative Budget and Audit Committee ‘*6 West 4th Asenuc. Suite 530
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Legislative Council (907) 258-818S

SENATE BILL 51

-AN ACT RELATING TO THE INCOME OF THE PERMANENT FUND-

-SPONSOR STATEMENT

-PERMANENT FUND TRUSTEES’ POSITION PAPER, 2/25/95

-PERMANENT FUND PROJECTIONS, January, 1995

-ALASKA POPULATION PROJECTIONS, March 1992

-IBBOTSON REPORT- Asset Allocation Study of the Alaska
Permanent Fund Report dated January, 1994

-"Real Dollars Now Means Real Dividends Later” by Tim Bradner
Anchorage Daily News, January 8,1995

-EXECUTIVE SUMMARY - Knowles/Ulmer Policy Transition Teams’

Report, dated January, 1995



Alaska £>tat* Senate

Senator Steve Rieger
District |
Uttriitti Session:
State Capitol. Room 516
Juneau. Alaska 99801
(907) 465-3879

Senate Finance Committee
Chair. Senate Transportation Committee

716 West Itli Atenue. Suite 510
Anchorage. Alaska 9950)
(907) 258-8188

Legislative Budget and Audit Committee
Administrative Regulation Review Committee
Legislative Council

PERMANENT FUND PROJECTIONS

The attached projections from die Alaska Permanent Fund
Corporation show the effect cf different earnings assumptions on the sLze of
the Permanent Fund, as well as the amount of each year's earnings and
transfers to the dividend fund, through the year 2000.

The first forecasts provided by the Permanent fund Corporation are
based on recent investment performance and long-standing assumptions
which the Corporation has used regarding nominal earnings and inflation.

At my request, the Permanent Fund Corporation also did additional
runs, vvhich reflect the higher earnings assumptions suggested in the Ibbotson
Associates’ report (enclosed). The Ibbotson report was commissioned by the
Legislative Budget and Audit Committee and completed January 1994. This
report recommends a target portfolio which is higher-yielding than its
present po~tfolio because of a greater amount of assets invested in higher-
yielding securities. This return was estimated by Ibbotson to be 10.31%. The
attached projections include assumptions of 10.31% nominal earnings and 6%
inflation; and assumptions of 10.31% nominal earnings and 4% inflation.
Finally, the projections are stated in nominal dollars and inflation-adjusted

dollars.
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un millions)

ot «anuary 31. '995

GROWTH OF FUND PRINCIPAL USE OF FUND INCOME
Deckzma inrtaoon-i Distributions Reserves
Segin iooro- SUSI nflatlon- FY Snd i Net RsrCapds inbeF)o- General i(_j d FY End
:<\ Balance  :nations a«vtmjM* Afoorino Balanﬁ 1 Income (Dividends 'Dividends Prootind Fund 'Deiete, Balance
'31 2 1
I 4 139 3 7
J2] 139 % 43 32 12 " -
31 =0 345 1.769 130 28 8 £9 5 V
121 lﬁ 1) 2.969 £64 71 51.00040 4 185 u =
Sj 2.369 400 ﬁ 231 4,021 1 471 104 534119 231 110 110 154
T4 4021 .00 151 4,438 | 530 178 533149 151 203 557 rrr
Fl 4.3%6 300 Eﬁ 235 5,741 1 854 217 5404,00 215 208 763 15
18] 5.741 223 216 5481 1 1021 303 1<y?4 218 D 1264 - 86
371 5.281 1.254 170 144 7.864 ;] 1CS8 301 570119 ta £29 59 5
"ql 7.964 411 303 1545 | 784 424 5X2193 103 52 £l 8
f 1545 228 340 9173 864 480 547114 ao 4 a sa 81
jg 9.173 267 154 9494 j 18 447 598243 454 4 (30) 95 Al
3394 435 10.844 1 1,030 488 5991.14 £59 4 (24) 541 91
jg | ﬁ 435 % 10.444 1 ; 1030 441 391544 £59 4 (24 51 3
R 11703 315 362 12445 i i 8 532 5*4ia 332 5 320 988 @Bl
o 12345 210 372 12.973 I 1 109 554  StttJO 372 n 18 1117 A
oSl 12,973 212, 344-  13534- 1 1 950 52t samoo 344- 14 66= 1.182L. 951
Jél 13.045 % 498 13.737 i. 1.209 472 577140 498 235 135 %l
J71 13.241 471 13331 : 1441 429 567100 a7 303 1524 911
j8i 13.427 174 45 14.108 1477 310 fttsgnti 445 31 1950 9
Jol +3.599 180 o 14,267 |1 1417 31 557040 491 414 2494 3L
JI «3.455 134 448 14,410 1,442 3a 444 314 2471 a
1l 13.594 123 78* 14J33 i 1410 340 789 343 2540 il
2 ’3.710 100 778 14.138 | 1534 334 544100 776 370 2IM 2
3 13.809 m 78L 14,721 1 1,584 330 548140 711 398 3132 3l
4 13.894 7 788 14J08 1 ugse 327 Ylspa 714 24 3379 4
Il >3.967 44 790 14471 i 1.823 334 544100 790 433 3528 5
lii >4.030 54 794 14430 1,851 3a tichiw 794 41 3472 al
L 14.045 47 797 14,982 ;( 1,571 380 546140 797 44 4117 7
%j 14.134 41 800 15429 1 1,704 371 548100 800 476 440 8
JJI 14.178 77 802 15,070 i 1,729 312 547100 802 418 ﬁ?é 9
c]ol 1401 32 804 15.109 i 1,755 393 54HOO 804 501 . n
UMOIftVETotais rolctor
S ies e as  KXSu N0E- ENTT SMI? 10HV  14-

« Oectronsni o Rvvdnu* Fit 1994 Loi~Cas# Rmtkm ForsasJ.
~ Earnings rtssnd apprupnaa to Fund pnnoosi by die Leguttujri Aiy 1.1S87

— Tranjlsnec to omccM Iran earwigs imtnt acooum car AS 37.111*510).

REALIZED RATE OF RETURN ASSUMPTIONS:

Nommat Irrtabon Rut
rob 5.4% 251% 3.38% — Qasea on capital mancst issunosona aoooisd by die Tnjitets in Mansi 1994
Fy88. 99: — 3.11% 175% 436%
?Y 00- 2010: 300% 5.00% 3.00% SB 51 INREAL 1999 DOLLARS
dollar!

inl..at ol *n, .nitron. the valuv o. ir« dollar .io*« car ,m. Aduy<v, lulu., nom.nal amount, lo eoniiam IMS doMar.
itmovM [Cm .it*cii ol mllelion Irom in. luurn pnoeugr



