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DUDLEY PLATT, Petrol eum Engi neer

(No address provi ded)

POSI TI ON  STATEMENT: Speaking as an independent consultant to
the Departnent of Revenue, answered questions regarding revenue
i ssues.

ACTI ON NARRATI VE

CHAI R M KE HAWKER cal | ed the House Special Conmttee on Ways and
Means neeting to order at 6:58:48 AM Present at the call to
order were Representatives Roses, Fairclough, and W!Ison.
Representatives Gruenberg and Cissna arrived as the neeting was
i n progress.

Presentati on by the Departnent of Revenue

7:00: 18 AM

CHAI R HAWKER expressed pleasure to be back and rem nded nenbers
that the House Special Commttee on Ways and Means was first
established four years ago when the state faced |arge budget

deficits. The prior budget shortfall br ought to the
| egislature's attention the "paranount inportance"” of Al aska's
short- and long-term fiscal issues. The commttee is charged

with statutory responsibility to consider nethods to control
state spending, to identify ways to make governnent prograns
nore efficient, and to propose new neasures to raise additional
state revenues. Chair Hawker announced that he wanted to focus
on long-term fiscal planning with an eight-year horizon so as to
| eave the state on a "sound fiscal footing." He then related
that the commttee wll Ilikely address the issues of pension
liability and the cruise ship tax.

7:14:19 AM

CHAIR HAWKER pointed out that the Revenue Sources Book, the
Annual Report of the Division of Operations, and the Annual
Report of the Alaska Tax Division, all prepared by the
Departnent of Revenue, are public docunents that provide good
reference tools for the public and this comrttee. Anot her
hel pful docunent is the Alaska Taxable, prepared by the

Departnent of Comrerce, Community, & Econom c Devel opnent.

JERRY BURNETT, Legislative Liaison/Director, Admnistrative
Services Division, Departnent of Revenue, nentioned that another
hel pful publication was the Al aska Legislative Budget Handbook,
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also referred to as "The Swiss Arny Knife @Quide to Budgets",
prepared by the Al aska Legi sl ative Finance Division.

7:19:38 AM

PATRI CK GALVIN, Acting Comm ssioner, Departnent of Revenue,
updated the commttee on the inplenentation of the production
profits tax (PPT) by noting that the first "true-up" paynents
are due at the end of March. These paynents will provide the
first indication of whether the state will receive the revenues
it expects under the PPT.

ACTI NG COMM SSI ONER GALVIN then referenced a commttee handout
titled State Revenue, Crude GO Production & the PPT, dated
January 24, 2007, and prepared by the Departnment of Revenue. He
directed the conmttee to the section on page 6 of the handout
titled "PPT True-Up Paynent". He noted that the paynents due
through the end of March 2007 will be based on the forner tax
system because the Departnment of Revenue is still working on
regul ations for the PPT. Once the regulations are final, the
oil producers are expected to recalculate their taxes in
relation to what would have been paid under the PPT and nake
paynment for the difference.

7:23: 56 AM

ACTING COW SSIONER GALVIN, in response to a query by Chair
Hawker, agreed that the PPT was retroactive to April 1st and
that from April 1st through the end of Decenber, the industry

has been paying taxes on the previous economc limt factor
(ELF), and thus this catch-up paynent under the PPT will be for
the three calendar quarters ending in Decenber 2006. However,

he clarified that in the "revenue sense" those are not full
quarters because the normal budgetary year starts July 1st;
therefore paynments for July are based on production in June.
Since the PPT was retroactive to April 1st, the state is getting
taxes for the production from April 1st through the end of My,
which would normally not be captured this [2006-2007] fiscal
year. Therefore, this fiscal year's budget gets an "extra two
nmont hs" of production. Acting conmm ssioner Galvin said that the
Departnment of Revenue is estimating that just under $1 billion
in additional tax paynents wll be due under the PPT. He
rem nded the commttee that these are estinates.

7:26: 31 AM
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ACTING COW SSIONER GALVIN informed the conmttee that the
regul ations relevant to the PPT are being developed in two
di fferent packages. One package is noving nore quickly than the
ot her because the nore conplex elenments of the PPT have been
left for a subsequent regulatory package. He explained that the
Department of Revenue held workshops in the fall of 2006 for
industry and other stakehol ders. Draft regulations were
published in early Decenber 2006 and the Departnent of Revenue
received a nunber of comments from industry and |egislators.
Acting conmm ssioner @Glvin, referring to page 6 of the handout,
noted that the issues raised during the comment period included
nmet hods of transferring tax credits, treatnent of |ease
expenditures, allowable overhead rates, fencing |osses, and
cal cul ati on of non-paynent penalties.

7:29: 23 AM

ACTI NG COW SSI ONER GALVI N expl ai ned that since the regulations
will not be final until just before or after first returns are
due, the Departnent of Revenue is relying on comrunication wth
the taxpayers so they can make a good faith effort to neet
initial expectations with their returns. He acknow edged t hat
there will be sonme additional clarifications and adjustnents to
returns once the regulations are finalized. The Departnment of
Revenue will be working with the taxpayers to see that this is
acconplished as snoothly as possible, he renarked. Acti ng
commi ssioner @Glvin, referencing page 7 of the handout, noted
that the Departnment of Law will review the regulations before
submission to the Lieutenant Governor's Ofice for final
approval. He said he expects the first packet of regulations to
be finalized by late March or early April; wth the second
package to be finalized later in the spring.

7:31: 08 AM

CHAI R HAWKER expressed concern about whether the Departnent of
Revenue had adequate tine to conplete the regul ati on devel opnent
process prior to the tinme the first tax returns under PPT are
due.

ACTING COW SSIONER GALVIN indicated that the Departnent of
Revenue has been engaged in conversation wth industry all

along, and thus for "issues that have the greatest sw ng", the
industry has an idea of where the Departnent of Revenue is
goi ng. He opined that the initial returns will be fairly close

to "where we would expect them to end up once the regul ations
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are conpleted, but we do recognize there will likely be sone
adj ustment period after the [regul ations] are finalized."

7:33:49 AM

ACTI NG COW SSI ONER GALVI N, regardi ng whether the Departnent of
Revenue has identified any technical problens in the PPT
| egislation, stated that there are some areas of concern that
the Departnment of Revenue is review ng, although it has not yet
determ ned whether the problens can be resolved by regul ation

Sonme of the Cook Inlet portions of the PPT bill are problematic
in terns of identifying how to inplement them in the
regul ati ons. He noted that the next few nmonths wll clarify
whet her these problenms can be dealt wth by regulation, or
whether they will require sone clarifying technical anendnents.
7:37:52 AM

REPRESENTATI VE ROSES asked whether the producers are allowed to
wi thhold their anticipated paynents, or whether they nust nake
t he paynents, then nake the adjustnents |ater.

ACTING COWM SSIONER GALVIN responded that the taxpayers are
required by the PPT to nake their paynents at the due date. The
Department of Revenue feels the taxpayers have been provided

with “"clarifying information" and have seen the draft
regulations and the coments that have cone in under the
proposed regul ations. Therefore, Acting Conm ssioner Galvin

related that he expects the paynents to be nade in "good faith
based upon [the taxpayers] best ability to conmply wth the

[ PPT]". Wien the regulations are final, the Departnent of
Revenue will "look at any nodifications that need to be nade",
he sai d.

7:39: 46 AM

REPRESENTATI VE GRUENBERG inquired as to whether there was
anything the legislature or this commttee could do to help
expedite the resolution of some of these issues.

ACTI NG COW SSI ONER GALVI N assured Representative G uenberg that
at this point there is a "fairly good process lined up", wth
good conmuni cation with industry. If there is a role for this
commttee, the Departnment of Revenue wl| take advantage of the
chair's offer to "use this commttee in that capacity."”

7:42: 19 AM
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MCHAEL D. WLLIAMS, Ph.D., Chief Econonist, Departnent of
Revenue introduced hinself and directed the commttee to pages
1-2 of the handout and informed the commttee his testinony wll

cover state revenue and crude oil production. He pointed out
that oil revenues currently nake up 88 percent of state
revenues. Future projections show declining crude oil

production and undul ating prices; as a result, "what happens is
that oil revenues go up and down, and non-oil revenues continue
to increase.”

7:46:56 AM

CHAI R HAVWKER asked if the presentation was based on restricted
or unrestricted revenues. He noted that unrestricted revenues
are available for appropriation by the legislature, while
restricted revenues are constitutionally restricted from public
spending and are largely dedicated to the permanent fund.

DR. WLLIAMS explained that his testinmony wll focus on revenue
which the legislature "can actually allocate.” Q| -based
revenues include those from royalties, production, incone, and
property taxes, as well as bonus and rental incone. Non- oi |
revenues include categories such as alcohol and tobacco taxes,
fines, forfeitures, licenses, permts and investnent incone.
Ol revenue dom nates the Al aska revenue picture, with crude oi
prices and production volunes being the "key factors in
estimating oil revenue," he noted.

7:51: 07 AM
DR. WLLIAMS, in response to Representative G uenberg, explained

that the Departnment of Revenue updates its revenue forecast in
t he Revenue Sources Book twi ce a year.

REPRESENTATI VE CGRUENBERG, referencing the fluctuating price of
oil and advances in conputer technology, questioned whether it
woul d be advantageous to provide information online so the
Departnent of Revenue and general public could see the "Il atest

and best" revenue figures. Dr . Wllians replied that
technically anything 1is possible, but he cautioned that
forecasting future prices takes sone tine and effort. The big
picture of oil production, price volatility and production

decline may be nore inportant than nonthly updates.

7:54: 53 AM
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DR. WLLIAVS explained that he is planning on doing sone |ong
range scenarios in the future, which he thinks will be val uable
for the commttee. He did note that non-oil sources of incone
currently repr esent about 12  percent of gener al fund
unrestricted revenue. The Fall 2006 Revenue Sources Book

predicts that non-oil revenues will increase to about 23 percent
of total revenues in about 10 years.

7:59: 29 AM

DR. WLLIAMS, referring to the slide titled "Fall G| Production
Forecasts", enphasized that  historically the Departnent of
Revenue has overesti mated production volunmes. There are severa
reasons for this, including the maturity of the aging Prudhoe
Bay field, and the difficulty of developing the heavy or
"viscous" oil of Alaska's North Sl ope.

8: 02: 55 AM

REPRESENTATI VE  GRUENBERG expressed concern regarding the
deterioration of sonme of the oil production facilities and
wondered if this deterioration has an effect on the Departnent
of Revenue's ability to accurately forecast production.

DUDLEY PLATT, Petroleum Engineer, speaking as an independent

consultant for the Departnment of Revenue, indicated that the
forecasting process attenpts to make adjustnent for the
production decline due to deterioration. However, it is still

difficult to anticipate certain unexpected events such as the
recent occurrences of anchors falling off a tankers, which
caused high inventory levels in Valdez and backed-up production
all the way through the North Sl ope.

8: 05: 43 AM
DR WLLIAMS, in further reference to factors that influence

revenue forecasting, paraphrased from the following witten
testinmony [original punctuation provided].

M scel | aneous Events — there are two categories under
t hi s headi ng.

1. The first is unexpected events — here we have
things like bullet holes in pipelines, earthquakes,

anchors falling off of tankers, foul weather that
causes power outages or delays tankers from | oading
oil.

HOUSE WM COWM TTEE -7- January 24, 2007



2. The second is volunme accounting issues — here

we are dealing wth database nmanagenent issues
attenpting to reconcile volunmes submtted by the
producers.

Taken  together these reasons have caused the
Department to over-estimate volunmes produced on the
Nort h Sl ope.

For FY 2007, the ANS production forecast has been
revised downward to 740,000 barrels per day, which is
a 12% decline from the 845,000 b/d produced in FY
2006. This reflects volune reduction from numerous
unpl anned events, i ncl udi ng pi pel i ne corrosion
probl ens at Prudhoe Bay, Lisburne and M| ne Point.

For the Fall 2006 forecast, the Departnment of Revenue
continues to nmake adjustnments to our production
expectations from the North Sl ope. In the near term
we have incorporated revised reservoir perfornmance
anal ysis on declining fields, reviewed the uncertainty
associated with the pace and scope of devel oping
satellite fields and re-evaluated downtine for al
fields due to current pipeline closures and related
corrosion testing on the North Sl ope. For the | onger
term we have delayed Point Thonson and associated
satellite one year to maintain our assuned ten year
|l ead tine for devel oprent.

As | nentioned earlier, the North Slope is a mature
oi | province that is in decline. Its aging
infrastructure wll likely have additional problens as

we look into the future and the harsh environnent of
the North Slope anplifies the |ikelihood of other
occurrences. In addition, the developnment of fields
containing viscous oil is providing challenges to the
oi | industry. These factors have been incorporated
into our forecast and are the reasons for forecasting
| ower ... vol unes.

North Slope crude oil production is characterized in
three ways, each wth discrete, albeit estimted

confidence |evels: (1) currently producing, (2)
currently wunder developnent and (3) currently under
evaluation. W do this so that you wll have an

understanding about the wuncertainty associated wth
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the production forecast. W continue to forecast
production of only those reserves that have already
been di scovered and at m ninmum are being eval uated for
devel opnent .

8:07:24 AM

DR WLLIAMS, responding to a question about the accuracy of the
projections, explained that fields characterized as "currently
produci ng" are assigned a "confidence level"” of 98 percent for
the current year and of 90-95 percent throughout the remai nder
of the forecast period. Projects characterized as "currently
under devel opnent” include those that are currently funded and
are in the design and construction phase.

REPRESENTATIVE WLSON asked when the projects shown as
“currently under developnent”™ on the slide titled "ANS
Production Forecast by Category", would start producing.

MR. PLATT answered that very little will cone on line in 2007
However in 10 vyears, the production wll increase. He
attributed nuch of the increase to the Wst Sak. He noted that
projects do not always produce the amount of oil expected at the
ti me expect ed.

8:15:10 AM

MR. PLATT, in reference to forecasting, told the conmttee the
oil forecasting charts end at fiscal year 2010, and do not show
the next 40 years. Devel opnent does not al ways happen when the
forecasters think it is going to happen, and this nakes it
difficult to predict future production. MR. Platt stated the
Point Thonson field is a case in point; delay of Point Thonmson
del ayed other satellite fields that could have cone through a
common facility at Point Thonson.

8:20: 06 AM

REPRESENTATI VE ClI SSNA acknowl edged that certain events can
change the forecast dramatically, but she questioned whether
there are ways to increase oversight of certain elenents, such
as ships or pipelines, so as to increase the accuracy of the
forecast.

DR. WLLIAMS opined that some type of oversight could perhaps
have averted some pipeline corrosion issues. O her incidents,
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such as the anchors falling off tw new ships, cannot be
predi ct ed. In further response to Representative G ssha, Dr.
Wllianms noted that there is a cost-benefit analysis to
determ ne whether regulatory action is appropriate, but that
"certainly if there had been some sort of review board in place
that reviewed pipelines--for the last 10 years they would have
made it all up just in what we |ost in revenue | ast year."

8:28: 45 AM

VR. BURNETT noted that the Depart nent of Envi r onnment al
Conservation and Departnent of Law have been | ooking into issues
regardi ng regul ati on of pipelines.

8:29:21 AM

MR WLLIAMS remnded the comnmttee that oil production in
Al aska has gone on longer than predicted 25 years ago due to
techni cal advances in oil production. Mor eover, oil conpanies
continue to work on new techniques to increase production of
heavy oil, for exanple.

8:33:23 AM

MR. PLATT, in response to chair Hawker, noted that the North
Slope is a "huge petroleum basin"; basins contain numnerous
different sized fields. Basins |ike this generally have a
"hyperbolic decline, not an expediential decline". Thi s
concept, as applied to Cook Inlet, wll show a bend in
producti on. Li kewi se, there is "no reason to think Draconian
t houghts" and to think that this same type of decline will not

happen on the North Sl ope.
8:.36: 24 AM

DR. WLLIAMS continued by discussing technically viable projects
that are still being evaluated by the producers. These
projects, although currently unfunded, have a "high chance" of
bei ng devel oped. He noted that the PPT creates a "fiscal
framewor k" that provides incentives for exploration.

8:39: 08 AM
CHAI R HAWKER asked whether he was correct in reading Departnent

of Revenue forecast materials to indicate that "to neet the
nunbers in our forecast, we have to be bringing on within a
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couple of years ... 44 percent nore [production] on line than we
have today."

MR. PLATT confirnmed this perception, but noted there is a |ot of
uncertainty in oil price estinmates. M. Platt said he believes
he overestimted the |inkage between high oil prices of the |ast
three years and the increnental oil production that he expected
t hrough new capital investnent.

MR. WLLIAMS rem nded the comrittee that projects characterized
as "under developnent”™ on the slide titled "ANS Production
Forecast by Category”, are funded, while those |abeled "under
eval uati on" have not been funded.

MR. PLATT clarified that some of the projects in the "under
devel opnment™ category are funded, but sonme have not received
cor porate approval .

ADJ QURNVENT
There being no further business before the commttee, the House

Special Committee on Ways and Means neeting was adjourned at
8:43: 01 AM
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