M NUTES
SENATE FI NANCE COWM TTEE
January 22, 2007
9:01 a.m

CALL TO ORDER

Co-Chair Lyman Hoffman convened the neeting at approximately
9:01: 14 AM

PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice Chair
Senator Kim Elton

Senat or Joe Thonmas

Senat or Fred Dyson

Al so Attending: SENATOR LYDA GREEN, DR. M CHAEL W LLIAVS, Chi ef

Econom st, Departnent of Revenue; GARY BADER, Chief |nvestnent

Oficer, Treasury, Depart nent of Revenue; JERRY BURNETT,

Adm ni strative Servi ces Di rector, Legi sl ative Li ai son,

Departnment of Revenue; BRIAN ANDREWS, Deputy Conm ssioner,

Treasury, Departnent of Revenue; CHERIE N ENHU S, Petroleum
Econom st, Departnent of Revenue; DAVID TEAL, Legislative Fiscal

Anal yst, Legislative Finance Division, Legislative Agencies &
O fices; M NDY ROALAND, Senate Finance Conmittee Secretary

Attending via Teleconference: From an O fnet Location: PATRICK
GALVI N, Conmi ssi oner, Departnment of Revenue

SUMVARY | NFORVATI ON

Revenue Update Presentation
by the Departnent of Revenue

The Committee heard a fiscal overview from the Departnent of
Revenue. No comrittee action was taken.

9:01: 43 AM

Co-Chair Hoffman welcomed Committee nenbers, staff, and the
audience to the first neeting of the Senate Finance Commttee of
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the Twenty-Fifth Alaska State Legislature. The Senate majority
this Session is conprised of a "bipartisan organization” which
was "sonmething new for the State" in recent years.

Co- Chair Hof fman spoke as foll ows.

An effort would be nade to put partisanship aside and try
to work as a bipartisan organization so that we can address
the needs and the issues of the State of Al aska that the
peopl e that have elected us to office to do... | think that
the people of Alaska expect. So this is a new day in
Al askan governnent. W have a great deal of work before us
crafting the operating and the capital budgets. There w |
be many different issues comng before this Commttee and
|'"'m eager, as well as ny Co-Chairman, to work with each and
every one of you to get what's the best for the State of
Al aska.

W are very fortunate this year to have a $1.3 billion
surplus that we anticipate at the end of this current year,
but that doesn’'t nean that we, as a State of Alaska, are in
good shape because we still don't have a long term fisca
pl an. W depend heavily upon oil for our revenues, and, as
everyone is well aware, the price of oil goes up and cones
down. And this last year, we've seen sonething unforeseen
and that's the slowing down and even the closure of the
gasline. So, things are quite volatile and we need to keep
that point in mnd.

9:04: 15 AM
Later on this week I will be conpleting the assignnments for
the operating budget subcommittees. W've directed our
staff to work with each nenber of the Finance Commttee to
coordinate all of our efforts.

9:04: 27 AM

Comm ttee introductions ensued.

9: 05: 08 AM

Senator Elton, representing Senate District B, noted that this
was his ninth year representing the citizens of Juneau in this

SFC- 06 (2) 01/ 22/ 07



capacity. Previous to that he served four years as a State
Representative. Jesse Kiehl would be his Finance Conmttee aide.

9:06: 07 AM

Senator Thomas, a lifelong Al askan, appreciated the opportunity
to represent the Fairbanks area in Senate District D where he
grew up and |ooked forward to serving on this Committee. He
would be assisted by staffers Catherine Reardon and Joe
Har denbr ook.

9:07: 07 AM

Senat or Dyson, Senate District I, stated that El nendorf and Fort
Ri chardson mlitary bases, Eagle River, and a portion of Chugi ak
were included in his district of 35,6000 people. The significant
nunbers of active and retired mlitary personnel in his district
skewed its denographics to the high side. His constituents are
mature and thoughtful. It has been a privilege to represent them
in the legislature for ten years and for six years prior to that
on the local assenbly. H's efforts on the Finance Conmttee
woul d be supported by staff person Lucky Schultz.

9:08: 22 AM

Senat or Huggi ns, Senat e District H, characteri zed hi s
constituents in the Chugiak and Tal keetna area as "abl e-bodi ed"
and "diverse". His district is "demanding" in part due to "the
huge growth spurt” the area has experienced and its subsequent
i mpact on infrastructure and schools. O her issues of inportance
to the district are the proposed Knik Arm Bridge crossing and
the railroad network. An issue of statewide inportance is the
proposed Al aska gas pipeline. Deborah Gundmann is serving as
hi s Finance Conm ttee aide.

9:09:40 AM

Co-Chair Hoffman noted that Conmttee nenber, Senator Donny
d son, who was absent today, represented Senate District T which
includes the North Slope Borough and the Northwest Arctic
Borough. Senator O son is a doctor, a pilot, and held a |aw
degree. Co-Chair Hoffman indicated Denise Liccioli, Finance
Commttee aide, and G nny Austerman, Legislative aide, would
assi st Senator d son.
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Co-Chair Hoffman, Senate District S, is a Ilifelong Al aska,
representing the Yukon-Kuskokwim delta, the Alaska Peninsula,
the Aleutians, and the Pribilof Islands. He introduced his
Finance Commttee staffers Tim G ussendorf and Tom Maher.

9:10: 53 AM

Co-Chair Stedman, Senate District A noted that his district
enconpassed the southern portion of Southeast Al aska including
Ket chi kan, Sitka, Petersburg, Wangell and numerous snaller
communities. The dynamcs of Southeast Alaska differed from
other areas of the State in that the area' s econony was
"stagnant"; and while the econony of Southeast Al aska appeared
to be flat, it would, in reality, reflect a decline were the
City and Borough of Juneau renoved fromthe equation.

Co- Chair Stedman shared that District A was continuing to absorb
the economc aftermath of the closure of two pulp mlls. A
decline in school enrollnment has been experienced, skilled
workers are mgrating north to find enploynent, and surface
transportation issues abound. Wile the proposed gas pipeline
project could provide energy to other regions of the State,
hydro power woul d continue to be furthered in Sout heast Al aska.

Co- Chair Stedman recognized M| es Baker and Steve Porter as his
Fi nance Comm ttee staff.

Co- Chair Stedman assuned chair of the neeting.
9:15:31 AM

M NDY ROWAND, Senate Finance Conmittee Secretary, introduced
Assi stant Secretaries Robin Paul and Rose Fol ey.

Co-Chair Stednan advised Commttee nenbers to direct questions
about bill files and the flow of Commttee material to the
Fi nance Conmittee Secretarial staff.

Co-Chair Stedman next addressed Conmttee protocol. The intent

of the Chairnen "is to run a fairly formal commttee". The
i ssues addressed by the Commttee are of such "a serious matter
that | prefer that all of the seated Senators have the ability

to hear and listen to all of the information presented". Elected
officials and other presenters should speak clearly into the
m crophones so that the mnutes could be recorded accurately and
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so listeners could hear the testinony. Acronyns should be
avoi ded and "straight forward English" should be used.

Co-Chair Stednman, anticipating that a nmultitude of docunentation
woul d be addressed during Conmittee proceedi ngs, advised agai nst
shuffling paper and other materials as the recording m crophones
were quite sensitive and the noise would be anplified. This
could negatively affect the ability of listeners to hear the
testi nony.

Co-Chair Stedman also asked that ~cell-phones and other
el ectronic devices be turned off during the neetings as they
di srupt the process.

9:19: 00 AM

Co-Chair Stedman urged Menbers to be pronpt to neetings as they
woul d begin on tine and conclude prior to schedul ed Senate fl oor
sessions. Daily neetings would be expected as the Session
pr ogr essed.

Co-Chair Stedman conmunicated his desire that, in consideration
of time, presenters' testinony be provided uninterrupted. The
desire was to provide anple tinme for questions, response, and
foll owup. Menbers should direct their questions through the
Chair.

Co- Chai r Stedman also specified that topics generating
substantial discussion would be set aside in order to allow
Menbers to further address the issue with the concerned entity.
The issue would then be brought back before the Commttee. The
sanme approach would be taken when an unanticipated issue arose,
in the effort to keep the Conmmittee process noving.

Co-Chair Stednman al so asked Menbers to alert a departnment of any
particular issue of concern prior to the hearing. This would
pronote better dialogue by allowing the departnments to nore
adequately respond to an issue.

Co-Chair Stedman stated that while the goal was to conduct a
formal hearing process, the tone should be rel axed.

9:22: 57 AM
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Co-Chair Stedman noted that, as a mtter of routine, Menbers
woul d receive a packet pertinent to each topic on the daily
agenda. For instance, today's packet includes copies of the
mat eri al that woul d be addressed by the Departnment of Revenue.

Co-Chair Stedman pointed out that, in an effort to inprove the
public's ability to observe Commttee proceedings, a new
projector screen had been installed in the Conmttee room for
easier view ng of power point presentations and the |ike.

"Revenue Update, Departnent of Revenue

9:24:14 AM

Revenue Updat e
Depart nent of Revenue

9:24: 42 AM

PATRI CK GALVIN, Comm ssioner, Departnent of Revenue, testified
via teleconference from an offnet |ocation and apol ogi zed that
concurrent gas pipeline neetings prohibited him from attending
in person. Departnent of Revenue staff in attendance would
provi de the bul k of the presentation.

9: 25: 28 AM

Conmi ssioner Glvin specified that the Departnment is the primary
agency involved in collecting State revenue. The Tax Division is
responsible for the mjority of that revenue, including the
revenue generated by corporate incone taxes and the Petrol eum
Profits Tax (PPT) tax on oil and gas production.

The Departnent also nonitors taxes the State levies on fuel,
fish, cigarettes and other comoditi es.

Comm ssioner Galvin stated that, in addition to nonitoring taxes
levied on fuel, fish, cigarette, and other conmodities, the
Department al so houses the Child Support Services Division which
is responsible for <collecting child support paynents, the
Permanent Fund Dividend (PFD) Division which collects PFD
applications and distributes the funds, and the Treasury
Division, which serves in a variety of nobney mnagenent
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functions except for those associated with the Al aska Permanent
Fund. Gary Bader would be discussing sone of the funds managed
by the Treasury Division later in this hearing.

Conmi ssioner Galvin also noted that the Treasury Division is
responsible for managing the State's debt in respect to the
Muni ci pal Bond Bank and "other public financing portions of the
State". The Division enploys a Cash Manager "who is tasked with
maki ng sure the State has cash in hand to make our paynents and
to manage" the State's cash to achieve the best possible return
and a Conptroller who is charged with ensuring that the State
"is properly reporting and controlling the different aspects of
the Treasury and the Departnent”.

Comm ssioner Galvin stated that the Departnent's managenent team
consists of Brian Andrews, Deputy Comm ssioner for Treasury;
Jerry Burnett, Director, Admnistrative Services D vision and
Legi slative Liaison; Marcia Davis, Deputy Conm ssioner for Tax
and Gasline | ssues; and John | ver son, Di rector, Tax
Di vi si on/ Anchor age.

9:32: 34 AM

In consideration of tinme, Co-Chair Stedman asked Menbers to hol d
questions until the end of each presentation.

Page 1A

State of Al aska Departnent of Revenue
Crude O Prices, State Revenue & the PPT
January 22, 2007

DR MCHAEL D. WLLIAMS, Chief Econom st, Departnent of Revenue,
utilized a handout titled "Crude Ol Prices, State Revenue & the
PPT" handout [copy on file] and testified as foll ows.

Good norning |adies and gentlenmen, ny nane is Mchael D
Wllians and | am the Chief Economst for the Al aska
Department of Revenue. Thank you for the introduction
Comm ssioner Galvin. | wuld like to discuss tw topics
with you — crude oil prices and the Departnent of Revenue
forecast. After | have reviewed these topics | wll be
happy to attenpt to answer your questions.

9:33: 28 AM
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Page 1B

Agenda

e Crude QI Prices
e State Revenue
e Petroleum Profits Tax

Page 2A

Crude Q1| Prices

e Fall 2006 RSB Forecast
e Actual Prices

* Volatility

e Drivers
 Concl usi ons

M. WIIians:

Let’s begin with crude oil prices. Under this heading there
are several topics | would like to cover and they include the
followi ng: The Department’s official crude oil price forecast
for FY 2007 as contained in the Revenue Sources Book or RSB
[ page 97]; the actual prices for FY 2007 for the nonths for
which we have data; the volatility of crude oil as reflected
in daily prices; the topics or drivers that are causing
volatility; and, finally, I will close with some concl usi ons.

9:33:52 AM
Page 2B

ANS Crude G| Prices
FY 2007 Forecast, Dollars per Barrel

[Chart conparing the forecasted prices to the actual price
experienced per barrel of oil for the nonths of June 2006
t hrough January 2007. The Departnent's forecast for
February is $55 per barrel and $50 per barrel for March
t hrough May 2007.]
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Dr. WIIlians:

Let’s begin with the Departnent’s official price forecast
for Alaska North Slope crude oil or ANS. The chart presents
prices in dollars per barrel and the vertical axis goes
from $40 to $75. The horizontal axis contains nonthly
average prices beginning in June 2006 and running through
May 2007. The reason the data begins in June is because oil
prices and production in June are the basis for royalty and
production tax paynents in July - the first nonth of
Al aska’s fiscal year. The green bars represent our forecast
prices and the dark blue line represents actual prices.
Wen we prepared the forecast we had actual prices for
June, July and August — that is the reason they match. Qur
crude oil price forecast for FY 2007 is $59.15 per barrel -
which is the average of the 12 nonths you see in the chart.
You will note we correctly predicted prices declining;
however, we m ssed the exact trajectory.

9:34: 53 AM
Page 3A

Daily Crude G| Prices

ANS, Dollars per Barrel, June 1, 2006 through January 18,
2007

[Line chart depicting an upward trend in daily crude oil
prices in June, July, and August 2006, and a downward trend
from August 2006 through January 2007.]

Dr. WIIlians:

Moving on to volatility, this chart contains the daily
price of ANS beginning with June 1, 2006 and running
t hrough January 18, 2007. You wll note there are sone
dramati c changes. Prices increase alnost 13% between June
13 and July 14, and then decline nore than 29% or $22 per
barrel between July 14 and October 30. Thereafter, prices
i ncrease 12% by Decenber 15 before declining another 20% by
January 18. Wat is causing these dramatic sw ngs? WII
t hey conti nue?

9:35: 37 AM
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Page 3B

Drivers
e Demand
 Supply
 Prices

e Ceopolitical Events
* Financial Sector

Dr. WIIlians:

To hel p you understand the causes of these price changes, |

am going to discuss sone key topics or drivers as | cal

them One nust keep in mnd that the price of an item — any
item — is determned by the relative supply and demand for
the itemin the market place. Crude oil is a conmmodity that
is traded on electronic exchanges worldw de. So what are
the drivers? W wll begin with the demand for refined
petrol eum products — things |like gasoline, jet fuel, diesel
and heating oil. Demand is one of the pillars that
determnes price. In general, greater demand for a good

provi des support for higher prices.

In the United States, according to the American Petrol eum
Institute, “... petroleum deliveries, a neasure of demand,
fell by roughly 1% to 20.6 mllion barrels per day [nbd],
dowmn from 20.8 nbd in 2005, which was below the 2004
level”. The International Energy Agency estimated that
world oil demand in the industrial countries — countries
like the US, Japan and Germany — declined by 0.6% in 2006.
However, global demand increased due to the increases in
Asia and the Mddle East. According to a Citigroup analyst
“W’ve entered that era on a worldw de basis where denand
is growwng nore slowy." The recent declines cone at a tine
where there has been warm weather, so the demand for
heati ng fuel has been reduced by weat her.

Next, we |look at another pillar that hel ps determ ne price
— the supply side. In general, greater supplies of a good,
relative to demand, have a depressing effect on price. Here
we see events that have offsetting effects. The
Organi zati on of Petroleum Exporting Countries or OPEC has
attenpted to stem the price decline by reducing their
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production. They consciously reduced output in Decenber,
Cct ober and Septenber. They have publicly stated that they
m ght convene a speci al meeting to discuss further
production cuts. You should also note that Angola becane a
menber of OPEC on January 1, 2007

Crude oil production in non-OPEC nations has been
increasing as has the inventories of «crude oil. Wth
slowing demand, the increase in non-OPEC production has
offset the declines by OPEC. The result has been an
increase in inventories. According to the International
Energy Agency (IEA), crude oil stocks for the industrial
countries reached their highest level in 20 years in My
2006 and continued to increase for four of the next six
nont hs.

Taken together we see a picture of decreasing demand,
increasing supplies and increasing inventories. Wat 1is
causi ng demand to sl ow and non- OPEC supplies to increase? A
maj or factor is high crude oil prices. H gh crude oil

prices translate to higher prices for refined petroleum
products. These high prices have an inpact on consunption

It has taken tinme for the inpact to be seen, but the recent
consunption statistics reflect the price effect. On the
supply side, the high prices have led to large oil conpany
profits, which have in turn led to a drilling and
expl oration bonanza world w de. Conpanies are exploring and
devel opi ng resources around the worl d.

Ceopolitical events also contribute to price volatility.
When Venezuela and Bolivia talk nationalization, there is
an inpact on the crude nmarkets with a perception of reduced
supply and higher prices. The fighting in Irag, Russian
policy changes with regard to energy devel opnent and ot her

events all influence crude oil prices.

Anot her sector | want to discuss is the financial sector.
Wen | speak of the financial sector | am talking about
several different groups who participate in buying and
selling crude oil derivatives. Producers and consuners:
these folks wuse oil in their business, think of oi

conpani es, petrochemcal plants, refineries and airlines.
They use hedging techniques to control their costs and
revenue. Pure Financial Players: these folks do not use oil
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in their business. Think of four categories of players:
one: fi nanci al i nstitutions; t wo: commodity  trading
advi sors; t hree: the 530 hedge funds; and four:
institutional investors. The institutional investors are
the nost recent entrants and they view commobdities as an
asset class. Investor products such as comodity indices
provi de an opportunity to diversify.

The various pure financial players have different goals and
different inpacts on the crude oil narket. Mst |likely the
financial sector does not determne the trend, but they
anplify the trend - and they may be part of the reason
prices rose so quickly, and recently declined sharply. | am
not an expert in all the financial derivatives, but | am
aware of the fact that the amobunt of noney in the financial
sector dwarf’'s that of the oil markets. So if the financi al
sector chooses to nove into or out of crude oil, it can
have dramatic inpacts on prices.

9:44: 05 AM

Concl usi ons

e Forecast Price Decline
e Prices Remain Volatile

= Financial Sector Anplifies Trends
e Possible Price Support:

= Cold Weat her & OPEC

Dr. WIIlians:

Please bear with nme as | attenpt to tie nmuch of this
together to help you understand the functioning of the
market. A key ingredient in all of this is what people
think the future holds — their perceptions. If a refinery
operator believes demand is strong and supplies are not
forthcomng. Here you should think of 2004 global oi

demand growth of 3.4 percent followed by supply disruptions
caused by Hurricane Katrina in 2005, that operator is
likely to purchase additional supplies. Renmenber, after
2004 there is Iimted world wi de spare crude oil production
capacity. Now, nmultiply this by all the refinery operators,
airlines, petrochenmi cal plants and one sees strong denand
for crude oil, with the different market segnents bidding
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up the price. Now throw in the financial sect or.
I nstitutional investors see an opportunity; they too
believe demand is increasing with limted supplies, and
t hey purchase derivatives, further bidding up the price.
This is basically what happened in 2004 and 2005.

The year 2006 opened with people believing one: there was
no price effect that would danpen oil demand and two: there
woul d be a nasty hurricane season in 2006 that would reduce
oil supplies. Wth continued unrest in Iraq and problens in
the Russian oil sector, this led to the steady increase of
prices that peaked in July. Thereafter it becanme clear that

the price effect was working as demand for oil was
declining, and there were no supply disruptions due to
hurri canes. In addition, warm weather reduced w nter

heating oil demand. The IEA lowered its demand estimate in
Septenber, COctober, Novenber and January. It was unchanged
i n Decenber.

On a very different but related topic, the demand for corn
has risen as the demand for ethanol has increased and corn
prices are at 10 year highs. Wiile crude oil prices are

declining, financial investors still want to earn a profit
in coommodities, so they nay nove noney to conmodities other
than oil, such as corn. The recent freeze in California has
damaged the citrus crop, so orange juice prices are likely
to increase. Perceptions: it nmay be easier to nmake nore
noney in orange juice and corn than oil. Thus, we could see
addi ti onal noney  exit oi | and enter t hese ot her
commodities. This could anplify the dowward trend in oil
prices.

In summary, when people’ s perceptions change, they change
their behavior. The advent of conputers and the internet
speed information worldwi de and a change in perception can
very rapidly translate to a change in action and prices
It is people’ s perception of future prices that causes them
to take action; they get their information from tel evision
or the internet and make their decisions, whether hedging
jet fuel purchases for an airline, purchasing commodities
for an institutional investor, or betting on price declines
at a hedge fund.
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Wth regard to prices, we did forecast the price decline.
Further, | believe prices will remain volatile. Again, | do
not think the financial sector causes the trends; | believe
they anplify the trends. In the short term there is
possi ble price support from the recent cold weather that
could stinulate the demand for heating oil. Also, if OPEC
does decide to further reduce output, it can inpact the
mar kets. The two key ingredients: the supply-demand bal ance
and peopl e’s perceptions of the markets.

: 124 AM

9: 44

Page 4B

Revenue Projections

e Fall 2006 RSB

e Ol Revenues Dom nate
e Variance Analysis

Dr. WIIlians:

Next, | want to turn to our fall forecast revenue
projections. These can be found in the Revenue Sources
Book. I wi | | review our projections, hi ghlight the
i nportance of oil revenues to Alaska, and describe sone

basic analysis to give you an idea of where we are today.

Dr. WIlliams noted that a copy of the Departnment's Fall Revenue
Forecast Book [copy on file] was included in Menbers' packets.

9:44: 41 AM

Page 5A

O | Dependency
Fy2007 General Fund Unrestricted Revenue, MIIlions

Royal t y- Net PF 1,503.9 30. 6%
Pr oducti on Tax 2,067.2 40. 1%
| ncome Tax 657. 2 13. 4%
Property 51.7 1.1%
Bonus, Rent, etc 51. 4 1.0%

TOTAL O L 4.331.5 88. 2%
Non-Q | 580. 8 11. 8%
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TOI BUDGET 4,912.3 100. 0%

Dr. WIIlians:

Qur official forecast of General Fund Unrestricted Revenue
for FY 2007 is $4.9 billion. O the total, $4.3 billion or
88% cones fromoil. | wuld like to review the categories.
The first is Royalty revenue — this does not include the
25% that goes to the Permanent Fund or PF. You see we
project about $1.5 billion and this is based on price,
volunme and the royalty rate, about 12.5 percent. Next is
the production tax which is the new Petroleum Profits Tax
or PPT that Comm ssioner Galvin will discuss shortly. CQur
estimate is that it will generate about $2 billion. The key
aspects here are production volunes, price, costs and
credits. Next on the list is Incone Tax which we project at
about $657 mnillion. The drivers for income tax include
prices, production and sone factors our accountants refer
to as apportionnment factors. It is pretty conplicated and |
will not get into the details now W project about $52
mllion from property taxes and this is based on assessed
value. Monies from bonus, rents, etc. are projected at
about $51 million and the recent |ease sale in the Beaufort
Sea in Cctober is the main reason for this high nunber. CQur

projection for non-oil revenue is about $580 mllion. This
i ncludes many other categories such as al cohol and tobacco
t axes, fines and forfeitures, licenses and permts,

i nvest nent i ncome and ot her.
9:46: 28 AM
Page 5B

Vari ance in Key Factors
For FY 2007, Year-to-Date Changes From Fall Forecast

[Chart depicting an increase of approximtely four percent
in the price of Alaska North Slope (ANS) oil and a decrease
of approximately two percent in production vol une. ]

Dr. WIIlians:

As you can tell, oil revenue dom nates the Al aska revenue
picture and crude oil prices and crude oil production
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volunes are the key factors in estimating oil revenue. To
see our status on these two factors, | conpare our forecast
wi th actual prices and volunes for the fiscal year-to-date.

In this chart the vertical axis is percent change. Qur ANS
crude oil price forecast for FY 2007 that is published in
the RSB is $59.15 per barrel. ANS crude oil prices through
January 18 average $61.81 which is $2.66 or 4.3 percent
above the forecast. Regarding ANS crude oil production, our
vol une forecast for FY 2007 in the RSB is 739,618 barrels
per day [b/d]. Through January 17 ANS crude oil production
averaged 722,845 b/d which is 16,773 b/d or 2.3 percent

bel ow our forecast. Since oil production in Alaska is
hi gher during the cooler nonths, | expect our production
volunme estimate will get closer to the forecast as tine
goes on.

9:47:35 AM

Dr. WIlliams concluded speaking to the portion of t he

presentation pertaining to crude oil prices and State revenues.
9:47: 44 AM
Page 6A

Petrol eum Profits Tax
e "True-Up" Paynent
* Reqgul ations Status

Comm ssioner Galvin stated that his remarks woul d concentrate on
updating the Conmttee on the status of the PPT regul ations and
the revenue the "true-up" paynment would provide the State in a
f ew nont hs

9:48: 24 AM
Page 6B

PPT True-Up Paynent
e Due End of March
e Estimate = $0.95 billion
= April, My
= June - Decenber

$0.29 billion
$0.66 billion
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Comm ssioner Galvin addressed the PPT's "true-up" paynent
provision. Wiile the PPT tax went into effect on April 1, 2006

the first PPT paynent would not be due until April 1, 2007. The
determ nation was that this tinmeframe would provide conpanies
time to wunderstand how the State would inplenment the PPT
provisions, allow them to update internal systens, and estimate
their paynents wunder the PPT. Until then, conpanies would
continue their nonthly tax paynents based upon the forner
severance tax structure referred to as the Economic Limt Factor
(ELF). On April 1, 2007, conpanies would be required to true-up
the difference between the tax paid under ELF and that required
under the provisions of the PPT.

Comm ssioner Galvin clarified, however, that the PPT regul ations
woul d not be in place until after April 1, 2007. Thus, conpanies
woul d be basing their true-up paynent on "conmunications that's
been going on in the developnent of the regulations to clarify
some of the areas under the law that needed clarification and
they can kind of get a sense of where we're going with it.
They're going to do the best they can to see where the State
expects them to go on the interpretation of aspects of it, and

then they' Il proceed with their returns and their paynments. But,
there'll subsequent |y be addi ti onal clarifications and
addi tional adjustnments that will be necessary as our regul ations
are finalized and the conmpanies will have to respond to that".
9:50: 27 AM

Conmi ssioner Glvin anticipated that on April 1, 2007, the State
woul d receive approximtely 0.95 billion dollars of additiona
revenue based on conpanies' estinates of the PPT paynents in
excess of the ELF paynents nade to date.

9:51: 23 AM
Page 7A

PPT Regul ati ons Status

* Publicly Noticed Wrkshops Cct - Nov
» Draft Regulations Created
e Public Coments & Hearing: Dec. 13 - Jan. 17

* |ssues Raised:
o Transfer of Exploration Credits
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Clarification of Lease Expenditures
Overhead Rates (Too high - Too | ow)
Ri ng Fenci ng Losses

| nf ormati on Reporting Requirenents

I ncl usi on of Penalty Provisions

O O O0OO0Oo

Page 7B

PPT Regul ati ons Status

Esti mated Revision Tine: Md February
Fi nal Revi ew

o DOR Director & Conm ssioner

o Departnent of Law

o Lieutenant Governor's Ofice

* Expected Inplenmentation - April

e Second Regul ation Project - Spring '07
(To include: darifying allowable |ease expenditures and
use of operating agreenents)

Comm ssioner Galvin reiterated that the PPT regulation process
would not be conpleted before April 1, 2007. The first
regul ations being addressed pertained to how conpanies would
submt tax returns and other [unspecified] |arge PPT issues.

Comm ssioner Glvin stated that a second group of regulations
woul d address specific details about allowable expenditures and
how certain costs and operating agreenents would be treated
under the new tax system

9:52:15 AM

Comm ssioner Glvin advised that the first set of regulations
under consideration were being "developed with extensive work
within the Departnment” as well as with the industry and other
interested parties.

9:52:42 AM

Conmi ssioner Galvin noted that the effort to date included
di scussi on-based workshops. Draft regulations were issued in
Decenber and public hearings were held in Decenber and January.
A comment period deadline recently concl uded.

9:53: 15 AM
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Comm ssioner @Glvin noted that the Departnment would further
evaluate the issues raised by the industry and Legislators, as
depi cted on page 7A

Comm ssioner @lvin announced that the regulations would be
reviewed by the Departnent of Law before being transmtted to
t he Li eutenant Governor's office.

9:55:15 AM

Comm ssioner Galvin anticipated the first set of regulations to
be conpleted no earlier than |late March. However, this was not
considered "a realistic tinmeframe" as it wuld not allow
sufficient time for themto be accommodated in industry returns.
Efforts should be made to get "the regulations right the first
time".

Commi ssioner @Glvin noted that work on the second set of
regulations is also being conducted. Those should be finalized
by this spring.

9:56: 30 AM

Co-Chair Stedman remnded the Conmttee of the extensive
anal yses that was conducted during the PPT deliberations when
the tax was shifted from gross value to net value. He suggested
that the Commttee revisit the issue to ensure the anal yses was
correct; specifically as he recalled that the fiscal note at the
time was estimated to be approximately $400 mllion, not the
currently stated $290 million.

9:57:19 AM

Co-Chair Stednman requested information be provided which would
allow for a conparison between the fiscal note and the "reality"
of the collections for the nonths of April and May.

9:57: 38 AM

Comm ssioner Galvin indicated the information would be provided
as soon as it was avail abl e.

9:57:51 AM
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Co-Chair Stedman also asked that the nunbers reflect the
aggregate inpact of credits and deductions as he was interested
in determning whether the 20 percent credit had the intended
effect of encouraging investnent. This consideration should be
continual l'y nonitored.

Co-Chair Stednman suggested that the Committee further exam ne
the Constitutional Budget Reserve (CBR) projections, the "net-
back issue" relating to the Trans Al aska Pipeline System ( TAPS),
and changes in tariffs and forward projections reflected in the
Revenue Sources Book.

9:59: 26 AM

Co-Chair Stedman specified that the Conmittee would request
additional detail on the analysis of the price and production
nodel i ng.

10: 00: 04 AM

Co-Chair Stedman was also interested in the spread of the West
Texas Internmediate (W) oil price in conparison to the Al aska
North Slope (ANS) price, taking into account market conditions
that m ght affect those price differences.

10: 00: 34 AM

Co-Chair Stedman further noted that gas prices should be
addressed, specifically the oil-to-gas price ratio, as he
understood that ratio to be in flux.

10: 01: 34 AM

Co-Chair Stedman allowed that sonme of the detail requested may
be delivered to the Senate Resources Committee, rather than the
Senat e Fi nance Committ ee.

10: 01: 49 AM

Senator Elton referred to the "Crude Ol Prices, State Revenue &
the PPT" chart depicted on page 5B and surmsed that oil
revenues were dependent on both ANS price and production vol une.
He asked Dr. WlIllians if an analysis had been conducted to
determine the nonetary loss the State experienced due to the
tenporary cessation of production on the North Slope at a tinme
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of extrenely high oil prices, and if there was a way to recover
t he | ost funds.

10: 03: 03 AM

Dr. WIllians replied that an analysis had been conducted in
Cctober or Novenber to determine the <change in revenues
resulting from the shut-down; however, no updates have been
conducted since then. He <considered the production volune
"deferred" rather than lost, as the oil was still in the ground
for later extraction.

10: 03: 53 AM

Senator Elton deduced from the revenue price projections that
the price received for the deferred production would be |ess
than it would have been at the tine of the pipeline shut-down.

10: 04: 17 AM

Dr. WIllians responded that he could not predict the price as
the tinme of the production was an unknown el enment.

10: 04: 36 AM

Comm ssioner Galvin stated that the Departnment was currently
examning the |osses associated with the shut-down of the
pi peline; however, providing an estimate of |osses at this tine
would be "premature". The Departrment of Law is investigating
avenues for recovering Jlost revenues. He added that the
geol ogi cal and engi neering inpacts of the shut-down have yet to
be addressed.

10: 05: 43 AM

Co-Chair Stedman considered Senator Elton's question to pertain
to the PPT tax collection. That issue would be further addressed
at a later tine.

10: 06: 15 AM

Co-Chair Hoffrman pointed out that the Senate Finance Conmttee
had been unaware that pipeline tariff increases were being
consi der ed, but now understood the increases wuld be
approximately $1.50 per barrel. He asked whether further
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increases in the pipeline tariff are anticipated as a result of
decl i ni ng producti on.

10: 07: 09 AM

Comm ssioner @Glvin was also concerned about the proposed
increases. The tariff settlenent agreenment entered into by the
State in the past is being reopened for discussion with the
pi peline owners. He was "hopeful" that the deliberations would
result in a nore favorable tariff than in years past. However,
it was premature to specul ate on the rates.

10: 08: 11 AM

Co-Chair Stedman comented that the oil and gas tariff issue
would be revisited with regards to the inpact on both the
i ndustry and the State.

10: 08: 21 AM

Senator Thomas asked if the tax year and the fiscal year were
t he sane.

10: 08: 39 AM

Dr. Wllians affirned, noting the time period was July 1 to June
30, but specified that June prices are used to project July
revenues.

10: 08: 58 AM

Senator Thomas asked whether the costs associated with the
corrosion renoval and repair of the pipeline would be tax
deducti bl e.

10: 09: 34 AM

Comm ssioner Galvin replied that the conpanies were proceeding
with the wunderstanding that those costs would be deductible;
however, there had been no definite resolution of the issue yet.

10: 10: 16 AM
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Co-Chair Stedman clarified that the corrosion issue would be
addressed later, as the Admnistration had the information and
woul d present it to the Commttee.

10: 10: 43 AM

Senator Huggins referred to the price projection of $55 on page
2B, and asked when Dr. WIllians anticipated prices to increase
as a result of increased demand.

10:11: 24 AM

Dr. WIlliams did not expect a recession and assuned that the
strong gl obal econony would produce nore denmand. He did not know
exactly how high the price of oil would clinb, but aligned
himself with the Departnent's forecast.

10:12: 25 AM

Senator Huggins, referencing Dr. WIlians' comrent regarding the
California citrus crop, understood that the crop was valued in
the "single digit" billions of dollars.

10:12:49 AM

Dr. WIllians explained that the citrus crop exanple was offered
as an illustration of a multi-conmodity nmarket. Investors choose
to invest their funds in profitable markets. Orange juice funds
were provided as an exanple of market changes and forces that
m ght cause investors to nodify their portfolios.

10:14: 01 AM

In response to a question from Senator Huggins, Dr. WIIlians
identified $59.15 as the State revenue forecast's "break-even"
price.

10:14: 22 AM

Senator Dyson asked if that figure accounted for the incone
generated by the PPT tax.

10: 14: 37 AM

Dr. WIllians affirned.
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10:14: 47 AM

Comm ssioner Galvin clarified that the Departnent utilized the
$59.15 figure to estimate revenue for the fiscal year. A surplus
woul d be experienced at this price.

10: 15: 31 AM

Co-Chair Stednman specified that that information was depicted on
page 3 of the Revenue Sources Book.

10: 15: 55 AM

Senat or Huggins stressed the inportance of knowi ng the "break-
even" price. He recalled that the previous year's figure had
been slightly nmore than $47. He assuned that the anount was
hi gher in the current fiscal year.

10: 16: 21 AM

Co-Chair Stedman informed that the Commttee would utilize the
FY 07 break-even price volume wuntil a FY 08 figure was
det er m ned.

10:17: 40 AM

GARY BADER, Chief Investnent Oficer, Treasury, Departnent of
Revenue, wutilized a handout titled "Department of Revenue,
Treasury, Investnent Function"” dated January 22. 2006 [copy on
file], to overview the treasury investnent function within the
Depart ment of Revenue.

10: 18: 07 AM

Page 2
| nvest nment s
e Treasury oversees $24.9 billion.
o0 Retirenent (ARMB) funds (~$15 billion).
o Defined contribution funds (~$2.5 billion).
0o OQther state funds (~$7.4 billion).

» Treasury manages the cash needs of the State and ARVB.
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* Treasury manages the ARMB donestic fixed incone assets
(~$2.7 billion).

e Treasury manages the ARMB real estate investment trust
assets (~$125 million).

* Treasury also manages three fixed income investnent
options for the Alaska Student Loan Corporation (~$95
mllion).

o Two internedi ate bond portfolios.
o One nmanaged against the Lehman Aggregate | ndex,
| ess BBB securities.

M. Bader overviewed the information, defining ARMB as the
Al aska Retirenment Managenent Board.

10: 20: 07 AM

Page 3
Internal ly Managed Portfolio Returns
[ Table listing the foll ow ng:

Fund: AY70
Fund Nane: Short-Term Fi xed Incone - 91 day T-bil
Mar ket Val ue: $2,582,831,472. 06
1 Year: 4.95
(4.50)
2 Year: 3.91
(3.56)
3 Year: 3.04
(2.73)
5 Year: 2.57
(2.30)

Fund: AY72
Fund Name: Internediate Term Fi xed I ncone ML 1-5 YR Gov
Mar ket Val ue: $3, 194, 628, 112. 17
1 Year: 4.09
(3.70)
2 Year: 2.82
(2.29)
3 Year: 2.53
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(2.00)
5 Year: 3.43
(3.18)

Fund: AY73
Fund Nanme: Broad Mt Fixed I nconme LB Aggregate
Mar ket Val ue: $1,077, 207, 815. 11
1 Year: 4.13
(3.67)
2 Year: 3.70
(3.23)
3 Year: 3.89
(3.38)
5 Year: 5.08
(4.81)

Fund: AY77
Fund Nane: ARM Board Fi xed | ncone LB Aggregate
Mar ket Val ue: $2,682, 706, 242. 20
1 Year: 4.28
(3.67)
2 Year: 3.84
(3.23)
3 Year: 3.93
(3.38)
5 Year: 5.08
(4.81)

Fund: AYT1
Fund Nanme: Origination Fee LB Aggregate A+
Mar ket Val ue: $20, 906, 018. 33
1 Year: 3.91
(3.70)
2 Year: 3.51
(3.25)

Fund: AYT2
Fund Nane: Surplus M. 1-5 Yr Gov
Mar ket Val ue: $75, 153, 975. 56
1 Year: 3.70
(3.70)
2 Year: 2.44
(2.29)

Fund: AYT3
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Fund Name: Borrower Benefits M. 1-5 Yr CGov
Mar ket Val ue: $2, 716, 898. 60
1 Year: 3.80
(3.70)
2 Year: 2.52
(2.29)

Source: State Street]

M. Bader told that the first nunbers listed for each year of a
Fund represent the fund' s actual returns. The second set of
nunbers, which are in parentheses, represent the benchmark for
each fund. The conparison of the two indicates the success of
the investnents. M. Bader noted that all of the funds |isted
"out perforned” the bench marks. According to Callan Associates
International (CAl), the AY77 ARMB fund ranked in the top 14
percent of public pension funds for the year ending Septenber
30. This was a "vast inprovenent" over the FY 01 ranking which
was in the top 65 percent.

10: 22: 44 AM

Page 4

Non- Retirenent | nvestnment Returns - Annuali zed
As of Septenber 30, 2006

[ Table listing the funds nmanaged by the division, their
mar ket value, and rates of return for 1 year, 3 years and 5
years. The follow ng funds are highlighted:

Fund Name: General |nvestnent Fund
Mar ket Val ue: $3, 044, 124,592

1 Year: 4.48%

3 Years: 2.85%

5 Years: 3.09%

Fund Nane: Constitutional Budget Reserve
Mar ket Val ue: $1, 898, 870, 859

1 Year: 4.51%

3 Years: 2.98%

5 Years: 3.80%

Fund Nanme: Permanent Fund Div H dg
Mar ket Val ue: $702, 604, 132
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1 Year: 4.94%
3 Years: 2.97%

Fund Name: CBRF Subaccount
Mar ket Val ue: $512, 371,173
1 Year: 9.26%

3 Years: 10.46%

5 Years: 8.02%

M. Bader noted that the Al aska Permanent Fund transfers noney
to the Division of Treasury after determning the earnings
avai l able for distribution. Those funds are invested until they
are distributed through the Permanent Fund Dividend in Cctober.

10: 23: 47 AM

M. Bader noted that the Constitutional Budget Reserve Fund
(CBRF) Subaccount was developed for long-term investnments of
five years or nore. The larger rate of return to this account is
due to the investnent horizon and the ability to invest nore
aggressi vel y.

10: 24: 41 AM

Page 5
Reti renment Fund Returns

10: 24: 47 AM

Page 6

Sept enber 30, 2006
One Year Cunul ative Attribution Effects

[ Table listing the foll ow ng:

Asset Class: Donestic Equity
Ef fective Weight: 38%

Avg Trgt Weight: 36%

Actual Return: 9.71%

Target Return: 10.74%
Manager Effect: (0.39%
Asset Allocation: (0.00%
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Asset Cl ass: Donestic Fixed-Ilncome
Ef fective Weight: 21%

Avg Trgt Weight: 23%

Actual Return: 4.31%

Target Return: 3.67%

Manager Effect: 0.14%

Asset Allocation: 0.19%

Asset Class: High Yield
Ef fective Weight: 2%
Avg Trgt Weight: 2%
Actual Return: 7.02%
Target Return: 7.90%
Manager Effect: (0.02%
Asset Allocation: 0.01%

Asset Cl ass: Real Estate
Ef fective Weight: 10%
Avg Trgt Weight: 9%
Actual Return: 18.31%
Target Return: 18.46%
Manager Effect: (0.01%
Asset Allocation: 0.05%

Asset Class: International Equity
Ef fective Weight: 17%

Avg Trgt Weight: 15%

Actual Return: 20.75%

Target Return: 19.32%

Manager Effect: 0.26%

Asset Allocation: 0.24%

Asset Class: Int'l Fixed-Incone
Ef fective Weight: 3%

Avg Trgt Weight: 2%

Actual Return: 1.62%

Target Return: 2.02%

Manager Effect: (0.02%

Asset Allocation: (0.12%

Asset Class: Private Equity
Ef fective Weight: 5%

Avg Trgt Weight: 6%

Actual Return: 18.44%
Target Return: 13.36%
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Manager Effect: 0.26%
Asset Allocation: (0.02%

Asset Cl ass: Absolute Return
Ef fective Weight: 3%

Avg Trgt Weight: 3%

Actual Return: 7.65%

Target Return: 8.91%
Manager Effect: (0.03%

Asset Allocation: 0.03%

Asset C ass: O her

Ef fective Weight: 1%
Avg Trgt Weight: 3%
Actual Return: 12.30%
Target Return: 6.75%
Manager Effect: 0.04%
Asset Allocation: 0.13%

Tot al : 11.46% = 10.71% + 0.22% + 0.51%

A notation reads as follows: Current Quarter Target = 30.0%
S&P 500, 20.0% L/ B Agg, 14.0% MSCI EAFE |ndex, 9.0% NCREIF
Total I1ndex, 6.0% Russell 2000, 2.0% M. H Yld Cash Pay
I ndex, 2.0% Citi Non-US Gvt Bd Idx 2.0% MSCI Enmer WMarkets
and 1.0% NAREI T Equity I ndex.]

M. Bader summarized the table and noted that the fund earned
11.46 percent for the year ending Septenber 30, 2006 as the
result of a positive nmanager and positive asset allocation
effect.

10: 26: 28 AM

Page 7

Sept enber 30, 2006
CAl Public Sponsor Database

[ Bar graph depicting return percentages of Last Year, Last
2 Years, Last 3 Years, Last 5 Years and Last 7 Years of the
Cl A Public Fund Sponsor Database and the Total Fund. ]

M. Bader comented that the Division's fund was in the top
eight percent of public pension funds during the "Last Year"
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i nvestnment period. He noted "significant inprovenment” over the
past seven years, when the fund was in the 67th percentile.

10: 27: 34 AM

Page 8

Pensi on Funds
Cumul ative Returns Actual vs Target.

[Line graph depicting the Cunul ative Returns for the Total
Fund, the Total Fund Target, and the Actuarial Expected
Return for the years of 1991 to 2006. ]

M. Bader informed that the Total Fund relates to the Public
Enpl oyee's Retirenment System (PERS) and the Teachers' Retirenent
System (TRS). Wiile the two retirenent funds are managed the
same, they have slightly different rates of returns due to
differing contributions. For the past 15 years, the funds have
had an average return of 9.01 percent, outperformng the
actuarial assunption.

10: 29: 00 AM

Co-Chair Stedman anticipated the Commttee would spend a
substantial anount of time examning the State's retirenent
syst ens.

Co-Chair Stednman warned Commttee nenbers to discern whether
numerical references were referring to gross or net anounts. He
would ask the Treasury to provide additional clarifying
i nformation about their rates of return.

Co-Chair Stedman alleged that different liability charts "don't
match up," as he had identified a discrepancy of $8 to $10
billion.

10: 30: 37 AM

Senator Elton, referencing the investnent overview on page 2 of
the Treasury handout, asked which category included the State's
Suppl ement al Benefits System (SBS) funds.

10: 31: 05 AM
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M. Bader replied that SBS was included in the "Defined

contribution"” category. It currently anmounts to approximtely
two billion dollars.
10: 31: 20 AM

Senator Elton inquired as to who sets the benchnarks.

10: 31: 32 AM

M. Bader responded that the benchmarks are set by the
Comm ssi oner of the Departnent of Revenue each year before July
first and are typically based on other comopnly accepted
financi al benchmarks.

10: 32: 21 AM

Co-Chair Stedman interjected to note that the Conmttee would
further address the retirenent systemis admnistration and
function. The retirement board is nmanaged sonewhat differently
than other fields under the Division of Treasury.

10: 33: 03 AM

Senator Elton continued, asking if the benchmarks on page 3 of
t he handout were "industry standard" for simlar portfolios.

10: 33: 27 AM

M. Bader affirmed, noting that the State of Alaska is slightly
different than a noney market fund in that the State all ows one
addi tional nmonth for investnent than a noney market fund.

10: 34: 10 AM

Co-Chair Stedman commented that the Permanent Fund Board, the
ARMB, and the Treasury Division would discuss the establishnent
and function of benchmarks in nore detail at a | ater date.

10: 34: 32 AM

Senat or Huggi ns asked the function of the public school trust
fund.

10: 34: 46 AM
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M. Bader infornmed that the account was established many years
ago and is used as a revenue source for the foundation funding
formula for public schools.

10: 35: 09 AM

Co-Chair Stedman added that the fund is "fed" every year.
Addi tional information, including a "tax book", was available to
Menbers for review in conjunction with the Revenue Source Book.

10: 35: 40 AM

Senator Thomas assuned diversification and revenue anticipation
woul d be reviewed in a subsequent Comittee neeting.

10: 36: 07 AM

Co-Chair Stedman affirned.

10: 36: 39 AM

Co-Chair Hoffrman noted that the Power Cost Equalization (PCE)
endowent fund was listed at $180 nmillion and asked when the
appropriation mde to the fund the previous year would be
reflected in the fund bal ance.

10: 37: 07 AM

M. Bader was unsure, but would research the question.

10: 37: 29 AM

Co- Chair Stedman asked that M. Bader provide an estimate on the
"payout rate" of the trust and explain the managenent of those
assets.

#

ADJ OURNIVENT

Co-Chair Bert Stedman adjourned the neeting at 10:39: 01 AM

SFC- 06 (33) 01/ 22/ 07



