HOUSE FI NANCE COW TTEE
January 22, 2009
1:32 p. m

CALL TO ORDER

Co- Chair Hawker called the House Finance Commttee neeting
to order at 1:32:40 PM

VEMBERS PRESENT

Representative M ke Hawker, Co-Chair
Representative Bill Stoltze, Co-Chair
Representative Bill Thomas Jr., Vice-Chair
Representative Allan Austerman
Representative Harry Crawf ord
Representati ve Anna Faircl ough
Representative Richard Foster
Representative Les Gara
Represent ati ve Reggi e Joul e
Representative M ke Kelly
Representati ve Wodi e Sal non

VEMBERS ABSENT

None

ALSO PRESENT

Pat Galvin, Conm ssioner, Departnment of Revenue; Cherie
Ni enhuis, Acting Chief Econom st, Departnment of Revenue;
Jerry Burnett, Di rector, Division of Adm ni strative
Services, Departnent of Revenue; Dan Stickel, Econom st,
Al aska Departnment of Revenue; Donna Keppers, Audit Master
Department of Revenue; Senator Stednman; Senator Menard;
Representati ve Gut t enber g; Representati ve Seat on;
Represent ati ve Kawasaki; Representative Buch

PRESENT VI A TELECONFERENCE

Dudl ey Platt, Consultant, Departnent of Revenue
SUMVARY
A"REVENUE FORECAST - THE DEPARTMENT OF REVENUE

1: 32: 45 PM
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Co- Chair Hawker acknow edged legislators and staff present
in the room He explained the role of the finance conmttee
as an appropriation body spending state funds in a budget
bill wth guidelines and information provided by the
revenue departnment. He added that the present budget wll
for the fiscal year beginning July 2009 through June 2010.

1: 35: 43 PM

Co- Chair Hawker noted the greatest conponent in determning
much of Al aska’s revenue is the projection of the price of
oil, within the two variables of production volune and
mar ket price. He requested Conm ssioner Glvin present the
bi g- pi cture conponents of Al aska’ s revenue.

PAT GALVIN, COW SSI ONER, DEPARTMENT OF REVENUE, i ntroduced
his team including in the audience DAN STI CKEL, ECONOM ST,
ALASKA DEPARTMENT OF REVENUE and DONNA KEPPERS, AUDI T
MASTER, DEPARTMENT OF REVENUE

1: 38: 21 PM

Comm ssioner Galvin characterized revenue projection as a
critical t ool in building the state budget. The
Conmi ssioner declared his intention to start with the fall
forecast showing the layers of information and the buil ding
bl ocks contributing to the forecast. He commented that the
budget forecast is a process where the revenue team wat ched
the markets, <collected information from experts, then
incorporated the data into the revenue forecast to assist
the state in the budget maki ng process.

1: 39: 54 PM

Co- Chair Hawker acknowl edged the loss of Brian Andrews,
former Deputy Conm ssioner of the Departnment of Revenue and
his outstanding contribution to the departnment and to the
state of Al aska.

1: 41: 30 PM

Co-Chair Stoltze also recognized the great contributions
and friendshi ps of M. Andrews.

CHERIE N ENHUI'S, ACTING CH EF ECONOM ST, DEPARTMENT OF
REVENUE, provided a PowerPoint presentation, Overview of
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the Fall 2008 Revenue Forecast (copy on file). She defined
budget maki ng and revenue forecasts as processes
incorporating the variables of production, price, and
costs/investnents (p. 2). She explained that the forecast
variables interplay wth each other starting at the top
wi th supply and demand.

1:44:10 PM

Ms. N enhuis continued that supply and demand is closely
related to price which in turn affects production and

costs/investnents (p. 3). She noted that costs/investnents
can not be separated from price since the price drives the
level of investnent that the oil industry is wlling to

make in producing nore oil.

1:45:19 PM

Ms. N enhuis began with the production variable noting that
production was consistent from the spring forecast. She
referred to the “nmountain” slide indicating that naxinmm
production was reached in the md to late 80s (p. 5). The
graph refers to the annual North Sl ope production and the
contribution of various other fields broken into “history”
and “forecasts”. She showed the steep decline from the high
of 2 mllion barrels a day to the low of 700,000 barrels.
Ms. N enhuis reviewed the forecasted Arctic North Slope
(ANS) production for FY 09 to FY 2030. The graph showed oi
fromcurrently producing projects and those scheduled to go
online in the future. She pointed out that the graph
indicated a flatter, |ess steep, decline (p. 6).

Co-Chair Hawker interjected that the commttee planned to
ask questions during the presentation. He clarified that
t he nunbers calculated as the state’'s forecast revenues are
based on both the current producing projects, as well as,
future revenue projections on new or existing fields. M.
Ni enhuis agreed that the official production forecast was
br oken into sever al categories i ncl udi ng currently
produci ng, under evaluation and under devel opnent fields.
Ms. Nienhuis cautioned that the production profile could
change if wvariables, such as price, remained |ow but the
figures represented the present best scenari o. She
indicated that this information cones from interaction
within the oil industry.

1: 48: 49 PM
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Co- Chair Hawker questioned the process in actualizing these
revenues and what standards were applied.

1:49:17 PM

Ms. N enhuis referred to the Revenue Sources Book, Fall
2008, (p. 53), showing the Currently Producing, Under
Devel opnent, and Under Eval uation categories.

1: 49: 50 PM

DUDLEY PLATT, CONSULTANT, DEPARTMENT OF REVENUE, testified
via tel econference, and indicated that he took a “bottons-
up” approach to each field. He first requested field
information from all the North Slope operators, analyzed
the information and then fornmed his “best guess.” Co-Chair
Hawker asked if M. Pratt could provide nore detail on how
he arrived at his *“best guess” scenario. M. Platt
expl ained that the “best guess” could be wong noting he
had m ssed the fall forecast by about 2000 barrels a day
but he rem nded the committee that in such forecasts, this
guess was considered very close. Co-Chair Hawker asked for
further explanation on the standards used in naking the cut
for outlying years. M. Platt indicated that 100 percent of
the barrels shown in the graph fall into the operator’s
business plan but the timng is wuncertain. He gave Pt.
Thonpson as an exanple of a potential high performng field
that will eventually proceed but the exact date is unknown.
He explained this wuncertainty often results in wong
forecasts. M. Platt revealed that his standards are the
same used by the oil industry, but he also applies a
sophi sticated software programin the analysis of long term
f orecasts.

1:52: 32 PM

Co- Chair Hawker asked for an explanation how the production
points were arrived at for Pt. Thonpson. M. Platt
expl ai ned that because of the incredible uncertainty and
sensitivity in recovering the 200 to 400 mllion barrels of
liquid hydrocarbons from Pt. Thonpson coupled wth the
determnation if it is a gas cycling or major gas sale
project, resulted in a lot of uncertainty. He di scl osed
that he gives the project ten years to devel op.

1: 53: 46 PM
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Representative Gara noted that nost of the present oil is
high tech with high royalties on state |land but expressed
concerned about some of the future projects that were |ow
revenue, offshore or without a royalty or production tax
associated with them

1:54: 27 PM

M. Platt identified the Liberty field scheduled to cone
online in 2011 as 100 percent federal oil wth shared
royalties at 27.5 percent, making it an effective royalty
of 4 percent. He nentioned the Endicott field net profit

sharing will provide the state with sone revenue and the
Nat i onal Petrol eum Reserve-Al aska (NPR-A) fields, west of
the Alpine field, will receive a production tax, but due to

the fact it is not state land, the royalties will be |ess.

1:55: 35 PM

Comm ssioner Glvin interjected that the revenue projection
is based upon the amount of revenue expected from each of
these different types of fields. The revenue reflects that
there will be limted revenue from fields such as Liberty
but the graph also shows the production profile throughout
the North Sl ope.

Representative Gara queried if the revenue projection is
for next year. Conmi ssioner Galvin replied it is a ten year
forecast. Representative Gara asked if there was an easy
way to look at the non-producing fields that are not
Prudhoe Bay. Conmm ssioner @Glvin remarked that each field
would be different with a different royalty rate and cost
profile.

1:57:40 PM

Representative Gara questioned if the royalty rate applied
to federal |and but not offshore. Conmm ssioner Galvin noted
that the production tax applies to the three mle offshore
l[imt. He continued that anything from three to six mles
is “shared” federal royalties but no royalties are paid out
for anything beyond the six nmle boundary. The Conm ssioner
cited the plan to talk with Congress about receiving a
simlar deal that the Gulf of Mexico enjoys where there is
nore  robust f eder al revenue sharing wth offshore
producti on.
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1: 58: 37 PM

Ms. N enhuis added that these new projects wll require
some capital expense increases, an immediate hit to the
production tax revenue, but this wll be positive since it

i ndi cates further production.

1: 59: 35 PM

Ms. Nienhuis pointed out that there was mnimal change in
the near term for production fromthe spring forecast.

Ms. Nienhuis noved to the price variable indicating it is a
very lengthy process taking in account efforts from nany
different divisions within the Departnent of Revenue (DOR),
the Ofice of Managenent and Budget (OVB) and the Permanent
Fund Corporation (PFC), The Forecasting Tineline-Part 1,
(p. 8). She reported that the “Del phi” session, held on Cct
7, 2008, provided the best oil price forecast estimate.

Co- Chair Hawker questioned the origin of the word Del phi.

Ms. N enhuis indicated the term was devel oped by the Rand
Corporation in the 60s and 70s. She clarified that the
revenue department uses a nodified Delphi, a bit different
from the nodel used by the Rand Corporation. She continued
that after the “Del phi” session, the departnent conpiles
and reviews the current year’s revenues, then a production
forecast is finalized by M. Platt after consultation wth
the oil industry. This year’s price forecast was finalized
on Novenber 6, 2008.

2:02: 40 PM

Representative Fairclough asked for clarification on how
the reserve calculation was used for Pt. Thonpson in the
formula for production. M. Dudley indicated that the Pt.
Thonpson estimate evolved over twenty five years starting
wi th Exxon but changed fromlinking it with najor gas sales
contai ning one production profile to a gas cycling project
wth a conpletely different projection profile and
recovery. He indicated that the proposal subnmtted in 2008
by Exxon is not the scenario used but one nore indicative
of not cycling the gas. M. Dudley signified he based his
estimate  of 275 mllion barrels of reserve after
di scussions with Alaska O and Gas Conservation Conmm ssion
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(AOGCC) and the Departnment of Revenue. He reveal ed that

confidenti al information has been garnered from the
i ndustry over the past 10 to 20 years. M. Dudley remarked
that based on all his information that there were 275

mllion barrels, starting in FY 2019, wth production
starting at 65,000 barrels, declining by 7 to 8.5 percent
per year.

2:05: 03 PM

Representative Fairclough questioned if his calculation of
barrels was based on a balance sheet line. M. Platt
indicated that it was not. Representative Fairclough

reported that when she attended an Exxon presentation on
the Pt. Thonpson field it was indicated that the oil could
not be recovered under the pressure and wondered if this
information had been given to Alaska QI and Gas
Conservati on Conmm ssion (AOGCC) to nake the determ nation.

2: 05:48 PM

Comm ssioner Galvin remarked that he did not have that
particular information but the issue in regard to whether
it wuld be a gas blowdown or a gas cycling project is
part of the current controversy. He was not aware of AOGCC
having a pending decision. Co-Chair Hawker indicated that
AGOCC will be with the commttee in a future neeting and
this question could be directed toward them Conm ssioner
Galvin asserted that M. Platt makes his own assessnents
based on confidential data on the nature of the field and
the type of production profiles that he would see comng
out of that type of field. He contended that questions
regarding the Ilikely production scenario would be best
di rected el sewhere.

2:07: 15 PM

Ms. Nienhuis continued with her presentation. She noted
that after finalizing the oil price forecast the revenue
department finalizes the costs forecasts (p.38). She
di scl osed that cost information is received from the North
Sl ope operators which is incorporated into the forecast,
then the departnment |ooks into the |onger term production
forecast to determine if nore production is brought online
how that will inpact the cost structure. She reported that
on Novenber 11, 2008 the unrestricted revenue forecast was
finalized incorporating the three previous variables and
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the prior fiscal years actual revenues. This nodel is then
given to the Treasury departnent and the OVB for their
input. M. Nenhuis indicated that the Permanent Fund
Corporation (PFC) makes their best estimtes based on what
the DOR believes will be the royalties. She reported that
on Novenber 14, 2008 the Department of Revenue gave their
summary to OFfice of Managenment and Budget.

2: 09: 53 PM

Ms. N enhuis continued that on Novenber 18, 2008 the DOR
prepared the narrative and the tables for the Revenue
Sources Book (p. 9), with the final forecast on Decenber 9,
2008. She added that on Decenber 15, 2008 the Governor’s
of fice rel eased their budget.

2:10: 33 PM

Co-Chair Hawker referred to the tinmelines as benchmark
events and questioned iif the DOR ever returned to
reeval uate decisions when world situations change. He
provided an exanple that the price forecast was finalized
on Novenber 6, 2008 and between that date and the forecast
rel ease date, the world experienced a calamtous change.
Co- Chair Hawker wondered if there was a process for going
back and revisiting a benchmark after such an event or was
it on a commtted track.

2:11:35 PM

Comm ssioner Galvin remarked that it becones a question of
cost benefit. He reiterated that the process is a sequence
of events with information obtained feeding into one part
of the process that wll then affect the next part of the
deci sion nmaking process rather than sonething set in stone.
The Commi ssioner enphasized that there are firm dates when
a revenue projection nust be made and when the Governor
must roll out the budget. He agreed that this year changes
in the financial world did affect the process but there was
a point when the process could not |ook back but had to
nmove on in order to conplete the process. Co-Chair Hawker
understood the practical dilema of a statutory deadline in
t he process.

2:13: 52 PM
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Comm ssioner @Glvin indicated the DOR sought a balance in
the public rollout noting that rolling out nultiple
revenues and nunbers woul d confuse the public regarding the
process.

2:15: 04 PM

Ms. Nienhuis interjected that this was the nobst conpressed
tinmeline she had wor ked W th duri ng her tenure.
Comm ssioner Galvin added that the Novenber 6, 2008 date
was not the original date but a point-of-no-return date to
agree on a price.

2:16: 14 PM

Ms. Nienhuis elaborated on the Del phi session (p.10). She
indicated that in this nodified Delphi technique, fifty
groups were invited to participate with eventually twenty
nine participants providing twenty eight forecasts. During
the Del phi topics included the fundanentals of supply and

demand, geopolitics, fi nanci al mar ket s, and anal yst
expectations. M. N enhuis remarked that on Cct 7, 2008,
the price of oil averaged $92.85, still a high range. M.

Ni enhuis showed on the graph price forecasts available at
Del phi from the Energy Information Association (ElA),
Merrill Lynch, New York Mercantile Exchange (NYMEX)
ol dman Sachs, and the Bl oonberg Anal ysts Average. (p. 11).

2:19:55 PM

Co-Chair Hawker stated that there are thirty three
participants in the Bloonberg report and wondered if it was
possible to get this information directly. M. N enhuis
indicated the information was provided by a subscription
service that is available at the Departnment of Treasury.

2:20:45 PM

JERRY BURNETT, DEPUTY COWM SSI ONER, DEPARTNMVENT OF REVENUE
indicated it could be nade available to the commttee.

2:21: 12 PM

Ms. N enhuis reiterated that in the five nonths between
July and Decenber there was an 80 percent drop in oi
prices (p. 12). She showed that historically the two nost
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volatile years in oil prices proved to be 1991 and 2008(p
13).

2:23:14 PM

Co- Chair Hawker agreed with the difficulty in preparing oil
price forecasts during this volatile time but he was
surprised to read in the introductory Iletter to the
Governor that “This price forecast assunes that the
financial crisis experienced in the US is relatively
short-lived, and the econony returns to a nore stable state
within one or two years.” (Revenue Source Book, Fall 2008).
Co-Chair Hawker did not believe this reflects the real
vol atile nature of this unprecedented deviation |evel and
wondered if this was a consci ous deci sion.

2:25: 24 PM

Comm ssi oner Galvin acknow edged that there is an
unprecedented volatility existing but he believed the
guoted section provided an insight to the public on what
can be fulfilled and what can not. He explained that when
this letter was being prepared there was an acknow edgnent
that the world financial situation was changing but a |ag
time in information still exi st ed. The  Comm ssi oner
el aborated that it was necessary to gage where the world
and U.S. economies were going and how that would play into
price projections over the next two years. He expressed the
necessity of nmking assunptions about the state of the
econony, the length of the difficult tinmes, and a tinme when
demand mght increase. The departnent brought in a |ow
forecast “if” scenario wth the recognition that the
econony may continue to struggle. He reported that when the
cover letter was witten the price of oil was $90 to $100
per barrel so the letter was trying to describe why the
depart nment was estimating at $74  per barrel . The
Conmi ssioner stressed that this was not an intention to
downplay the volatility of price but to link the price to
t he nati onal econony.

2:29:26 PM

Co-Chair Hawker referred to the chart on page 12 show ng
the dramatic 2008 downturn and believed that when the
report was released on the 15'" it should have been
enphasi zed that there could be a stronger volatility nore
prom nently included in the report.
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2:30: 30 PM

Comm ssioner Galvin defended his forecast noting that every
time a revenue forecast is published there is a fal se sense
of precision. It is an exercise in describing an incredible
range of possibilities and a pinpoint on where it may be.
He remarked that in the future the cover letter would
include a nore precise description of the fal se precision.

2:31: 19 PM

Co- Chair Hawker believed it was a disservice to the public
not acknow edgi ng t he volatility nor e precisely.
Comm ssioner Galvin noted that it has been wong every year
but usually in a higher anount.

2:32:14 PM

Representative Crawford acknow edged the oil price changes
over the years. He referred to the chart on page 12 and
indicated if the figures went back to 1973 it would reflect
tremendous hi kes and drops in price followed by about a 10
year recovery. He suggested that a longer tineline chart
coul d hel p everyone nmake better predictions.

2:34:14 PM

Comm ssioner Glvin agreed that the historic nature is a
factor in looking at the world today to draw concl usions.
He also indicated that the supply and demand functions are
different today than during simlar price spikes in the
early 70s, making it difficult to replicate data from an
earlier tinme period. The Conm ssioner remarked that there
are experts who predict that oil prices may stay at the $30
a barrel for years but others who think that oil may rise
again soon to $100 a barrel. He added that new projections
for the current year will be provided within a week and an
update for next year will be forthcomng in February wth
t he Governor’s anmended budget.

2:36:49 PM

Conmi ssioner Galvin nmentioned that the DOR nust decide on
an oil price nunber and nmake it the official one.
Representative Crawford agreed the oil price process was

difficult but believed if the available information had
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been viewed over a longer tinme franme there would be a
visible historical pattern shown. He noted on the chart
that it should have been nore obvious that the high price
of oil could not be sustained.

2:39: 16 PM

Ms. Nienhuis maintained that today’'s oil prices are viewed
differently from the 70s. She contended that oil markets
today are nore global, with the exanple of Asia and China
starting to utilize nore petroleum products. She stressed
that although the role of the US. is still large, it has
been di m ni shed. Ms. Ni enhuis enphasized that “easy” oil is
increasingly getting scarcer and that the world was | ooking
to nore unconventional supplies wth increased costs.
Representative Crawford agreed that worldw de production
was accel erating and influences are different today but he
reasoned that if the prices go up, at sone point, they nust
come down. Conmmi ssioner Galvin rem nded the conmttee that
the chart reflected the actual not the projected price and
that was trying to keep within historic expectations.

2:43:50 PM

Representative Sal non questioned if the DOR was predicting
that oil prices would drop off gradually or drop down
drastically. Comm ssioner Galvin answered that the price of
oil changes with the tinmes. He pointed out that the price
is deternmined for the year, not daily. The spring forecast
was for $80 a barrel, even though the actual price at the
time was $120 barrel. The Conmissioner signified that each
price is set for a six nonth period, whether it goes up or
down.

Representative Gara offered that projections in oil prices
have often been wong. He believed the report was not
focused on what the price of oil would be but a budget that
woul d range from June 2009 until July 2010.

2:46: 38 PM

Representative Gara wondered what the relevance of a
projected oil price would be on budget decisions that are
nont hs away.

Co- Chair Hawker noted that a budget has to be noved out of
the House Finance Committee by the first week in March
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therefore the process is to receive the best possible
information in order to work with the admnistration to
make decisions providing an open, transparent and truthfu
di scussion of the state's fiscal circunstances.

Representative Gara asked the Conm ssioner, regarding the
presented budget, how close the forecast is to what is
being spent in the budget from the admnistration's
per specti ve. Comm ssi oner Gl vin asserted t hat t he
departnment would not provide an inappropriately optimstic
or pessimstic projection but reiterated that the only
rel evance of the revenue projection is to provide a tool
for the budget naking process. The Comm ssioner stressed
that when providing the fall nunber then conbining it with
the spring projection, both pieces of information would be
used to nake decisions on spending |levels. He enphasized
that the goal of the departnent is to work wth the
committee to provide an updated revenue nunmber to work on
spendi ng. He remarked that a new nunber would be provided
in a week for the budget effective in July.

2:51:14 PM

Co-Chair Hawker remarked that the DOR explains how the
nmoney is collected but OVB determ nes how that information
is utilized for the budget.

2:52: 00 PM

Ms. Nienhuis continued with the presentation noving to the
price forecasts that were avail able as of Novenber 6, 2008,
when the final forecast was decided (p. 14). She described
how the forecast came to be with a blending of various
inputs (p. 15). She noved to how the DOR fornmed their price
forecast (p. 16). M. N enhuis remarked that all forecasts
were wei ghed equally to arrive at the FY 2009 average price
of $77.66.

2:54:15 PM

Co-Chair Hawker reiterated that the price anmount canme from
the Del phi process and it predated the econom c change in
the world. Comm ssi oner Gl vin enphasized that t he
departnment went through the normal process but then
adjusted their figures as the world rapidly changed.

2:55: 20 PM
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Ms. Nienhuis continued the presentation recapping the price
forecasts for the fall showi ng the Bl oonberg Anal yst Survey
for January through March of 2009 (p. 18). She pointed out
that the dates at the bottom showed the dates when the
forecasts were made. Ms. N enhuis illustrated another view
of the same period on the follow ng graph show ng outside
conpany’s forecasts in October and early Novenmber (p. 19).

2:57:24 PM

Ms. Nienhuis noved to the last revenue forecast variable
costs. She explained that cost forecasting is a recent
process therefore cost data information is limted. M.
Ni enhuis renmarked that twice a year the departnment asks
operators on the North Slope to give their best estimte
regardi ng cost structure. This information coupled with the
trends as far as costs of production conbine to make the
DOR best estimates (p. 22). She indicated that capital
expenditures are treated differently in that they are given
a credit that signifies the interest in production on the
North Slope. Ms. N enhuis continued with Lease Expenditures
per Barrel (p. 23). She explained that the Capita
Expenditures (CAPEX) per barrel is for projects on the
horizon as well as current producing projects. She noved to
the next graph showing the historical and projected North
Sl ope investnent of reported, not audited, expenditures (p.
24) .

3:01:59 PM

Ms. Nienhuis continued with FY 2009 Total Revenue chart
whi ch included both restricted and unrestricted revenue (p.
25). The total projection is for $13.5 mllion, split
evenly between restricted and unrestricted revenue. Co-
Chair Hawker asked for an explanation for the public on
restricted and unrestricted revenues which were presented
in the next slide (p. 26). M. N enhuis pointed out that
the DOR classifies restricted revenue as the use of revenue
restricted by the constitution, state or federal |aw, trust
or debt restrictions, or customary practice. Unrestricted
revenue is available for general appropriation discussed in
the revenue forecast. Ms. Nienhuis continued to Sources of

Unrestricted Revenue which included oil (property tax,
corporate i ncone t ax, producti on t ax, royal ties),
investment earnings and other non-oil revenue (taxes,
charges for services, fine and forfeitures, |icenses, and
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permts, rents and royalties) (p. 27). She noted that until
recently 25 percent of royalties were deposited in the
permanent fund and .5 percent in the school fund but that
changed with the repeal of HB11 and now sonme of the
royalties are being paid at a higher amunt to the
per manent fund.

3:04:14 PM

Comm ssioner @Glvin elaborated that this refers to an
automati c nechanical repeal based on when the bill was
passed. There was a provision in the bill that stated that

once the affect in the reduction in the investnment of the
permanent fund affected the calculation of the dividend
having a $20 inpact on the anount of the dividend, the bill
woul d automatically be repealed and the anobunt returned to
the original distribution, where those |eases issued after
1980 would be at 50 percent. These include the nore recent
| oner producing | eases, not the |arger ones.

3:05:25 PM

Co- Chair Hawker reiterated that 25 percent to the permanent
fund is in the constitution but the legislature noved it up
to 50 percent for new | eases when there was a |ot of nobney
on the table. It reverted to the constitutional fornula but
the legislature provided that if it ever affects the
di vidend by $20, no matter what the financial circunstances
of the state, the extra noney would be put back into the
permanent fund. Co-Chair Hawker requested the benchmark
nunber for how much this would affect the noney taken from
the legislature’s ability to appropriate this year. M.
Burnett remarked that over the years it has averaged a
little over $100 million a year but with the current oil
prices it may be different. Co-Chair Hawker remarked that a
reasonabl e benchmark would be $100 million off the table
into unrestricted revenue.

3:07:31 PM

Ms. Nienhuis continued with the next graph indicating the
FY 2009 Revenue Overview (Ceneral Fund Unrestricted
Revenue) (p. 28) followed by the FY 2009 Non-GO| Revenue
Detail (p. 29). M. Nenhuis then presented the FY 2009
Revenue Forecast Conparison with the spring 2008 and fal
2008 forecasts (p. 30).

House Fi nance Conmmittee 15 01/22/09 1:32 P. M



Comm ssioner Galvin directed attention to the oil price at
$77 a barrel which reflected both the sumer prices (2008)
at over $120 per barrel and the short term January to
March (2009), prices in the Iow $60s. Because the sumrer
prices were no high, it averaged the price for the FY 09
year back up to $77 per barrel. The Conm ssioner indicated
that the next projection will be much |ower than the fal
forecasts because the DOR will be averaging in the [|ower
prices of nore recent nonths.

3:12: 57 PM

Conmmi ssioner @Glvin recounted that all forecasters have
reduced expectations in the projection of oil prices.

Ms. Nienhuis interjected that the production taxes are not
that different from the spring forecast, even though the
price cane down. She el aborated that the anomaly of having
a production tax wth a progressive conponent shows a
different set of revenues as the price changes, magnifying
the revenue when prices are high. The progressive surcharge
built into the production tax magnifies the revenue in high
priced nonths which make it inpossible to take an average
for the year and arrive at the sane anount that you would
if looking at each nonth separately and adding them
toget her. Co-Chair Hawker agreed this is an inportant point
in understanding this year’s budget and forecast.

Ms. Nienhuis explained that in the current fiscal year the
departnment works in nonths, followed by quarters, then
years. Co-Chair Hawker gave an exanple that 1in the
beginning of a fiscal year the price spiked to a huge
nunber, then lowered in other nonths, but at the end of the
year it averaged $74 per barrel. He remarked that this
nunber is different than if it had averaged $74 every
mont h. Ms. N enhui s agreed.

3:15:15 PM

Comm ssioner Galvin repeated that the departnent was not
expecting the price to at this figure for all four quarters
so the nodel shows a price for each quarter. Co-Chair
Hawker added that this is no |longer a single variable.

Ms. N enhuis concluded that this year experienced a record

| evel of oil price volatility but when the price forecast
was made it was wthin the ballpark of other outside

House Fi nance Conmmittee 16 01/22/09 1:32 P. M



forecasts (p. 31). She added that there were m ninmm
production |evel changes from the previous forecast but
that lower prices now wll inpact future costs and
i nvest ment s.

Ms. Nienhuis presented the Hi storical Production and Price
Changes as of fall 2008 (p. 32). She noted that changes
were made in revenue forecasting from “cash basis” to
“accrual” accounting. She noted that when deposited cash
reflects the amount of existing revenue, as opposed to
accrual accounting that is not recorded until it is earned.
She noted that cash accounting resulted in $1.2 billion,
thought it be for FY 09, being attributed to FY 08. The
decision was made to change the accounting to the accrua
nethod so that it wuld be in alignnent wth state
financial docunents.

3:19:28 PM

Co- Chair Hawker asked if there was any disclosure on the
change. Ms. N enhuis remarked that disclosure was nade
after being asked to do so.

M. Burnett referred to the error on page 84 of the draft
of the Revenue Sources Book that showed a loan to the
general fund that did not occur. The original reason it was
showmm was in FY 08 the legislature appropriated $2.6
billion to the Constitutional Budget Reserve (CBR) but the
Conmi ssi oner decided to nove that, plus $1.5 billion from
the CBR to the subaccount of the CBR M. Burnett commented
that this was the first tine noney had been noved from the
main to sub account of the CBR since 1998. Co-Chair Hawker
requested informati on on the sub account.

M. Burnett explained that the constitutional budget
reserve has a main account and, for investnent purposes, a
sub account. The sub account is noney invested in fixed
income and equities but not to be spent for approximtely
five years. The main account can be used in a shorter tine
line as it is nore liquid and avail able for spending.

3:22: 03 PM

M. Burnett recounted that when the Revenue Sources Book
was first put together, there was no colum reflecting the
transfer to the sub account but this was corrected before
being sent to the printer. Co-Chair Hawker noted this was
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sinply an accounting mstake in the web version. M.
Burnett agreed. He also noted that a correction was made
regarding the $400 million deposit to the CBR which was not
accounted for in the first version. Conmm ssioner Glvin
interjected that this was not an accounting m stake but
poorly recorded in revenue book.

3:24:16 PM

Comm ssi oner Galvin sunmed up the presentation.

3:24: 55 PM

Representative Crawford wondered how the subaccount has
performed as opposed to main account. Comm ssioner Glvin
reiterated that the main account is short term and not
risked noney but the sub account is at fifty-fifty. M.
Burnett did not have exact nunmbers but revealed that the
two accounts have a total of just under $7 billion wth
approximately $1 billion unrealized loss currently in the
sub account.

Representative Kelly asked what was changed in the asset
all ocation and by whom M. Burnett replied that this is
the responsibility of the Conm ssioner of Revenue conbi ned
with input frominvestnent staff.

3:27:24 PM

Conmi ssioner Glvin stressed that the asset allocation for
the main and sub account is set by the conm ssioner wth
staff consultation but the strategy is in conjunction wth
the finance co-chairs. He explained that when the asset
allocation neets the investnent strategy with no change
then the strategy remained the sane. Representative Kelly
guestioned if the |ever the Conmm ssioner controlled is the
l[iquidly not market tim ng. Comm ssioner Galvin agreed that
the departnent does not try and guess the nmarket.
Representative Kelly asked if the Conm ssioner and finance
co-chairs would be a looking at the asset allocation. The
Conmi ssioner indicated that there would be several itens
reviewed during the discussions. Comm ssioner Galvin agreed
to give the public and the committees a better idea of the
pur pose and function of the two accounts.

3:29:57 PM
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Representative Austernman asked when the noney was noved.
M. Burnett replied that all of the noney was noved Apri
2008. He added that when the $2.6 billion was deposited to
the CBR by the legislature |ast spring, the intent |anguage
was in the budget. Representative Kelly asked if that
intent |language related to the liquidity future. M.
Burnett agreed that it was.

Co- Chair Hawker thanked the Comm ssi oner.

#
ADJ OURNVENT

The neeting was adjourned at 3:32 PM
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