SENATE FI NANCE COW TTEE
February 5, 2009
9:02 a.m

9:02: 22 AM

CALL TO ORDER

Co-Chair Stedman called the Senate Finance Comm ttee neeting
to order at 9:02 a. m

VEMBERS PRESENT

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

Senator Kim Elton

Senat or Donny O son

Senat or Joe Thomas

MEMBERS ABSENT

None
ALSO PRESENT

Pat Galvin, Conm ssioner, Departnent of Revenue; Jerry
Bur nett, Deputy  Comm ssi oner, Division of Treasury,
Depart ment of Revenue.

PRESENT VI A TELECONFERENCE

Cheryl L. N enhuis, Acting Chief Econom st, Departnent of
Revenue; Dudley Platt, Consultant, Departnment of Revenue.

SUMVARY
"Presentation: Revenue Forecast & January 2009 Update

OVERVI EW OF FALL 2008 REVENUE FORECAST & JANUARY 2009 UPDATE

Co-Chair Stednman reported that the updated FY09 revenue
projections had been recently released and he wanted the
conmttee to be aware of changes.

PAT GALVI N, COW SSI ONER, DEPARTMENT OF REVENUE, i ntroduced
the overview of the revenue forecasting process. He
enphasi zed the inportance of understanding forecasting given
the volatility of oil prices.

9:06: 13 AM
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CHERYL L. N ENHU S, ACTING CH EF ECONOM ST, DEPARTMENT OF
REVENUE (testified via teleconference), provi ded a
Power Poi nt presentation, “Overview of Fall 2008 Revenue
Forecast & January 2009 Update” (Copy on File).

Ms. N enhuis explained that there are three variables
considered in forecasting both royalty and production tax:

e Production | evels,
e Price, and
e Costs, which can al so be seen as investnent.

Ms. N enhuis added that wup wuntil the passage of the
Petrol eum Production Tax (PPT), production and price were
the only variables that had to be considered. The net
profits tax passed with PPT under the Al aska's Cear and
Equi t abl e Share (ACES) required forecasting operating costs
as well as the level of potential investnent.

Ms. N enhuis pointed out that the variables interact on
several levels, and all the variables nust be considered in
production tax and royalty forecasts. The economc
fundamental s of supply and demand affects price, and price
has a relationship to both supply and demand. Price also
affects production; if price is high, production mght go
up, because price drives investnment decisions, which also
drives production levels. Price also affects costs and
investnments. If the price is high, there wll be nore
i nvestnment and hi gher costs. The price of oil drives up the
cost of producing oil.

9:09: 29 AM

Ms. Nienhuis addressed a graph on Slide 5, “ANS Production,
History and Forecast” illustrating the history of Al aska
North Sl ope (ANS) production and the contribution of various
oil fields. She highlighted that Alaska is in a period of
declining oil production. The peak of two mllion barrels
per day was reached in the late 1980s, followed by a rapid
decline. The forecast is for a slightly |lesser decline and
i ncludes a nunber of |esser fields.

Co-Chair Stedrman asked if the oil fields depicted on the
graph showng an wearly spike and rapid tapering were
reflective of basins globally.

9:11:42 AM

DUDLEY PLATT, CONSULTANT, DEPARTMENT OF REVENUE (testified
via teleconference), answered that the trend of a peak
followed by a steep decline is typical to the extent that
there is not often a |lot of surplus capacity to produce, as
experienced in the Organization of Petroleum Exporting
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Countries (OPEC). The trend is irreversible. He believed
t hat ANS production had turned a corner.

9:12: 44 AM

Co-Chair Stedman asked for an explanation of production
gr aphs.

M. Platt replied that large alpine fields are conplex. A
great deal of science and engineering is used to get the
nost oil out of the ground. The usual extraction expectation

is 30 percent. Enhancing techniques wll enable ANS
operators to get two-thirds out of the ground, |eaving
another third. He listed nethods that can be used to recover
nmore oil, including admi ssible injection projects and re-
i njecting carbon dioxide. One challenge is water in the oil.
Water is a by-product of producing the oil; dealing with

wat er i s expensive.

M. Platt described production from other basins wth
simlar trends from peaks to plateaus and then declining
producti on.

9:15:38 AM

Co-Chair Stedman asked if industry wanting to nmaximze
production as quickly as possible shaped the trend. M.
Platt replied in the affirmative.

Senat or Huggi ns asked about Point Thonpson production. M.
Platt answered that the issue had been sensitive. He
forecasts for purposes of cash flow He does not forecast
for anything that does not exist and he tries to get the
timng right. He does not want to suggest that sonething is
goi ng to happen sooner than it realistically will happen.

M. Platt explained that Point Thonpson can be devel oped two
ways. One is a gas cycling project, requiring conpressors to
overcone high pressure as well as building a pipeline for
the liquids. The expense would be high. The North Sl ope gas
commercialization issues resulted in a second alternative,
produci ng sone of the gas first. Exxon Mobile Corporation
has proposed infrastructure in order to produce 200 mllion
cf/d of 1liquid condensate for a $1.3 billion capital
investnment for 2014. It is the job of a production
forecaster to discern the right course of action.

M. Platt enphasized that he assunes a mmj or gas sal e-driven
project, ten years down the road.

9:19:36 AM

Co- Chair Stednman asked how Poi nt Thonpson would | ook on the
chart viewed from the standpoint of a decade earlier. M.
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Platt conjectured that the project would be seven or eight
years out. Co-Chair Stedman thought it would be producing
revenue.

Conmi ssioner Galvin added that the graph shows the |ayering
of multiple fields beginning at different tines. He called
attention to the width of the bands depicting production.

9:21: 52 AM

Senator Elton asked if production in out-years were
predi cated on |ower shipping costs. M. Platt replied that
the forecast for Point Thonpson was based on a scenari o that
nore closely resenbles a major gas project. The question is
where the gas would cone from There is gas in other fields
on the North Slope other than Prudhoe Bay. Prudhoe Bay wl|
be needed. There wll be less oil production if gas were
taken from Prudhoe Bay now at the rate of 4.5 bcf/d.
Conpani es are mtigating the | ower gas production by punping
additional water into the gas cap to keep pressure up.
Pressure keeps oil production going; | oner  pressure
ultimately neans |ower production. The Alaska Ol and Gas
Conservation Comm ssion (AOGCC) has been tasked with sol ving
t he problem

9:23: 29 AM

Co-Chair Stednman asked if it were reasonable to expect
Prudhoe Bay and other oil fields to produce two mllion
barrels per day. Comm ssioner Galvin answered that it was
not physically possible to produce that nuch; the tinme has
passed. The question is whether smaller fields will be cost
effective.

Senator Thomas asked if heavy oil were considered in the
chart. M. Platt answered that there is a |l ot of opportunity
at Oooguruk, where BP and ConocoPhillips are testing new

technol ogies. The projections do not include oil from
OGoogur uk. West Sak is producing about 16,000 barrels per day
and has been an underperformer. ConocoPhillips is trying to

produce nore oil out of Wst Sak, which is a challenging
project. He delayed Wst Sak heavy oil production in the
forecast. He thought that out of the 5 to 15 billion barrels
of West Sak oil in place, only 400 mllion barrels have been
recovered, |leaving a | ot of opportunity.

9:26:12 AM

Conmi ssioner Galvin agreed that there is potential but
technical hurdles have to be overcone before including the
resource in the forecast.

Senator Thomas asked whether the state would want to
encourage the developnent of the needed technol ogy.
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Conmi ssioner Glvin replied that the current tax structure
encour ages heavy oil devel opnent.

9:27:29 AM

Ms. Nienhuis continued with a graph on Slide 6, “Forecasted
ANS Production, FY 2009 to 2030,” showing oil fromcurrently
produci ng projects and oil expected from new projects. She
agreed that the net profit tax encourages investnment, which
i ncreases production several years before the oil conmes on
line. The slide highlights the fields com ng on-1line.

Ms. Nienhuis turned to the second of the forecast variables,
price. In order to forecast price, an oil price *“Delphi
session” is held where stakehol ders neet with experts in the
field and discuss variables approxinmately tw ce each year
The tinmeline, depicted on slides 8 and 9, is a process that
t akes several nonths.

Ms. Nienhuis detailed the tineline for developing a price
forecast. A Delphi session was held in October of 2008.
Next, final FYO8 revenues were conpiled and reviewed. At the
end of October, the production forecast was finalized. On
Novenber 6, the fall forecast was finalized, and on Novenber
10, the cost forecast was finalized. Cost forecasting was
new for the group; it is done by reviewing plans of
devel opnment, |ooking at global costs, |looking at data
submtted at nonthly information foruns, and asking
conpanies for their best guess of upcom ng expenses.
Thr oughout the follow ng nonth, a nunber of things occurred
to finalize the forecasts. Then a fiscal nodel was created,
whi ch takes the large forecasting nodel and cycles through
the Departnent of Revenue (DOR), the Treasury division, the
Al aska Pernmanent Fund Corporation (APFC), and the Ofice of
Managenment and Budget (OVB). The fiscal nodel incorporates
revenue forecast variables for the years covered. The
various agencies work with the nodel and contribute input.

9:33: 29 AM

Co-Chair Stedman asked if anything was different in the
process this year. M. N enhuis replied that there nore
people were invited to the fall forecast price session,
i ncl udi ng Legi sl ative Fi nance, t he Uni versity, t he
governor’s office, and the Departnent of Natural Resources
(DNR). The departnment wanted nore people with a stake in the
forecast.

Co- Chair Stedman asked who attended from OVB. Ms. N enhuis
replied that John Boucher parti ci pat ed.

Co-Chair Stednman asked why the departnent did not use
published reports and outside experts that forecast
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regularly. He wondered how to keep politics out of the
process.

9:36:17 AM

Comm ssioner Galvin did not think the participants listed
would be considered part of a political process. He
expl ai ned that the nmethod used has been in place at DOR for
ten years and is based on a process that draws from a
variety of views. The collective input provides a broader
perspective. The Del phi system has been the primary nethod
used for the forecasts.

Comm ssi oner Galvin stated that the departnent was
unconfortable with the Del phi results the previous year, so
they ended up blending in other input. The departnment’s
intent was to be tinely. He assured the conmttee that there
was no political notivation to the process.

9:38:41 AM

Senator Elton agreed that the issue of tineliness was
important. He thought other oil price forecasters are nore
flexible and came up with nunbers faster. He wondered why
the state did not take a blend of other well-known
forecasts. Comm ssi oner Gl vin suggest ed t hat t he
presentation would clarify the question. He stated that the
lag is related to the established budgeting process. The
departnent is trying to address the issue by providing
interim revenue forecasts during the |egislative session.
Typically, volatility is relatively mniml, nmaking two
forecasts adequate for the budgetary process. This year
volatility renders two forecasts inadequate. The departnent
is responding by using interimsteps to augnent the process.

9:41: 30 AM

Senator Elton opined that the state could get the sane
results faster using the International Energy Agency (I|EA)
[Energy Information Admnistration (EIA)]. Conmm ssioner
Glvin replied that the process was not the problem It
takes tinme to get a revenue nunber from a price. Once the
price is settled, there is still a lengthy process to get
the revenue forecast nunber. He believed the departnent’s
process of doing an independent analysis was appropriate and
reasonably successful. He did not want to be subject to the
bi ases of other forecasting nechani sns.

9:45: 05 AM

Co-Chair Stedman asked what the price was on Cctober 7,
2008.

Ms. Nienhuis finished the forecasting tineline (Slide 9):
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* Revenue Forecast Sunmary to OVB for Budget Devel opnent
(11/ 14)

* Prepare Narrative and Tables for RSB [ Revenue
Sour cebook] (First Draft 11/18)

* Internal Review, Revisit Mdels, RSB to Printer (Fina
Draft 12/8)

« Fall 2008 Forecast Released (12/9)
» (overnor’s Budget Rel eased (12/15)

» Updated Revenue Forecast & Budget Released for FY 2009
(2/2)

Ms. N enhuis turned to Slide 10 and explained the Del phi
session in nore detail:

* Mdified “Del phi” techni que
e (Qct 7, 2008: Prices averaging $92. 85

* Expanded Invitee List: 50 Invitees, 29 participants
from DOR DNR, DO, OWB, University, Legislative
Fi nance, Legislature, outside participants

* Presentations: Fundanent al s (supply & demand) ,
geopolitics, financial markets, analyst expectations,
etc.

» 28 forecasts received; Del phi forecast is the “nedian”
forecast of the participants

Ms. Ni enhui s pointed out that adding one nore forecast would
have little inpact on the whole. She enphasized that the
Del phi techni que had been used frequently in the past.

9:49: 00 AM

Co- Chair Stednan asked for the nunerics for Novenmber 12 and
14. Ms. N enhuis said the Bloonberg price for Novenber 13
was $58.24. She pointed out that the price was settled on
Novenber 6 as $60. 77.

9:51:11 AM

Senat or Thonas asked what the price was when the governor’s
budget was rel eased on Decenber 15. Co-Chair Stedman asked
for prices for various points on the tineline. Ms. N enhuis
provi ded t he nunbers:

« Novenber 14: $57.04
« Decenber 9: $42.07
« Decenber 15: $44.51
« February 2: $40.08

9:52:42 AM
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Ms. N enhuis explained that significant tine was spent
| ooking at other forecasts towards the end of the process,
including forecasts from the EIA [|EA and the analyst
average available through Bl oonmberg. Slide 11 denonstrates
the price forecasts available for the period of July 2008
t hrough June 2010. Through the entire period, Goldman Sachs
was around $110 to $125; the EIA was higher than that;
Merrill Lynch saw the price going down; and the New York
Mercantil e Exchange (NYMEX), which is updated daily, showed
prices comng down and leveling off and then slowy
cl i mbi ng.

Ms. Nienhuis turned to Slide 12, “G1l Price Volatility: 80%
decline in 5 nonths: Hi storical ANS and WI [West Texas
I nternmedi ate] Crude Prices, May 1986 through Decenber 2008.~
She pointed out that by the time of the fall 2008 Revenue
Sources Book update, the price had not cone down to the
range it went to in Decenber and January. There was huge
decline in just five nonths.

9: 55: 20 AM

Ms. Nienhuis described Slide 13, “GO1l Price Volatility: Two
of the Mdst Volatile Years in Hi story.” The economc
research group |ooked at about thirty years of prices and
did a nmeasure of volatility. The analysis denonstrated that
1991 and 2008 were the nost volatile years. In 1991, there
was a huge price drop with the first @lf war, then a
leveling out. In 2008 there was not the sane |evel of
volatility, but the year started out relatively calm

Ms. N enhuis turned to Slide 14, “Price Forecasts as of
11/6/2008,” the date the price forecast was finalized. The
graph shows how the EIA NYMEX, Analyst Median, Goldman
Sachs, Merrill Lynch, and DOR conpare in their forecasts.

9: 58: 34 AM

Comm ssioner Galvin pointed out that the graph reflects the
avai |l abl e forecasts on Novenber 6, the expectations of those
followi ng the market. The department was significantly | ower
than other forecasts on that day. The revenue forecast in
conpari son was higher than DOR s esti mate.

Ms. Nienhuis discussed Slide 15, which shows DOR s forecast
as a blend. One forecast incorporated was a |ow scenario
prepared in fall 2007. Slide 16 depicts what DOR started
with and ended up with. The Del phi nedian was consistently
in the $90 per barrel range in the last three quarters and
projected into 2010 in the same range. The department was
unconfortable with the nunber as it did not seemrealistic.
The official fall 2008 forecast was obtained by adding the
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NYMEX, EIA, and the DOR fall 2007 |ow scenario forecasts to
t he Del phi neridi an.

10: 03: 37 AM

Ms. N enhuis explained that Slide 17, “Fall 2008 DOR QO
Price Forecast,” shows the ANS forecast in nomnal and rea
dollars. She revisited the idea that forecasting often is
advant ageous, illustrated by Slide 18, which shows that the
anal ysts’ forecasts follow price. Wen the forecast was nmade
i nfluenced how nmuch the forecast was. Slide 19 depicts the
DOR fall 2008 forecast in the |Iow $60 range. Slide 20 shows
recent forecasts, with DOR right in the m ddle.

10: 05: 37 AM

Ms. Nienhuis described Slide 21, “Updated FY 2009 G| Price
Forecast.” The forecast was assenbled January 20, based on
MYMEX prices. The average includes the high prices of the
first quarter. The FY09 average for ANS is $63. 28.

Ms. N enhuis noved from the price forecast to the cost
forecast for oil and gas revenue, which is new since PPT.
There was not a lot of data to base the price forecast on.
She described the transition investnent credit, which
provi ded for conpanies taking a certain percentage of their
costs leading up to the PPT as a credit.

Ms. N enhuis admtted the departnent was still |earning how
to forecast costs.

10: 07: 52 AM

Ms. N enhuis discussed Slide 23, which shows the |ease
expenditures as projected in the fall forecast. She has
asked for adjusted expenditure forecasts from the conpanies
investing on the North Slope; those will be incorporated in
future. Conpanies are cutting back because of |ow oi
prices. Operating expenditures are relatively flat; capital
expenditures bend as costs are expected to be high. There
appears to be a one to two year |ag, so capital expenditures
may conme down. She enphasi zed that capital expenditures |ead
up to production and are not necessarily in line wth
production. The figure includes future production.

MVs. Ni enhuis turned to Slide 24 showing the |ease
expenditures per barrel, separated by operating (OPEX) and
capital expenditures (CAPEX). Capital spent per barrel is a
future projection.

Co-Chair Stedman asked about a 50 percent delay in CAPEX. He
wanted the date the CAPEX nunbers were solidified and
el aboration on how the changing market conditions affect
t hem
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10: 10: 43 AM

Conmi ssioner Galvin explained that the figures are forecasts
for actual costs. Wien the figures are built into the
revenue forecast, the issue of allowable capital credits
arises. Fifty percent of capital credits are allowable in
the year they accrue and fifty percent have to lag a year
The nunbers on Slide 24 do not reflect the lag but are
projections for the actual expenditures. He referred to
Slide 8, the schedule for developing the fall forecast. The
nunbers reflect information available at the tine. Conpanies
have indicated expectations of reduced spending, but there
are not formal nunbers. Various tools are used to estimate
expenditure levels. The interim forecast |ooks at price as
the primary variable for wupdating the nunbers. The other
variables will not change significantly.

Co-Chair Stedman expressed concern regarding the delay of
$1.2 billion in FY10. He asked how the flow of the net woul d
be affected. Comm ssi oner Galvin answered that t he
structural lag in the application of the credits to the
revenue stream is already incorporated into the revenue
forecast.

Co-Chair Stedman tal ked about effects of the price falling
rapidly.

10: 14: 34 AM

Conmi ssi oner Galvin stated that the revenue nunber
incorporates the structural lag in the application of the
credit to the revenue forecast. The bottom |line nunber is
buffered from changes in expenditure levels in any
particular year. The margin of difference between what is
forecasted and what is experienced could be half the anount
in any particular year. The justification for making the | ag
part of the process is to assist in the rolling revenue
f orecast process.

Co-Chair Stedman thought the fifty percent lag was good
policy.

10: 16: 21 AM

Ms. Nienhuis continued with Slide 25, the capital portion of
Slide 24, showi ng the history for capital |ease expenditures
and illustrating that investnent credits help. H gh price
may help as well. Conpanies are reporting projected costs
t hat are probably conservative. The costs could cone down.

Ms. N enhuis turned to Slide 26, FY09 total revenue. There

was a $1.2 billion difference fromthe fall forecast. Mbst
of the anmpbunt is attributable to price. The slide shows
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unrestricted revenue, or that which is available generally
for legislative appropriation, and restricted revenue. The
revenue is restricted from DOR's point of view Slide 27,
“Restricted vs. Unrestricted Revenues”:

e Al revenue is classified as either “Restricted” or
“Unrestricted.”

* Al anpbunts in the presentation are Unrestricted
Revenue only.

* Restricted = Use of this revenue is restricted by
constitution, state or federal law, trust or debt

restrictions, or customary practice. This neans the
| egislation normally appropriates noney back to fund
pr ogr ans.

* Unrestricted = Revenue avai |l abl e for genera
appropriation. This is the anmount typically discussed
i n budget context.

10:19: 47 AM

Co-Chair Stedman returned to Slide 26 and asked why the
i nvestment earnings nunber is so |arge. Conm ssioner Galvin
expl ai ned the nunber represented unrealized |osses to the
value of the permanent fund and the constitutional budget
reserve (CBR).

Co-Chair Hoffman asked the actual unrealized |osses at the
end of Decenber.

JERRY BURNETT, DEPUTY COW SSI ONER, DI VISION OF TREASURY,
DEPARTMENT OF REVENUE, answered that he could get the
i nformation.

Co-Chair Hoffman asked if the departnment anticipated
positive or negative earnings for the last six nonths. M.
Burnett responded that there was no reason to expect
negati ve earnings for the next six nmonths. However, negative
earnings were not expected for the year. Conm ssioner Galvin
offered to provide a breakdown of the nunbers.

Co-Chair Stedman asked for the Decenber 31, 2008 and January
31, 2009 balances of realized and unrealized gains and
| osses on the permanent fund and the CBR bal ances with sub-
account breakdowns.

10: 23: 03 AM

Comm ssioner Galvin clarified that the question was based on
the FY0O9 forecast of the investnent |oss, and how nmuch was
based on actual s conpared to projections.

Co-Chair Stedman added and that the commttee wanted figures
as they were conpiled in order to nmake policy deci sions.
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Ms. Ni enhuis covered Slide 28, “Sources of Unrestricted
Revenue” :

e Ol - Property tax, Corporate Income Tax, Production
Tax (ACES), Royalties. QI wll nmke up 87% of
unrestricted revenue in FY09

* Investnent Earnings on General Fund

e Oher Non-QOl-Taxes, Charges for Services, Fines and
Forfeitures, Licenses and Permts, Rents and Royalties,
M scel | aneous

Ms. Nienhuis expanded on the effects of HB 11 [from the 23"

Legi sl ature], the bill that changed the amount of royalties
deposited to the permanent fund to 25 percent for all | eases
until it had a $20 or nore inpact on the permanent fund

di vidend, at which tinme it would be repeal ed. Based on the
di vidend calculation, HB 11 was repealed in COctober 2008
The royalties are back on the old fornmula of approximtely
32 percent. The change is reflected in a decrease in
unrestricted revenue and a corresponding increase in
restricted revenue.

10: 26: 40 AM

Ms. Nienhuis continued with Slide 29, “FY09 Revenue Overvi ew
(CGeneral Fund Unrestricted Revenue).” Production tax is
close to 50 percent of the total revenue expected. Non-oi
revenue nmakes up about 13 percent. Overall, about 87 percent
of unrestricted revenue cones fromoil.

Ms. Nienhuis explained Slide 30, “FY09 Non-OIl Revenue
Detail.” The largest part is related to corporate incone
tax. Investnents are a significant part of non-oil revenue.
Typically non-oil revenue has been from 10 to 12 percent of
annual unrestricted revenue.

Ms. N enhuis turned to Slide 31, ®“FY09 Revenue Forecast
Conmpari son,” which conpares the fall 2008 forecast with the
January 2009 update. The biggest hit was to the production
tax at about a 25 percent reduction. Overall the total
revenue experienced an 18.2 percent difference. Price is the
primary driver; production went down slightly, and cost and
i nvest ment remai ned the sane.

10: 29: 21 AM

Ms. Nienhuis |listed conclusions on Slide 32:
* Record level oil price volatility

* Price forecast in “ballpark” when issued
0 Reduced for interimforecast
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* M ni num production | evel changes from previous forecast

e Lower prices likely to inpact future costs and possibly
i nvest ment

Ms. N enhuis added that Slide 33 shows nore detail on
hi storical production and price changes as of fall 2008 and
a change in revenue forecasting from *“cash basis” to
“accrual basis” accounting:

* Timng issue: Production, prices, and revenue received
in July for June production changed from June to July

* Necessary due to significant nonthly variation in oil
revenues

« Shift in fiscal year affected historical production and
price, not revenue

* Geater accuracy in reporting
* Alignment with state financial docunents

Ms. Nienhuis detailed the change in accounting systens made
in order to be in alignment with other agenci es.

10:34:12 AM

Ms. Nienhuis said that overall the change is good, although
the nunbers | ook different. The change is driven by the fact
that progressivity in the current tax system drives prices
up significantly. Price volatility results in significant
revenue volatility.

Co- Chair Stedman asked why the change was nade this year. He
asked if the Revenue Sources Book notified people of the
change. Commi ssioner Galvin answered that he decided to
change the system because of disparities between the DOR
report and the Conprehensive Annual Fi nancial Report (CAFR)
Revenue for June of 2008 was significantly different than
June 2007 revenue and caused a disparity between the CAFR
and DOR s report. The structure of the 2008 budget created
di sparity between the flow of funds and the CAFR He deci ded
to make the change as historical nunbers have never
conpl etely added up in the past.

Ms. N enhuis added that the Revenue Sources Book has a
footnote clarifying the change. Conm ssioner Glvin added
that the note was footnote nunber 1 on page 116 (Revenue
Sources Book, Fall 2008). He thought it mght be beneficia
to continue to publish the footnote in future Revenue
Sour ces Books.

10:40:17 AM

Senator Thonmas queried whether the notor fuel tax listed on
Slide 30 was still in existence. M. Burnett answered that
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the notor fuel tax was not suspended until later in the
fiscal year, so there is a partial year reflected.

Co-Chair Stednman asked what date the FY10 price could be
expected. Conm ssioner Galvin thought the FY10 interim
revenue forecast would be released February 18 and would
i nclude a new price forecast.

Senat or Huggi ns queried why the adm nistration had used the
price of $71 for oil when the 2010 budget was based on an
oil price of approximately $74. Conmi ssioner Gal vin answered
that the governor’s 2010 budget had nunbers |ess than the
revenue forecast, which was based on the $74 price. The $71
was an approximation of the average price used to bal ance
t he governor’s budget.

10: 44: 22 AM

Senator Huggins asked if there would be a Permanent Fund
D vidend. Conmi ssioner Galvin stated that APFD is safe as it
is based on a five year rolling nunber.

10: 45: 20 AM

Co-Chair Stedman asked for explanation of how $200 mllion
in oil and gas taxes is enbedded within the budget and
whet her it was an offset to revenue.

Comm ssi oner Galvin answered that the bulk of the credits in
the tax <credit program are factored into the revenue
proj ecti on. The credits accrued by conmpanies wth
insufficient production will be reflected in the budget as
expenditures. The next question is the timng of the
paynent. The departnment shows projections in terns of costs
in the year in which they are accrued, but when they filter
into the budget the question is when the paynent wll be
made. The departnent thought the system would be faster,
that the conpanies would submt credits earlier and that
audit cost reports would be quicker. Mre will need to be
paid out in FY0O9 than anticipated. The lag tinme is reflected
in the budget.

10: 49: 18 AM

Co-Chair Hoffman asked if the expenditures would be
consi dered cash. He thought the expense should be accrued
and paid at a later tine.

Senator Elton asked what <creates the lag tine between
applications for and paynment of the credits. He wondered if
the lag was related to a shortage of audit resources or
sonmething else the legislature needs to consider.
Conmi ssioner Galvin answered that the problemis not a |ack
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of resources but the extra tinme required to adjust to a new
system

10: 52: 32 AM

Co-Chair Stednman returned to the issue of cash versus
accrual accounting and asked for a tineline of how the
credits should be paid. He stated concerns about a shortfal
for the 2010 budget. Conm ssioner Galvin promsed the
information. If the process is established, the need wll be
spread over several years. Co-Chair Stedman stated concerns.
Comm ssi oner Galvin assured the comittee that t he
departnment shared the concerns.

Co- Chair Hoffrman asked how DOR was going to respond to the
governor’s position on unallocated reductions.

Co- Chair Stedman added concerns about the $390, 000.
10: 56: 57 AM

Comm ssi oner Galvin expl ained that the departnent responded
to the governor’s $390,000 cut from the FYO® budget by not

filling vacant positions. Co-Chair Stedman noted that
because of the timng, the action was not a response to the
col l apse of the price of oil. M. Burnett explained that the

particular cut was decided when the governor signed the
budget. The departnent took action and restricted $390, 000
i n spendi ng.

Co-Chair Hoffman enphasized that giving departnments the
ability to cut services does not reflect policy made by the
| egislature. He stated that he would not allocate the anmount
to the departnent on that basis and wondered if the
departnment woul d reduce the budget in areas the |egislature
woul d not want.

11: 00: 26 AM

Conmi ssioner Galvin recognized the legislature’s role of
setting priorities and establishing authorization for
expenditures. He Dbelieved the governor should exercise
di scretion as well. He saw this as part of the give-and-take
bet ween the two branches of governnent.

Co-Chair Stedman asked the dollar anmount of the DOR s
reduction. M. Burnett answered $390,000. Co-Chair Stednan
pointed out that $390,000 was the sane nunber in the
suppl enent al . He confirnmed that the cut had been
i mpl ement ed.

Co-Chair Hoffrman did not support what had happened. He

stated that if the governor vetoes portions of the budget,
the legislature can override the cuts. He thought the
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governor was obligated to provide the services put in place
by the legislature; he wondered if the departnent agreed
wi th that process.

Comm ssioner Galvin stated that he was not trying to
establish the admnnistration’s policy on the matter. He did
not think that the budget set policy on services. He
recogni zed both legislative prerogative to establish the
priorities of the state and executive prerogative to take
action on the priorities.

11: 04: 38 AM

Senator Elton thought the issue [of the separation of
powers] was inportant. He asked if the $390,000 savings
inplenented within the departnent were presented to the
commttee. M. Burnett replied that the departnment had not
yet net with sub-conmttee chairs in either the House or
Senat e.

Senator Elton asked if there had been any attenpt in the
nmont hs since the departnent nmade the budget changes to |et
the relevant commttees know that the departnent was not
i npl enenting the budget passed by the |egislature.

Co-Chair Stedman added that he wondered if attenpts of
notification had been made in particular to the two
operating [budget] co-chairs.

Comm ssioner Galvin surmsed that the underlying question
was whether the departnment was cutting actual public
services. He stated that to the best of his know edge the
| evel of service has not been changed. |Individuals were
asked to pick up nore responsibilities because positions
would not be filled. He stated that DOR chose to exercise
the governor’s request through reducing personnel service
costs, and that neant to him that they were stressing the
systema little.

Senator Elton did not think the answer was sufficient and
wanted nore information from the departnment. He wondered if
t he departnent nmade a $390, 000 ni stake when discussing the
budget with the legislature the previous year. There may
have been mllion dollar m stakes made in other departnents,
according to unallocated cuts made in those departnments. He
was not satisfied with answers given.

11: 07: 18 AM

Conmi ssioner Galvin said he could only speak for the
Depart ment of Revenue.

Senat or Huggi ns asked how many auditors DOR was short and
how the hiring freeze wuld affect the departnent.
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Comm ssioner Galvin stated that auditors were a key DOR
conponent; the departnment has been successful in hiring the
master auditors discussed during ACES. He did not know if
there were current auditor openings. The governor’s hiring
freeze allows for exceptions if a departnent can justify a
position as essential. He stated that if a critical auditor
position needed to be filled, the department would pursue a
wai ver .

Senator Huggins asked if there were any new personnel
positions in the current budget request. M. Burnett did not
bel i eve DOR had new positions in the operating budget.

11:09: 35 AM

Co-Chair Stednman stated that the conmttee has questions
about the wviability of wusing the $200 mllion oil tax
credit. The conmittee also has interest in the $50 nmillion
put in as a placeholder in the supplenental budget. In

addition, he had questions about unallocated expenses that
have already taken place, such as in DOR Finally, he
wonder ed about new spending of $38.3 million. The comittee
needed to know about new general fund spending if the
unal | ocat ed reducti ons have al ready been made.

Commi ssioner Glvin clarified that the unall ocated cut was
built into the DOR budget as directed by the governor, which
meant it would be achieved over the course of the fisca
year.

Co-Chair Stedman stated that the commttee would sort
details out with OMB and determ ne a response for revenue
differences in the FY09 budget.

11:14: 04 AM

#
ADJ OURNVENT

The neeting was adjourned at 11:13 AM
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