HOUSE FI NANCE COW TTEE
January 24, 2013
1:31 p.m

1: 31: 58 PM

CALL TO ORDER

Co-Chair Austerman called the House Finance Committee
neeting to order at 1:31 p.m

VEMBERS PRESENT

Representati ve Al an Austernan, Co-Chair
Representative Bill Stoltze, Co-Chair
Represent ati ve Bryce Edgnon
Representative Les Gara

Representative David Guttenberg
Representati ve Li ndsey Hol nes
Representative Cathy Minoz
Representative Steve Thonpson
Representative Tanm e WI son

VEMBERS ABSENT

Representative Mark Neuman, Vice-Chair
Representative Ma Costello

ALSO PRESENT

M chael Hanl ey, Comm ssioner, Departnent of Education and
Early Devel opnent; Mark Lews, Director, Admnistrative
Services, Departnment of Education and Early Devel opnment;
Bryan Butcher, Conm ssioner, Departnment O Revenue; Dan
Stickel , Assi st ant Chi ef Econom st , Tax Di vi si on

Depart ment of Revenue; Bruce Tangenman, Deputy Comm ssioner,
Tax Divi sion, Department of Revenue; WIIliam Barron

Director, Division of Gl and Gas, Departnent of Natural
Resources; Angela Rodell, Deputy Comm ssioner, Treasury
Di vi si on, Departnment of Revenue.

SUMVARY
FY 14 GOVERNCR S BUDGET OVERVI EW

Departnment of Education and Early Devel opnent
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Al aska Revenue and Price Forecast: Departnent of
Revenue and Departnment of Natural Resources

HB 65 APPROP: OPERATI NG BUDGET/ LOANS/ FUNDS

HB 65 was HEARD and HELD in commttee for further
consi derati on.

HB 66 APPROP: MENTAL HEALTH BUDGET

HB 66 was HEARD and HELD in commttee for further
consi derati on.

#hb65
#hb66
HOUSE BILL NO. 65

"An Act neking appropriations for the operating and
| oan program expenses of state governnment and for
certain pr ogr ans, capitalizing funds, anendi ng
appropri ations, and nmaking reappropriations; and
providing for an effective date."

HOUSE BI LL NO. 66

"An Act neking appropriations for the operating and
capi tal expenses of t he state's i nt egrated
conprehensi ve nental health program and providing for
an effective date."

AFY 14 GOVERNOR S BUDGET OVERVI EW DEPARTMENT OF EDUCATI ON
AND EARLY DEVELOPMENT

1: 32: 57 PM

M CHAEL HANLEY, COW SSI ONER, DEPARTMENT OF EDUCATI ON AND
EARLY DEVELOPMENT (DEED), introduced departnent staff. He
provi ded a Power Point presentation titled "State of Al aska
FY 2014 (Governor's Operating Budget: Depart ment of
Education and Early Developnent.” He explained that the
parameters of education services in Al aska were defined by
its constitution, which designates that the |egislature
shall by general law establish and maintain a system of
public schools for all children in the state (slide 2). The
core system had defined key functions that enabled the
establishment and maintenance of public schools including
provi di ng adequate funding, oversight and support, setting
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student standards, and assessing students on their progress
towards proficiency in neeting the standards.

Comm ssi oner Hanley comunicated that the education policy
is defined in statute, which stated that the purpose of
education is to help ensure that all students wll| succeed
in their education and work (AS 14.03.015). He read the
departnment's four core services on slide 3:

1. Public School Fundi ng - Ensure f undi ng is
appropriately distributed to recipients based on
| egi sl ative appropriations and by Statute.

2. Fiscal Accountability, Conpliance, and Oversight -
Ensure the departnent effectively and efficiently
manages state, federal and other funds.

3. School Effectiveness Prograns - Assist districts by
providing programs, technical on-site and distance
delivery support, and early intervention services.

4. Active Partnerships - Provide opportunities for, and
col | aborate with governnent entities, and other public
and private organi zati ons.

Comm ssioner Hanley elaborated that funding could be
provi ded by grants and formula prograns. He added that DEED
worked directly wth districts to [effectively and
efficiently] manage funding. He added that the state and
departnment did not have authority to make decisions at the

local level related to curriculum personnel, and other;
the itenms were set at the local |evel by school boards and
personnel. He noved to a pie chart on slide 4 that

illustrated the DEED budget by core services: 80 percent
went to public school funding; 14 percent went to
accountability, conpliance, and oversight, which included
assessnents; 2 percent went to school ef fectiveness
prograns including State System of Support prograns,
mentors, and WrkKeys; and 4 percent went to active
part ner shi ps.

Comm ssi oner Hanl ey addressed a graph on slide 5 related to
school effectiveness and the statewide graduation rate
goal. He relayed that graduation had always been one of
DEED s core functions. He stressed that the departnent
viewed graduation as a destination it needed to help
students reach in order to adequately prepare them for the
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next step in their lives. He shared that the governor had
recently set a 90 percent graduation rate goal to be
achieved by 2020; the actual rate had been 68 percent in
2011 and 69.6 percent in 2012.

1: 37: 35 PM

Representative WIlson wondered how the state and departnent
could help increase graduation rates to 90 percent if all
of the action was taken at the local |evel. Conmm ssioner
Hanl ey replied that |ocal decisions were not the only piece
of the equation. He shared his intent to address the
guestion further on the follow ng slide.

Comm ssioner Hanley pointed out that the graduation rate
was a cohort and not an annual rate; the neasurenent began
when students entered ninth grade and tracked how many of
the students graduated in four years.

Co-Chair Austerman asked conmttee nenbers to hold their
guestions until the end of the presentation.

Comm ssioner Hanley continued to discuss how graduation
rates were determned (slide 5); all states utilized the
same nethod. Slide 6 addressed the governor's proposed
increnent for the Jobs for Alaska's Gaduates program
(JAG. The proposal was based on a national nodel used by
33 other states; it had a 93 percent graduation rate for
at-risk students. The program would identify and engage at-
risk students, set tinme for themon a daily basis, wirk to
help them obtain the credits needed to graduate, work wth
them on enployability skills, connect them enployers, help
them to overcone barriers, stick with them through the
sumers, guide them into jobs, and stick with them for 12
months after graduation. The proposal would put eight or
nine specialists in different [ocations who would work with
35 to 45 students a piece.

Comm ssioner Hanley turned to a chart on slide 7 related to
DEED s active partnerships with the Al aska Conm ssion on
Post secondary Education (ACPE). The blue bar represented
the total graduation rate; the 2012 graduate cohort was
smaller than the one in 2011 due to a decrease in
enrollment. The red bar represented the nunmber of students
who qualified for the Al aska Performance Schol arship; 29
percent qualified in 2011 and 28 percent qualified in 2012.
The green bar represented the nunber of students who took
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advantage of the scholarship; 12.8 percent of qualifying
students wused the scholarship in 2011 conpared to 10.7
percent in 2012. The conparison did not provide a conplete
|l ook at the overall picture given that students had two
years to access the scholarship after qualifying. He
el aborated that some students in the 2011 cohort had |eft
the state for a year and had then returned to access the
program therefore, DEED anticipated that nunbers would
rise for 2011 and 2012.

1:42: 30 PM

Comm ssi oner Hanley spoke about the governor's proposed
increnment for digitizing education in Alaska on slide 8. He
pointed to several conponents of the proposal including a
"1:1 initiative." He detailed that the initiative was not
about matching technology to students, but about changing
and providing better access for opportunities to students
and neeting students' needs. The initiative would allow
teachers to becone nore efficient by using the tools to
nmeasure student growth. The initiative was about putting
devices into the hands of each student in order to ensure
that they had the | atest technol ogy skills.

Conmi ssioner Hanley discussed the Al aska Learning Network
as another piece of the governor's goal to digitize
education in Alaska. A portion of the network was currently
in place; it connected high quality teachers and online
courses to students around the state. He provided an
exanple of an Introduction to Mning course that had
started during the current week; 120 students statew de
were anticipated to participate in the current course. He
detailed that the <course was a partnership wth the
University of Alaska that provided dual credits with the
m ni ng conpani es throughout the state. Geens Creek Mne in
Sout heast was a primary supporter of the program and was
hel ping to pay student fees; students were only responsible
for $44. The mines were |ooking for local hires, given the
| oner turnover rate; the goal was to aim students for a
local workforce. Geens Creek had also committed to
offering a summer internship to students in the top one-
third of the class that would pay $12,000; students would
then have the opportunity to have sone of their college
tuition paid. He enphasized that every student would have
the opportunity to tour a mne in their region. The program
applied to the entire spectrum of occupations that fell
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within the mning sector including environmental engineers
and ot her.

Comm ssioner Hanley pointed to broadband support as the
third conponent of the governor's enphasis on digitizing
education in Alaska (slide 8). The effort was conducted

through the state's |libraries and museuns partnership
call ed Online wth Li braries (ONL). I nfrastructure
capabilities were available in 67 comunity |ibraries;
continued support would be provided to nmaintain broadband
access. He furthered that 30 of the 67 libraries were
school libraries. The capability allowed college-aged

students to access courses, adults to access state
services, and communities to connect with each other for
j oi nt neetings.

1:46: 10 PM

Conmi ssioner Hanley relayed that the final conponent of the
governor's plan to digitize education in Al aska was live
homework help (slide 8). The program offered tutoring help
from21l:00 ppm to 12:00 a.m 7 days per week. The nunber of
students using the service had grown from 5,703 to over
8,000. He shared that the student representative on the
state school board came froma small school in Port Heiden;
the program allowed her to access help with al gebra that
her | ocal teacher was not able to provide.

Comm ssi oner Hanl ey addressed efficiency nmeasures on slide
9. He explained that the agency portion of the $5,6680 Base
Student Allocation (BSA) was $129.15 per student; the funds
paid for support services including nmentoring and other. He
turned to a DEED organizational chart on slide 10. The
Al aska State Board of Education and Early Devel opnent was
the head of DEED; nenbership was conposed of 7 nenbers who
represented the state's 4 judicial districts, 3 at-large
menbers, and 1 nenber who represented an REAA [ Regional
Educati onal Attendance Areal]. He elaborated that the three
conponents at the bottom of the chart represented the
departnent's active partnerships including the Professiona
Teaching Practices Comm ssion, Alaska State Council on the
Arts, and the Alaska Conm ssion on Postsecondary Education
(each entity had its own organizational structure and
boards and comm ssi ons).
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Comm ssioner Hanley stated that the DEED budget was broken
into two conponents (slide 11): (1) K-12 formula prograns
in the anmpbunt of $1.386 billion and (2) agency operations
in the amount of $311 nmillion; the total budget was $1.69
billion. A pie chart showed the operating budget by fund
source: 85 percent general funds, 14 percent federal funds,
and 2 percent other funds (e.g. interagency receipts). He
turned to a chart showing the departnent's total fund
operating overview (slide 12): 94 percent of funds were
spent on grants to schools (e.g. foundation formula, pupi
transportation, school debt reinbursement, and Title 1
progranms); 4 percent of funds were contractual (e.g.
assessnment, comodities, and travel); and 2 percent of
funds went to personal services.

1: 50: 25 PM

Comm ssioner Hanley relayed that the departnent had 335
full-time positions, which included staffing for the state
run boarding school Munt Edgecunbe, the Professional
Teaching Practices Conm ssion (PTPC), the Talking Books
Li brary, ACPE, and other (slide 12). Slide 15 included a
pie chart depicting an overview of the departnent's
operating budget: 82 percent went to K-12 fornula prograns
and 18 percent went to agency operations. Slide 14 showed
agency operations by fund source: 24 percent in general
funds; and 68 percent in federal funds. He enphasi zed that
agency operations were largely funded with federal dollars.

Conmi ssioner Hanley directed attention to budget highlights
on slide 15. He stated that the governor recognized that
state revenues were decreasing and had put forward a
fiscally conservative budget; however, several additional
increments had been added to the departnent's budget
including funding for school district support outside of
the formula, forward funding for the Foundation Program and
pupil transportation, and funding for the Autism Resource

Cent er and Rur al Transition Servi ces (per t he
recommendat i on of the Al aska Ment al Heal t h Tr ust
Aut hority).
1:53:59 PM

Comm ssi oner Hanl ey discussed additional funding proposals
on slide 16. The adm nistration recognized the inportance
of children being able to read by the third grade. The
statewide K-3 Literacy Program would focus on early
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identification and would provide a universal screening tool
for kindergarten through third grade that would enable
teachers to recognize and address any deficits in students'
readi ng. The program did not address deficits, but provided
teachers wth the information to nmake the necessary
teaching decisions to help students. He explained that
previously $800,000 for Pre-K grant funding had been noved
to one-tine funding; the proposal was to nove $480, 000 back
into the base. Two other funding increments would go to the
JAG program and the digitizing of Alaska s education
system

Comm ssi oner Hanl ey communi cated that DEED had i ncor porated
its budget changes into the 10-year plan. Using data from
the past several years DEED projected flat funding of the
foundation formula, which included $25 mllion outside the
formula as targeted funding. He noted that 10-year
projections were "crystal ball exercises" given that it was
hard to determne the future. Projected operating costs
i ncluded inflation adjustnents for contractual obligations.

Comm ssi oner Hanl ey addressed capital projects on slide 18.
He detailed that construction and major nmaintenance itens
remai ned at current |levels. The proposed budget included
funding for one school construction (based on the Kasayulie
settl enment) and continued funding for a previously
supported project. The departnment had noved down 14
projects on its mgjor nmaintenance list. The budget also
i ncl uded mai ntenance for Munt Edgecunbe based on its 6-
year plan to keep the school in operation and funding for
the Stratton Ilibrary the state had acquired in Sitka.

Slides 19 and 20 illustrated the 10-year projection in
graph form The dotted black 1line represented DEED s
projection and was relatively flat. The green |line

represented what would occur if the departnent's budget
continued to grow at a 10.5 percent annual growth rate. He
believed a realistic growh rate would fall sonewhere
between the two lines. He enphasized that the departnent's
budget was a part of a fiscally conservative total state
budget that did not grow at 10.6 percent. He believed the
governor recognized that a 10.6 percent annual growth rate
woul d be unsustainable. The graph on slide 20 represented
the 10-year projection for all funds.

1:58: 10 PM
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Comm ssioner Hanley continued to discuss slide 20, which
showed a target of 4.8 percent annual growth; the target
was slightly higher than actual growth that had occurred in
the past five to six years. The graph showed a flatter
projection than 4.8 percent, but he anticipated the actua
budget would fall sonmewhere between the two projections.
Slide 21 showed the DEED budget conpared to all other
agency budgets (non-formula and general fund only). The
DEED share had been consistent at approximately 2 percent
beginning in FY 07; it had been at 1.6 percent in FY 05
Slide 22 provided the DEED formula and non-fornula funding
conpared to other state agencies. He pointed to the trend
line (shown in blue) that had decreased from 29.7 percent
in FY 05 to 25.5 percent in FY 14. He stressed that
department's portion of the total budget had been steadily
declining over the |ast several years.

Co-Chair Austerman pointed to slide 19 and asked for
verification that DEED expected "sonewhat"” of an increase
over the next several years in general fund spending.
Comm ssi oner Hanl ey responded in the affirmative.

Co-Chair Austerman asked if the growh was due to salary
i ncreases or other.

MARK LEWS, DI RECTOR, ADM NI STRATI VE SERVI CES, DEPARTMENT
OF EDUCATI ON AND EARLY DEVELOPMENT, responded that salary
increases were not included in the departnent's 10-year
plan; the Ofice of Mnagenent and Budget (OVB) was
responsible for trending salaries. The graph only showed
increments contained in the DEED 10-year plan.

Co- Chair Austerman asked for detail on increnents that were
responsible for the departnent's projected general fund
spending growth. M. Lewis replied that the "nodest"” growh
was due to items such as contractual increases for the
state assessnent system nmentors (growth of 2.7 percent),
and ot her.

2:01: 20 PM

Representative Minoz queried how graduation rates tracked
students who noved from one district to another during high
school or who began high school in A aska and noved out of
state prior to finishing.
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Comm ssioner Hanley answered that there was a statew de
identification system for K-12 that allowed DEED to track
when a student left one district and enrolled in another.
He explained that it becane chall engi ng when students noved
out of state, but the system did recognize when students
enrolled elsewhere and worked to create a realistic
pi cture.

Representative Thonpson asked for verification that the
69. 6 percent graduation rate included students who entered
9th grade and graduated in four years. Conmm ssioner Hanley
replied in the affirmative.

Represent ati ve Thonpson asked how students who graduated in
over four years were accounted for. He wondered how the
data skewed the graduation percentages. Comm ssioner Hanley
opi ned that every graduate represented a success story. He
responded that those graduating in nore than four years
would add approximately 1 percent to 2 percent. He
furthered that the state used the specific fornula because
it allowed DEED to conpare Alaska's graduation rate to
those in other states.

2:03:51 PM

Representative CQuttenberg asked whether the growth charts
accounted for fluctuating student enrollnents, costs of
heating, transportation, or other. He wondered what was
built into the figures.

M. Lewis replied that the growth had been trended out. The
depart nent based future projections on current year
forecasts because it was the only basis it could use to
make a decision on; it did not try to calculate any
i ncrease or decline in student popul ation.

Representative Holnes referred to the departnent's 10-year
pl an. She urged the departnent to work on a way to devel op
a nore realistic future projection that could be used as a
pl anning tool. She observed that the 10-year forecast
| ooked remarkably flat. She pointed out that there would be
increases in inflation and ot her.

Representative Gara referenced slide 17 and asked if the
$25 mllion in funding outside of the BSA would be an
annual increnent or if it would build on itself by $25
mllion annually.
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Comm ssioner Hanley replied that the figure was an annua
increment of $25 million; the 10-year projection included
the anmobunt as a reflection of recent years but it was not
reflective of a "wish [ist" or suggestion.

2:07: 33 PM

Representative Gara | ooked at slide 19 and wondered if DEED
could provide a better estimate on its future budget
gr owt h.

Comm ssioner Hanley replied that it was difficult for DEED
to provide future projections because working with the
| egislature determined what the nunber would be. He
furthered that the projection would continue to | ook
simlar if the BSA of $5,680 and the annual appropriation
of $25 million remained static going forward.

Representative Gara wondered how DEED planned to increase
student achievenent given cuts that had been nmade. He
pointed to two years of flat education; no BSA increase;
and, the Anchorage school district was laying off teacher
ai des, tutors, and student counselors in Anchorage who were
hel pi ng students transition to college and jobs; and sumrer
school in Anchorage had been closed the prior year.

Comm ssioner Hanley answered that flat funding neant that
no noney had been added to the BSA, but it did not nean
t hat education had received no funding increase in the past
years. He expounded that the $25 million increment had been
provided for the first time the prior year, noney had been
added to Career and Technical Education (CTE), and the
state had allocated noney to the Teachers' Retirenent
System (TRS). He reiterated that the governor's proposed
budget included funding for energy and other; however, he
recogni zed that whether the budget kept up wth what
districts needed was a different issue.

Representative Gara appreciated the effort to increase
reading proficiency in the K-3 Literacy Program however,
he thought Comm ssioner Hanley had testified in the past to
the inportance of working with children on literacy by the
ages of 3 and 4. He wondered why the Literacy Program was
not starting at the Pre-K | evel.

2:10: 57 PM
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Comm ssioner Hanley did not recall the testinony. He stated
that the Literacy Program would strengthen the current
school system He elaborated that there was funding for
some Pre-K prograns, Parents as Teachers, Head Start, Best
Begi nnings, and other. There was not a system w de Pre-K
program in place, but DEED believed that when children
entered the school system it was inportant for teachers to
understand each child' s specific needs to ensure readiness
for reading by the third grade.

Representative WIson queried whether the state was seeking
a waiver related to No Child Left Behind. She wondered how
the wai ver would inpact the state's federal funding.

Comm ssioner Hanley replied that the waiver from No Child
Left Behind should not have an inpact on federal funding
however, it would change the neasurenent and accountability
tools. The departnment believed the shift would nore
accurately nmeasure what took place with students in Al aska.

Representative WIson discussed that district's had | ocal
control over how they spent BSA noney. She believed
progranms continued to be added and surmsed that it was
because the departnment was not seeing the necessary grow h.
She wondered why districts were not charged for elective
progranms and why the funds were not com ng out of the BSA

Comm ssi oner Hanl ey asked for verification on the question.

Representative WIlson clarified her question. She pointed
to digital learning as an exanple; not all districts would
access the same prograns based on their individual needs.
She wondered why the various elective prograns were not
charged to the BSA. She thought that districts should pay
for their participation in the prograns instead of the
state providing a free service.

Comm ssi oner Hanley responded that DEED had sone explicit
proposals to nove forward wth. He stated that the
department was |ooking at "specific targets for specific
outcones."” He stressed the inportance of l|ocal control for
districts to address their needs. He addressed graduation
rates and believed that inplenenting a targeted program
woul d provide a targeted outcone. He communicated that it
was "a categorical specified funding for sonmething that the
governor wants to see."
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Representative WIlson asked if the departnent could specify
targets for districts that would allow DEED the authority
to redirect or change programs in specific districts if the
targets were not net. She stressed that the budget did not
i ncl uded enough noney for all of the districts.

2:15: 24 PM

Comm ssioner Hanley replied that the JAG program was the
only program that would begin in select districts; other
prograns were all statewide. He guessed the state could
i npl enent regul ati ons t hat put responsibilities on
districts without funding them however, he pointed out
that a new set of content standards had been inplenented
and that the rigor had been trenendously increased related
to expectations for students. The departnment had not funded
districts to replace their curriculum or do professiona

devel opnent; it was a burden for districts to nove in the
new direction, but it was an expectation the departnent
had. He expounded that teacher evaluations were now tied
wi th student |earning; funding had not been tied to the new
requi renent, but DEED wanted to see high quality teachers
in the classroom He noted that the departnent was worKking
to support teachers and that only so nuch could be asked of
t hem wi t hout providing additional funding.

Representative WIson was concerned about the fairness of
sone "excellent" districts operating on a set anount of
funding while challenged districts were receiving added
programs. She opined that the challenged districts were
getting the BSA and prograns on top of that, whereas other
excellent districts were "trying to survive on a string."
She wanted to ensure that districts wth excellent schools
were taken care of as well. She would discuss the issue
further during the DEED Fi nance Subcomr ttee neetings.

Representative Quttenberg pointed to digitizing education
(slide 8). He asked about current capability to provide al
schools with bandwi dth. He pointed to constant growth in
the demand for increased capacity to account for the
growi ng nunber of conputers, iPads, and other. He observed
that currently bandw dth capacity was fairly limted. He
nmentioned the state's broadband task-force. He wondered
whet her the departnment would be able to keep up wth the
ever increasing demand for bandw dt h.

2:19: 23 PM
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Comm ssi oner Hanl ey believed that broadband woul d al ways be
maxed out. The digitization initiative did not require
broadband in every capacity. He relayed that every schoo
di strict had broadband, but every district did not have the
ability for all of its students to be online at the sane
time or the ability for live-stream ng. Under the digita
initiative districts would build a plan around their
existing capacity. He pointed to recent funding for the
Associ ation of Al aska School Boards (AASB) for student use
of iPads; he stated that "trenendous growh" had been
witnessed for K-3 graders who had participated in the
program He elaborated that nost of the iPads used "apps"”
(applications) and did not have access to broadband. He
rel ayed that DEED did not have significant capacity to push
forward broadband. He referenced that DEED was watchi ng and
supporting GCl's TERRA project [a project working to
provi de br oadband connecti on to rural comunities
t hroughout Al aska]; broadband access was now available in
Hooper Bay. He shared that DEED was | ooking at obtaining
the best e-rate in order to keep costs down. He recognized
the challenge and believed the departnent could nove
forward with the current capacity; the capacity could
continue to be increased when avail abl e.

Representative Quttenberg was concerned that broadband
| earni ng opportunities were equalizers for rural and urban
communities and students with different ways of |[|earning.
He wanted to ensure that students had equal |earning
opportunities that would help them succeed in school and
life.

2:22: 25 PM

Representative Miunoz believed the mning training program
was a great partnership between multiple entities. She
wonder ed whet her the program could act as a nodel for other
sectors including healthcare, marine technol ogy, and ot her.

Comm ssioner Hanley replied that he hoped so. The mning
program connected industry with the education system to
hel p provide training and high paying jobs to Al askans; it
was the first of its kind that the departnent had
participated in.

Representative Gara had been told by school officials in
Anchorage that the rate for school districts' ability to
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make | ocal contribution had been capped too |ow when the
| egislature had worked to nmke 1local contributions nore
equitable the prior year. He had heard from officials who
wanted to contribute nore. He wondered if there was a
solution to the problem

Comm ssioner Hanley responded that he did not believe a
m st ake had been made, but the |ocal contribution rate had
been changed. He explained that Anchorage's contribution
needed to be $8 mllion less and the state had picked up $8
mllion nore. He added that criteria existed related to how
much could be contributed. He had been involved in neetings
the prior summer with the Anchorage Chanber of Conmerce and
the school district related to the issue. He opined that
there were ways for communities to adequately contri bute.

Representative Gara asked if the departnent supported the
concept of Pre-K prograns. Conmm ssioner Hanley recognized
that early intervention prograns could benefit students and
prepare them for kindergarten

Co-Chair Austerman referenced the departnent's 10-year
budget projection on slide 19. He stressed that |egislators
and departnment adm nistrators had to think beyond the next
several years or the state could end up in a bad situation.
He expressed concern about the 10.5 percent projected
annual growth figure on slide 19 and stated that if it was
accurate there were sone "real problens" that needed to be
pl anned for. He elaborated that there was no way to plan
for the future if departnents continued to cone forward
with one or two years of anticipated growh. He hoped the
adm nistration would recognize the inportance of providing
a realistic 10-year plan.

2:26:56 PM

Comm ssioner Hanley replied that the departnent could work
with key legislators to help it conme up with a nore
realistic plan.

Co-Chair Austerman remarked that population growth alone
woul d account for higher budget increases than those
included in the departnent's annual nmanagenent plan on
slides 19 and 20.

"ALASKA REVENUE FORECAST: DEPARTMENT COF REVENUE and
DEPARTMENT OF NATURAL RESOURCES

House Fi nance Conmmittee 15 01/ 24/ 13 1:31 P. M



2:28:37 PM

BRYAN BUTCHER, COW SSI ONER, DEPARTMENT OF REVENUE (DOR),
provided a Power Point presentation titled "Overview of
Fall 2012 Revenue and Price Forecast." He |ooked at an
outline on slide 2 and shared his plan to discuss the
departnent’'s 10-year overview, total revenue (including oi

and non-oil revenue). Slide 4 showed a snapshot of DOR s

10-year revenue forecast. He pointed out that the
departnment's forecast included an expectation of relatively
high oil prices into the future. The yellow row titled

"Total ANS Production” showed production |evels that would
continue to decline (production had been declining in
recent decades); as a result the general fund unrestricted
revenues were projected to decrease as well.

Conmi ssioner Butcher directed attention to slide 5 that
provided a detailed look at the differences between the
departnent's spring 2012 and fall 2012 forecasts. He
relayed that the price of oil was down by approximtely
$1.77 from the spring 2012 forecast; production was also
down by approximately 10,000 barrels per day. He stated
that in conjunction with increased North Sl ope expenditures
revenue was down by approximately $928 million from the
spring forecast (higher spending was taken out prior to the
cal cul ation of production tax value; corporate incone tax
was also off slightly). There was a slight uptick in the
oil price forecast and a nore "severe" production decline
(by approximately 29,000 barrels). The production decline
was largely due to delayed production in sonme wells and
reduced performance in sone other wells.

2:32:50 PM
Comm ssioner Butcher added that the fall forecast was
approximately $1.6 billion less than the spring projection.

He reiterated that the reduction was due to |ower
production and oil prices and higher spending. He addressed
slide 6 titled "Total Revenue Forecast” that included
unrestricted and designated general funds, other restricted
revenue, and federal revenue. He pointed out the FY 12
actual investnment revenue at $109 mllion conpared to the
forecasts for FY 13 and FY 14 that were over $3 billion
each. He explained that the Permanent Fund had high
earnings in FY 11, but that FY 12 investnment revenue was
virtually flat. The projections for FY 13 and FY 14 were
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based on what the Permanent Fund expected to nake; the fund
was up approximtely 7 percent for the first 6 nonths of FY
13. He stated that the fund was "well on its way" to
achieving the FY 13 forecast.

2:34: 24 PM

Comm ssioner Butcher pointed to a table that broke down
unrestricted general fund revenue particularly related to
petrol eum revenue; it detailed what the state receives in
royalties mnus royalties designated for the Permanent Fund
and Public School Fund. The production tax represented the
| argest portion of incomng revenue; corporate incone tax
accounted for $568 nmillion; and property tax was generally
around $100 mllion. Slide 8 provided a snapshot of non-oi
revenue. He relayed that over 90 percent of the state's
budget was paid for with oil revenue; therefore the non-oi
revenue represented a relatively small portion of the total
picture at approximately $627 million. The slide also
included a detail on the various taxes including corporate
income, mning license, insurance prem unms, tobacco, notor
fuel, and other snmaller taxes. The departnment did not
foresee a trenendous change between the last, current, and
upcom ng fiscal years.

Comm ssioner Butcher addressed a <chart depicting the
production history and forecast on the North Slope (slide
9); production had peaked in the late 1980s at 2.1 mllion
barrels per day. Slide 10 included a closer |ook at oil
producing fields from 2002 to 2022 including Prudhoe Bay,
Prudhoe Bay Satellites, Kuparuk, Endicott, and other. He
noted that legacy oil fields of Prudhoe Bay and Kuparuk
were still expected to produce the nobst oil over the next
ten years. He l|ooked at oil price forecast nethodol ogy on
slide 12. He shared that the past fall nmarked the fifth or
sixth year that DOR had held an all-day forecasting
session. The nobst recent session was on Cctober 2, 2012
there had been 31 participants from DOR, Departnent of
Nat ur al Resour ces, Departnent of Labor and Wbrkforce
Devel opnent, OVB, University of Alaska, Institute of Socia
and Econom c Research, Legislative Finance Division, and
other outside entities. He elaborated that experts were
brought in and the entities considered supply, denmand,
geopolitics, financial markets, and other expert forecasts
(e.g. federal Energy Information Agency (EIA), New York
Mercantil e Exchange (NYMEX), futures market, and other). He
furthered that experts were brought in to present at the
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neeting in order to encourage a nore interactive dial ogue
on what was occurring worldwi de. He shared that DOR had
heard from Barry Pulliam of Econ One, the late Dr. Tony

Finizza (former chief economst of ARCO, Sanuel Van
Vector, President of Economc Insights, and the Wells Fargo
seni or econom st Mar k Vit ner. The forecasts from

participants were blended with EIA and NYMEX and other
anal ysts to determne the DOR fall forecast.

2:39:33 PM

Conmi ssioner Butcher noved to slide 13 that showed the
price of oil for the past five years and price forecasts
through FY 17. The slide included price forecasts from
multiple entities; EIA had a "rosier" or bullish outlook
than others and NYMEX was forecasting at the |ower end of
the spectrum however, nost analysts tended to see prices
in the mddle range. He pointed out that DOR s projection
fell "confortably" in between the high and |ow forecasts.
He communi cated that rating agencies |ook at all aspects of
the revenue projections to determne how realistic they
are. For exanple, a state could use a state incone tax that
was hi gher than rating agencies believed would occur, which
would give a rosier view of forecasted state revenues. He
furthered that ratings agencies worked to determ ne how
conservative or optimstic projections were; he stated that
conservative projections were better. He shared that
ratings agencies had acknow edged that the departnent's
price forecast had been |lower than the actual forecast in
five of the past six years; however, its production
forecast had been overly optimstic every year for the past
coupl e of decades.

Comm ssioner Butcher shared that slide 14 titled "Genera
Fund Unrestricted Revenue Price Sensitivity FY 2013-2015"
had been included for future reference; it showed the
forecasted revenue, production, and price (price could
fluctuate trenmendously). The slide depicted what the state
woul d generate in revenue at different per barrel costs
begi nning at $50 dollars and increasing by $10 increnents;
it showed how a price swing up or down would inpact
revenue. He observed that there was a fairly extrene
di fference between the scenarios due to the progressivity
of the current production tax system

2:42: 47 PM
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Co-Chair Austerman pointed to a breakdown of wunrestricted
non-oil taxes on slide 8 and asked for a brief description
of other taxes.

DAN STI CKEL, ASSI STANT CH EF ECONOM ST, TAX DI VI SI ON,
DEPARTMENT OF REVENUE, answered that the other taxes were
all unrestricted taxes. He explained that the table on
slide 8 included line items for the top five taxes. He
pointed to the departnent's fall 2012 Revenue Sources Book
(page 54) that listed other unrestricted taxes for itens
including alcohol, fisheries, charitable gamng, vehicle
rental, and ot her.

Representative Gara referred to a January 21, 2013
presentation specifying that one of Muody's factors for
rating the state highly was that it used a conservative
approach to forecasting oil revenues with respect to both
price and production. He observed that DOR s projection was
below the mddle mark on slide 13 and wondered whether it
was what Moody's was referring to and what the departnent
was aimng for.

Comm ssi oner Butcher replied that slide 13 was related only
to price forecasts; DOR s forecast was a result of equally
bl ending projections from nultiple entities. He furthered
that Mody's based its view on the fact that DOR s
forecasts were consistently |lower than actual prices turned
out to be. He explained that if DOR based its forecast on
EIA it would be nuch nore likely to have an overly
optim stic price projection conpared to actual .

Representative Gara asked for verification that the price
forecast had been slightly under what actual nunbers had
been in five of the past six years. Conm ssioner Butcher
replied in the affirmative.

Representative Gara understood that the state did not want
to overestimate how nmuch noney it would have to spend;
however, he wondered if the price estinates were being used
in the fiscal notes for the current oil tax |egislation.
Comm ssi oner Butcher replied in the affirmative. He rel ayed
that the fiscal notes were based on the departnent's fall
2012 forecast.

Representative (Quttenberg had read that the federal
government was | ooking at naking changes to mning royalty
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rates. He wondered if the state may be able to take a
percentage if royalty rates were increased.

2:46:32 PM

Conmmi ssi oner But cher asked for clarification on the
guesti on.

Representative Quttenberg restated that the federa
government was reexamining royalty rates and that sone
states got a larger cut for offshore oil or gas production.
He did not want to increase rates above what the federa
government would inplenment, but surmsed that the state
could take a portion of the revenue. Conm ssioner Butcher
answered that the issue was under the purview of the
Departnment of Natural Resources (DNR).

Representative CGuttenberg wondered how a pipeline shutdown
in 2012 had inpacted production conpared to other years. He
asked why the shutdown had been |[|onger than expected.
Conmi ssi oner Butcher confirmed that the mamin reason for the
10, 000 barrel per day decrease was due to the shutdown. He
did not know if issues had prolonged the shutdown. The
department would follow up on the question

Representative CQuttenberg asked for a status on the
auditing of past tax reports. Comm ssioner Butcher replied
that audits had been conpleted for the first year of the
Petrol eum Production Tax (PPT); it was currently in the
PPT/ Al aska’s Clear and Equitable Share (ACES) year, which
had conme in in 2008. The departnent expected the audit to
nove increasingly faster given that it had finished the
transition from gross to net. He pointed to vacant auditor
positions as a primary problem and relayed that the
positions had been filled; the proposed FY 14 also included
a request for two auditor positions. The departnent was
statutorily in a fine position related to the audits, but
it wuld |ike to get further along.

2:49:18 PM

Representative GQGuttenberg asked whether a report on the
audits would be available. Comm ssioner Butcher responded
that there had not been a substantial difference in the
audits. The departnment would be happy to brief the
commttee or provide a confidential briefing at a later
tine.
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Co-Chair Stoltze remarked that it nmay be helpful for DOR to
be present at departnment budget presentations to instill
recognition of the current situation related to revenue and
oil production. He pointed to the challenges of running a
pi peline wunder lower oil flow conditions. He asked the
departnment to be mindful of what oil nmeant to the state's
budget; he observed that mning revenue would not "even
cover" the operational costs of the Departnment of Education
and Early Developnent and fish taxes would not fund a
t hree-year Chinook study in the amount of $30 nmillion.

Comm ssi oner Butcher discussed why DOR had decided to dig
into the way its production forecast was produced. He
recalled that in the past comrittee nenbers had expressed
di ssatisfaction over DOR s long-term production forecast.
As a result the departnment had |ooked at the issue to
determine how to increase accuracy in its forecasting; it
di scovered that the forecast had been high by 40 percent to
65 percent in its 10-year production forecast. He shared
that historically the decline rate had been 6 percent, but
DOR had projected an annual decline rate of no higher than
2.5 percent (many years the projection had been |ower than
2.5 percent). He stated that clearly the process had not
been accurate and needed to be inproved. Subsequently DOR
had nmet with DNR to figure out a way to provide
policymakers with a better production snapshot into the
future; DNR had only played a snall role in the forecast in
the past. He stressed that DOR had done a good job with the
forecast for the couple of years, but the Ilonger-term
forecast needed i nprovenent.

2:54: 20 PM

BRUCE  TANGEMAN, DEPUTY  COWM SSI ONER, TAX DI VISION

DEPARTMENT OF REVENUE, provided a Power Point presentation
titled "G | Production Forecast." He planned to explain the
producti on net hodol ogy that DOR had been working on for the
past 18 nonths; the goal was a nore prudent and reliable
long-term forecast. He stated that oil funded over 90
percent of state governnment. He referenced comm ttee nenber
comments about the inportance of planning for the future

the thoughts had been taken into consideration when DOR
| ooked at its  historically overoptimstic production
forecast going back two decades. He enphasized that it was
critical for legislators and the executive branch to have
the best available information for short and Ilong-term
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budgeting. He read from AS 37.07.020, which designated that
QOVB:

...Mmust set out significant assunptions used in the
projection wth sufficient detail to enable the
| egi sl ature to rely on t he fiscal pl an in
understanding, evaluating, and resolving issues of
st at e budgeti ng.

M. Tangeman noved to a chart on slide 2 that conpared
overly optimstic production forecasts from 2002 through
2012. He pointed out that in year-one the forecast was
fairly close to actual production, but none of the out
years "were even close to reality". He reiterated
Comm ssioner Butcher's earlier statement that projections
were 40 to 60 percent off in the future. He pointed to
bunps in the forecast that represented potential resources
com ng online, which had not necessarily come to fruition
He shared that DOR had a contract petroleum engineer
consultant who had historically nmet with his counterparts
at oil conpanies to discuss the next 10-year outlook. He
furthered that a private sector budget person had been
mssing from the conversation. He relayed that WIIliam
Barron the director of the Division of G| and Gas for DNR
had volunteered to help DOR work on the project. He was
pl eased at the current progress of the ongoing project.

2:59: 19 PM

M. Tangeman noved to slide 4 and addressed concern that
had been expressed by nenbers of both the House and Senate
Finance Comm ttees. He read quotes from Representatives Ma
Costell o and M ke Doogan respectively: "Is it possible for
the departnent to conme forward with a plan for providing
nore accountability to the productions forecasts?" and
"What | am asking is that | be given sonething that wll
give ne nore confidence that the projections that we see
are, not necessarily 100 percent accurate, but that they
have taken into account everything that they can, and we've
got the best shot we can get."

Co- Chai r Aust er man acknow edged t he presence of
Representati ve Lora Rei nbol d.

W LLI AM  BARRON, DI RECTOR, DVISSON O OL AND GAS,

DEPARTMENT OF NATURAL RESOURCES, relayed that DOR had asked
DNR to help establish a nmethod to produce a reasonabl e out-
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year production forecast for the greater North Sl ope region
(factoring in several categories of production). He
addressed efforts to wunderstand the nmagnitude of the
problem on slide 5 titled "Forecast Errors by Years in
Advance Being Forecast." Nunbers along the outside edge of
a spider diagram represented years and data showed the
percent error from forecast to actual. He noted that spider
diagranms provided an insight into any patterns that may
exi st . He elaborated that the blue and red Ilines
illustrated the errors from the 2001 and 2002 forecast to
actual; the green line represented the average from 2001 to
2010. He pointed out that the pattern stayed the sane; the
error increased consistently as tine went on.

M. Barron believed it was inportant for DOR and DNR to
| ook at the issue independently from each other; if the
departnments both identified simlar procedures it would
help determne a better approach. He had asked DOR to
establish confidence intervals based on all Alaska North
Sl ope (ANS) production; DOR had used a standard deviation
variance of all production from 1992 to 2011 and had
projected it forward (slide 7). The bold green and |ight
green dashes represented the upper and | ower bounds of the
production standard deviation forecast respectively. He
added that it was necessary to factor in a multitude of
itenms that ~could inpact production. He pointed to a
flattening of the curve beginning in 2006 through 2008; the
leveling was predomnantly due to the inpact of gas cap
wat er injection at Prudhoe Bay. He had asked DOR to | ook at
the years prior to the enhanced oil recovery project and to
identify the lower bound. Prior to 2006 the slope of the
line was steeper than the slope across the entire "regine."
The purple lines represented confidence intervals from 1992
to 2006. He el aborated that the lines established the high-
high and lowlow given the tw different tinme paraneters
[ 1992 to 2011 and 1992 to 2006].

3:05:11 PM

M. Barron shared that the departnents had considered three
out of four tranches of the production forecast (slide 8):
currently pr oduci ng, under devel opnent, and under
eval uation. He explained that currently producing or "old
oil" applied to existing wells, facilities, and fields.
"Under devel opnment” represented the first tranche of new
oil; projects included in the category would be increnental
to existing fields or new fields (projects that were
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currently bei ng funded) . He furthered t hat under
devel opment projects had sonme risk; the confidence |evel

fell in between <currently producing fields and under
eval uation fields. "Under evaluation" represented the
second tranche of new oil. The category included projects

that were likely to occur in the future; assessnents had
been nade, but noney had not been invested. Under
evaluation fields had a greater risk than the first two
tranches.

M. Barron relayed that "exploration®" was the fourth
tranche, which had not been included in the forecast. He
el aborated that exploratory projects could be on the cusp
of a conpany's |ease sale or based on seismc information

the projects represented areas of new potential, but were
not substantial enough to be included in the under
evaluation category. He elaborated that shale oil was an
exanple of exploration. He explained that shale by
definition was a reasonable project; the current operator
had drilled two wells on the North Slope, but no flow tests
had been done. Core sanples were currently being tested for
"fracability" and product yield. He added that exploration
could lead to projects, but there was no data available to
project how it would inpact the production profile from a
budget ary perspecti ve.

3:09:14 PM

M. Barron addressed the concept of risk on slide 9. He
explained that risk was a natural conponent of the oil
i ndustry business. He read the |ast quote on slide 9:

The ability to convey the relative riskiness of
various oil and gas projects in a consistent nmanner is
an el usive and desirabl e goal.

[ Sour ce: Devel opnent and | mpl erent ati on of an
I ntegrated Ri sk Assessnent Methodol ogy. Cutten, Evoy,
Grecu. SPE conference pater 1993]

M. Barron |ooked at risk assunptions on slide 10 titled
"Accounting for the Risks Appropriately.” Currently
producing oil was not risked in the DOR forecast; sone
people had voiced that it should have been factored in
given the lack of restart on some existing facilities the
pri or sumer . He acknow edged t he exi stence of
uncertainties and unknowns even in the currently producing
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cat egory. The DOR consultant had done a ground-up
assessnment; every well was factored into the participating
area and field-level review He furthered that DNR had
reviewed every field decline curve for reasonableness and
credibility; staff had not agreed on everything, but it had
agreed on the reasonabl eness and consi stency.

M. Barron continued to discuss risk assunptions on slide
10. Risk related to new oil was factored into the forecast
beginning with FY 15. He stated that the under eval uation
portion of the forecast had a greater risk conponent than
t he under devel opment category. He relayed that technica
and non-technical risks had been included in the review He
communi cated that many itens inpacted production forecasts
(e.g. reserve assessnment and other). The departnents had
| ooked at two categories: (1) budgetary control and (2)
technical or production control; there were nmany subsets
within the two categories. The nmin question was whether a
project had come on in time and if it happened at the sane
rate as originally forecast; nultiple itens could have
subtle inpacts that were conpoundi ng.

M. Tangeman enphasized that currently producing fields
were not included in the forecast risk assunptions; the
category represented a very significant portion of the
projected oil for the current and upcomng fiscal years. He
clarified that the specific risk factor began in FY 15.

M. Barron noved to "Risk Factor 1: Delays" on slide 11. He
rel ayed that delays (due to equipnment not showing up on
time or facilities were delayed) were likely to be a
budgetary constraint. He pointed out that publications
(e.g. Petroleum News and Ol and Gas Journal) were always
accurate when they predicted a project would go online the
foll owi ng year; however, predictions becane |ess accurate
when a project was scheduled to cone online further into
the future. The only outlier was related to year 7 (shown
in a chart on slide 11) when 7 years earlier when a conpany
had accurately specified when it would bring the Northstar
field on. He inforned the committee that the nunbers on
slide 11 were relative, but it was inportant to account for
del ays or projections would be skewed. He reiterated that
the closer a prediction was to the date it was scheduled to
occur the nore accurate it would be.

3:14:17 PM

House Fi nance Conmmittee 25 01/ 24/ 13 1:31 P. M



M. Barron addressed "R sk Factor 2: Performance Deviates
from Expectations” on slide 12. The slide showed production
performances for oil fields including Badam , Aurora,
Polaris, and Prudhoe Bay Satellites. He shared that the
Badam field had been | ate com ng online and production had
peaked at 18,000 barrels per day (conpared to the predicted
production of 30,000 to 35,000 barrels per day). The Aurora
field had been predicted to produce between 15,000 and
20,000 barrels per day, but it had peaked at 10,500. The
Polaris field had peaked 30 to 40 percent |lower than
expected. However, Prudhoe Bay satellite fields had been
predicted to bring in 40,000 barrels per day, but
production had peaked at 50,000. He comunicated that it
was possible to have upside [deviation from expectations]
as well as downside. He stressed that uncertainty existed
as conpanies progressed a project from exploration to
inception; a conpany's understanding of recovery factors
and production increased once a project was producing and
nore information was obtai ned.

M. Barron directed attention to historical ANS production
on slide 13 [identical to slide 7]. He explained that the
hi gh-high represented on the chart included all ANS
production from 1992 to 2011; the |ower edge represented a
confidence interval based on 1992 to 2006.

3:16:11 PM

M. Barron pointed to slide 14 where DNR s refined method
was applied. The red line represented industry production
forecasting for currently producing, under evaluation, and
under devel opnent fields without the risk factors; the line
was not dissimlar from other forecasts and was flat
followed by a slight positive increase and a decline. He
believed it was inportant for the admnistration and
departnments to provide conmttee nenbers with the high and
low sides and a prediction proposal. The low side fel

along the |ower benchmark tranche and excluded the under
eval uation and under devel opnent categories. The refined
method including risk for under developnent and under
eval uation and no risk for currently producing yielded the
green curve on slide 14. He enphasized that the two
progranms had been done independently and were conbined for
review and assessnent. The refined nethodology fell
slightly on the higher side of the spectrums mddle. He
opined that the projection was reasonable; the goal had
been to provide policy makers wth a benchmark that
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provided risk profile boundaries. Slide 15 showed a | onger-
term view of the refined nodel applied over time [1978 to
2022] .

3:19: 01 PM

M. Barron addressed that the real difference [between the
original and refined nethods] was how the departnents
| ooked at new oil. He pointed to a graph that illustrated
the new oil share of total production on slide 16 [2012
t hrough 2021]; the blue bar represented the 2011 forecast.
The blue bars increased and then began to flatten out at
approximately 40 percent to 45 percent of the total
production. The red bars represented the 2012 forecast and
were derived by wusing a risk nodel relative to under
eval uation and under developnent tranches; out-year risk
was factored in with projects that were not yet online.

M. Barron stressed that any good nodeler would | ook back
in history to determne how accurate the nodel would have
been. He pointed to a spider diagram on slide 17 titled
"Testing the Refined Method.” The red Iline showed the
original forecast error from 2001 to 2010. The blue Iline
used the refined nmethod and showed a significant reduction
in overall error. He enphasized that the refined nodel took
away approximtely 50 percent of the error. He comruni cated
that DNR had been asked to conme up with a nethod that was
nore reasonable, nore prudent, and nore practical in terns
of the out-year forecasting for the under devel opnent and
under eval uation process.

M. Tangeman stated that the presentation and the DOR
Revenue Sources Book were not neant to be "doom and gl oont
scenarios. The goal had been to set a nore realistic
baseline for decision makers while recognizing the
tremendous up-side of the state's resources. He stated that
the forecast had historically dealt with what is possible
conpared to what is probable and had always been overly
optimstic. He pointed out that chapter 4 of the Revenue
Sour ces Book provided additional detail on the issue.

3:22:19 PM

M. Tangeman addressed potential concern about what ratings
agencies would think of the state's process. He shared that
Comm ssi oner Butcher and Deputy Commi ssioner Rodell had net
with the ratings agencies in late 2012 and had received
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positive feedback on the departnent's process. He read a
brief quote fromthe Standard and Poor's rating agency:

The state's Departnment of Revenue has a good track
record forecasting year ahead prices and production
| evels. A bigger issue for the state is neasuring the
long-term rate of oil production decline. Since
peaking in 1988 the average annual rate of decline in
production has been around 5.5 percent; however, the
state's long-term forecast has consistently projected
a long-term rate of annual decline in oil production
of just 2.5 percent or lower. As a result the state's
| ong-term forecast has tended to overestinmate actual
production levels. Wth its fall 2012 forecast the
Depart ment of Revenue has revised the nethodol ogy used
to develop its longer-term production forecasts. The
new approach applies risk factors to discount the
projected oil production from oil fields that are
still under developnent or in the evaluation stage.
Previously production estinmates in the forecast from
such fields were not adjusted downward to account for
t heir higher level of uncertainty.

M . Tangeman el aborated that there were many itens a rating
agency took into account. Price and production were both
very critical and DOR had received great feedback that it
was headed in the right direction with its production
forecasting.

Representative Quttenberg wondered whether an independent
entity had been called upon to weigh in on the departnents’
approach to the forecasting nethod. He observed that during
his time working for the legislature, price forecasters had
admtted that they were always wong. He recalled a
| egislative class that had been given in the past on nega
projects; it had shown the ranges of projects that failed

succeeded, were over budget, and other. He believed the
departnments’ work to increase forecasting accuracy was
positive.

M. Barron replied that outside source had not been used;
therefore, the confidence intervals had been established
i ndependently of the scenario plan. The QI and Gas
Division had reached out to sone of its colleagues in the
industry to ask if +the approaches were reasonable; he
relayed that the answer had been yes. He stated that the
way assessment nunbers had been generated could Dbe
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construed as arbitrary; t her ef or e, DOR nunbers were
provided to identify where tranches lay. He furthered that
the technique was not uncomon in the oil and gas industry;
he had used a simlar technique for 1|ong-term budgeting
when he had worked for the industry. He acknow edged that
forecasting was "a degree of wongness" and the "best wong
answer we have today."

3:28: 01 PM

Representative GQuttenberg sited a disclainer on slide 8
that stated "These definitions are not equivalent to those
used by the Society of Petroleum Engineers (SPE) or
Securities and Exchange Commi ssion (SEC) and should not be
used as such." He questioned how different the definitions
were. He asked if another analysis had been done using the
SPE and SEC definitions.

M. Barron responded that the ternms "under devel opnent” and
"under evaluation”™ were comon industry terns, but they
were not necessarily the same ternms used by SPE or SEC. He
stated that prevalent phrases used were "proven, probable,
and potential." The definitions used in the analysis were
not far off from those of the SEC and SPE. He el aborated
that under the currently producing category there could be
several sub-layers of SPE definitions; for the purpose of
the analysis the basic definition was adequate. He added
that the other two tranches fell wthin a probable and
possi ble category, which wuld be simlar to an SPE
definition.

Representative Guttenberg remarked that the forecasting was
now 30 percent wong instead of 60 percent w ong.

Co-Chair Stoltze understood it was not possible to find
sonmeone to conduct a conpletely accurate price forecasting.
He discussed risk and reward. He provided an approxi mte
guote that the "U S. tax code is the greatest influencer of
behavior." He wondered about the influence of tax codes on
production. He expressed the hope for further conversations
with the departnents throughout the |egislative session.

3:30: 23 PM

M. Tangeman replied that the exercise had been purely
technical and had not taken tax, revenue, or other into
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account. He deferred the question to M. Barron for further
detail .

M. Barron agreed. He expounded that the nodel did not | ook
at product price or fiscal reginmes; the nodel used
information and historical data related to fields on the
North Slope and industry fields in general. He followed up
on Representative Quttenberg's remark about nega projects
and stated that 30 percent of projects were over budget and
behi nd schedule 10 percent of the tinme; the reality needed
to be included to produce a realistic nodel. The
departments had not attenpted to look at anything on a
mcro level. He discussed other paraneters that had been
factored in including the closer in tine a project was due
to come online there was | ess risk and higher certainty.

Representative Gara asked for verification that shale oil

did not fall into any of the three tranches [currently
produci ng, under devel opment, and under evaluation]. He had
heard from an industry person that ConocoPhillips had

pur chased | eases around the Great Bear shale oil play.

M. Barron affirmed that shale oil did not fall under the
three tranches (slide 8); it fell wunder the exploration
cat egory.

Representative Gara asked whether consideration should be

given to shale oil. He acknow edged that shale oil could
turn out to be nothing, but that it could also turn out to
be a significant source of oil production on the North
Sl ope.

M. Barron answered that the problem with shale was that
there were no benchmarks showing its capacity or duration
to date; there was "nothing to hang your hat on." He
stressed that it would be "unbelievably speculative" to
include anything like shale in a state forecast that would
be used to nmke business decisions. He added that by the
time shale was brought online it would fall under the high-
high and | ow | ow profile.

3:34: 30 PM

Representative Gara asked if the revised forecast nethod
was trying to be conservative or hit the mddle Iline
perfectly. M. Barron answered that the departnents did not
want to skew the forecast in either direction. The goal had
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been to establish a method that would assess the relative
risk related to time by the [under devel opment and under
eval uation] categories. The forecast could have been nuch
nore conservative or nore optimstic, but the goal had been
to use a technical and neutral nethodol ogy.

Representative Gara wondered whether ConocoPhillips had
purchased |eases near the shale area. He referred to M.
Barron's statenent that he had talked to industry as part
of the analysis; he surm sed there were nmenbers of industry
who may overesti mate producti on, ot hers who may
underestinmate their production until oil reform occurred
and others who may be accurate; he wondered how the itens
were factored into the equation.

M. Barron replied that industry project engineers acted as
sal espeopl e when t hey pi t ched proj ects to seni or
managenment. He conmunicated that when the DOR consultant
had net with industry engineers, a budget conponent had not
been included in the discussion. The consultant had asked
engi neers what the production would be for different
projects; the refined nethod had absorbed the data. He
| ooked at the red line that showed a gross un-risked basis
(slide 14); the line represented what had historically been
presented in forecasts. He added that the red |ine was also
overly optimstic. The refined methodology had |ooked at
accuracy relative to tine. He addressed what under
devel opnment neant and used the Badam field as an exanple.
The field had been a "huge" capital cost to BP when it had
begun; it had under produced and hundreds of millions of
dollars had been spent on the project. The occurrence was
unfortunate, but the risk was inherent to the business.

3:39: 30 PM

M. Barron addressed Representative Gara's question related
to |leases around shale oil plays. He stated that nost of
the leases around the south Geat Bear play had been
purchased by Royal e Energy. He did not recall any mjor oil
i ndustry conpanies purchasing |eases around shale oil
pl ays. He would follow up with nore detail.

ANGELA RODELL, DEPUTY COW SSIONER, TREASURY DI VISION
DEPARTMENT OF REVENUE, provided a power point presentation
titled "An Update on the State's Savings Accounts." She
began on slide 3 related to general fund and other non-
segregated investnents; the fund was responsi ble for paying
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state bills. The general fund had a noderate risk profile
and tended to be invested in short to internediate-term
investnments due to the high demand for liquidity. The fund
had a bal ance of $11.67 billion on Decenber 31, 2012. The
Statutory Budget Reserve (SBR) nade up the |argest portion
of the general fund with a balance of $5.487 billion on
Decenmber 31, 2012; the anobunt was conprised of $1.75
billion appropriated in FY 12, $250 nillion appropriated in
FY 13, and $805 nillion in FY 12 surpluses. The other |arge
piece of the fund was the Al aska Housing Finance
Corporation (AHFC) and Al aska Housing Capital Corporation
deposits of approximately $1 billion. She relayed that to
date the nmarkets were nuch inproved over the prior year
The i nprovenent had been seen in the returns; the Year to
Date (YTD) return was 1 percent conpared to the Fiscal Year
to Date (FYTD) return of 0.37 percent.

Ms. Rodell addressed the Constitutional Budget Reserve
(CBR) main and sub funds on slide 4. The main fund had an
internmedi ate, broad narket, short-term asset allocation (a
very conservative, noderate risk mx). The sub fund had a
hi gher risk asset allocation and contai ned approxi mately 60
percent equities. On Decenber 31, 2012 the bal ance was $5.7
billion in the main fund and $5.5 billion in the sub fund.
She shared that the totals included the anmounts paid by a
BP settlenment in Decenber 2012; the CBR received a deposit
of approximately $160 mllion and the renai nder went to the
Per manent Fund and Public School Trust Fund. The YTD return
was 1.9 percent for the main fund and 11.2 percent for the
sub fund due to the robust equities market return in 2013.

Ms. Rodel | directed attention to the Power Cost
Equal i zation (PCE) Fund on slide 5. She explained that due
to the fund's 7 percent target rate it had a higher risk
tol erance and asset allocation. She was happy to report a
YTD return of 7.38 percent. The balance was $787.5 nillion
on Decenber 31, 2012.

Ms. Rodell spoke to the Public School Trust Fund on slide
6. She detailed that the fund's incone was wused for
education formula funding. The principal fund was invested
in a noderate risk profile nmade up primarily of broad
mar ket and equities (not to the same extent as the CBR).
The principal fund had a bal ance of $487 million and a 10.7
percent YTD return. The investnent incone was noved into
the incone fund for eventual appropriation to Departnent of
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Education and Early Devel opnent; it had a bal ance of $10.4
mllion on Decenber 31, 2012.

3:45:31 PM

Ms. Rodell addressed the Public Enployees' Retirenent
System (PERS) and Teachers' Retirement System (TRS) trust
funds on slide 7. As of Decenber 31, 2012 PERS had a
bal ance of $12.016 billion and the TRS bal ance was $5.018
billion. She relayed that FY 12 had been chal |l enging on the
returns; the 0.52 percent return for PERS and 0.59 percent
return for TRS was well below the 8 percent actuarial
target rate. The FYTD returns were 5.63 percent and 5.68
percent for PERS and TRS respectively.

Ms. Rodell comunicated that the Alaska Permanent Fund
Corporation (APFC) had a Decenber 31, 2012 balance of
$43.654 billion (slide 8). She noted that the nunmber was up
significantly from the prior year. The fund saw a |ow
return of 0.02 percent for FY 12, but wth the recovery of
the equity markets the return had increased to 12.58
percent YTD and to 7.34 percent FYTD.

Ms. Rodell <concluded with an FY 13 investnent revenue
forecast (slide 10); it was also included in the DOR
Revenue Sources Book as part of the total revenue forecast.
She noted that given current market conditions and | ow
short-termrates a 0.6 percent return had been used in the
forecast rather than a 2.87 percent (the expected interest
earning over a 10-year period); the 0.6 percent return
explained sonme of the declines in investnent incone
expect ati on.

3:47:54 PM

Comm ssi oner Butcher spoke to a question posed by
Representative Gara at a prior neeting. He explained that
the two CBR funds and the SBR fund totaled slightly under
$17 billion.

Co-Chair Austerman |ooked at slide 4 and surnmi sed that the
CBR main and sub funds could be subtracted from the total
reserve fund to reach the SBR anobunt. Comnr ssioner Butcher
replied in the affirmative. He added that although the
PERS, TRS, and APFC funds were flat for FY 12, they had
been up approximately 20 percent for FY 11. He stated that
the returns had been "pretty healthy” in the past two years
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and were approximtely 7 percent FYTD. The narkets had been
up and down, but targets had been exceeded over the past
2.5-plus years. He stated that although markets had
recovered fromthe drop in 2008 and 2009, the nunbers were
still relatively |ow.

Co-Chair Austerman asked about the value of the SBR M.
Rodel|l replied that the SBR totaled $5.487 billion on
December 31, 2012.

Representative Minoz asked if the switch from a Defined
Benefit to a Defined Contribution system had changed the
departnment's projected rate of return for the retirenent
f unds.

Ms. Rodell replied that Defined Contribution nunbers were
not i ncluded because individuals nmanaged the asset
all ocation of their accounts. There were approximately 25
different investnent options to select from

3:50: 44 PM

Representati ve Munoz understood, but wondered how the shift
had inpacted the projected rate of return. M. Rodel
replied that the change did not have fiscal inpact on the
retirement fund accounts shown in the presentation.

Representative Gara asked for the current anount in the
AHFC Capital Investnent fund. M. Rodell replied that the
account had contained approximately $600 million at one
poi nt. She could provide an exact nunber at a later tine.

Comm ssioner Butcher agreed. He added that the fund was
avail able for appropriation for itens like forward funding
for educati on.

Representative Edgnon asked for a definition of the term
Year to Date. Ms. Rodell replied that the current YTD was
January 1, 2013 to the current day (cal endar year to date).

Representative Edgnon surm sed the state's fiscal year had
to be factored into a fund' s earning perfornmance.

3:52:30 PM

Ms. Rodell replied in the affirmative and explained that
Fiscal Year to Date was July 1, 2012 to the current day.
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Representati ve Edgnon asked what 7 percent earnings on the
$17 billion in reserves woul d equal .

Comm ssioner Butcher replied that the 7 percent applied
specifically to the PCE fund; returns were significantly
| oner on other state funds because approximtely half of
the general fund was invested very short-term and
internmediate term due to liquidity issues for paynents to
the operating and capital budgets. The projected general
fund return was approximately 3 percent. The PERS and TRS
funds had an 8 percent target and APFC had a target of 5
percent plus inflation. The PCE fund was invested at a
hi gher risk given its statutory target return of 7 percent.

Co-Chair Austerman thanked the departnments for their
presentations and discussed the schedule for the follow ng
day.

HB 65 was HEARD and HELD in commttee for further
consi derati on.

HB 66 was HEARD and HELD in comrittee for further
consi derati on.

#
ADJ OURNVENT

3:54: 38 PM

The neeting was adjourned at 3:54 p. m
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