HOUSE FI NANCE COW TTEE
January 26, 2016
1:33 p.m

1: 33: 54 PM

CALL TO ORDER

Co- Chair Neuman called the House Finance Commttee neeting
to order at 1:33 p.m

VEMBERS PRESENT

Representati ve Mark Neuman, Co-Chair
Representati ve Steve Thonpson, Co-Chair
Representati ve Dan Saddl er, Vice-Chair
Representati ve Bryce Edgnon
Representative Les Gara

Representative Lynn Gattis

Representati ve
Representative
Representati ve
Representati ve
Representative

David Guttenberg
Scott Kawasaki
Cat hy Munoz
Lance Pruitt
Tamm e W1 son

VEMBERS ABSENT

None

ALSO PRESENT

Randal | Hof f beck, Conm ssioner, Departnent of Revenue; John
Ti chot sky, Chief Economst, Tax Division, Departnent of
Revenue; Dan DeBart ol o, Di rector, Di vi si on of

Adm ni strative Services, Departnment of Revenue.

SUMVARY

HB 256 APPROP: OPERATI NG BUDGET/ LOANS/ FUNDS
HB 256 was SCHEDULED but not HEARD.

HB 257 APPROP: MENTAL HEALTH BUDGET

HB 257 was SCHEDULED but not HEARD.
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HB 255 BUDGET: CAPI TAL
HB 255 was SCHEDULED but not HEARD.

FALL 2015 REVENUE FORECAST BY COWM SSI ONER RANDALL HOFFBECK
AND CHI EF ECONOM ST JOHN TI CHOTSKY

FY17 BUDGET OVERVI EW DEPT. OF REVENUE
Co-Chair Thonmpson reviewed the agenda for the current
nmeeting. He acknow edged that Representative Gara had

j oi ned the neeting.

AFALL 2015 REVENUE FORECAST BY COW SSI ONER  RANDALL
HOFFBECK AND CHI EF ECONOM ST JOHN TI CHOTSKY

1: 34: 35 PM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE,
i ntroduced the PowerPoint presentation: "Fall 2015 Revenue
Forecast Presentation.” He relayed he would be naking sone
opening statements and turning the presentation over to Dr.
Ti chot sky.

Co- Chair Thonpson indicated that Representative Gattis and
Co- Chair Neuman had j oi ned nenbers at the table.

Comm ssioner Hoffbeck began with slide 3: "Structure of
Revenue FY 2013, FY 2014, FY 2015". He nentioned that the
departnment had never included the chart in its previous
presentations. He pointed out that it showed two things:
unrestricted revenues, and the total value of the pie. He
pointed out that in FY 13 the unrestricted revenues were
about 44 percent of all revenues in the anount of $6.9
billion. By FY 14 the unrestricted revenues had shrunk to
31 percent with a total revenue of $5.4 billion. In FY 15
unrestricted revenues declined to 26 percent or $2.3
billion. Based on discussions with M. Tichotsky and
| ooking at Jlong-term forecasts the new status quo for
unrestricted revenue would fall between the nunbers from FY
14 and FY 15 [31 percent to 26 percent] rather than 50
percent of total revenue - the previous status quo
per cent age.

Conmi ssioner Hoffbeck turned to slide 5: "Mthods: What Do
We Forecast at DOR?”":

House Fi nance Conmmittee 2 01/26/16 1:33 P. M



Mostly Petrol eum and Non-petrol eum Revenue

e W directly forecast Petrol eum Revenue

» The largest conponent, accounting for 75% of
state unrestricted revenue in FY 2015

e “Petroleum Revenue” includes severance taxes,
royalties, corporate inconme tax, and all other
revenue fromoil conpanies

 We directly forecast Non-petrol eum Revenue
« W use soneone else’'s forecast for |Investnent Revenue

e W use the Federal Revenue authorized for spending as
t he forecast

e It is typically 20% 30% nore than actually gets
spent .

 DOR conpiles all different revenue streans and
conpiles themin the annual Revenue Sources Book

Comm ssi oner Hof fbeck explained that the state was heavily
dependent upon oil revenues within the forecast. He rel ayed
that non-petroleum revenues included corporate incone
taxes, fees, and other taxes. He reported that the
departnment wused Callan Associates to forecast investnent
revenue. He relayed that the state spent 20 percent to 30
percent |less of authorized federal revenue due to not
conpleting all eligible projects in any given year.

Co-Chair Neuman wondered if there was an increase of
federal funds comng to the state. Conm ssioner Hoffbeck
responded that they were about the sane.

Co- Chair Neuman commented that there had been efforts nmade
by the prior admnistration to be nobre accurate in its
forecast and wondered about the current admnistration's
accuracy. He thought the forecast was considerably higher
than the state's actual revenues. He wondered about what
policies the Comm ssioner had inplenented to ensure the
precision of the revenue forecast. Comm ssioner Hoffbeck
responded that the issue was discussed in the revenue
forecast but opined that it was inportant to know the
state's total authorization of federal revenue. The
aut horizations generally fell into the restricted revenue
category which did not inpact what was available for state
spending. He happily offered to present the information in
a different formif the commttee wanted himto do so.
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Co- Chair Neuman was |ooking at how the departnent cane up
with its forecast.

1:39:11 PM

Representative Edgnmon comented that regarding federa
funds, it was his inpression that Al aska's take was
significantly nore under the 5-year federal highway bill
He had also heard in the previous day that noney for water
and sewer was greater. He was wondering if the state would
be receiving nore federal revenue in the future.

JOHN TI CHOTSKY, CH EF ECONOM ST, TAX DI VISION, DEPARTMENT
OF REVENUE, responded that in terns of forecasted nunbers
it had not noved the needl e.

Commi ssioner Hoffbeck turned to slide 6: "GOl Revenue
Forecasting":

Three Factors for Producti on Tax Revenue Forecast

REVENUE = (Net value * Tax Rate) - Credits taken
against liability

Net value = (Price*Production) — Costs

1. Price

2. Production

3. Costs
1. Capital expenditures
2. Operating expenditures
3. Transportati on cost

Comm ssi oner Hoffbeck explained that the three conponents
that determ ned how nuch the state collected in petrol eum
property tax was price, production, and cost.

Co-Chair Neuman thought there had been a discussion
previ ously about net value. He renenbered the comm ssioner
tal king about how changes in gross value mght nake a
difference. He asked him to comment. He did not want to
scare the industry. Comm ssioner Hoffbeck responded that in
the past Alaska had a gross value tax wunder the ELF
(Economic Limt Factor) tax system which cane before the
PPT (Petrol eum Production Tax) tax structure. If the state
was on a gross tax system the calculations would be
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sinplified dramatically. However, the state was currently
operating on a net tax system

Co-Chair Neunman remarked that wth a gross tax the
cal cul ations would be sinplified because there would not be
a need to go through all of the deductions. He wondered if
ultimately the noney the state took in would be the sane.
Comm ssioner Hoffbeck stated that it depended on how a
gross tax was structured. He suggested that it could
certainly be structured so that it would result in a
simlar revenue stream Co-Chair Neuman remarked, "That was
the point I was trying to nake."

Representati ve Kawasaki reported that at an Alaska Ol and
Gas Association (AOCGA) lunch he had heard that over the
| ast 15-year time span that costs for production had risen
90 percent. He wondered, in terns of net val ue
calculations, if the audits wunder Alaska’s Cear and
Equi t abl e Share (ACES) had been conpleted. He wondered at
what point the finance commttee would get to review them
Comm ssi oner Hof fbeck responded that the Departnent of
Revenue (DOR) was currently doing the 2009 audits, which
was the beginning of the ACES audits. He added that the
first audits had to be out by the m ddle of March.

Representative Quttenberg asked about transportation costs.
He wondered if the court cases concerning the Trans-Al aska
Pi peline System (TAPS) evaluation affected the well head
price. Conm ssioner Hoffbeck answered that the recent court
case that disallowed sone of the strategic reconfiguration
costs was requiring the state to go back in to recalcul ate
the related audits - part of the reason the audits were
currently delayed. It inpacted the anmount of deductible
transportation costs.

1: 43: 25 PM

Representative QGuttenberg asked how they were expected to
i npact future projections. He suggested noving forward
rat her than backwards. He wondered if it was solidifying
the transportation deductions off of the well head
eval uati on. Conmm ssi oner Hof fbeck answered that he believed
the court case referenced 2009 through 2011. It would
obviously inpact the anmount of deductible transportation
costs for those years.
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Conmmi ssi oner Hoffbeck advanced to slide 7: "Fall 2015
Hi ghlights":

* Input changes relative to the 2015 Spring Forecast.

e« Ol price forecasts have been reduced for al
years in the forecast.

e Long term prices now expected to settle
around $50 - $70 real.

e Capital expenditures forecasts have been reduced
for all years in the forecast.

* Ol production forecasts have been reduced for
all years in the forecast.

e Correspondingly, wunrestricted revenues have been
revi sed downwar d

* Revenue inpacts largely due to change in oil price
assunpti ons.

» Lease expenditure (or investnent) in the oil fields

expected to decline, which will lead to |ess expected
“new’ production in the future.
e Many projects have been deferred until oil prices
i mprove

Comm ssi oner Hoffbeck relayed that |ong-term neant over 3
years.

Vi ce-Chair Saddler nentioned that for nmany years the oil
price and oil revenue forecasts were erroring on the side
of the generous. It was always necessary wth the
legislature to calculate less noney than was expected to
cone in. The previous admnistration had never felt it
necessary to true-up the past couple of revenue forecasts.
He wondered if any changes had been made to the cal cul ation
met hod that the comm ssioner had inherited that would give
the legislature any greater or |esser confidence in the
accuracy of the forecasts.

Conmi ssi oner Hoffbeck stated that the nmethod the current
adm ni stration used was very simlar to what had been used
in the past. In the prior year the adm nistration had done
a true-up (in Novenber or Decenber of 2015). The spring
forecast was adjusted again and the current fall forecast
was changed. Every tinme the admnistration had nmde the
adjustnments it seened pessimstic. However, oil prices had
continued to drive downwards. The adm nistration had a bias
to be on the conservative side, particularly on the
production side. Even with the admnistration's bias the
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state had not been able to keep up with the drop in oi
prices.

Representative Gara nentioned sone people had tal ked about
cutting the small producer tax credits. He wanted to know
how nuch the state was spending in terns of deduction
al l omances. He relayed that there were 2 classes of
exi sting producers under SB 21; producers of the post 2002
fields who paid a |lower tax rate, and the producers of the
pre 2002 fields who paid a higher tax rate. He reported
that the tax rate at $100 per barrel for the big fields was
about 20 percent and the small fields was about 13 percent.
He suggested that the lower tax rate fields and the higher
tax rate fields received a 35 percent deduction for capital
expenditures and a 35 percent deduction for their operating
expenditures. He wanted to know how nuch the deductions
were costing the state in revenue. He supposed that not
many tax payers received a deduction rate significantly
higher that their tax rate. Nor did they get to deduct
everything in the first year, they usually anortized. He
asked for an estimate from the npbst recent taxable year
regarding how nuch the state had paid for the two classes
of fields in ternms of capital and operating deductions.
Comm ssi oner Hoffbeck responded that he would provide as
much information as possible wthout disclosing tax payer
confidential information. Representative Gara conveyed t hat
an estimate woul d be fine.

1:48: 29 PM

Co- Chair Neuman suggest ed i ncl udi ng t he addi ti onal
production of oil and gas that it created in revenue.

Representative Gattis thought the question was whether the
incentives produced the results the state was hoping for.
It was really a financial question. She thought both sides
shoul d be present ed.

Co-Chair Neuman indicated that a nore in-depth |ook would
occur when exanining the Governor's | egislation.

M. Tichotsky stated that he would be 1looking at an

overview of the production forecast. In order to produce a
revenue forecast the elenments of production, price, and
cost were necessary. He turned to slide 9: "Production
Hi story and Forecast.” He noted the long-term trend from

1977. Production was upwards of 2 mllion barrels of oil
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per day early on. Five years into the future from 2016
showed a plateau of about 500 thousand barrels per day and
t he natural curve reducing.

M. Tichotsky continued to slide 10: "ANS Production
Forecast Conparison."” He explained that the graph showed
the revisions of the forecast between spring 2015 and fall
2015 strictly driven by price. He highlighted that the
production was about the sane, but it shifted from near-
termto slightly farther out.

Co-Chair Neunman comrented that the information currently
bei ng presented was not the sane as the information he had
received from Alaska G| and Gas Association (AOCGA). He
t hought the state had seen a consistent |eveling off of
production. He wondered why there was such a difference
between the red line and the blue line in 2017 and the
spring and fall forecast of outgoing years. He also asked
about the rapid reduction in the production of oil. M.
Ti chotsky responded that the scale was not very |arge.
Currently, when |ooking at the production for FY 16 the
state seened to be hitting the new fall forecast figure. A
decline could be seen just past 2019. He explained that the
department ran the production forecast such that it
interviewed the producers to find out their short and | ong-
term plans and integrated the information into the
production forecast. Typically the state had solid
information going out 5 years, the horizon of the
producers. Followi ng the 5-year period production generally
declined with uncertainty. In the short-term the difference
between the red line and the blue Iine was price driven and
driven by the information collected in Septenber 2015 and
Oct ober 2015.

1: 53: 13 PM

Representative Pruitt assuned that the new field discovered
by Armstrong O 1 and Gas and Repsol was not included in the
nunbers M. Tichotsky used. M. Tichotsky was not able to
corment on a conpany-specific field because of issues of
confidentiality. He transitioned to slide 11: "ANS Ol
Production Forecast." He explained that generally when the
department did a production forecast it took into account
the volunmes from devel oped reserves currently producing -
fields without major investnent. They were not adjusted for
risk at all. The departnment also |ooked at volunes from
undevel oped reserves and additional accelerated devel oped
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reserves - oil from projects that would add increnmental oi
to existing fields or bring new fields into production. The
fields had to have senior nmanagenent approval, have
all ocated funds, and be within the budget. The departnent
ri sk-adjusted these fields because there were two |evels of
risk that occasionally occurred: either producers over-
estimted the nunber of barrels per day or they ran into
timng issues. Oten price was a huge driver. Additionally,
the departnent |ooked at volune from contingent resources,
projects likely to occur in the future that did not neet
the current requirenents. Qher projects were discussed but
were not included in the departnment's production forecast
because of not neeting certain criteria.

Representative Pruitt clarified that the state needed to
make sure that a project was at a certain point prior to
incorporating it into the state's forecast. He wondered if

he under st ood correctly. M. Ti chot sky responded
affirmatively. He added that the state would be booking the
i kelihood of the investnent being nmade and oil being
pr oduced.

Representative Pruitt conmented that there were projects on
the horizon that the state held off on that could
eventually be seen in a future forecast. M. Tichotsky
remar ked that Representative Pruitt had an excellent point.
The state created rules in order to have certainty in the
production forecast. There were things the state was aware
of that were not included because they did not pass the
state's certainty threshol d.

M. Tichotsky thought slide 12: "ANS Production Forecast"
spoke to Representative Pruitt's point. He drew attention
to the two plus signs showi ng production that occurred.
Beginning in 2016 the production forecast that was used was
represented by the dark line, +the adjusted expected
i nvestment case. He noted that if there was little or no
i nvestment occurring in the reserves then the state would
get the low investnent case (basically taking what was
currently being produced and taking it down the decline
line). There was also the unrisked investnent case which
showed the oil that could be produced if all the projects
that were talked about canme online. The departnent
considered the upper bound of what was |ikely to happen,
t he | ower bound of what could, and then drew a |ine between
the two, which becane the basis of the state's production
forecast.
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1: 58: 03 PM

Co- Chair Neuman pointed to the top dotted line on the chart
| abel ed "Unrisked Investnent Case." He noted that the line
i ncreased out past 2020. He wondered if it was a possible
scenario. M. Tichotsky answered, "Correct."

Co- Chair Neuman asked if it would be closer to the state's
anticipated forecast. M. Tichotsky explained that the
departnment wused the risked forecast because it tried to
take into account things that mght not occur. For exanple
there mght be an issue where a producer drilled and did
not get as many barrels as anticipated, or the project was
pushed out because of timng. Co-Chair Neunman under st ood.

M. Tichotsky discussed |ooking at the upside potential of
production on slide 14: "ANS Production Forecast"” He
expl ained that the dark blue skin represented the vol unes
of developed reserves, the currently producing line. The
next skin (red area) represented what was past the
threshold where senior managenent was conmitted to
investing the noney. The third skin represented the vol une
from contingent resources. There were further skins that
represented upside potential for undevel oped reserves and
conti ngent resources.

Vice-Chair Saddler referred to slide 14. He asked about the
upside potential and wondered if it assuned all oil taxes
and credits were held steady. He wondered about the state's
underlying assunptions on the upside. \V/ g Ti chot sky
responded, "Correct." He furthered that all of the state's
assunptions were based in the current tax structure.

Vice-Chair Saddler asked iif the upsides could not
materialize if the state raised or dimnished the tax
credits. M. Tichotsky remarked that it could be a |ogica
concl usi on based on market econom cs.

M. Tichotsky continued to slide 16: "Al aska North Slope
Crude West Coast Price." He explained that the chart
reflected the price of oil in June 2014 at a high of
$113.17. The current day's price was around $26. 23.

M. Tichotsky explained slide 17: "Alaska North Sl ope West

Coast, West Texas Internediate and Brent Crude Prices 2009
t hrough 2016." There were three different oil markers. The
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first was Al aska North Slope Crude (ANS) which was Al aska's
mar ker selling primarily to the Wst Coast and occasionally
to Asia. The second oil marker was West Texas Internedi ate
(W) which was the marker for mdland Anerica. During the
period of 2011 through 2014 the crude marker was nuch | ower
priced than ANS or Brent. Brent was the British water born
crude. He reported that the econom c research group noticed
that ANS tracked Brent crude quite well during the period
of 2009 through the present. Wereas, WI did not. He
pointed out that in the lower price environnent all three
mar ker s conver ged.

2:03: 06 PM

M. Tichotsky turned to slide 18: "Key Ol Price Drivers":

e Supply & Demand
e There are two main factors to nonitor

* dobal spare capacity, since it is both a
reflection of supply and demand. In other
wor ds, t he Organi zati on of Pet r ol eum
Exporting Countries (OPEC) spare capacity
(flipping a switch) is key.

» Cost of devel oping new oil supply.
e Current Events
« Weak gl obal demand.

* Cost of supplying the marginal barrel has
decreased dramatical ly.

e OPEC (Saudi Arabia) mintains nmarket share and
accepts | ower prices.

e Cost of supply has fallen as new sources have
been defined and devel oped.

e« Ol shale is a prime exanple.

M. Tichotsky flipped to slide 19: "OPEC s view of supply
and demand..” He explained that OPEC s theory was that North
Anerican production of shale oil would collapse at $80,
then it changed to $60, and to an even lower price
currently with adequate supplies available on the market

However, looking at OPEC s recent report their view of
supply relative to their crude production was one where
they saw a recovery of demand in the third quarter of 2016

He was uncertain whether it would materialize. One of his
econonists was interested in the issue of spare capacity
and pointed out that in the 80's there was about 20 percent
to 30 percent spare capacity and the world was consum ng
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less that than 50 mllion barrels per day. Currently, the
world consuned over 90 mllion barrels per day. The spare
capacity was no nore than 2.5 mllion barrels per day. The
conclusion that could be nade, especially |ooking forward
with the US. Energy Information Admnistration (EIA)
forecast was that even though currently in a world where
consunption | acked production, it could easily turn around.
The departnent's general consensus was that it provided the
opportunity and possibility of price volatility.

Vice-Chair Saddler asked about the disparity between
production and consunption and whether it had distorted the
mar ket share. He understood that Saudi Arabia was trying to
hold onto its market share. Wth the disparity and the | ow
prices as they were he wondered if there were any
fundanmental changes in where nations were buying their oi
around the world. M. Tichotsky advanced to slide 20: "It’'s
about spare capacity.” and explained that there were two
maj or issues. The first was that Saudi Arabia was a sw ng
producer and at high prices it could take advantage of the
basi ¢ concept of spare capacity. However, high prices also
pronoted unconventional oil developnent in North Anerica.
What was currently viewed as conventional shale plays in
md America really turned around. He would not have
anticipated oversupply due to North Anerican production of
shale fifteen years ago. However, it was what had affected
the current markets creating low price environnments and
vol atility going forward.

2:07: 24 PM

Vi ce-Chair Saddl er was concerned whether Al aska would find
its market intact if the price went wup. M. Tichotsky
remar ked that Vice-Chair Saddler had a great question. The
departnment had started |ooking at that question in a high
oil price environnent when there was a threat of Bakken oi
reachi ng West Coast markets and crowdi ng ANS crude from the
mar ket. The North Anerican Wst Coast market was designed
to process ANS crude. Prudhoe Bay went to feed the
California and West Coast markets. O her crudes were close
m m cs. The crude narket depended on having a crude simlar
to maintain refinery efficiencies. Wat he found was that
what ever ANS produced could be used at the market price on
t he West Coast.

M. Tichotsky discussed slide 21: "Base Price Forecast
Met hodol ogy":
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* Price Forecasting Session

* Held a day long oil price forecasting session on
Oct ober 6, 2015.

o Speakers provided insight into oil mar ket s,
probability and anal ysis, nodeling, and financi al
aspects of comodity narkets.

e 37 participants from state governnent, academ a
and the private sector.
« DOR, DNR, DO., OWVMB, University, Legislative
Fi nance and outside participants.
e Participants were asked to forecast P10, nean, and P90
real ANS prices out to FY 2025.

* Real prices were converted to nominal using
a 2.25%inflation assunption.

e Oficial forecast is based on probabilistic
outcones the price forecast session.

M. Tichotski reported that as part of the departnment's
price forecasting nethodology it held a price forecasting
session on OCctober 6, 2015. There was a vast range of
speakers that canme to discuss oil price markets. One of the
benefits was that because of the Permanent Fund Corporation
and the Treasury Departnent having a strong affiliation
with sone of the investnent houses, the best comuodities
peopl e presented during the session. The participants spent
the day discussing oil markets, probability analysis, and
other topics. The departnent had its own in-house nodel
based on what was referred to as "random wal k" which took
into account the randommess of oil prices. It also took
into account a junped diffusion. Wen oil prices went from
$113 to $20 it was a junp event or a destructive event.
Between oil prices nodeling, |ooking at oil narkets, and
listening to several conversations, participants were given
t he opportunity to cone before the group to give a nean and
a low and high probability of oil prices. Real prices were
converted using a 2.25 percent inflation rate which was
generally used across the state for investnents and the
revenue forecast. A probabilistic factor was added as well.

M. Tichotsky turned to slide 22: "Consensus view that the
distribution is wde." He added that the departnent
considered what other folks reported. The slide conveyed
that Alaska's view from the OCctober forecast was not
unusual . Mdst other forecasts did not go |ow enough. The
department had not expected prices to collapse to the
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extent they did. 1In general people were |looking at
volatility and how it extended out between the present and
2019. Al aska's view was a standard view of what was going
on in the oil markets.

2:12: 13 PM

M. Tichotsky advanced to slide 23: "Fall 2015 ANS Revenue
Forecast Prices.” He explained what it neant to |ook at
things probabilistically. What the departnment did with the
current forecast was to look at the average. As the price
forecast noved forward, because the departnment did its
price forecasting session in October and the report was
published in Decenber in the previous year there was a
large price difference. To conpensate, the departnent
tended to look at what was closer to the "P10's", prices
that the departnment could anchor off from what was actually
going on in the current markets. For the long-term the
departnment adjusted back depending on the how the current
mar ket | ooked. The departnent |ooked at the "P50" for the
current year because of the range of possibilities, what
was in the revenue sources book, and what the departnent
had currently.

Vice-Chair Saddler referred to the chart on slide 23. He
wondered if it included all of the probabilistic estinmates
of the reserves and the |ikelihood of investnments. He
wondered if it was an extension of the forecast prices for
a couple of years based on inflation. M. Tichotsky
responded that the chart was only |ooking at the forecast
of prices. It did not reflect the revenue forecast.

Vi ce-Chair Saddl er relayed that he had received information
from First National Bank of Alaska. They projected an
inflation rate of 1 percent to 1.25 percent in Al aska. He
wondered about the inflation rate of 2.25 percent. M.
Ti chot sky conplinmented Vice-Chair Saddler on his excellent
guestion. He responded that given that the state had
optionality it tended to use the Callan inflation forecast
that was used for investnment revenue. It gave Alaska the
advantage of having an apples-to-apples conparison of
revenue. It was an open question. If the state had an
inflationary period it could make a difference in sone of
the state's decision nmaking. He thought it was a very good
poi nt ..
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M. Tichotsky pointed out the chart on slide 24: "Wat if
the oil price is.” for the reminder of FY 2016." He
indicated that it reflected one of the favorite questions
that the departnment was asked several years prior. He cane
up with the chart after the question was asked several
times. |If sonmeone thought the following six nonths would
bring $20 per barrel of oil then the average ANS price for
FY 2016 would be approximtely $33. |f sonmeone thought the
price of oil would go to $60 per barrel of oil then the
forecast price would be about $54 per barrel. Oten tines,
peopl e | ooked at the current day's price of $26 which did
not reflect the budget price, as six nonths of pricing was
al ready known. In sonme years often tinmes when there was a
high oil price environment and a low oil price environment
in the same fiscal year an average was taken between the
two. In the current year the state had not seen prices
above $50.

M. Tichotsky explained the graph on slide 25: "H storica
ANS West Coast FY GO Price Bands: Annual Average and
Oficial Spring 2015 Forecast."” He indicated that the green
tick was the determnistic forecast that was used in the
revenue nodel. However, the departnment recognized there was
a distribution of prices. In the past, for actual prices,
it showed the range of prices within one year

2:17:23 PM

M. Tichotsky continued that Alaska was in the |ower range
or below the |ower range of what was expected. However, it
appeared that there would be sone price recovery. He
rem nded nenbers that the calculations included a 2.25
percent inflation rate. Prices that were $70 nominal in
2025 woul d be equal to about $60 or below in real terns.

Co- Chair Neuman asked about the average price per barrel of
oil or revenue to the state looking at the 5-year period
from 2015 to 2020. M. Tichotsky responded that the average
price for the followi ng year was about $50.

Vi ce-Chair Saddler asked if it was fair to assune that when
| ooking at 2025 the top of the range was the P10 and the
bottom of the range was the P90 probability, and the green
band reflected the forecasted ©price. M . Ti chot sky
responded that the lower price was the P10 and the higher
price was P90.
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Vice-Chair Saddler asked if the price was significantly
nore likely to be $40 than $100 in 2016. M. Tichotsky
stated that it was nost likely to be around $55 or $56.

2:19: 28 PM

Representative Gara nentioned the historical fluctuations
of oil prices. He asked if there was a fair anount of
i naccuracy in price forecasting because it was difficult to
do. M. Tichotsky stated that his oil price forecast ranged
bet ween $20 and $100 per barrel. He would rather be nostly
right than exactly wong. He continued that because there
was the issue of spare capacity, no longer controlled by
O 1 Producing and Exporting Countries (OPEC), there would
likely be rmuch nore price volatility. Some people were
estimating between $50 and $70 per barrel of oil. There
woul d be events that would help spike up the price of oil.
When people asked one of his teachers about what m ght
happen to the price of oil, he responded that it would
change. There was a bal ance between supply and denand and
trying to anticipate it. Volatility was nore likely due to
the spare capacity issue.

Co-Chair Neuman stated that forecasting was not a |aughing
matter. He enphasized the state's financial issues. He
thought the accuracy in the DORs forecasting was
absolutely critical l|ooking out 5 or 10 years. Trying to
get the nost accurate information to base the state's
budget was crucial. M. Tichotsky rebutted that there was a
ot of volatility in the market making it very difficult to
forecast. He enphasized that it was a problem Co-Chair
Neuman was wel |l aware of it.

Vice-Chair Saddler returned to slide 24. He wanted to nake
sure he was reading the slide correctly. He pointed to the
oil price of $40 as an example. If the oil price was $40
then the forecast price would be $43.57. He wondered if he
was correct. M. Tichotsky responded positively. Vice-Chair
Saddl er confirned that the information on slide 24 was
hel pful .

2:24: 03 PM

Representative Gara thought the governor was correct about
figuring out a way to have a nore stable revenue stream He
agreed that the budget deficit was not a |aughing matter.
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M. Tichotsky turned to slide 28: "Conparison — Spring 2015
vs. Fall 2015 Forecasts.” He conveyed that nobst of the
changes were based on price. Very little was based on
production. Looking at the conparison between spring 2015
versus the fall 2015 for FY 16 there was a nuch |ower
price, a little less production, and $600 million less in
revenues than anticipated. The state's econom sts viewed
the difference of $600 mllion differently than the Ofice
of Managenent and Budget. Generally wth the percentage
differences, it was difficult to make predictions.

M. Tichotsky conpared fall 2015 against the forecast for
2017 there was a $30 difference in price accounting for a
35 percent change. There was a snaller anmount of production
and there was a difference of over $1 billion in the
antici pated forecast.

Representative Edgmon referred to a presentation by
Enalytica in the previous year about the increasing
volatility in predicting oil prices due to OPEC s dom nance
receding. Also, with the advent of shale oil production in
the United States it was difficult to prepare a break-even
analysis for the various oil producers. He agreed that it
was nmore difficult to predict oil prices than it m ght have
been when OPEC was in the driver's seat. M. Tichotsky
stated that the oil prices for 2013 and 2014 were the sane
to three significant digits. An economst from his team
supplied himthe price for 2014 he asked his team nenber to
recheck the number. The fellow did and confirmed that the
price was the same down to the penny as it was in 2013. The
chances of the nunber being the sane was extrenely
unlikely. Wat it told him as an econom st was that the
coomodity markets were really stable. However, there was
enough of a change in price and the market was
restructuring enough that it was a different environnment
currently.

Representative Edgnon thought he had heard M. Tichotsky
report t hat he predicted there would be volatile
ci rcunst ances through 2019. He asked if he was correct. M.
Ti chotsky explained that the price forecast the DOR
provided that the revenue forecast was based on took the
nmedian rather than incorporating the volatility. The
volatility was being provided as a back story. He suggested
that once volatility set in it was difficult to mnake
accurate predictions.
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Representative Edgnon comented that if a group of
wor | dwi de experts got together to make predictions and were
all wong or considerably off the mark then it would seem
that the whole topic of wvolatility was an abstract
conversation. M. Tichotsky thought it was useful to know
t he environnent was unpredictabl e.

2:29: 36 PM

Representati ve Kawasaki comrented that the forecast that
came out in March prior to finishing the budget in the
previ ous year painted a rosier picture than anticipated. In
| ooking at the forecasted nunber, the price per barrel was
off significantly. He wondered if the admnistration was
trying to paint a rosier picture of the budget than what it
actually was. From a budgeting standpoint it nade him very
unconfortable that the forecasts could be extrenely
i naccurate especially when doing budgets from year-to-year.
He speculated that the legislature would have to have a
| arge supplenental budget. Conmm ssioner Hoffbeck asked
Representative Kawasaki to turn back to slide 16 which
showed sone of the dynamc that contributed to a rosier
pi cture than what occurred. He pointed to January 2015 when
the oil price recovered for a period of tinme and the DOR
was preparing the spring 2015 forecast update. The forecast
was a product of the data that was available at the tine
the forecast was being nmade. M. Tichotsky added that the
departnent followed a nethodology for calculating the price
and production of oil during forecasting sessions.

Vice-Chair Saddler asked if the departnent had the
necessary resources in personnel to do the forecasting nore
accurately. He wondered if there were any structura

inpedinents in being able to provide nore accurate
f orecasts. Comm ssi oner Hof f beck  responded that t he
econom c research group wthin the departnent had been
stretched fairly thin in the current year and in previous
years. The demands on the economc team extended from
revenue forecasting to anal yzi ng | egi sl ation, to
contributing data to year-end reports. He would absolutely
love to have a few nore people doing econom c research. He
conplinmented the many talented people already contributing
wi thin the departnent.

Vi ce-Chair Saddler remarked that he would appreciate it if

the departnent would forecast nore with |ess. Conm ssioner
Hof f beck responded, "Yes."
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Co-Chair Neuman commented that the conm ssioner would not
be getting nore people.

Representati ve Kawasaki reported other states being in the
sane predi canent of being fairly dependent on oil including
Wom ng and North Dakota. He wondered if their forecasts
were simlar to Alaska's. M. Tichotsky answered that there
was probably no other state that was so dependent on oil
for revenue and where the industry played the role that it
did in Alaska' s econony. Alaska was not very diversified.
The economies of Womng and North Dakota were not as
dependent on oil. Their econom es developed prior to any
oil boons. Al aska was the nost oil dependent state in the
nation. He was unaware of any other state that relied on a
forecast for revenue Dbased on oil prices and oil
pr oducti on.

2:34: 53 PM

Representative Pruitt asked about the performance of
Al aska's econom sts conpar ed to ot her econom st s
historically. M. Tichotsky responded that three years
prior, when he becane the chief econom st, the departnent
revisited the way production forecasting was done and
revised the system It was clear that the departnment was
over-forecasting production. He did not believe the state
had an appl es-to-appl es conparison over the tinme period to
| ook at times when the forecast was fairly accurate. In a
stable oil price environnent it was very easy from year-to-
year to nmake a good prediction. In ternms of production, it
was very easy to make a good prediction one year out. It
was a very difficult task to make a prediction for nultiple
years out when mxing production and price. It was also
difficult, even daunting, to conpare how well the state did
in an anal ysi s.

Representative Pruitt asked if there had been things in the
past that the |egislature required of the econom sts within
the departnment to do that should be taken off their plates.
Comm ssioner Hoffbeck suggested <changing sonme of the
rel ease dates for certain reports because, currently, nost
of them were released around the sanme tinme. He understood
the inportance of providing current information. However,
it would be helpful if release dates coul d be staggered.
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Representative Pruitt wondered if the |legislature had

i nposed unreasonable demands that limted the Dbest
utilization of the state's economsts. If so, he wanted to
help make adjustnents. Comm ssi oner Hof f beck t hanked

Representative Pruitt for his consideration. He referred to
slide 22. The forecast was prepared by another entity. The
ranges were not that nuch different than the ranges
prepared by staff.

2:38:28 PM

Representative WIson nentioned the tax division being
behind with audits for the tax years under Alaska s C ear
and Equitable Share (ACES). She wondered about the i npact
of the audit workload on forecasting and vice versa. She
wondered if they worked together. Comm ssioner Hoffbeck
answered that there were two different teanms within the Tax
Division of the DOR that ran independently.

Representative WIlson noted that the legislature |ooked to
the revenue forecast when budgeting. She wondered how the
audits fit in with the forecasts and noney for the budget.
Comm ssi oner Hof f beck replied t hat t he depart ment
forecasted credits which were enbedded within the forecast.
The long-term inpact of developnment was forecasted wthin
the productions. The state worked directly wth the
i ndustry concerni ng investnent plans.

Representative WIson nentioned legislation having to do
with additional taxes. She expressed her concerns about
peopl e | eaving which would affect the econony further. She
wondered if different taxes would be less volatile. She
t hought additional slides would be helpful. Conm ssioner
Hof f beck replied that they were dramatically |less volatile.
Mning mght be an exception because of being driven by
commodity prices. He spoke to the inpacts of changing
rates. He asked fol ks fromthe Resource Devel opment Counci
(RDC) to include factual data in their testinonies when
they testified on bills.

2:42: 38 PM

Representative Gara followed up on a question asked by
Representative Pruitt. He discussed when he had first
started in the legislature. He wondered if there were
m ssions and neasures that had been established in past
years for the DOR that were not the best wuse of the
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departnment's tinme. Comm ssioner Hoffbeck answered that Co-
Chair Neuman and Co-Chair Thonpson had asked the depart nment
to look at the issue the prior summer. He noted that there
were sonme mssions and neasures that potentially fell into
the category nentioned by Representative Gara, but the DOR
had fewer than in other departnents.

Representative Pruitt wondered if a savings could be found
by consolidating or sharing econom sts anongst departnents.
He asked if the state was utilizing its economsts
efficiently. Conm ssioner Hoffbeck answered that he could
not speak for other departnents, but the DOR economni sts
were all working hard. He could |look into the issue, but he
did not believe there would be significant efficiencies
because of how much the team had al ready been tasked with.

2:46: 12 PM

M. Tichotsky continued with slide 29: "Contributors of
Change in FY2016 Revenue Forecast.”" He shared that the
maj or contributors of change in the two forecasts included
price, a small difference in ANS production, a |large

difference in price, and a snaller anmount of deductible
| ease expenditures. Transportation costs were close to the
sanme with a slight increase in the fall forecast.

M. Tichotsky noved to slide 30: "Contributors of Change in
FY2017 Revenue Forecast." There was a larger change in
price in 2017. He thought the production profile was pushed
out but maintained the plateau of over 500 thousand barrels
per day. He noted the $1 billion decrease in |ease
expenditures and reported an increase in transportation
costs.

M. Tichotsky turned to slide 31: "North Slope Capital
Expenditure Forecast Change.” He reported the capita
expenditure forecast change was strongly price driven. The
change equated to a decrease of investnment between $500
mllion to $1 billion.

M. Tichotsky turned to slide 32: "North Slope Operating
Expendi ture Forecast Change." He relayed that the decrease
in operating expenditures were also price driven. He spoke
to the curve changing a little because of costs escal ating
in the future.
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Comm ssioner Hoffbeck advanced to slide 34: "Net Tax
Credits vs. Production Tax." He nentioned a simlar slide
being presented in the previous year's presentation - the
i npact of credits against production tax.

Comm ssi oner Hoffbeck reviewed slide 35: "Unrestricted Q|
Revenue* and Tax Credits" He explained that the slide had
been requested the prior year. The slide reflected the
i npact of credits against total revenues being generated by
the oil and gas industry. The two slides were included for
i nformati on purposes.

M. Tichotsky proceeded to slide 37: "Fall 2015 Total

Revenue Forecast." He expl ai ned t hat t he di vi sion
forecasted stable revenues - the average likely revenues -
rat her t han i ncorporating volatility. However, he

enphasi zed that when | ooking at the total revenue forecast,
both petroleum and investnment revenues were extrenely
vol atile. Federal revenue had been relatively consistent
from FY 11 when the state had between $2.4 and $2.5 billion
comng in. He furthered that when the forecast reached $3.3

billion, the expected revenue, the state only received cash
of about $2.5 billion. He spoke of non-petroleum revenue
totaling about $1 billion for the unrestricted fund. The

state had a consistent non-petroleum revenue of about $500
mllion.

2:51: 12 PM

Co-Chair Neuman asked if the dotted line represented the
present. M. Tichotsky responded affirmatively. He relayed
that the history columm already occurred including half of
2016. The forecasting portion represented 2015 through
2025.

Co-Chair Neuman asked about the differences between the
current chart on slide 37 and the charts on slide 31 and
32. He wanted to know if those charts only addressed the
North Sl ope. He noticed on the current chart that the |evel
of the various revenues were staying flat or increasing.
M. Tichotsky answered that Co-Chair Neuman was correct. He
pointed out that the chart on slide 37 showed the total
revenue forecast rather than just the unrestricted portion.

Co- Chair Neuman wondered if the projection included all of

the governor's proposals on new revenue streans. M,
Ti chotsky answered that it was under the state's existing
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taxes. Co-Chair Neunman was confused. He wondered if the
state was going up or down. M. Tichotsky explained that
the forecast showed a steady revenue stream from royalties
t hrough 2025.

Co- Chair Neuman noted that it was not matching up with M.
Ti chotsky's prior charts. M. Tichotsky agreed. He thanked
the chairman for catching his mstake. He would cone back
to the question at a later tine.

Representative Gara wanted to Dbetter understand the
confusion. He pointed to the green bar representing oil
revenue which indicated a rebound in oil prices. He
wondered if that was the reason the green band got slightly
bi gger and stayed stable. M. Tichotsky renenbered that the
conmbi nation of having the price rebound even wth
production falling they cancelled each other out over tine.
The chart |ooked at the total revenue and not just the
general fund revenue which tended to dive nore.

2:54:39 PM

Co-Chair Neunman stated that he was still confused and
want ed accuracy. He noted the dramatic drop on the chart
depicting the North Slope capital expenditure forecast
change on slide 31. He surmised from the chart that |ong-
term low oil prices were expected well into the future if
the industry was not reinvesting in operations or capital
M. Tichotsky would recheck the information on the charts.
The picture was supposed to be schematic to show how
volatile the revenues were. However, when the division
forecasted them they did not forecast volatility. There
were certain interacting issues including the volatility
and depending on pricing which would create dependencies
bet ween costs.

Co-Chair Neuman interrupted to say that the bottom line was
that no one was going to forecast that accurately. M.
Ti chot sky supposed that the other issue was that when
forecasting if a | ow nunber was chosen and increased, then
nore capital expenditures would be reflected in the
forecast. The opposite was true in an environnent where the
price was decreasing which mght result in |less capital
expenditures. It wuld hit production in the future
dependi ng on nore or |ess investnent.
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Comm ssi oner Hoffbeck stated that the departnent would
recheck the nunbers.

Co- Chair Neuman thought it was safe to say that the state
shoul d budget to the low end, or the conservative end of
the forecast to avoid additional debt.

2:56: 54 PM

M. Tichotsky scrolled to slide 38: "FY 2017 General Fund
Unrestricted Revenue, with Price Sensitivity." He talked
about the change in price and price sensitivity. Because of
the way the taxation system worked there were certain areas
where the change in oil prices changed revenues less. In an
oil environnent where prices ranged between $25 and $50 per

barrel (Al aska's current environnent) it was likely that
the state's petroleum unrestricted revenue woul d be between
$1 billion and less than $2 billion. In an oil environment

where prices were above $80 per barrel the price difference
yielded a nore dramatic revenue effect. He relayed that in
the back of the DOR Revenue Sources Book there were pages
that i ndexed the price of oil to UG- revenue.

Representative Quttenberg suggested that the chart showed
UGF revenue with price sensitivity. He wondered whether the
chart refl ected revenues after deducti ons for
transportation and production. M. Tichotsky stated that
the chart showed that revenue equaled price nultiplied by
production m nus costs.

Representative CQuttenberg wondered if production and
transportation costs would appear as a straight line if
they were added in the chart or whether price sensitivity
woul d have to be added. M. Tichotsky explained that sone
el enents were price sensitive such as itens that were
vol une ori ent ed. For exanple if production decreased
producing less barrels running through the pipeline the
tariff would increase. However, the nore barrels that were
produced, the greater the econony of scale would be in
ternms of transportation costs.

Vice-Chair Saddler referred to slide 39. He asked about the
line for investnent revenue. He asked what the figure
i ncl uded. Conm ssioner Hoffbeck responded that it would
include the Constitutional Budget Reserve (CBR) and the
Permanent Fund. He did not believe it included the Al aska
Retirement Managenent (ARM Board ear nings.
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Vi ce-Chair Saddler voiced that it |ooked |ike the figures
mat ched.

3:00: 37 PM

Representative Gara returned to the chart on slide 38. He
offered that constitution stated that 25 percent of all
royalties went into the Permanent Fund. He provided sone
hi stori cal information about the royalty changes for
certain fields over tinme. He asked the conmm ssioner what
the financial inmpact would be to the budget if the royalty
per cent age for al | fields was returned to t he
constitutional 25 percent. Conm ssioner Hoffbeck had | ooked
at the information and would provide it to the conmttee.

Co-Chair Neuman added that it be done on the proposed
budget as well. Commi ssioner Hoffbeck stated that the quick
rule of thunmb was that the average royalty percentage was
about 30 percent. He would provide nenbers with the actua
nunbers.

Representative Gara asked if it was equal to about $50
mllion at current prices. Comm ssioner Hoffbeck responded
t hat Representative Gara was cl ose.

M. Tichotsky advanced to the table on slide 39: "Total
Revenue Forecast — FY 2015 & 2016." He pointed to the major
heading. There were 4 totals for FY 15. The tota
unrestricted general fund (UGF) revenue was $2.3 billion in
FY 15 and $1.6 billion was forecasted for FY 16. The tota
desi gnated general fund (DG) in FY 15 was $331 million and
over $300 mllion in FY 16. The totals for other restricted
revenues reflected a slight or significant increase in
i nvestnment revenues in FY 16 up from FY 15. He noted that
the federal revenue total, although reflected in the anount
of $3.2 billion in FY 16 would |ikely shake out to $2.5
billion. He pointed to the total state revenue from FY 15.
It appeared to be a relatively stable situation but was
clearly different within the structure of the state.

M. Tichotsky discussed slide 40: "A New View of Revenue."
He nentioned credit ratings and whether the glass was half
enpty or half full. In terms of talking to credit rating
agencies, when a person reviewed revenue subject to
appropriation and given the categories the nunbers were
higher than in the past for UGF. The actual nunber FY 15
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was about $6 billion and in FY 16 it was estinmated at about
$5.4 billion.

3:05:18 PM

Vice-Chair Saddler asked M. Tichotsky to clarify the
di fference between slides 39 and 40 and define "A New View
of Revenue." Comm ssioner Hoffbeck explained that slide 39
reflected total revenue. In the past in |ooking at revenue
avai l able for use sone of the earnings was not included
The new view of revenue was breaking out the investnent
revenues avail able for appropriation.

Vi ce-Chair Saddl er asked what slide 40 excl uded.
Comm ssi oner Hoffbeck responded that in the past there
woul d not have been a line for Permanent Fund Earnings. It
woul d not have appeared as avail able as a UG- revenue. Wat
was not included in the slide were the substantial
investnments for trust funds and other restricted investnent
revenues. The take-away was that the realized earnings of
the permanent fund was available for appropriation in the
current year.

M. Ti chotsky advanced to slide 41: " Gener al Fund
unrestricted Revenues Non- petrol eum " He reported
generating around $500 mllion per vyear in UG non-

petrol eum revenues. A breakdown of the type of taxes could
be seen on the slide including: Non-petroleum corporate
income tax, mning license tax, insurance premum tax,
t obacco tax, notor fuel tax, and other taxes.

Comm ssi oner Hof f beck reenphasized that the nunbers did not
represent any tax changes but were status quo nunbers.

Representative Gattis asked for clarity regarding the "New
Vi ew' of revenue. Conmm ssioner Hoffbeck responded that the
"new' was driven by the administration's discussions wth
the rating agencies. The administration's position was that
the state was not truly running at a deficit because of its
i nvest ment earnings. However, the rating agencies disagreed
because the investnment earnings were not included in the
Revenue Sour ces Book. In t heir di scussi ons t he
adm nistration had to argue why the investment earnings
were not in the book. In the current year the DOR included
all of the available investnent revenues, hence the "New
View." It provided a fuller view of how nuch the state had
avai | abl e to spend.
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Co- Chair Thonpson pointed to the notor fuel tax on the
chart on slide 41. In the previous year the |egislature
| ooked at how to increase state revenues. It was his
understanding that the previous year's notor fuel tax was
$80 mllion but the DOR s chart was showing only $42
mllion for 2015. He wondered about the discrepancy. He
also pointed out that the mning license tax showed a
substantial reduction from years 2015 to 2016 to 2017, yet
sonme |large m nes were scheduled to cone online. He wondered
why reductions were shown for the mning license tax. M.
Ti chotsky explained that for the mning |icense tax that
the nunbers were based on the departnment's view of
comodity prices. The Departnent of Revenue anticipated
that the comodity price would be |ower and would result in

lower mning license taxes. Conmm ssioner Hoffbeck added
that it was unrestricted revenues and a share of what fel
under nmot or f uel - avi ati on fuel taxes that wer e

restricted.

3:10: 33 PM

Representative WIson wondered why the notor fuel tax
increased from $42 nmillion to $51 mllion. She also noted
the decrease in the non-petroleum taxes from $136 nillion
to $105 mnmillion and stabilizing in 2017 at $105. M.
Ti chotsky responded in answer to her notor fuel tax
guestion. He explained that although the departnent had a
naive forecast, it tried to get the best available
information possible to put together a forecast. Typically,
an adjustnment was done every year to the forecast to

reflect what was actually happening. However, it was a
noving target. Sone of the analysis the departnent
conducted included |ooking at the price of notor fuel. If

fuel prices dropped, utilization increased. For every tax a
depart nment economni st went through and conpleted an

i ndi vidual forecast. The difference of $51 nmillion and $42
mllion had to do with margins of error when running the
nodel s.

Comm ssioner Hoffbeck stated that the difference in the
motor fuel tax was actually a result of the increase - just
short of a penny - adopted in the prior year.

Representative WIson asked for an explanation for the

decrease in the non-petroleum corporate incone from $136
mllion to $105 million. M. Tichotsky reported it had to
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do with the estinmations of the global econony. He did not
know the particulars about the higher take in 2015. He
recalled the estimate to be between $100 million and $120
mllion. The actual nunber was $136 million for 2015.

Representative WIson wondered about the original estimte
even though he was reporting actual nunbers for 2015. M.
Ti chot sky stated that as the chief econom st when he | ooked
at the non-petroleum revenues he |ooked at them as a

portfolio. Even though the individual items wthin the
portfolio bounced around occasionally, they averaged out at
around half of $1 mllion. Al though there were changes from

year-to-year the total nunber was a fairly stable revenue
suppl y.

3:14: 43 PM

Co- Chair Neurman asked M. Tichotsky, the chief econom st
for several years, if it was possible to look at the
forecasts from a few years prior. H's point was that, as
unconfortable as it was to bring up, he thought politics
were becom ng part of the discussions around the forecast.
He suggested that perhaps if sonmeone who had an interest in
trying to show that the deficits to the state were going to
be greater, the forecast would need to | ook |ower. He was
not saying that it had occurred, but he thought it was a
possibility. He wanted a conparison since the same person
had been doing the revenue forecasting for many years.
Comm ssi oner Hoffbeck would provide the data and assured
Co-Chair Neuman that politics were not a factor. Co-Chair
Neuman replied, "Let's nmake sure."

M. Tichotsky responded that over all non-petrol eum revenue
was a relatively stable source of revenue from an economc
poi nt of view.

Representative Miunoz referred to slide 29. In |ooking at
the deductible |ease expenditures for Spring 2015 forecast
for $6.7 billion and Fall 2015 forecast for $5.7 billion it
appeared that there was a correlation between the price of
oil and the anount conpani es spent. Conversely, when prices
were higher a few years prior, she wondered if the capita
expenditures were significantly higher or simlar to the
forecast nunbers on the slide. M. Tichotsky responded that
they were significantly higher in a higher price
envi ronment .
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Representative Mnoz asked him to walk the conmmttee
t hrough what qualified |ease expenditures included and how
the credits were calculated. M. Tichotsky conveyed that
the nunbers for the overall forecast equaled the aggregate
across the entire industry. Using the DOR s nodel, the
departnment worked with the conpanies to conplete a detailed
guestionnaire. The conpanies were also asked to provide a
forecast of their |lease expenditures. The departnent
referenced the history of what was actually done. An
aggregate nunber was derived by taking the information the
conpanies provided as well as the historical information
and appl yi ng t he departnment's know edge of t he
responsi veness of |ease expenditures to prices. The nunbers
wer e added together by conpany and an aggregate nunber was
defined. The department then ran the tax calculation and
based on the | ease expenditures, production, and price, the
overal |l revenue forecast was derived.

3:19: 07 PM

Representative Mnoz stated that the information helped
with the forecasting. However, she wanted the conm ssioner
to walk through how they were calculated and applied.
Comm ssi oner Hof f beck woul d provide the information.

Representative Quttenberg reiterated that he had asked
about the general fund price sensitivity and deductible
| ease expenditures. He wondered if the departnent tracked
what projects were being worked on to help with forecasting
into the future. He understood that in the short turn there
m ght not be significant changes in project schedul es based
on price. However, he wondered if the production forecasts
factored in potential project devel opnent changes due to
future oil prices. M. Tichotsky explained that the
departnment did the interview process with the conpanies in
Sept enber of each year. The departnment | ooked at both the
spring actuals and the data from the conpanies to create
the following spring forecast. Depending on what the
departnent thought was happening, there was a follow up
opportunity to have discussions wth the industry. He
reiterated that the near-term forecast was typically spot
on. However, uncertainty crept in beyond a year due to
price uncertainty and other uncertainties. The farther out
the forecast, the nore uncertain the nunbers were.

Co-Chair Neuman asked the conmissioner to nove on to the
next presentation on the budget overview
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Co- Chair Thonpson asked nenbers to submit any questions on
the revenue forecasts to Co-Chair Neuman and he would
obtain and distribute witten responses.

3:23: 24 PM

AFY17 BUDGET OVERVI EW DEPT. OF REVENUE

Comm ssioner Hoffbeck turned the neeting over to M.
DeBart ol o.

DAN DEBARTOLOQ, Dl RECTCR, DIVISION OF ADM N STRATI VE
SERVI CES, DEPARTMENT OF REVENUE, introduced the Power Point
presentation: "State of Alaska: Departnment of Revenue
Budget Overview. "

M. DeBartolo began with slide 2: "Al aska Departnment of
Revenue":

e« Core Prograns

e Treasury Division - Invest

« Tax Division - Collect

* Permanent Fund Dividend Division - Distribute
e Child Support Services Division — Collect and

Distribute
* Authorities, Corporations, and Boards
« Al aska Housing Finance Corporation (AHFC) — Invest and
Distribute
» Al aska Permanent Fund Corporation (APFC) - Invest
» Al aska Retirenent Managenent Board (ARMB) - |nvest

* Alaska Mental Health Trust Authority (AVHTA) -
Distribute

» Al aska Munici pal Bond Bank Authority (AVBBA) -
Distribute

M. DeBartolo relayed the nmission of the DOR was to
collect, distribute, and invest funds for public purposes.
He indicated the departnent had had questions as to why the
Child Support Services Division fell within the DOR He
expl ai ned that a noney stream had to be coll ected and

di stributed. He continued to read the slide.

House Fi nance Conmmittee 30 01/26/16 1:33 P. M



M. DeBartolo explained the structure of DOR on slide 3:
"Al aska Depart nent of Revenue. " He read from the
organi zational chart. (Copy on File). He noted that the
Al aska Liquefied Natural Gas (AKLNG fell under the DOR as
well. He clarified that the conponent within the DOR was
called Natural Gas Commercialization, a very small portion
of the overall AKLNG project.

3:25:43 PM

M. DeBartolo read from slide 4: Al aska Departnent of
Revenue: FY 17 Departnent Snapshot of Prograns”:

e Treasury Division
* Mssion — To Manage and | nvest State Funds
e Positions — 42 Full Tine

» Prograns under the Treasury unbrella - $83,851.8
(20. 83% of DOR Budget)

e Treasury Qperations - $10,225.6 (2.54% of
DCOR Budget)

» Al aska Retirenent Managenent Board -
$72,039.8 (17.89% of DOR Budget)

« Al aska Municipal Bond Bank - $1004.7 (.25%
of DCOR Budget)
* Unclained Property - $581.7 (.14% of DOR
Budget)
* Tax Division
* Mssion — Collect Taxes, Forecast & Report
Revenues, and Regul ate Gam ng
e Positions — 110 Full Time, 1 Part Tine
e Tax QOperations - $15,142.8 (3.76% of DOR Budget)
* PFD Division
* Mssion — Distribute Tinmely Annual Divi dend
Paynments to Eligible Al askans
e Positions — 72 Full Tinme, 9 Part Tine
e PFD — Operations - $8,754.2 (2.17% of DOR Budget)

M. DeBartolo read directly from slide 5: " Al aska
Department of Revenue: FY 17 Departnment Snapshot of
Prograns":

e Child Support Services Division
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* Mssion — To Collect and Distribute Child Support
Paynents to Custodial Parents

* Positions — 224 Full Tinme
e Child Support Operations- $27,531.2 (6.84% of DOR
Budget)
e Adm nistration and Support
e Positions — 24 Full Tinme

* Prograns under the Admi nistration unbrella -
$4,049.9 (1.0% of DOR Budget)

e Comm ssioner’s Ofice

e Administrative Services D vision

e Crimnal Investigation Unit

e Natural Gas Commercialization - AKLNG
* Permanent Fund Corporation

e Mssion — To Maxim ze the Val ue of The Pernmanent
Fund Wthin Return Objectives

e Positions — 48 Full Tine, 2 Part Time

e APFC Qperations and Managenent Fees - $160, 300.8
(39.82% of DOR Budget)

3:29: 09 PM

Vice-Chair Saddler asked if operational expenses for the
ARM Board equaled $72 nmillion. He wondered if it counted
noney under nmanagenent. He also asked about the $160
mllion figure for nanagenent and operations for the
Per manent Fund Corporation. M. DeBartolo explained that it
was a conbination of their operational budgets and
managenment fees. The actual operational budget for the
Al aska Permanent Fund Corporation (APFC) was between $10
mllion to $12 mllion. The ARM Board was nanaged by the
investnment officers within the treasury unbrella. The ARM
Board's budget was conprised of nostly fees and sone
budgeti ng conponents for investnent officer positions that
were exclusively allocated to a particular job. Vice-Chair
Saddl er asserted the information was hel pful .

M. DeBartolo turned to slide 6: "Alaska Departnent of
Revenue: FY 17 Departnent Snapshot of Prograns.” He read
fromthe slide:

« Al aska Housi ng Fi nance Corporation

e Mssion — To Provide Al askans Access to Saf e,
Qual ity and Affordabl e Housi ng
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e Positions — 313 Full Time, 37 Part Tine and Non-
Per m
e AHFC Operations- $96,075.7 (23.87% of DOR Budget)
e Alaska Mental Health Trust Authority
 Mssion — To Adm nister the AVMHTA as a Per pet ual
Trust and to Ensure a Conprehensive and

I ntegrated Programto I nprove the Lives of
Beneficiaries

e Positions — 16 Full Tinme
* AMHTA and LTCO Operations - $4,998.6 (1.24% of
DOR Budget)

M. DeBartolo noved to slide 7: "Al aska Departnent of
Revenue: Sunmmary of UG- and Position Reductions - FY 15
Managenent Plan to FY 17 Governor." He provided a bit of
context on the slide. He explained that it was not just a
change slide from last year's nmanagenent plan to the
current year's governor's budget. He wanted to provide
i nformati on about what the DOR was doing to reduce the size
of its operations, in terms of the budget as a whole. He
read directly fromthe slide:

e Since the start of FY15, the Departnent has cut $5.9
mllion (-19.1% in UGF spending. The Tax Division has
felt the greatest inpact as $2.65 mllion (15.5% of
its total budget has been reduced during that period.

* The Treasury Division reduced $1.75 mllion (35.8% in
UGF spending primarily due to nmanagenent fee
reducti ons and cost allocation changes.

e The Child Support Services Division reduced $1.1
mllion (10.19% in UG- spending via staff reductions
and programmati c changes.

e During this period the Departnment will have elimnated
48 positions:
e Tax - 29
e Child Support — 6
e AHFC - 3
e Treasury — 3
 PFD - 2

* Admn Services - 2
e Conm ssioner — 2
e Crimnal Investigations - 1
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M. DeBartolo highlighted that the reduction in positions
was not a net of new positions requested. They were
positions that had been elimnated. Largely the reductions
had cone from general admnistrative duties such as
accounting and other admnistrative positions. Information
Technol ogy positions had been reduced as well as sone
anal ysts positions. He offered to provide the detail to
menbers.

Co- Chair Neuman asked for the information.

Representative Gattis queried about the term "positions"
and whether that word neant human beings. She asked if 48
human beings no Jlonger worked wthin the departnents
listed. M. DeBartolo responded that it did not nean that
48 people had lost their jobs. The departnment had nade a
concerted effort to hold positions open rather than
bringing in new people. The departnent was aware of the
i keli hood of potential cuts and made sure to hold off on
filling vacant positions. It had the sane budgetary inpact.
The Departnent of Revenue's goal was not to try to put as
many people out of work as possible, but rather to reduce
the overall personal services operating budget. He thought
the departnent could show that it had done that. In a few
instances the departnment had added investnent officer
positions trying to bring nore investnents in-house. The
departnment had found that there was definitely a cost
savings in doing the investnents in-house rather than
payi ng out nmanagenent fees to outside entities.

3:35: 06 PM

Representative Gattis asked how many Al askans had | ost
their jobs and asked how many had been put to work. M
DeBartolo reported that he did not know what the actual
| ayof f nunmber would be for FY 17 if the budget remained
intact. He was aware that sonme of the positions were
filled. It was wunclear about what would happen to the
positions if the enployees noved on. He relayed that 9
Al askans were laid off or put out of positions as a result
of last year's budget. There were new investnment officer
positions that had not all been filled. The Departnent of
Revenue had filled 3 investnment officer positions recently,
2 of which were within the treasury division. He did not
know how many of the 4 positions within the APFC were
filled but woul d get the answer.

House Fi nance Conmmittee 34 01/26/16 1:33 P. M



Representative Gattis wanted to be clear that elimnating
positions sonetinmes neant that the state was just
elimnating the opportunity for the state to hire a person
into a position rather than letting go of an actual person.

Co-Chair Neuman thought the departnent needed to provide
the nunmber of positions elimnated and how nmany personnel
were | et go.

Comm ssi oner Hoffbeck noted the only caveat he would add
was that the DOR had made a concerted effort to refrain
from hiring personnel. The departnment had had an inform
hiring freeze for sonme tinme. H's instructions to his
directors was not to hire a position unless they thought
they were nore valuable than soneone already on staff.
People were going to have to be laid off. Typically the
vacant positions would have had bodies in them but the
depart ment knew people would have to be laid off.

3:38: 22 PM

M. DeBartolo reviewed the pie chart on slide 8: "Al aska
Department of Revenue: FY 17 Governor’s Budget by Program
I ncl udi ng Unall ocated Reduction (See Handout)." The chart
showed the departnent's entire budget. He pointed out the
| argest slices, representing 80 percent of the overal
budget, were investnent areas: The Alaska Pernmanent Fund
Corporation, The Al aska Housing Finance Corporation, and
the Al aska Retirenent Managenent Board. There had not been
any substantial cuts in any of the three entities because
they were investnent areas. It was inperative the state was
maki ng as nuch noney as possible. The remaining small pie
pi eces made up about 20 percent of the budget and was the
area of focus in terns of <cuts to the budget. The
departnment was naking sure its IT staff could work across
di vi sion boundari es because of position reductions. Silos
of work were being elimnated. The departnment's next course
of action wuld be to look at centralizing sone
adm ni strative positions, such as accounting and accounting
support positions, that were currently doing duplicative
work within different divisions. The departnment continued
to exam ne how to trimexcesses throughout divisions.

Co-Chair Neuman comented that, to his know edge, the
Al aska Permanent Fund Corporation had never encountered
cuts to its budget. He opined that APFC s budget nattered,
especially in the governor's new proposed budget where the
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Per manent Fund Dividend (PFD) would be funding governnent.
He suggested for the DOR to consult with the APFC. He
thought if there were reductions to APFC there would be
nore noney available for the PFD. He concluded that the
investnment areas should be reduced as well. Comm ssioner
Hof f beck relayed that one of the easiest ways to increase
returns was to bring nore managenent in-house rather than
payi ng hi gher outside managenent fees. Although it would
i ncrease the enployee budget, it would also substantially
i ncrease the state's net revenue.

Co- Chair Neunman nmade a coment about hiring 10 nore people
and meking significantly nore noney. He did not want to
di scuss the issue further.

Representative WIson suggesting contracting nanagenent
rather than hiring full tinme enployees. She asked if the
slide reflected unrestricted revenue funds or all funds.
M. DeBartolo responded that he would supply the
i nformati on.

Representative WIson wanted to see a pie chart reflecting
only UG-. M. DeBartolo responded in the affirmative.

Representative Pruitt's asked if the managenent people were
paid from the pernmanent fund. Comm ssi oner  Hof f beck
responded, "That is correct."”

Representative Pruitt thought investing in people wthin
the APFC was a wise idea and noted that it would ultimtely
pay for itself. He requested that the DOR highlight the
i ndividuals paid for by UG versus individuals paid for by
the  Permanent Fund (PF). He would oppose cutting
individuals within the APFC that were paying for thensel ves
with the work they did. M. DeBartolo relayed that when he
was review ng the slide and pointed out the differentiation
he was not Ilooking for additional cuts but rather was
hi ghli ghti ng where the concentration of cuts had been.

3:43:17 PM

M. DeBartolo noved to slide 9: "Alaska Departnent of
Revenue: FY 17 Governor’s Budget Key Changes (Including
Unal | ocat ed Reduction)":

Key Reducti ons
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Tax Division — ($757.9) UG- and 8 full tinme positions
Treasury Division — ($324.1) UG/ Gther and 3 full tinme
posi tions

Child Support Services Division — ($789.9) UG- Fed and
6 full time positions

Key I ncrenment Requests

Treasury Division - $711.5 - Add two investnent
of ficers and one support position
Treasury Division - $857.8 — Myve investnment officer

salaries to market |evel

Nat ural Gas Commerci al i zati on (AKLNG - $1,876.7

Consul ting and Legal Services - $1,700.0

Non- Per manent Project Coordination Position -
$111.7

Travel and Support Costs - $65.0

M. DeBartolo nentioned the reduction of 2 positions from
t he unal | ocated reduction within the Treasury Division. The
state had given $190 thousand to the Tax Division. He also
noted that the APFC had reduced $3 million in managenent
fees with certain changes.

Co- Chair Thonpson asked if the requests were in UG. M.
DeBartolo indicated that the request for the Treasury
Division would not be in UG because they would be
all ocated to the ARM Board.

Vi ce-Chair Saddler thought he heard M. DeBartolo nention
the figures included unallocated reductions. It sounded
like M. DeBartolo had allocated themto certain positions.
He noted that it was unusual to have unallocated reduction
as early in the process. M. DeBartolo explained that he
had allocated $190 thousand to the Tax Division, $190 to
the Treasury Division, and $134 in UGF to the Child Support
Division of the state's $518 thousand that was a part of
the state's wunallocated reduction. He hoped to have the
unal | ocated reductions in the governor's anended scenari o.

M. DeBartolo continued reading from the slide. He
nmentioned that the request for $857.8 thousand for the
Treasury Division wuld allow the state to offer nore
conpetitive salaries to investnent officers. A study had
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been done confirmng that the state needed to be nore
conpetitive in the market.

Representative Gattis asked about salaries having to be
bunmped up in order to attract people to Juneau from the
Lower 48. She opined that sone of the work could be done
fromthe Lower 48. She wondered whether salaries would have
to be bunped up if they were working sonmewhere else where
the work was typically done, such as on Wll Street.
Conmi ssi oner Hoffbeck answered that in order to attract
people from other places salaries had to be substantially
hi gher that what the departnment had asked for particularly
for the ARM Board. The departnent had attenpted to bring
people in and train them Some of the funding request was
to provide salary increases for people that had been wth
the state for several years and were now full-fledged
investment officers. He admtted that the DOR offered
substantially less than the APFC for sone positions. The
fundi ng request was, at least in part, to avoid |osing sone
existing state enployees. He added that the departnent
hired | ocally whenever possible.

Representative Gattis wondered whether the state's salaries
conpared to those el sewhere in the established industry, or
woul d the departnent have to bunp themup to attract people
to Juneau. Conmi ssioner Hoffbeck indicated that the
i ndustry standard was higher than what the state was
currently offering.

M . DeBartol o conti nued readi ng t he nat ur al gas
commerci alization section on slide 9.

3:48: 07 PM

Representative WIlson asked if the legislature had already
paid the costs M. DeBartolo had just nentioned. She
t hought the expenses had been addressed in the nobst recent
speci al session. Comm ssioner Hoffbeck explained that the
request was for a specific DOR position and for support in
order to get through FY 17 focusing on the pre-feed.
Unli ke, the Departnent of Natural Resources (DNR), the DOR
had one deputy comm ssioner basically dedicated to the
AKLNG project, 2 audit masters working on the project
rather than doing audits, and two anal ysts already working
on the project that needed to be focusing on their normal
work. He admitted that the DOR could not properly do its
job without additional people hired.
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Representative Wl son asked if he had known about the staff
shortfall during special session. She was questioning the
timng. Comm ssioner Hoffbeck did not know the answer to
her questi on.

Representative WIson wanted to point out that there was
al ready additional costs on certain projects. The
| egi sl ature should have been nmade aware of additional costs
prior to approval of noving to the next steps.

Co- Chair Neuman did not understand why the funds were not
com ng out of the AKLNG fund.

Representative W I son agreed.

Comm ssioner Hoffbeck explained that in the past the
departrment had had difficulty getting the noney returned to
the departnent for the work it had done for AKLNG via a
rei nbursabl e servi ces agreenent (RSA)

Co-Chair Neuman would ask the commttee to look into the
i ssue further.

Representative Pruitt added that the discussion applied to
the end of the current fiscal year in special session. He
felt the current discussion was for the following fiscal
year. He thought he answered the current question. The
state's noney that was appropriated in the previous
Novenber was only for the current fiscal year.

Representative WIson responded that she wanted the
departnent to respond.

M. DeBartolo advanced to slide 10: "Al aska Departnent of
Revenue: FY 17 Governor’s Budget Key Changes - Al aska
Per manent Fund Cor porati on Requests":

Rul es based stock portfolio

St af f: 3 investnent, 1 risk, 11T
Annual sal ary cost: $882, 000
Annual fee savings: $3.2 mllion

Speci al opportunities
Staff: | nvest nent anal yst
Annual salary cost: $145, 000
Savi ngs: $44 Mover the life of one investnent
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$216,000 for staff retention adjustnents

It is inportant that the APFC be able to retain
experienced, skilled professionals that are critical
to managi ng and growi ng the Pernmanent Fund.

M. DeBartolo noted the anticipated savings wth both
clusters of additions.

3:52: 08 PM

M. DeBartolo scrolled to slide 11: "Al aska Departnent of
Revenue: FY 17 Capital Budget Requests - Governor":

e Child Support Services Database Repl atform ng

( NSTAR)
e Capital Funding — 1,700.0 UG- Match/ 3, 000
Fed
These funds wll be wused to npve the case

managenent system off the aging and expensive
mai nframe, and keep them conpliant with the Feds
for at |east the next fifteen years.

« Al aska Housing Finance Corporation Miltiple
Projects

e Capital Funding - 15,950.0 UGH
3,900.0 O her/1,500.0 DGF/ 16, 500.0 Fed

* Ceneral Fund Detail (UGF DGF)
e $6.85 mllion Honel ess Assistance Program

e $3.0 mllion Suppl enment al Housi ng
Devel opnent Program

 $1.85 mllion Federal and QG her Competitive

G ants

e $1.5 mllion Beneficiary and Speci al
Needs Housi ng

e $1.5 mllion Rent al Assi stance for
Victins (ECHP)

e $1.0 million Teacher, Health, &
Public Safety Professionals Housing

e $1.0 million Cold Cimate Housing
Research Center (CCHRC)

« $750, 000 HUD Federal HOVE G ant
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Co- Chair Neuman nentioned that AFHC woul d be com ng before
the committee at which tinme questions could be addresses.

Co- Chair Thonpson reviewed the agenda for the follow ng
day.

#
ADJ OURNIVENT

3:54: 01 PM

The neeting was adjourned at 3:54 p. m
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