SENATE FI NANCE COW TTEE
FOURTH SPECI AL SESSI ON
Cct ober 30, 2017
1:31 p.m

[ Note: The neeting was held in Anchorage, Al aska at the
Anchorage Legislative Information Ofice.]

1: 31: 25 PM

CALL TO ORDER

Co-Chair MucKinnon called the Senate Finance Committee
meeting to order at 1:31 p.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co-Chair
Senat or Anna MacKi nnon, Co-Chair
Senator dick Bishop, Vice-Chair
Senator Gary Stevens

Senat or Donny O son

Senat or Nat asha von | mhof

VEMBERS ABSENT

Senator Peter M cciche

ALSO PRESENT

Paul Decker, Acting Director, Dvision of Ql and Gas,
Department of Natural Resources; Ed King, Special Project
Assistant, Comm ssioner's Ofice, Departnent of Natural
Resources; Sheldon Fisher, Comm ssioner, Departnent of
Revenue; Dan Stickel, Chief Econom st, Econom c Research
Group, Tax Division, Departnent of Revenue; Senator Cathy
G essel .

SUMVARY

2017 FALL Production Forecast Presentation: Departnent of
Nat ural Resources

2017 FALL Revenue Forecast Presentation: Departnent of
Revenue

Co- Chair MacKi nnon di scussed the agenda for the day.



72017 FALL PRODUCTI ON FORECAST PRESENTATI ON: DEPARTMENT OF
NATURAL RESOURCES

1: 32: 25 PM

Co- Chai r MacKi nnon stated that the purpose of the
presentation was to understand the fiscal gap from the
adm ni stration's perspective, and to understand the revenue
forecast from Departnment of Natural Resources (DNR)

1:34:12 PM
AT EASE

1: 34: 41 PM
RECONVENED

ED KING SPECI AL PRQIECT ASSI STANT, COW SSI ONER S OFFI CE
DEPARTMENT OF NATURAL RESOURCES, di scussed t he
presentation, "Prelimnary 2017 Fall Production Forecast"
(copy on file). He stated that now the departnent had the
official nunbers from 2017, it was possible to say that
there had been two years of consecutive production
i ncreases.

M. King turned to slide 2, "2 Years of Production
| ncreases,” which showed a bar graph. He qualified that the
FY 17 production nunber was still prelimnary and could

change in the time before the Revenue Sources Book was
publ i shed. He pointed out that FY 17 showed an increase of
9,000 barrels per day (bpd) production increase over FY 16;
whi ch anpbunted to roughly 3 mllion additional barrels of
oil over the previous year.

1: 36: 06 PM

M. King showed slide 3, "SHORT-TERM FORECAST," which
showed a line graph. Using the four nonths of prelimnary

data for the current fiscal year, it was indicated that
production was on pace to beat the previous year's
production nunbers. He indicated that the dashed line on

the graph represented DNR s twelve-nonth forecast, while
the red dots represented prelimnary nunmbers for production
that had already occurred in the current fiscal year. He
noted that the actual production nunbers were tracking the
forecast relatively well; indicating that the departnent
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was | ooking at about 533,000 bpd for FY 18, which was a
9,000 bpd increase over the previous year.

M. King explained that for the four nonths of prelimnary
data, the departnment expected about 4,000 bpd of increased
production over the previous fiscal year. Producers were
expected to continue to beat the previous year's production
for nmost of the winter nonths.

M. King displayed slide 4, "Were the Increases Cane
From" which showed two bar graphs entitled 'FY17 change
over FY16,' and 'FY16 change over FY15.' He explained that
the slide showed the increases fromthe previous two fiscal
years, broken out by where the additional volunmes of oil
cane from He noted that from FY 15 to FY 16, the Colville
River unit and the Prudhoe Bay unit each contributed
approximately half of the increase in production. The rest
of the units had been relatively flat, with only a slight
increase in production from the N kaitchug wunit. He
specified that the majority of the increase in the Colville
River wunit could be attributed to the CD5 devel opnent,
whi ch was started in 2015 and continued to drill. The other
half of the production increase (in Prudhoe Bay) was
attributed to i nproved operator efficiency.

M. King continued to discuss slide 4, noting that there
had al so been increases fromFY 16 to FY 17 throughout many
of the fields; including Prudhoe Bay and Oooguruk. The
increases at Oooguruk had been in part due to fracture
stinmul ati on success.

M. King spoke to slide 5, "I npressive | ndustry
Performance,"” which showed two bar graphs entitled 'FY17
Actual Versus Trend' and 'FY 16 Actual Versus Trend.' He
t hought that it was inpressive that the increases were over
and above the downward trend that history had indicated.
The slide conpared the actual production nunbers against
what production would have been if the anticipated five
percent decline would have continued. He pointed out that
the production across the entire North Slope was
i npressive, and that the producers had beat the |ong-term
trend of production by a large margin. He thought it was
especially true of the Colville R ver and Prudhoe Bay;
whi ch had al nost 28,000 bpd of additional production, and
was the equivalent of bringing a new field online.

1: 39: 44 PM
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PAUL DECKER, ACTING DIRECTOR, DIVISION OF OL AND GAS

DEPARTMENT OF NATURAL RESOURCES, reviewed slide 6, "10-YEAR
FORECAST." He noted that the slide was a representation of
what the forecast |ooked like, and the departnent would
have the actual nunbers to provide when the Revenue Sources
Book was printed in Decenber. He indicated that the solid
line with dots on the far left represented the actual

production nunbers, and it was possible to see the increase
year over year. On the right of the slide, the dashed Iine
showed the nmean case forecast, and the dotted |ines above
and bel ow showed the range of potential outcones that were
considered feasible. He indicated that he had included the
fall forecast from the previous year (shown in small blue
triangles) as a frame of reference for the graph. He
explained how the forecast was incorporated into the
forecast that was currently being considered.

1:41: 51 PM

Senator Stevens asked about the fall 2016 forecast as shown
on the graph and asked if there had been a mstake or
m scal cul ati on.

M. King explained that there had been a change in the
forecast that was largely a product of the change in
information that the departnent had versus what it had a
year previously. He noted that the followng slide would
address the issue of why the forecast changed.

He showed slide 7, "Lessons Learned":

 We assunmed reduced capital expenditures and rig
| aydowns woul d result in accel erated decline

» The operators outperfornmed expectations, doing nore
with |ess

M. King continued to address Senator Stevens' question,
noting that when the departnent was putting together the
forecast 12 nonths previously, oil prices had just fallen
by about 50 percent. The prevalent news at the tine was
hi ghlighting rigs being laid dowm and gl obal contraction of
the oil industry. At the tine he had seen that conpanies in
Al aska were pulling back on capital. Gven the information
that was available at the tinme, there had not been nuch
optim sm about the ability for the producers to increase
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production, and the forecast had reflected the sentinent.
Wth new information available, the forecast had been
adj usted accordingly.

1:43: 44 PM

M. King discussed slide 8, "Lessons Learned,” which showed
a bar graph which depicted the state forecast, the
aggregated operator forecast, and the actual production
nunbers. He noted that the actual production beat not only
the state forecast, but also the operator forecast. He
t hought the graph showed how inpressive the operators had
been working at a tine when the forecast was pessimstic.
He pointed out that the FY 18 state forecast was slightly
hi gher than the operator forecast. He relayed that the
state was optimstic that the producers would be able to
continue to operate well and continue to find efficiencies.

1: 46: 42 PM
AT EASE

1:47: 08 PM
RECONVENED

M . Decker addressed slide 10, "CHANGES - FALL 2016 TO FALL
2017":

Fall 2016

e 5 yr future projects outl ook
— Beyond 5 yrs was treated as “Pot of Gold”
(outside official forecast, excluded from Revenue
Sour ces Book)

* Annualized rates w thout seasonal fluctuations shown

* Enphasi zed i nproving |long term predictions

* Under Eval uation projects were not risked for chance

of occurrence

Fall 2017
* 10 yr future projects outl ook
— Beyond 5 yrs considered (part of official
forecast, included in Revenue Sources Book)
e Monthly rates with seasonal fluctuations shown
e Near term enphasis w attention to realistic |ong-
range outl ook
e Under Evaluation projects risked for chance of
occurrence within ten year forecast w ndow, first oil
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start date, and probabilistic range in production
profil es

M. Decker noted that the departnment had made an inportant
change in 2017 - to include all projects that mght make it
into the forecast on a risk-weighted basis. He noted that
sone of the results of the change would be reflected in
future slides.

1:49: 36 PM

Vice-Chair Bishop asked about the matrix for 'Under
Eval uation' project evaluation and wondered if it was
public information that could be shared with the commttee.

M. Decker agreed to provide the information to the
comm ttee.

Co-Chair MacKinnon asked if the near-term and long-term
production forecast nodel was consistent with that of other
regions simlar to the state. She thought the slide took a
different |ook at production. She thought there had changes
to inprove consistency and a better understanding of the
short-term forecast.

M. Decker stated that the departnent had tried to devel op
its process internally wthout any particular canned
sol uti ons; he did not know how other jurisdictions
acconplished the task. He felt the departnent's approach
was fundamentally sound; DNR had tried to incorporate risk
and uncertainties and devel op everything in a probabilistic
manner. He thought the division's approach to risk and
uncertainty was an industry standard.

1: 52: 03 PM

M. Decker displayed slide 11, "TECHN CAL PROCESS CHANGES"

* I ncrease understanding of tools and techni que

— Cl oser collaboration with software devel oper

- H ndcasti ng exercise/sensitivities to t est
appl i cabl e Decline Curve Anal ysis regression periods

— Steps to inprove near-term accuracy

I nprove process efficiency:

— I nproved col | aborati on
— Regul ar consultation with Departnment of Revenue
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* I nprove conmunication with clients and stakehol ders

M. Decker noted that it was only the second tine the
Division of G| and Gas had been through the process; prior
to which the production forecast had been generated by a
consultant hired by the Departnent of Revenue (DOR). He
felt that the division had nmade significant inprovenents to
the current forecast by inplenenting sone small changes.

M. Decker continued to discuss slide 11, and relayed that
the departnment had done a |ook-back at sone previous
forecasts and questioned how the selection of the historic
decline period had inpacted the decline projections. The
division had made sone mnor adjustnents that hel ped
enphasi ze the near-term history as the best predictor of
the near-term future. He hoped that conmunication with the
| egi sl ature woul d be snoother in the current year.

Co- Chair MacKi nnon considered that when the division had
| ooked at previous forecasts it tried to apply the new
formula to test different results.

M. Decker affirnmed that the division had engaged in
hi ndcasting, which was a way of testing the sensitivity of
the nodel to get the best prediction of future production.

1:54: 31 PM

Senator von Inmhof recalled a slide that referenced operator
forecasts and thought it was interesting that there were
three forecasts (the departnent's, the operators', and the
actual). She had heard it had been difficult in the past
for the departnment to obtain conprehensive and accurate
information from the operators. She discussed proprietary
information from producers and wondered if M. Decker felt
the departnment was getting sufficient information. She
asked why the departnment didn't just use the operator
forecast.

M. Decker felt that the departnment was receiving the
information it had requested and was happy with the results
of the information sharing. He felt t hat wi t hout
incorporating certainty and developing its own nethodol ogy,
the departnment would not have a sufficient estimte. He
t hought was inportant for the departnent to include its own
understanding of the range of wuncertainty in projects. He
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gqualified that some information provided by certain
operators was very precise, and other operators m ght have
a less accurate take on future performance. He thought it
was a good idea to mmintain an i ndependent forecast.

1: 56: 25 PM

M. King commented that the operators provided estimtes
and had much nore information about the reservoirs than the

departnment. He furthered that the operators also had
software, techniques and expertise to do estinmates very
well. He relayed that DNR had been <challenged wth

aggregating all the different operator's information from
across the North Slope to provide the legislature with a
revenue estimate. He pointed out that the operators nmay not
have consi stent nmethods that were applied to the fields. He
thought there was also a case that there were projects
under devel opnent, to which operators would apply different
ri sking nethodol ogies and enploy different assunptions for
when production would cone online.

M. King continued. He inforned that the departnent had its
own team that used production data from the Alaska G| and
Gas Conservation Comm ssion (AOGCC) applied in a consistent
met hod across the entire North Slope. He thought it gave
credibility to the nunbers if the departnent's estimte
report was sonmewhat consistent to that offered by
producers. If there was big disparity, there would need to
be additional conmunicati on.

1: 58: 29 PM

Co-Chair MacKinnon rem nded that the commttee was having
background hearings on production and revenue forecasts
because in the past oil production revenue dramatically
i npacted conversations pertaining to the state's fiscal
si tuation. She stated that the subject of how oi
production could factor into the state's econom c recovery
had been the topic of nultiple bills the commttee had
consi der ed.

Co- Chair MacKinnon infornmed that Senator O son had joined
the neeting. She explained that Senator M cciche was not
present due to ill ness.

M. Decker reasoned that the departnment liked to do its own
forecast because it used public data as opposed to taxpayer
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confidential information provided by operators (which the
departnment may or nmay not be able to share).

2:00: 57 PM

M . Decker spoke to slide 12, "NEAR- TERM UNCERTAI NTY"

o Decline Curve Analysis weighted toward recent
production history (2 to 5 yrs)

e Probabilistic range beginning from first date of
forecast (previously probabilistic curves were pinned
to last nonth of historical production)

e Full credit to planned UD production (previously we
di scounted nearly all UD as “w thin background”)

— Makes for nore accurate near term production

— Makes up for rate increases from non-drilling rate
addi tions

M. Decker discussed the new practice of giving full credit
to "under developnent” (UD) production (wells expected to
yield production within the first year of forecast). He
considered it to be a significant change. Previously the
department had discounted nost of the UD production as
wi thin the background that showed up in the decline curve
analysis projections. For the short-term prediction, he
thought it was inportant to consider the activity that was
happening in the fields in the first year or tw of the
forecast.

2:02: 37 PM

M. Decker reviewed slide 13, "Methodol ogy":

* Currently producing:
—Smal | uncertainty range due to established
behavi or of production pools
—Quantitative probabilistic range of outcones for
CP pool s

 Projects Under Devel oprent:
—Applied quantitative probabilistic ranges using
type wells
—-Some financial risk: Addressed using estinmated
proj ect breakeven price and Departnent of Revenue
oil price forecast
—Projects detailed in plans of devel opnent or in
confidential neetings with DOR
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* Projects under Eval uation
—Projects that have been announced, but are
premature for sanctioning
—Applied quantitative probabilistic ranges using
type wells
—Financial risk using project breakeven price and
Department of Revenue oil price forecast
—Ot her uncertainties included
» Project chance of occurrence
* Project timng risk

M. Decker clarified that ‘'currently producing fields
signified all the production comng from the currently
producing fields and were analyzed alone to develop one
category of the forecast. He explained that UD projects
were expected to yield production within the first twelve
nmonths of the forecast, and DOR considered the operator's
pl an of developnent. He continued that 'under evaluation
(UE) projects were expected to yield production from 2 to
10 years of the forecast.

2:04:56 PM

M. Decker read slide 14, "PRELI M NARY 2017 FORECAST."

M. Decker turned to slide 15, "FALL 2017 FORECAST
RESULTS," which showed a graph entitled 'Production
Forecast Range (Al Alaska).' The slide showed the entire
10-year official forecast. He noted that the departnent had
added the dark line to the left to illustrate 3.5 years of
recent history. The dark blue line to the right was the
mean forecast. He pointed out whiskers on the graph that
showed the high and low ranges. He qualified that 80
percent of the time, the forecast was expected to be within
the limt of error between the whiskers. He pointed out
that the error range increased in the outlying years, as
there was greater uncertainty with future projects.

M. Decker explained that the graph showed a much nore
believable and intuitive product than the departnent had
been able to show the previous year, in part because of the
seasonal adjustnent that had been applied. He noted that
the "sawtooth" pattern of the line on the graph reflected
wintertime efficiencies, as well as summertinme downtine. He
considered the junction of the line between historical data
and forecast data and thought one mght view the forecast
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as seanl ess and believable. He observed that the forecast
increased in the following year, and then held relatively
steady. He thought the forecast was positive for Trans-
Al aska Pi peline System (TAPS) | ongevity.

2:07: 07 PM

M. Decker showed slide 16, "ANS Forecast by Category,"
which showed a graph entitled 'Total North Slope Gl
Production (including NGs).' The graph showed the forecast
wi t hout seasonal adjustnments and showed single point
estimates over tinme. He explained that the dark blue
portion represented existing pools. The orange band
represented UD activity. The light tan at the top
represented UE projects.

Vice-Chair Bishop asked for clarification on the graph on
slide 16.

M. Decker edified that the light tan category on the graph
represented projects under evaluation. He thought the slide
was inportant as it showed that the bulk of the current
forecast came fromthe currently producing fields.

2:08: 54 PM

M. Decker displayed slide 17, "Currently Producing
Forecast," which showed individual field s contribution to
the currently producing forecast. He explained that the
dark blue layer at the bottom represented the Prudhoe Bay
unit, the orange |ayer represented the Kuparuk River field,
and the tan layer of the graph represented the Colville
Ri ver unit. He explained that the three portions
constituted the workhorses in the «currently producing
fields. He stated that if the state were to stop investing
(rmai ntaining and replacing existing wells), the pools would
continue declining. He thought it was good that the decline
in the <currently producing forecast was largely being
mtigated in the long term and the near term by the UD and
UE cat egori es.

2:10: 02 PM

Co-Chair Hoffman had heard of high expectations for the
Poi nt Thonson project, and thought the graph showed a
steady line for its production forecast.
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M. Decker discussed the Point Thonson project, which was a
three-well gas cycling project. He recalled the expectation
that it would cone online at approximtely 10,000 barrels
of condensate per day. He knew there had been operationa
problenms with getting production online, and it was his
understanding that in the previous few nonths or weeks the
project had come on at a fairly high and relatively steady
rate. He did not believe it had reached the mark of 10, 000
bpd. He qualified that the project was very different than
the Point Thonmson Expansion project, that would yield far
nore condensate in addition to gas.

Co-Chair Hoffman asked if inprovenents in technology could
be anticipated in heavy oil.

M. Decker stated that in the long-term forecast in the UE
sector, there was one category for heavy oil devel opnment,
but it was not likely that technology would be applied to a
| arge-scale project unless there was a significant price
change.

2:12: 07 PM

M. Decker spoke to slide 18, "WHERE WLL THE NEW O L COME
FROW" The slide showed a graph of a ten-year forecast
period entitled, "All UE Projects-Ri sked for occurrence,
timng and scale.' He explained that the slide showed a
di agram of what the UE projects |ooked |ike under the ten-
year forecast. He qualified that the projects had been
risked for the chance of even occurring within a ten-year
wi ndow, and were also risked for the uncertainty of what
year oil production would start, and the |evel of
performance. He suggested that viewers conceive of the
graph as a best estimate of how the entire new oi
portfolio would perform over tine. He cautioned against
| ooking at individual projects’ magnitude in isolation as
di screet scenari os.

2:13: 41 PM

M. King discussed slide 19, "HOW SHOULD WE | NTERPRET THI S
FORECAST?" :

e« There's a lot to be excited about

— but there is still a lot of wuncertainty in future
proj ects
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e The forecast is a probability weighted average of
many possi bl e out cones

— It is not a prediction of exactly which scenario
will cone to be

« Each year in the forecast is it’'s own best estimate

— The year to year changes are not actual ly
predi ctions of decline rates

M. King thought the slide spoke for itself.

Co-Chair MacKinnon stated that the conmttee had been
presented with a great deal of seismc data the previous
year. She wondered if the state was working its way through
the data to understand if there was anything of val ue.

M. Decker stated that the tax credit seismc data program
was one that his section in the Dvision of GOl and Gas
Resource Evaluation had a lot of responsibility for. The
first tax credits had been inplenented in 2003. The
previous 5 to 7 years, the division had been busy working
on ensuring that the inconmng data net expectations. The
departnment had rel eased sone data the previous year and had
recently received regulatory go-ahead to distribute nore
data (with the caveat that some adm nistrative costs could
be recouped). The departnment would be releasing nore data
in the following nonths and expected that operators would
be very interested in updating information and using it to
devel op expl oration prospects.

2:15: 58 PM

Co- Chair MacKinnon asked if the state had paid for the tax
credits associated with the data that was going to be
rel eased.

M. Decker stated that the question would be best addressed
to the Departnment of Revenue.

Senator Stevens asked about M. Decker's reference to no
| onger using consultants. He wondered how nany people were
required to do the work, and if he was satisfied with the
nunber of enpl oyees tasked with the work in the division.

M. Decker answered in the affirmative. He stated that
there was a small group of individuals that spent a |ot of
time on the forecast. He listed the follow ng positions: a
commercial analyst, two reservoir engineers, and two
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geol ogists (including hinmself). OQhers fromthe D vision of
Ol and Gas, especially from the commercial section, would
weigh in on the forecast and provide inportant information.
He thought that the forecast product was considerably
better than what was provided the previous year and thought
the group had been naive about how the product would be
used and scrutinized. He felt |ike there had been
significant inprovenments in the current year and hoped the
rest of the forecast teamfelt the sane way.

Senator Stevens wondered if a consultant could do a better
job than the division.

M. Decker thought that consultants could potentially do a
better job, but qualified that he had not seen previous
projects conducted by the consultants with the sort of
probabilistic handling of uncertainty used by the division.
He considered the practice to be an industry standard
techni que. He thought it was inportant to have quantitative
si deboards on any estinmate as inportant as the forecast.

2:18: 43 PM

Co- Chair MacKi nnon thanked the testifiers. She commented on
the inportance of the information presented. She warned
that the nunmbers presented were subject to change as the
departnment refined the forecast. She renmarked on the
conpressed tine frame in which the nunbers were requested
and delivered and advised the data would be refined over
tine.

2:20:18 PM
AT EASE

2:26:18 PM
RECONVENED

N"2017 FALL REVENUE FORECAST PRESENTATI ON:  DEPARTMENT OF
REVENUE

2:26:43 PM

Co- Chair MacKinnon comented that the purpose of the
forthcom ng presentation from the Departnent of Revenue
(DOR) was to further understand the revenue that was com ng
into the state. She reiterated that current information on
oil and gas revenue was inportant to wunderstand when
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considering proposed taxes. The Senate was trying to
understand the gap in potential revenue comng into the
state. She rem nded that oil and gas revenue constituted a
huge portion of the state's revenue. She nentioned oil and
gas tax legislation discussed by the Senate over the
previous four years. The Senate requested the conmm ssioner
of DOR to provide price and production nunbers prior to
introducing the budget. She reiterated that the nunbers
wer e subject to change.

SHELDON FI SHER, COW SSI ONER, DEPARTMENT OF REVENUE,
appreci ated the opportunity to present to the conmttee. He
di scussed the presentation, "Prelimnary Fall 2017 Revenue
Forecast Presentation,” (copy on file).

Conmi ssi oner Fi sher turned to slide 2, "FORECASTI NG
METHODS: Ti el i ne":

e Decenber 2016: Fal | 2016 forecast and Revenue
Sour ces Book

e Early April 2017: Spring 2017 forecast

» Late April 2017: Spring 2017 Alternative Scenario
0 4% Production Decline Scenario, Letter to Co-

Chairs
o0 Used in nodeling by Departnent of Revenue,
Ofice of Managenent and Budget , and

Legi sl ati ve Fi nance

e Cctober 2017: Prelimnary Fall 2017 forecast
0 non-standard, provided to  assist speci al
session
» Decenber 2017: Final Fall 2017 forecast and Revenue
Sour ces Book

e March or April 2018: Spring 2018 forecast

Comm ssi oner Fisher explained that historically DOR had
issued a forecast in the fall (generally in Decenber), and
then updated the forecast in the spring. In the current
year there had been a couple of changes to the forecast.
The departnment and the legislature had realized that the
spring forecast (issued in April) was too pessimstic, as
it had predicted that oil would decline too rapidly. In

late April, the departnment had revised the forecast upward,
and reduced the rate at which the oil was predicted to
decl i ne. The alternative scenario was offered for

consideration and had becone the foundation for nost
di scussions for the previous six nonths. He stated that he
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woul d di scuss how the alternative scenario varied from the
official forecast.

Comm ssi oner Fisher continued that the fall forecast being
presented was another deviation from the norm and was
avai | abl e because of the nature of the special session. He
affirmed that the departnent would be issuing a regular
fall forecast and Revenue Sources Book in Decenber, as well
as a revised forecast in the spring.

2: 30: 54 PM

Conmmi ssi oner Fisher showed slide 3, "FORECASTING METHODS:
| nt roducti on":

« Al data is based on the DOR Fall 2017 Prelimnary
For ecast.

e This is a prelimnary forecast and sone nunbers w ||
change before the final submittal in Decenber.

 Changes to unrestricted revenue bet ween t he
prelimnary and final forecast are expected to be
| ess than $100 million in any given year.

Note: This is a forecast. Al figures and narratives
in this docunent that are not based on events that
have already occurred, constitute forecasts or
“forward-| ooking statenents.” These nunbers are
projections based on assunptions regarding uncertain
future events and the responses to those events. Such
figures are subject to uncertainties and actua

results wll differ, potentially mterially, from
t hose anti ci pat ed.

Comm ssi oner Fisher conmented that the departnment had about
three days between the tine it received the production
forecast from DNR and when it finished its work on the
forecast. He had demanded an accelerated tinefrane. He
expected there to be revisions. He did not expect to see
revenue change in the forecast by nore than $100 mllion in
any given year.

2:31: 46 PM

Comm ssi oner Fi sher di spl ayed slide 4, " FORECASTI NG
METHODS: What Do We Forecast at DOR?"

e W directly forecast Petrol eum Revenue
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o Accounted for 65% of state unrestricted revenue
in FY 2017
0 Projected to be 70-72% in FY 2018 and FY 2019
o Includes severance taxes, royalties, corporate
income tax, and all other revenue from oi
conpani es
 We directly forecast Non-Petrol eum Revenue
« W use Alaska Permanent Fund Corporation and
Treasury Division forecasts for |Investnent Revenue
W use the Federal Revenue authorized for spending
as the forecast
o It is typically 20% 30% nore than actually gets
spent
e Conpile all of these into Revenue Sources Book once
the forecasts are finalized.

Comm ssioner Fisher stated that typically the departnent
used the total authorized federal revenue in the forecast
for consistency purposes, although it was typically not all
spent.

2:32:46 PM

Comm ssioner Fisher read slide 5, "Fall 2017 Prelimnary
Pet r ol eum Revenue Forecast."

Commi ssioner Fisher spoke to slide 6, "PETROLEUM REVENUE
FORECAST: Factors":

Four Factors for Petrol eum Revenue Forecast
1. Production
2. Price
3. Costs
= Capital Expenditures
= Operating Expenditures
= Transportation Costs
4. Credits

Comm ssi oner Fi sher stated that the departnent had
noderated its future oil price expectations conpared to the
prior forecast.

2:33: 37 PM

Comm ssioner Fisher read slide 7, "Fall 2017 Prelimnary
Producti on Forecast."
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Conmi ssi oner Fi sher turned to slide 8, " PRODUCTI ON
FORECAST: ANS Hi story and Forecast by Pool," which showed a
pi ctori al graph representation of oil producti on. He
pointed out that the dotted |line denoted the present tine.
He pointed out that the existing fields continued to
decline, although at a slower rate than predicted in the
past. The sliver of pink to the right of the dotted line
represented new fields that would cone on line, that while
nmoderate would provide an uplift to the decline and help
stabilize revenues.

2:34:31 PM

Conmi ssi oner Fisher showed slide 9, "PRODUCTION FORECAST:
ANS by Case.”" He explained that there was a range of
possibilities shown on the slide. The high case (P10) was
intended to represent the 10 percent |ikelihood that oil
production of would be that |evel or higher. The 90 percent
case (P90) represented that there was a 90 percent
i kelihood that production would be that |evel or higher.
The official forecast (at P50) represented a 50 percent
l'i kel ihood.

Comm ssi oner Fi sher di spl ayed slide 10, " PRODUCTI ON
FORECAST: ANS Details,”™ which showed a table entitled,
"Prelimnary Fall 2017 ANS O Production Forecast.' He
t hought the nunmbers on the table were consistent and
underlie the charts that the commttee saw on the DNR
presentation earlier in the neeting. He qualified that the
nunbers were from North Slope production only, and did not
include nunbers from Cook Inlet, which were a smaller
percentage with |less change from the prior forecast. For
20118 there was a forecast of a little over 530,000/ bbl. He
pointed out that there was a nodest decline, wuntil 2024
when there was an increase or flat trend. He reiterated
that there was a leveling off of production conpared to the
forecast a year previously.

2:36: 17 PM

Conmi ssi oner Fi sher revi ewed slide 11, " PRODUCTI ON
FORECAST: ANS Conparison to Prior Forecast,"” which showed a
graph. He explained that the orange line represented the
official spring forecast that cane out in early April 2017

The graph showed a fairly steep decline in the first year
of about 12 percent, and then a levelling off. The grey
line represented the alternative scenario that was
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described earlier, which had a 4 percent decline rather
than the steep 12 percent decline. The heavy blue Iine
presented the forecast as presented by DNR earlier in the
day. He thought it was worth noting that in the out years
t he i npact of the new forecast was greater.

2:37:38 PM

Comm ssi oner Fi sher spoke to slide 12, " PRCDUCTI ON
FORECAST: NPR- A Update":

e Alaska’s share of revenues fund the Al aska | npact
Grant Program

» Forecasted volunmes from Moose’s Tooth (GMI1 & GVII2)
and WI Il ow

Source: Departnent of Revenue and Department of
Nat ural Resources; NPR-A = National Petroleum Reserve
— Alaska; GMI = Greater Mose’ s Tooth
Royal ty Revenue and Vol unes from NPRA

Conmi ssioner Fisher explained that the state received a
share of the federal royalty from the National Petroleum
Reserve - Alaska (NPR-A), as well as sone production tax,
corporate incone tax, and property tax; but did not get a
state royalty.

2:38: 14 PM

Conmi ssioner Fisher turned to slide 14, "PRICE FORECAST:
Hi storical ANS West Coast, Wst Texas Internediate (W)
and Brent Crude Prices 2009+, " which showed a |ine graph.
He infornmed that the department had gone through its fall
pricing exercise. He reiterated that the departnent had
done sone noderating of expectations during the out years.
The graph showed other benchmarks that were used el sewhere
in the world: Wst Texas Internediate (W), which
referenced the price of oil in the Texan Basin; and the
Brent (worl dw de pricing).

Conmi ssi oner Fisher continued discussing slide 14, noting
the wide range of nunbers. He stated that there was a
nunber of factors that drove the figures, and although
there were differences, the figures generally noved
t oget her.
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2:39:42 PM

Conm ssioner Fisher showed slide 15, "PRICE FORECAST:
Hi storical ANS West Coast Price 2016+," which showed a |ine
graph over a narrower period of tinme from June, 2016 to
Cct ober, 2017. He pointed out a |esser degree of
variability in the price than the previous slide. He
expected there would be an interesting question pertaining
to the current price of oil, which was neaningfully higher
than what the DOR forecast had predicted. He explained that
the departnment started its day with consideration of the
futures forecast, and then later in the day considered the
prior day closing analysis.

Comm ssi oner Fisher continued discussing slide 15, stating
that even though pricing in the current market was above
$60/bbl, the futures market was closer to the $54/bbl
range, which was what the departnent had predicted for the
comng year. He thought the forecast was very consistent
with other pricing forecasts in the imediate few years. He
added that if there was a dramatic novenent in the world
mar kets, the departnent may choose to revisit the forecast.
He felt confortable with the current forecast.

2:41: 46 PM

Comm ssi oner Fisher displayed slide 16, "PRICE FORECAST:
Key Drivers":

* Supply, Demand and Spare Capacity in FY 2018
= dobal Supply — 99.08 mllion barrels per day
= dobal Demand — 99.05 mllion barrels per day
= Supply / Demand roughly in bal ance
e Current Events
= Supply and denmand bal anci ng out
= OPEC and Russia are mintaining decreased
production until at |east March 2018
- Compliance with this cut has been relatively high
= Recent wunrest in the Mddle East due to the
Kur di sh i ndependence vote may di srupt supply

Comm ssioner Fisher shared that there was an expectation
that there would continue to be discipline in terns of
production from Russia and Saudi Arabi a.

2:42:57 PM
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Conmi ssioner Fisher reviewed slide 17, "PRICE FORECAST:
| npact of Spare Capacity,” which showed a graph entitled
"Wrld Liquid Fuels Production and Consunption Bal ance.'

The orange |ine represented demand, and the blue I|ine
represented production. He informed that when the green
bars fell below the md-point, it indicated demand was

greater than supply and there was upward pressure on price.
When the green bars were above the line, it was a period in
which the supply was greater than demand and there was
downward price pressure. He pointed out a balance between
the two price drivers |ooking forward to 2018.

2:43:49 PM

Comm ssioner Fisher spoke to slide 18, "PRI CE FORECAST:
Base Price Method":

e Price forecast is based on Fall 2017 forecasting
session held on October 9th

« Participants gave 10th, 50th, and 90th percentile
pat hs

* Average of these paths used to derive distribution
of possible prices

e Base case is the nedian of the distribution

Conmi ssi oner Fi sher detailed that t he partici pants
assenbled for the forecast included economsts from the
Institute  of Soci al and Econom c Research (I SER)
individuals from the Legislative Finance D vision, staff
from DOR, and a nunber of people from the community.
Experts presented information about the direction of the
market, and how they predicted drivers that underlie
potential oil price for the future. D fferent percentile
pat hways were considered (P10/P50/P90) and provided to the
forecast team

2:44: 45 PM

Conmi ssi oner Fisher discussed slide 19, "PRICE FORECAST:
Nomnal ANS Price Distribution,” which was a graph
reflecting the analysis from the departnent to predict a
set of alternatives wth predictive expectations. The
nunbers were reflected in nomnal dollars. The graph showed
that oil price was forecast as largely unchanged for FY 18,
was approxinmately $56/bbl in FY 19, and grew close to
$80/bbl in FY 28. He thought it was worth noting that in
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real dollar ternms, the predictive forecast would show oil
price rising to about $60/bbl .

Co- Chair MacKi nnon asked why the forecast did not use
industry price averages that were already conpiled
el sewher e.

Conmi ssioner Fisher informed that there was no single
i ndustry average, but rather a variety of benchmarks to
choose from He thought it was apparent that the DOR
forecast was closely in line wth the industry price
aver ages. He stated that each source had different
characteristics that made it valuable and influential.

2:46:53 PM

Comm ssi oner Fisher addressed slide 20, "PRICE FORECAST:
Hi storical ANS West Coast Price FY G| Price Bands (Annua
Average and Fall 2017 Forecast)." He noted that the solid
black lines on the left-hand side showed the range of
pricing during the tine period indicated. The grey bar that
intersected the bars represented the average price. The
right-hand side of the graph which showed the forecast
represented the P90 and P10 values, with the grey Ilines
predicting the average price predicted (as well as the
price reflected in DOR s nodel).

2:47:44 PM

Conmi ssioner Fisher showed slide 21, "PRICE FORECAST:
Consensus View of Wde Distribution,” which showed a graph
produced by the Energy Information Agency (EIA). The slide
was produced by the Energy Information Agency (EIC) and
showed its prediction in red. The green represented the New
York Mercantile Exchange (NYMEX), which was in essence the
futures market. He explained that EIA considered futures
mar ket pricing and showed 95 percent confidence intervals
as shown by the dotted |ines on the graph.

2:48:56 PM

Comm ssioner Fisher reviewed slide 22, "PRICE FORECAST:
Brent Forecasts Conparison to DOR ANS Forecast." The dotted
black line represented DOR s forecast price. The blue line
represented the analysts. The green line represented the
EIA price forecast. He noted that the junp that was
observable in January 2019 was sonewhat reflective of a
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stale price. He detailed that EIA had not updated the graph
since January 2017, while the |lower portion of the green
i ne had been updat ed conti nuously.

Conmi ssioner Fisher continued discussing slide 22. He
commented that experts had considered the NYMEX pricing to
be a strong predictor in the near term but the further out
it went the less accurate it becane. There was not a very
strong correlation between the future pricing and what had
happened historically. Al ternatively, the blue Iline
represented what the analysts predicted; which also had
varied from what the futures had predicted. He thought that
the department was in a tight range with other predictive
nmodel s and had been relatively well served by its process
of forecasting pricing.

2:51: 04 PM

Co- Chair MacKi nnon asked if EIA was a federal agency.
Comm ssi oner Fisher answered in the affirmative.

Comm ssi oner Fisher displayed slide 23, "PRICE FORECAST:
ANS Conparison to Prior Forecast.”" The slide showed a
conparison; with the orange line representing the pricing
present in the spring 2017 forecast. He reiterated that
there was a spring forecast and additionally an alternative
scenario, and the pricing had not changed between the two.
The blue line showed how pricing had been revised in the
nost current exercise.

2:52:24 PM
AT EASE

2:52:41 PM
RECONVENED

DAN STI CKEL, CHI EF ECONOM ST, ECONOM C RESEARCH GROUP, TAX
D VI SI ON, DEPARTMENT OF REVENUE, infornmed that he would
di scuss the remaining two major factors of the petroleum
revenue forecast: conmpany costs, and tax credits. He would
al so address slides that summarized the revenue forecast
and make some conparisons to the previous forecast.

M. Stickel spoke to slide 25," COST FORECAST: North Slope

Capital Lease Expenditures,” which showed the cost forecast
for North Slope capital expenditures conpared to the
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previ ous forecast. He conveyed that the departnent received
cost forecasts with a five-year tine horizon, submtted by
the operators of the units twice per year; which were a
primary source of t he departnment's cost f or ecast

i nformati on. Addi tionally, DOR | ooked at pl anned
devel opment and various public information. There had been
a change in the <cost forecast, and there were two

conponents. For the |egacy fields and existing production
operators had largely reduced expenditures across the
boar d.

M. Stickel continued discussing slide 25, observing that
the portion of the graph in which the blue line (fall 2017
forecast) rose above the orange line (spring 2017 forecast)
represented the addition of capital expenditures for new
fields that were com ng online.

2:54:32 PM

Co- Chair MacKinnon referred to oil and gas tax credits, and
asked how the departnment considered investnent, t ax
credits, and the different scenario for production. She
t hought there was a new dynam c happeni ng and wondered how
paynent of tax credits was affecting investnent.

M. Stickel stated that the departnent was working closely
with DNR throughout the production forecast process. Wen
DOR incorporated new fields into the cost forecast, it
| ooked at the chance of occurrence that DNR assigned to the
fields. He gave an exanple in which DOR valued a new
project at $1 billion to bring online and DNR assigned a 20
percent probability for the project; DOR would include $200
mllion of the developnment cost into the forecast. He
addressed tax credits and noted that there had been a drop
in spending. There was approximately $4 billion in capita

expenditures on the North Slope in FY 15. The departnent
had met with conpanies and tried to glean what was driving
the change in behavior. The depart nent had heard
consistently that state policy as well as oil price had
i nfluenced negative cost pressure.

2:56: 53 PM

Co- Chair MacKi nnon referenced the governor's vetoes of a
Senate proposal to pay nore tax credits, as well as the
decline in capital |ease expenditures as shown on slide 25.
She asked about tax credits owed by the state.
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Comm ssioner Fisher stated that a future slide would
address the matter and would reflect that credits would be
payed off nore quickly and at higher levels than prior
forecasts had shown. He pointed out that the governor's
budget proposal, despite the vetoes, had included paying
off credits in a faster manner than the statutory m ni mum
He thought that the departnment understood that there was a
need to pay off the credits, and |ooked forward to working
with the legislature to find a way to do so quickly as well
as provide the capital that producers needed to devel op and
gr ow.

Co-Chair MacKinnon referred to conpanies that had gone
bankr upt , and ot her compani es t hat had cont act ed
| egislators regarding finances. She wanted a definitive
answer as to whether the state owed the credits, and
whether it would pay the credits. She understood that there
was not an established tineline.

Conmi ssi oner Fi sher stated t hat t he adm ni stration
acknowl edged that the state owed the credits, and it was
nore a question of the rate at which the credits would be
paid. He thought if it was possible to conplete the specia
session and deal with sonme of the bigger blocks associated
with funding state governnent, there would be an
opportunity to deal with other issues such as tax credits.

Co-Chair MacKinnon stated that the Senate had proposed
paying a third of owed tax credits the previous year, but
was not able to get the other body in agreenent. She
t hought perhaps the Ilegislature would reach accord the
foll owi ng year. She was encouraged to hear that there m ght
be a way to provide nore certainty to the oil and gas
i ndustry.

3:00: 09 PM

M. Stickel informed that there would be additional slides
that woul d address the tax credit issue. He discussed slide
26, " COST FORECAST: North Sl ope Operat i ng Lease
Expenditures.” He stated that the slide reflected the
ongoing cost to nmaintain the fields on the North Slope. He
di scussed continued pressure on bringing down operating
expendi t ur es. He asserted that conpanies were doing
everything possible to make the current oil price |evel
work on the North Slope. He pointed out a 5 percent to 10
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percent reduction in expected operating costs for |egacy
fields. In the tine frame from 2022 through 2023, there was
a bunp up in expected operating expenditures. He reiterated
that the departnent had incorporated the cost of operating
sonme of the new fields that were added to the forecast.

3:01: 22 PM

M . Sti ckel showed slide 28, "Statutory Credit
Appropriation: Methodol ogy":

* DOR calculates statutory credit appropriation based
on production tax |levied under AS 43.55.011, before
subtracting any credits against liability.

AS 43.55. 028.

(b) The oil and gas tax credit fund consists of

(1) noney appropriated to the fund, including any
appropriation of the percentage provided under (c) of
this section of all revenue from taxes levied by AS
43.55.011 that is not required to be deposited in the
constitutional budget reserve fund established in art.
| X, sec. 17(a), Constitution of the State of Al aska;
and

(2) earnings on the fund.

(c) The applicable percentage for a fiscal year under
(b)(1) of this section is determned with reference to
the average price or value forecast by the departnent
for Alaska North Slope oil sold or otherw se disposed
of on the United States West Coast during the fisca

year for which the appropriation of revenue fromtaxes
| evied by AS 43.55.011 is made. If that forecast is

(1) $60 a barrel or higher, the applicable percentage
is 10 percent;

(2) less than $60 a barrel, the applicable percentage
is 15 percent.

M. Stickel discussed the nethodology of how DOR cane up
with the statutory credit appropriation. He noted that the
| egi sl ature had phased out a lot of the tax credits that

were eligible for state purchase. There was still an
out standi ng bal ance for the credits that were accrued, and
there were still some credits comng in the current year

and the followng year. He explained that there was
statutory | anguage that provided sonme guidance as to how to
appropriate noney to pay off the bal ance.
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M. Stickel continued discussing slide 28, and referenced
AS 43.58, which pertained to the oil and gas tax credit
fund. He thought the nost inportant aspect of the topic was
the interpretation that the departnment had been using to
calculate the statutory appropriation. He clarified that
there was a 35 percent net tax before any taxable per-
barrel credits.

3:03:16 PM
M. Stickel reviewed slide 29, "Illustration of Tax and
Credit Calculations,” which showed an exanple of how

production tax was calculated, and how the statutory
appropriation was estimted. The exanple canme from the
spring 2017 official forecast. He observed that there had
been an estimated nmarket price of $60/bbl, about 140
mllion taxable barrels, and $5.6 billion in costs; which
gave an estinmated production tax value of $1.4 billion.
Wen the 35 percent net tax rate was applied, the tax
(before applying any credits) was estinmated at $490
mllion. The statutory nultiplier was 10 percent, and the
esti mat ed statutory appropriation for FY 19 was
approximately $49 mllion at the time of the spring
forecast.

3:04:15 PM

Co- Chair MacKi nnon pondered that if calculations were based
on predictions, the admnistration was in control of the
anmount .

M. Stickel stated that Co-Chair MacKinnon was correct in
that the statute referenced the forecast price by DOR He
continued that the provision of the appropriation to the
tax credit fund did not factor into the price forecast.

Conmi ssi oner Fisher stated that there had been no
di scussi on about the value of credits and what was paid and
unpaid as the departnent considered pricing in the
exercise. He thought that lowering the price forecast had
the counter-intuitive result of increasing the anount of
credit that woul d be paid.

3:05:49 PM

M. Stickel displayed slide 30, "lllustration of Tax and
Credit Calculations.” He explained that the slide showed
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the sanme calculation of FY 19 production tax and estimated
statutory appropriation as the previous slide, but using
the prelimnary fall forecast rather than the official
spring forecast. He noted that the illustration decreased
the price from $60/bbl to $56/bbl and had increased the
nunber of barrels (due to the higher production forecast).
Estimated conpany spending had come down quite a bit. The
net result of the differences was an estimated production
tax value of $3.3 billion for FY 19. Wen the statutory 35
percent tax rate was applied, there was a production tax
val ue (before credits) of $1.15 billion. Since the forecast
market price was below $60/bbl, the nmultiplier for
determ ning the statutory appropriation was 15 percent, and
there was an estimated appropriation of $172.5 million (for
North Slope), which conbined with Cook Inlet totaled $175
mllion.

3:07:16 PM

M. Stickel reviewed slide 31, "FY 2019 Statutory Credit
Appropriation”:

Key Changes Spring to Prelimnary Fall:
* Production forecast increased

o0 29 mllion nore taxable barrels
o $800 million nore gross val ue
e Cost forecast decreased
o $1.1 billion less deductible costs

» Tax before credits increased
o $1.9 billion nore profit x 35% = $660 nmllion
 Different Statutory Appropriation Miultiplier
0 Appropriation is 15% of tax before credits when
price forecast <$60, 10% when price forecast is
$60+

M. Stickel specified that under the current prelimnary
fall forecast, there was an estinmated greater than $100
mllion under the statutory appropriation calculation for
all years of the forecast.

3:08:41 PM

M. Stickel spoke to slide 32, "CREDI TS FORECAST: Conpared
with Production Tax," which displayed a chart show ng
production tax before and after <credits against tax
l[iability. The grey bars showed net fiscal inpact of
repurchased credits by the state. He pointed out that for
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FY 19, if one just examned the net rate before applying

credits against liability, there was about $1.2 billion in
tax before credits. Wth the taxable per-barrel credits the
amount was closer to $300 mllion, and about $175 million

estimated for the statutory appropriation, |eaving a net of
about $125 million for FY 19.

Co- Chair MacKi nnon asked if it was fair to say that the 35
percent tax rate, in conbination with the tax credits per
barrel, was a nechanism to create slight progressivity in
t he overal |l nodel

M. Stickel stated that adding a slightly progressive
el ement was part of the justification for going to the per
taxabl e barrel credit. He stated that another justification
was to directly incentivize production, as opposed to the
previ ous system which directly incentivized spendi ng.

3:10: 41 PM

M. Stickel discussed slide 33, "CREDI TS FORECAST: Conpared
with Unrestricted Petrol eum Revenue," which |ooked at all
unrestricted petrol eum revenue, and i ncl uded t he
unrestricted portion of royalty as well as corporate incone
tax and property tax. He pointed out that even after
accounting for al | the tax credits paid through
appropriation, the state still got well over $1 billion in
unrestricted revenue net from the industry. |If you counted
the restricted revenue that flowed to the Pernmanent Fund
and the Public School Trust Fund, there was about $1.7
billion in FY 19; after which the amount increased.

3:11: 22 PM

M . Sti ckel turned to slide 34, "CREDI TS FORECAST:
Qutstanding Tax Credit Obligations,” which showed a bar
graph. The blue bars showed the outstanding bal ance of tax
credit obligations; and the grey bars showed the estimated
statutory appropriation for FY 19 and beyond, as well as
the actual appropriation that was made by the |egislature
for FY 17 and FY 18. The chart showed how the estinmated
bal ance of tax credits would change over tinme under the
forecast if the full statutory appropriation was made each
year .

M. Stickel continued discussing slide 34, noting that
| egislative action in 2016 and 2017 with HB 247 and HB 111
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phased out the earning of new credits over tine. He stated

that there was an estimated $118 nillion in new credits
that would cone on to the books in FY 19. Although the
credits had been phased out, if there was a delay in

conpanies submtting returns there would be a delay in
review and approval of credits by the departnment. There was
an estimated $175 million to be paid, which wuld |eave a
bal ance of $679 mllion at the end of FY 19.

Vi ce-Chair Bishop asked about credits under review and
assunmed that DOR as well as DNR had to review the credits.

M. Stickel affirmed that it was necessary to have both
departnments review for certain exploration credits.

Co-Chair MacKinnon asked if the state had paid off the
credits for entities that had provided seismc data that
woul d be rel eased.

M. Stickel stated that the appropriation for repurchase of
tax credits was sufficient to cover all outstanding tax
credits through FY 16 and stated that the answer to her
guestion was "nost likely."

M. Stickel continued to discuss slide 34 and stated that
the slide showed that assuming the state nade the statutory
appropriation as cal culated, the scenario would potentially
pay off the entire bal ance of outstanding tax credits by FY
25. He thought the appropriation in the final year would be
inthe $90 mllion range.

3:14:31 PM

Co-Chair Hoffrman asked if M. Stickel was testifying that
it was the intent of the admnistration to fund the
statutory anmount.

Comm ssioner Fisher answered in the negative. He thought
the admnistration was trying to articulate what the
statutory mnimm was. He stated that he was trying not to
make policy decisions as to what the governor nmay or nmay
not choose to do and how he may or may not construct his
budget. He furthered that he was trying to articul ate what
a steady state budget would be. In the past, the state had
paid the statutory mninum and that was what was reflected
in the forecast.
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M. Stickel showed slide 36, "FORECAST CHANGE: FY 2017
Forecast vs Actual s":

e About $125 million of “miss” due to transfers to the
CBRF from General Fund — prior-year adjustnents
o Mneral revenue as a result of termnation
(settlenment, etc.) of admnistrative proceeding
or litigation is deposited to CBRF per Al aska
Constitution article I X, 817
* Remaining $170 mllion of “mss” due to Corporate
| ncone Tax forecast — primarily oil & gas

M. Stickel acknow edged that the departnent had missed the
forecast for FY 17 by about $300 nillion. He discussed two
major issues listed on the slide. He detailed that the
Legislative Audit Di vi si on had identified Numer ous
transactions of revenue received in previous fiscal years
and accounted for as general fund revenue, but should have
got to the Constitutional Budget Reserve (CBR). An
accounting an approximte $125 mllion adjustnment for the
revenues was made in FY 17. He informed that additional
sl ides woul d address corporate inconme tax specifically.

3:17:17 PM

M. Stickel | ooked at slide 37, "FORECAST CHANGE:
Production Tax Revenue Hi ghlights":

Ol price forecasts decreased slightly from spring
f or ecast
o Long-term prices (FY2022+) now expected to settle
around $60 real
O 1 production forecast mnethods
o Forecast process by technical experts at DNR
i nproved from| ast year.
o Long term forecasts have stabilized.
e Unrestricted revenue forecast I ncreased sonmewhat
nostly due to higher oil production forecast

e Lease expenditures expected to fluctuate over the
forecast period due to forecasted new production:
Conpani es have cut costs for existing fields but new
fields will add costs

* Companies <cited Alaska investnent instability and
uncertainty regarding the state fiscal system as
factors inpacting decision making
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M. Stickel detailed that the forecast saw oil production
as nore stable, which was a change from a consistent
decrease in previous forecasts. He highlighted the fact
that there was still wuncertainty surrounding the revenue
f orecasts.

3:19: 24 PM

Vi ce-Chair Bishop comented on slide 37. He enphasized the
| ast bullet of the slide as the nobst inportant part of the
present ati on. He thought the admnistration and the
| egislature needed to send the correct signals to
conpani es.

Co- Chair MacKi nnon referenced bills that took away cashabl e
credits and other credits.

3:20:19 PM

M. Stickel reviewed slide 38, "FORECAST CHANGE: Conparison
from Spring 2017 Forecasts for FY 20," which showed a
conpari son showing the revised fall forecast for FY 18 in
two ways. The slide conpared the forecast with the 4
percent decline scenario, as well as wth the official
spring 2017 forecast. He pointed out that the price was
unchanged for FY 18, and production was up from both
previous forecasts. Costs were down from both previous
forecasts, and the result was a slight increase in the
forecast. He continued that the official spring forecast
had a $70 mllion decrease in the FY 18 forecast versus the
4 percent decline scenario. He stated that the reason for
the decrease had entirely to do with the reduced forecast
for corporate incone tax.

3:21:23 PM

M. Stickel showed slide 39, "FORECAST CHANGE: Conparison
from Spring 2017 Forecasts for FY 2019." The slide was a
simlar conparison to the previous slide, but |ooking at
the forecast for FY 19, which was the budget year that
would be before the legislature the follow ng session.
Conpar ed to t he previ ous forecast's producti on,
expect ati ons had been increased. Expectations for oil price
and conpany spending had been decreased. The revenue
forecast was a little higher than the previous official
forecast, and a little lower than the 4 percent decline
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scenario. He cited that corporate incone tax was a factor
of the reduction.

M. Stickel turned to slide 41, "REVENUE FORECAST: 2017 to
2019 Totals," which showed a table that showed all revenues
to the state for FY 17 and forecast for FY 18 and FY 109.
The table included Unrestricted CGeneral Fund (UGF) revenue
forecast, which was typically the subject of nost of the
budget discussions. The table also showed designated funds
in three different categories used in the budget process.

M. Stickel continued to discuss slide 41. He observed that
unrestricted revenue was expected to rebound fromthe FY 17
|l evels, which had to do with FY 17 being a |owrevenue
year. He qualified that FY 17 marked the | owest
unrestricted revenue the state had since 1999. He pointed
out a decrease in total revenue from FY 17, froma little
over $12 billion to approximately $10.6 billion. The reason
for the decrease in total revenue had to do with expected
noderation of investnment returns. He nentioned over 12
percent Permanent Fund return in FY 17, and the expectation
for the return to go back to nore historically normal 6 to
7 percent annual return in the future.

3:23:32 PM

M. Stickel spoke to slide 42, "REVENUE FORECAST: By
Spending Category;" which |ooked at total revenue with a
ten-year history, a ten-year forecast, and consideration
al | state revenue sources. The slide showed that
historically oil revenue was the |argest source of revenue
in the state, but going forward the |argest source would be
i nvestment revenue. Investnent revenue would be followed by
f eder al f unds, petrol eum revenue, and non-petrol eum
revenues in order of anopunt.

M. Stickel |ooked at slide 43, "REVENUE FORECAST: 2017 to
2019 Petroleum Unrestricted Revenue,” which showed data
table. He commented that royalty was the biggest share of
unrestricted petroleum revenues and was expected to
continue to provide over half of the petroleum unrestricted
revenues going forward. He expected npbdest increases in
production tax, as price and production were both
increasing. He also expected a bounce-back to a corporate
incone tax that had a positive UG revenue inpact to the
st at e.
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3:24: 52 PM

M. Stickel discussed slide 44, "REVENUE FORECAST: 2017 to
2019 Non-Petroleum Unrestricted Revenue,"” which showed a
table and considered the non-petroleum side of UGF
revenues. He expected that the non-petrol eum revenues would
account for a quarter to one-third of unrestricted revenues
going forward; which became a nore significant share than
in the higher oil price environnent of the past. He
highlighted that FY 17 was a l|lower than expected year on
the non-petroleum corporate incone tax. He expected the
amount to bounce back in FY 18 or FY 19.

Co-Chair MacKi nnon asked about the governor's proposed
budget from the previous year. She nentioned the notor
fuels tax and thought the admnistration had spent the
funds before there was policy in place. She wondered if the
| egi sl ature would see the sane occurrence in the follow ng
year's proposed budget, or if the policy discussion would
| ead the conversati on.

Comm ssi oner Fisher did not have a response. He understood
the concern expressed by Co-Chair MacKinnon and avowed to
conmuni cate the information. He stated that there were
current policy discussions that would ultimately reflect in
t he budget.

Co- Chair MacKi nnon stated that in previous years the Senate
had faced policy decisions being included in the budget and
then not inplemented by the legislature, resulting in a
revenue shortfall or additional spending. She thought it
was helpful for the budget to reflect actual revenues
rat her than policy incorporated with revenues.

3:27:44 PM

Senat or von I nhof referred to investnent revenue, which had
not always been included wth other revenue in past
budgets. She asked for a coment on wusing investnent
ear ni ngs.

Comm ssi oner Fisher thought that the governor had been
fairly transparent for some tine that the admnistration
believed it could not solve the state's fiscal challenge
wi t hout using Permanent Fund investnent inconme. He referred
to a chart from the presentation that showed that
i nvestnment incone had becone the largest single source of
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revenue for the state. He thought the two bills that
included a Percent of Market Value (POW) payout had
relatively nodest differences. He viewed that investnent
income would need to be part of the ultimate fiscal
solution for the state.

3:30: 05 PM

M. Stickel |ooked at slide 41, which broke out revenues
into four broad categories. The investnent revenue that was
shown under the UGF revenue category was a small anmount and
represented earnings on the avail able bal ance of the G- and
was truly unrestricted revenue. He stated that the mgjority
of the investnent revenue was shown as "OQther Restricted
Revenue,"” which was consistent wth past practice and
assumed no POW plan. He stated that the matter had been
di scussed and the departnent determned it would not show
the funds as unrestricted revenue in the Revenue Sources
Book until the legislature had passed a plan to start using
t he revenue.

Co- Chair MacKinnon stated that the courts had interpreted
that the funds were unrestricted revenue, which was
sonewhat in conflict with how the admnistration was
operating. She explained that there was a | awsuit.

M. Stickel explained that there were various ways in which
things were shown in the budget process, and DOR did its
best to have the Revenue Sources Book and the way it
presented the revenue forecast be consistent wth the
conventions used in the budget process by the Ofice of
Managenment and Budget (OVB) and the Legislative Finance
Division (LFD). He furthered that the departnent had an
alternative way of |ooking at the revenue forecast, called

"Revenue Subject to Current Year Appropriation,” and a
subsequent slide woul d address the concept. The slide would
ook at all revenue that was technically available for

appropriation by the |egislature.

Co-Chair MacKinnon referred to hundreds of mllions of
dollars in tax credits outside the oil and gas industry
t hat had not been t ouched:; and wonder ed i f t he

adm ni strati on woul d be advancing any policy discussions or
legislation that wuld change the tax credits. She
explained that in order to obtain additional investnent or
additional job opportunity the state had offered tax
credits for different industries in order to reinvest the
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funds back into the industries. She gave mining and fishing
as industry exanples of foregone revenue in the form of tax
credits.

Comm ssi oner Fisher had not |ooked at doing so but was
happy to work with legislators on this issue.

3:33:49 PM

Co- Chair MacKi nnon thought it was a difficult discussion.
She stated that there had been books issued on the subject.
She thought the fishing industry was a beneficiary of tax
credits. She thought it was hard to make noney fishing when
nost |icenses were held by out-of-state owners. She thought
a huge benefit of tax credits was going to out-of-state
owners and wondered when the topic would be addressed. She

referenced elimnation of o0il and gas cash credits and
other credits. She thought the matter deserved scrutiny.
She nentioned free hunting and fishing |Iicenses for

resident seniors. She stated there was a report on indirect
tax expenditures online with LFD.

Co- Chair Hoffman thought it was interesting to observe that
i nvestnent revenue was the state's |argest revenue source.
He knew Vice-Chair Bishop had stated many tinmes that the
CBR had dwi ndl ed. He asked about the current bal ance of the
Ear ni ngs Reserve Account (ERA)

Conmi ssi oner Fisher thought the CBR was approximately $2.2
billion and estimated that the ERA was approximately $13
billion.

3:37: 00 PM

Co-Chair Hoffman outlined a concern that the Pernmanent Fund
itself was healthy. He thought the thought it mght be
difficult given the magnitude of the deficit the state was
faci ng.

Conmi ssi oner Fisher echoed the comrents of Co-Chair Hoffman
and thought one of the nost inportant decisions the
adm nistration and |l egislature had to nmake was to develop a
| ong-term sustai nabl e draw from the ERA that was consi stent
with the way the fund had been treat historically so it
woul d be available for future generations. He thought it
woul d be a chall enge given the fiscal gap.

Senat e Fi nance Comm tt ee 36 10/ 30/ 17 1:31 P. M



Co- Chai r MacKi nnon corrected her earlier st at enent
regarding the age for free hunting and fishing |icenses.
The qualifying age was 60 rather than 65.

3:38:24 PM

M. Stickel returned to slide 44 and |ooked at non-
petrol eum unrestricted revenue for FY 17, FY 18, and FY 19.
He stated that beginning in FY 18, the notor fuel tax was
nmoved from UG- to DG-. Followi ng policy discussions in the
previ ous session, LFD had |ooked at existing statute and
nmade a determination that DOR had been incorrectly
classifying the notor fuel revenues as UG- Subsequently
LFD had proposed noving the notor fuel tax revenues to
designated restricted funds. He continued that OVB had been
in agreenent wth the change, and the departnent had
followed the change in the presentation for consistency
purposes. He expressed a wllingness to show the revenue
differently if desired. He noted that the detailed tables
in the revenue forecast would show the funds broken out
separately as DGF revenue.

Co- Chair MacKi nnon referred to consistency and thought that
what he described was inconsistent from the previous year,
and al so represented a reduction in UG spend that could be
m si nt er pr et ed.

M. Stickel acknowl edged that there would be a reduction
shown in UG- between FY 17 and FY 18, and stated that the
departnment woul d include footnotes and narrative expl aining
the change in the revenue forecast docunent. He stated that
the departnment had ainmed to be consistent wth the
docunents that would be put forward in the budget process.

Co- Chair MacKi nnon asked M. Stickel to provide an exanpl e,
and an expl anati on about the reason for the change.

M . Stickel under st ood t hat t here had been a
reinterpretation of existing statute. He stated that LFD
had provided a docunent that explained the justification
for the change. He was happy to provide the docunent for
the comnmttee's consideration.

Co-Chair MacKinnon expressed the desire to see the

expl anatory docunment and referenced her past discontent
with a previous reinterpretation of paynent of tax credits.
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3:41: 47 PM

M. Stickel continued to discuss slide 44 and nentioned the
mning license tax. He continued that FY 17 was a
relatively strong year, and there was a nice junp in mning
license tax revenue into the $40 nmillion range as there had
been nore profitability in the mning sector. He discussed
i nvestment revenue (unrestricted investnment revenue on the
GF and other non-segregated balances) and noted that the
treasury division was expecting that over time the interest
rates would normalize and go back to a nore historical
| evel of returns as opposed to the very low rates of return
the state had seen on safe investnents over the past couple
of years.

Co- Chair MacKi nnon asked the comm ssioner to convey to OVB
Director Pat Pitney (who would be presenting to the
committee later in the week) that it would be helpful to
know  what t he funds from the not or f uel t ax
reinterpretation was designated for and how it would be
accounted for. She asked if there was a policy decision
that needed clarification. She thought the funds should be
used for the federal matching funds, so the state could
| everage the tax funds at a 10 to 1 ratio to ensure state
infrastructure was being kept at the highest and best use
possi bl e. She considered whether it was necessary to follow
up with a private neeting in order to nore fully understand
the adm nistration's direction on the matter.

Comm ssi oner Fisher stated that he would nake sure that the
admnistration was prepared to discuss the natter the
foll ow ng day when Director Pitney was in commttee.

3:43: 58 PM

M . Sti ckel | ooked at slide 45, "REVENUE FORECAST:
Pet r ol eum Cor porate |Incone Tax":

e Chal |l engi ng to f or ecast in changi ng price
envi r onment
o Based on US. or wrldwde profitability,
apportioned to Al aska.
e Estimated paynents |ower than expected (FY17 ~ $95
mllion)
0 Expecting a rebound as conpanies return to
profitability
* Refunds higher than expected (FY17 ~$93 million)
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o Partially due to Net QOperating Loss carry-backs
(FY17 ~$51 million)

o Expecting smaller inpact going forward (if
price remai ns stable)

e CBRF noverment of funds in FY 2017 (FY17 ~$62
mllion)

O In consultation with Legislative Audit

o Did not inpact cash received but did inpact
general fund / CBRF split

M. Stickel stated that the departnent had mssed on the
forecast for FY 17. He stated that forecasting corporate
incone tax had been a challenge with the changing price
environnment as oil prices had gone from over $100/bbl down
to the $30/bbl 1level before slowy increasing over the
previous two years. The slide identified three reasons for
the departnment's inaccuracy with regard to the forecast of
petrol eum corporate incone tax. He infornmed that there was
a simlar effect (to a lesser extent) for the non-petrol eum
corporate incone tax.

3:46:42 PM

M. Stickel reviewed slide 46, "REVENUE FORECAST: Corporate
| ncone Tax," which showed an illustration of petroleum and
general corporate inconme tax revenues. He pointed out that
that for petroleum corporate incone tax revenues the state
recei ved negative net revenues in FY 16 and FY 17; which he
considered an offset to extra revenue the state received in
sone of the previous years. He expected corporate incone
tax revenue would balance out at the $150 to $200 nmillion
per vyear range for the next tw years. The general
corporate income tax was forecast to increase to
approximately $150 million in FY 18. The state had received
over $40 nmillion in estimated vernal corporate incone tax
paynents in the first quarter of the year.

3:47: 46 PM

M. Stickel showed slide 47, "REVENUE FORECAST: Revenue
Avai | abl e for Appropriation":

e Useful for outside analysts not famliar wth
Al aska’ s budget conventions

» Better reflects ability of state to neet its
obl i gati ons
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o Alaska has a budget framework that restricts
certain revenue based on constitution, statute,
of customary practice

o The ability of the state to neet its
obligations is not fully reflected by the
Ceneral Fund Unrestricted Revenue category

« Al revenues subject to appropriation for any
purpose can be wused by the legislature to fund
government services or obligations, including:

o Constitutional Budget Reserve Fund
o Earni ngs Reserve of the Permanent Fund

M. Stickel informed that slide 47 and slide 48 would focus
on revenue available for current-year appropriation. The
slides woul d show revenue wi t hout t he customary
restrictions and budgetary conventions used in the rest of
the Revenue Sources Book, while |ooking at how much was
technically available for the legislature to appropriate
for any purpose. He informed that the departnment had
started the fornmat a couple of years previously, largely in
response to entities outside Alaska (i.e. federal entities,
private entities, or rating agencies) that were considering
the state's budget docunents and trying to make sense of
the its ability to neet obligations.

M. Stickel showed slide 48, "REVENUE FORECAST: 2017 to
2019 Available for Appropriation,” which showed revenue
avai l abl e for current year appropriation for FY 17, as well
as the forecast for FY 18 and FY 19. The slide considered
al | unrestricted revenues and added the portion of
royalties beyond the 25 percent constitutional mninmmthat
went to the Permanent Fund. He noted that sone |eases had a
50 percent share, and sone |eases had a 25 percent share;
while the average going to the Permanent Fund was about 31
percent of royalties. The additional 6 percent was
considered available for appropriation. He thought it
shoul d be noted that the realized earnings of the Pernmanent
Fund were a little higher than what would be available in a
sust ai nabl e draw scenario. Al told, the state had a little
over $6 billion per year that was technically available for
appropriation by the |egislature.

3:48: 45 PM

Co-Chair MacKi nnon asked if the total was outside of the
federal appropriation.
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M. Stickel answered in the affirmative and stated that DOR
consi dered that f eder al appropriations typically had
specific uses and therefore were not considered avail able
for any purpose.

Co- Chair MacKi nnon t hought soneti nmes Al askans wer e
receiving a distorted nessage about growh in governnent
She referenced |everaging federal dollars in the form of
healthcare aid and federal highway projects; which m ght
give the perception of a growing budget. She used the
exanple of spending Departnment of Fish and Gane, which
| everaged Pittman-Robertson funds. She thought it was
inmportant to understand that the legislature had tried to
| everage as much funding as possible to fill the holes in
past budgets.

3:50: 23 PM
AT EASE

3:50: 54 PM
RECONVENED

Comm ssi oner Fisher spoke to slide 49, "WRAP-UP: Changes to
10- Year Unrestricted Revenue Qutlook," which would provide
a view of how the revenue forecast conpared to prior years.
He thought there had been confusion about the official
spring forecast and the 4 percent decline. He drew
attention to the top box on the slide, which indicated that
the official spring forecast had a 12 percent decline in FY
18. It was possible to observe the decline dimnish over
time as shown on the slide. He noted that the spring
forecast "alternative scenario" declined 4 percent, then
stayed at 4 percent throughout the time period on the
slide. The result was that the alternative scenario offered
nore revenue to the state than the official forecast. He
informed that the 4 percent decline scenario had been used
by OMB and LFD for nost of the nodelling done in the past 6
to 9 nonths.

Comm ssioner Fisher continued to discuss slide 49 and
conpared the departnent's current forecast against the
official forecast; where it was possible to see the current
forecast showed growh in every period. He noted that the
alternative scenario showed a nodest decline in revenue was
predicted for FY 18 and FY 19, conpared to what was
predi cted previously. Mving out to years FY 25, FY 26, and
FY 27 it was possible to see neani ngful additional revenue.
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Comm ssioner Fisher turned to slide 50, "WRAP-UP:. Big
Pi cture Takeaways for Forecast Period":

Ol Prices for FY19+ decreased for the forecast
peri od
o Current prices trending slightly higher than
forecasted price for FY 2018
* Ol Production is forecasted to be steady
o Includes sone new fields on a risked basis.
o Current production on track with forecast so
far for FY 2018
e Petroleum Revenue represents 65 - 74% of our
unrestricted revenues over the forecast period
e Unrestricted revenue changes (vs Spring 2017, 4%
decl i ne scenari o)
o FY 2018-2019 forecasts decreased
o FY 2020-2024 forecasts increased by <$100
mllion per year
Structural budget deficit remains

Commi ssioner Fisher considered that the structural deficit
woul d continue until late in the ten-year period that was
bei ng di scussed.

3:53: 58 PM

Co-Chair MacKi nnon thanked the testifiers for their
comrent s.

Senator (O son referenced slide 42 and pondered the
i ncreased investnment inconme. He assumed the increase was
partly because of stock market growh. He thought there
woul d be a correction in the market in the next few years,
and he wondered if the departnment had a plan. He referenced
a loss of state funds in the past due the lack of ability
to transfer funds at the appropriate tine.

Comm ssi oner Fi sher thought many people agreed with Senator
A son's assessnent that there was likely to be a market
correction. He thought the presentation on the follow ng
day by OVB Director Pitney would include information on
hi storical narket variability and the inpact on investnent
revenues to the state, particularly on the POW nodel that
had been discussed. He expected that Permanent Fund
Director Angela Rodell (scheduled to present to the
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committee later in the week) could elucidate the matter
further as well .

Comm ssioner Fisher continued to address the question
regardi ng whether the state should de-risk its portfolio to
anticipate the market correction. He thought nost market
experts would say that trying to tinme the narket was
counterproductive, and the ability to forecast a market
correction was exceedingly difficult. He thought history
woul d show that those funds that naintained steady asset
allocation through a market «correction performed better
than those that attenpted to time the mnmarket wth
wi t hdrawal s and deposits.

3:57:16 PM

Senator O son asked if there was a plan in place to dea
with the eventuality of a market correction and even | ower
i nvest ment revenues.

Comm ssioner Fisher enphasized that the admnistration
believed additional revenue was inportant, and that the
state needed to diversify its revenue sources. He commented
that Al aska had dramatically nore volatility in its state
revenue than any other state because it relied on sources
of revenue that had a fair anmount of instability. He
t hought having the tax revenue as a source of additiona
revenue was an inportant conponent. He stated that the
proposal the governor had put forward for additional taxes
did not conplete fill the fiscal gap. He asserted that nany
had expressed a desire to see additional budget cuts, and
he thought the adm nistration recognized there was still
work to be done in that regard. He furthered that the
adm nistration | ooked forward to engagenent on a variety of
topi cs, including healthcare.

3:59:15 PM

Senator Stevens wanted a better understanding of the CBR
He referenced past large withdrawals and wondered if the
funds were owed back to the fund and needed to be returned.

Co- Chair MacKinnon stated that the w thdrawn funds were
owed back to the CBR, and over the course of 2007 unti

2012 (during high oil prices) the chair of the Senate
Fi nance Conmttee had returned the funds to the fund. There
was no provision in state statute as to when the funds
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needed to be paid. There was an obligation to each
| egi slative body to return the noney back to the CBR, which
had a hi gher threshold for access.

Senator Stevens thought the debt to the CBR was an
obligation not wunlike the oil tax credits, which had a
schedul e and were a debt.

Comm ssi oner Fi sher agreed.

Co- Chair MacKi nnon t hanked t he adm ni stration. She
appreci ated the advanced push that yielded a prelimnary
revenue forecast. She commented on the length of the
presentation. She considered that the comm ssioner had nmade
a concerted effort to talk with the commttee and follow up
wi th questi ons.

Co- Chair MacKi nnon di scussed the schedul e for the week.
#

ADJ OQURNIVENT
4:02: 36 PM

The neeting was adjourned at 4:03 p. m
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