SENATE FI NANCE COWM TTEE
March 29, 2012
9:06 a. m

9: 06: 08 AM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
meeting to order at 9:06 a. m

VEMBERS PRESENT

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

Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thonmas

VEMBERS ABSENT

None

ALSO PRESENT

Janak Mayer, Manager, Upstream and Gas, PFC Energy.
SUMVARY
SB 192 O L AND GAS PRODUCTI ON TAX RATES

SB 192 was HEARD and HELD in committee for
further consideration.

Co- Chair Stedman di scussed the neeting' s agenda.

#sb192
SENATE BILL NO. 192

"An Act relating to the oil and gas production tax
and providing for an effective date.”

9:07:16 AM




JANAK MAYER, MANACER, UPSTREAM AND GAS, PFC ENERGY, began
the PowerPoint presentation titled "Discussion Slides:
Al aska Senate Finance Conmmttee." (copy on file) He
indicated that the presentation would |ook in particular at
the ideas of renoving progressivity from the net production
tax, having the net production tax be a flat 25 percent
tax, and levying progressivity in the form of a gross tax
on oil instead; the gross tax would begin at a certain rate
and increase simlarly to the progressivity under the
current neasure.

M. Mayer discussed slide 2 titled "D fficulties in
Exi sting Fiscal Structure.”

e The incorporation of progressivity into the Profit-
Based Production Tax (Net) in ACES creates two
significant problens

e Large-scale gas production at I|low gas prices
coul d in t he future significantly reduce
producti on t ax revenue from existing oi
producti on

* Resolving this problem within the franmework of
ACES requires significant conplexity

e Approach to decoupling in CSSB 192 requires
ability to split costs between oil and gas
producti on, creating hi gh degree of
adm nistrative burden, and |imting capacity of
state to effectively audit

e Options for incentivizing new production are
limted, and relatively conpl ex
* Proposed incentives within existing framework
focus on either allowances to reduce Production
Tax Val ue, or revenue excl usions

9:10: 02 AM

M. Myer spoke to slide 3 titled "Summary of Progressive
Severance Tax(Goss) Option."

A Progressive Severance Tax (G oss) option would
instead renove progressivity from the Profit-Based
Production Tax (Net), instead levying this tax at
the flat, base rate of 25%
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e To retain an element of progressivity, a new
Progressive Severance Tax (Gross) would then be
added to the system The tax woul d:

* Be non-deductible for Profit-Based Production Tax
pur poses

e Be levied on gross production (net of royalties)

* Be levied solely on oi

 The tax would use a progressivity structure not
dissimlar to that under the current system wth
progressivity coefficients t hat apply at
different thresholds. The optioned nodeled here
has the foll ow ng paraneters:

e Base rate of 0%

e Progressivity of .25% comencing at a threshold
of $65 (gross value at point of production)

e At $125 GVPP, a tax rate of 15% is reached. At
this point, progressivity is reduced to 0.05%

e Progressivity is capped 20%

M. Myer noted that previously presented analyses had
shown what a new progressive severance tax would | ook |ike
if it was deductible for profit-based production tax
pur poses; however, for the sake of sinplicity and from the
perspective of retaining progressivity, the nodeled tax was
non- deducti ble for profit-based production tax purposes. He
added that if the tax was deductible for the purposes of
production tax, each increnent of progressivity would have
a partial offset in the form of reduced production tax and
that it would result in smaller overall progressivity than
m ght have otherwise existed. He pointed out that the
progressive severance tax option would be levied solely on
oil and would elimnate the decoupling 1issue because
instead of having a variable rate applied, the flat 25
percent tax rate would be applied. He related that if
everything was taxed at the 25 percent rate, the cost of
gas versus the cost of oil no longer mattered. He furthered
that the option elimnated the decoupling issue wthout
having to answer guestions regarding the separate
accounting of costs for oil and gas, separate tax returns
for industry, and the abilities of the state regarding
auditing powers. He related that based on the wi shes of the
committee, what was nodeled was a system with revenue
simlar to CSSB 192 at the $100 per barrel level, but one
that also diverged and flattened the split between
conpani es and the state at higher oil prices.
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M. Mayer discussed slide 4 titled "Benefits of Progressive
Tax (Gross) Structure.™

By renoving progressivity from the Profit-Based
Production Tax (Net), and having the progressive
el enment of the structure be a Progressive Severance
Tax (Goss), two things beconme nuch easier to achieve

* The issue of gas production reducing production
tax revenue <ceases to be a problem wthout
progressivity in the Profit-Based Production Tax

e Conplex provisions to split costs between
oil and gas production under CSSB 192 are
thus no | onger required

e Significant incentives can be provided to new
producti on, by elimnating or reducing the
Progressive Severance Tax (G o0ss) for new
producti on

« A wide range of levels of government take can be
achieved wusing this structure, depending on the
par aneters applied

M. Mayer addressed the fourth bullet and stated that the

i ncentives could be offered for a particular period of tine
or on an indefinite basis. He furthered that under this
system incentivizing was easi er because the only

i nformati on needed was what a particular production stream
was, as well as the oil price. He reiterated that the

nodel 's paraneters were ainmed to have simlar revenue to
the state as CSSB 192 at a price of $100 per barrel and
have an evening of the split between conpanies and the
state at current price |evels.

9:15: 21 AM

M. Mayer explained slide 5 titled "FY 2013 Revenue
Conparison." He stated that the slide showed, on an FY 13
basis, the levels of production tax, total state take,
total governnment take, and cash to conpanies of the three
listed options at crude prices ranging from $40 to $150 per
barrel. He observed that at the $100 per barrel price
level, the total revenue under ACES was about $3.7 billion;
Under CSSB 192, the revenue generated at sane price was
reduced to a little over $3.5 billion. He pointed out that
CSSB 192 with the progressive severance tax option had
slightly reduced revenue from CSSB 192 at a price |evel of
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$100. He warned that it was very difficult to attain
exactly the sanme revenue at $100 per barrel and that there
was a significant margin of error involved wth the
calculations at the macro level. He explained that, given
the high margin for error, the structure seenmed to "get
quite close" to CSSB 192 at the $100 price level. He
related that at prices upwards of $100 per barrel, in
particul ar above the $130 |evel, the governnent take under
the progressive severance tax flattened and resulted in a
nore even split; wher eas, the nodel showed that
progressivity under ACES and CSSB 192 continued to escal ate
at prices above $100 per barrel, which resulted in a higher
take for the state.

Co-Chair Stedman noted that the committee did not have tine
prior to the neeting to review the <charts in the
presentation. He stated that prior testinony in conmttee
had indicated that the current tax system functioned well
at a price of $100 per barrel, but that it becane
problematic at prices north of $100. He added that the
comrittee was zeroing in on the $100 range due to the
current system s problens at prices over that |evel.

Co-Chair Stedman clarified that the governnent take nunbers
on slide 5 included property taxes, severance taxes, incone
taxes, and royalties. He inquired if the nodel showed that
at a price of $100 per barrel, CSSB 192 wth the
progressi ve severance tax option was close to CSSB 192 and
was wthin $70 mllion. M. Myer responded in the
affirmati ve.

Co-Chair Stedman noted that he had been |looking at the

wong |line and corrected that wunder the severance tax
option, the difference in the cash position was closer to
$130 million. He observed that the progressive severance

tax option was pretty close to CSSB 192 at prices of $90
and $80 per barrel.

Co-Chair Stedman requested a clarification on slide 5 and
asked for an explanation of the $40 and $50 per barrel
price range. M. Myer responded that at prices bel ow $65
per barrel, there was no difference between the two CSSB
192 options because progressivity did not occur until
hi gher oil prices.

M. Mayer discussed slide 5 and stated that although the
two CSSB 192 options were identical to each other at the
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$40 and $50 per barrel range, they were higher than ACES at
those price levels due to the 10 percent floor that was
entailed in both the CSSB 192 opti ons.

9: 20: 43 AM

Co- Chair Stedman spoke to slide 5 and noted that the FY 13
revenue projections from the Revenue Sources Book
represented the honogenized nunerics and that it included
conpanies with no production. He added that conpanies wth
no production were absorbing around $400 million in credits
and that it had an inpact on the nunbers.

Co-Chair Stedman requested PFC Energy to run the tables
again using only current producers in FY 13 as inputs. He
furthered that he would |like to get a feel for how the
nunbers noved in the currently producing category and
inquired if M. Myer had |ooked at that aspect yet. M.
Mayer responded that he would see if additional analysis in
t he requested area was possi bl e.

Co-Chair Stedman noted that there was a lot nore work to be
done, but that it was his goal to keep the conmttee
i nformed t hroughout the process.

Co- Chair Hof fman noted that under the projections for FY 13
and at the current price of around $109 to $110 per barrel,
the revenue generated from the progressive severance option
woul d represent a reduction of one-third of $1 billion in
revenue to the state over ACES; however, the total cash
returned to conpanies at the same price was $217 mllion
and was substantially lower than the reduction in revenue
to the state.

Co-Chair Stedman interjected that the figures Co-Chair
Hof frman was referring to were reflective of oil prices at
$110 per barrel.

Co-Chair Hoffrman reiterated that the figures represented
the current projections for revenue in FY 13.

M. Myer inquired if Co-Chair Hoffrman was pointing out
that the additional cash received by conpanies would be
ower than the reduction in take to the state. Co-Chair
Hof fman responded in the affirmative. M. Myer replied
that the gap between the two nunbers was a function of the
federal governnment take being increased.
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Co-Chair Hoffrman queried if the state had any control over
the increase in federal take. M. Mayer responded in the
negati ve.

Co-Chair Hoffman opined that oil futures were currently
selling for roughly $200 per barrel. He pointed out that
slide 5 did not go up to the $200 price level, but that
there was an even nore substantial reduction to the state
and oil conpanies at that price. He observed the need to
exam ne where oil futures were at currently. He offered
that a common m stake made during the fornulation of ACES
was that people had |ooked at the $40 to $70 per barrel
range; however, futures at the tinme were way above that
price range and the oil prices rose as expect ed.

Co-Chair Stedman reiterated the coments of Co-Chair
Hof fman and clarified that the figures on slide 5 would
change when the non-producing conmpanies were excluded from
t he dat a.

Co-Chair Hoffman stated that the conmttee needed to
exam ne what futures were selling for and what the take
would be under those scenarios. He reiterated that he
bel i eved futures were selling for around $200 per barrel.

9:25:32 AM

Co-Chair Stednman pointed out that the nunbers on slide 5
showed that at prices north of $130 per barrel, the
percentage split between the industry and the state should
remain fairly close to constant. He requested that M.
Mayer explain how the split worked above $130. M. Mayer
responded that Co-Chair Stedman was correct regarding the
governnent to industry take above $130 per barrel and
directed the commttee's attention to slide 6.

M. Mayer spoke to slide 6 titled "FY 2012 Revenue
Conparison"” and discussed the top left chart. He stated
that at the $100 per barrel price level there was very
little difference between the three options, that there was
a slightly increasing divergence from $110 to $130, and
that there was flattening out of government take above a
price of $125. He added that the $125 per barrel price was
the inflection point at which the decreased progressivity
of the progressive severance tax option occurred. He noted
that the purpose of the mnimal .05 percent progressivity
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was to offset the slightly regressive nature of the royalty
and hold governnment take flat fromthat price onward.

Co-Chair Hoffman offered that there was another way to view
the difference in the split. He stated that at prices above
$130 per barrel, the state's take wunder the CSSB 192
progressive severance option would continue to decline and
the industry's share would continue to rise in conparison
to ACES. Co-Chair Hoffman asserted that he agreed with this
Vi ew.

Co- Chair Stedman agreed that Co-Chair Hoffrman's perspective
was anot her way of | ooking at the situation.

Co-Chair Stednan stated that currently, the percentage of
the pie would shrink to the industry, even though their
dollars increase. He furthered that currently, the state's
percentage of the pie continued to get larger. He observed
that under the CSSB 192 progressive severance option, the
percentage sharing would stay constant at prices north of
$130 per barrel; however, if you conpared the progressive
option to ACES, a substantial reduction could be seen. He
commented that the $200 per  Dbarrel range could Dbe
cal cul ated and represented on the slide in dollar terns. He
pointed out that at a price of $200, the costs would nove
because the state was under a net system He opined that if
the price was at $200 for very long, there would be an
incremental rise in costs which would "pull that down a
bit." He pointed out that the idea was to stabilize the
sharing relationship between the industry and the state
wi thout sending the state into a regressive environnment.

Co-Chair Hoffman pointed out that one of the primry
concerns from industry was that there was no advantage for
devel opnment because it kept losing nore share at the high
end. He added that industry had expressed concerns
regardi ng high end pricing scenarios and concluded that the
CSSB 192 progressive severance tax option addressed those
concerns.

Co-Chair Stedman requested an explanation of the four
guadrants on slide 6.

9:30: 24 AM

M. Mayer spoke to the four charts on page 6 and stated
that the top left <chart reflected revenue from the
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production tax, including the severance tax. The red line
represented ACES, the yellow line reflected CSSB 192, and
the blue line represented CSSB 192 with the progressive
severance tax alternative. The bottom right chart depicted
the cash to conpanies for each of the three given options.
He stated that cash to conpanies experienced the sane
di vergence and evening at higher price levels as the prior
chart, but that the two CSSB 192 options returned nore cash
to conpanies at those price | evels when conpared to ACES.

He observed that all three scenarios had a very sinmlar
result at prices below $100 per barrel; however, at very
low price levels, both the CSSB 192 options resulted in
reduced cash to conpanies and increased take to the state
as a result of the 10 percent tax floor that was in CSSB
192. He continued to speak to slide 6 and stated that the
bottom left and the top right charts depicted what the
total state and government take would be under the given
scenarios. He added that because there were other elenents
at play, the gap between the options |ooked significantly
smal | er when you conpared the total state take to the total
gover nment take.

Co- Chair Stedman requested that PFC Energy include sone of
the take nunmbers in percentages when it renoved the non-
producing conpanies in its calculations. He pointed out
that the state based its nunbers on the honobgeni zed data
which represented the entire revenue stream to the state
while the industry ran its own nunbers. He stated that the
industry and the state nunmbers did not match up and that
the disparity between the two was partly a function of the
approximately $400 mllion inmpact of non-producer credits.

Co-Chair Hoffrman comrented that if oil futures were selling
for $200 per barrel, it would be nice to have the graphs
depict that price range. He requested that PFC Energy
provide the $200 pricing scenario in future graphs and
opi ned that the nunbers would probably reflect a difference
north of $1 billion.

Co-Chair Stednan reiterated the request of Co-Chair
Hof fman. He clarified that he had requested PFC Energy to
bring the x-axis to $150 per barrel because the lines ran
parallel at prices north of $125 to $130, but that the
graphs could be remade with the x-axis stretching to a
price of $200. He added that it mght be a distraction to
| ook at prices such as $230 per barrel when the price was
currently at $120.
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Co- Chair Hof fman comrented that if futures were selling at
$200 per  barrel, looking at that price should be
consi dered. Co-Chair Stedman voiced agreenent with Co-Chair
Hof fman and reiterated that the charts would be produced
for the conmttee.

M. Myer remarked that he could look into the question of
what the ANS West Coast and crude oil futures in genera
were trading at; however, given that spot prices were
currently around the $120 per barrel mark, he would be
"very surprised" to see futures trading dramatically above
that price to the levels that had been suggested. |[The
coorment was in respect to the recently discussed oi
futures price of $200 per barrel.] He furthered that he
would look into the matter of oil futures and get back to
the commtt ee.

Co-Chair Stedman directed the presentation to slide 7 and
stated that incentives for new production was another area
of chal | enge.

9:34: 56 AM

M. Mayer spoke to slide 7 titled "Incentives for New
Production.”

e Significant incentives can be provided to new
production, by elimnating or reducing the Progressive
Severance Tax (G oss) on any conbi nation of:

e Production from new areas

e Production from new plans of devel opnent
(determ ned through the regulatory process to be
for “new production”)

e Production above a fixed decline rate

* Here, a reduced rate of Progressive Severance Tax has
been nodel ed, using the followng paraneters for new
producti on:

e« Base rate of 0%

* Progressivity of .05% commencing at a threshold
of $65 (gross value at point of production)
» Progressivity is capped 5%
e Following slides show a new, high-cost 10 nb/d
devel opnent under
e The regular rate
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* The reduced rate (with atime |limt of 7 years)
e The reduced rate (with no tine limt)

M. Mayer recapped that one of the benefits of the
progressive severance option was that it overcane the
decoupling issue wthout addressing the conplex issue of
accounting for costs; furthernore, it also created a nunber
of ways to provide significant incentives for new
production. He added that the progressive severance tax's
increased options for incentives were a result of not
having to ook at the question of which costs cane with a
particul ar producti on; under this system only the
production nunbers associated with the production stream
and the crude oil price needed to be determ ned.

M. Mayer began to speak to slide 8.

Co-Chair Stedman requested a clarification on slide 7 and
asked for an explanation of the third bullet point. M.
Mayer responded that the followng slides were based on a
stylized, 10,000  barrel per day (bbl/d) hi gh- cost
devel opnent that had been used in previous analysis in the
conmttee; furthernore, using the hypothetical devel opnment
as a benchmark, the slides examned the levels of
government take and the project econonmics in each of the
t hree scenari os.

M. Mayer explained slide 8 titled "Severance Tax-20%
Maxi mum (New Producer)." He stated that using the
hypot heti cal devel opnent and applying a 20 percent naxi num
on the severance tax, the slide's nodel showed |evels of
governnment take that were relatively steady at the 75
percent to 76 percent mark. He added that the slide showed
a little regressivity, but that the structure was nore
perfectly steady when it was applied to base production or
an existing producer. He reiterated that the scenario
represented a very high-cost field and that it only broke
even at oil prices a little south of $100 per barrel. He
added that the scenario had a negative net present value
(NPV) in the $40 and $60 per barrel cases and did not
achieve a positive NPV until the $100 level; furthernore
the $100 price level only gave the scenario an interna
rate of return (IRR) of around 11 percent. He concluded
that the scenario's devel opnent was marginal, even at an
oil price of $100 per barrel.
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Co-Chair Stednan requested an explanation of the expenses
that were used in the slide. M. Mayer responded that the
expenses were based on capital expenditures (CAPEX) and
operating expenditures (OPEX) of about $17 per barrel. He
stated that the OPEX costs in particular were accurately
reflective of recent high-cost new devel opnents. He shared
that the expenses were particularly indicative of the newer
producers who may have to share facilities and incorporate
inplicit costs and back-out agreenents. He added that the
high level of CAPEX was reflective of the significant
i ncreases in capit al costs for new devel opnents,
particularly in areas where there was little or no existing
infrastructure. He noted that the costs associated with the
slide reflected a light oil devel opnent, but that the CAPEX
and OPEX rose significantly in some of the viscous oil
projects that had been proposed.

9:40: 00 AM

Co-Chair Stedman observed that there were nenbers of the
public who were probably unfamliar with the charts and
requested a wal kt hrough of the four quadrants on slide 8.

M. Myer responded that the top left portion of slide 8
depicted a basic cash flow diagram and that capita
spending was reflected in the yellow He continued to
describe the cash flow diagram and stated that it showed
negative production in the wearly vyears, followed by
production, and then positive revenue over time wth
declining production. He pointed out that the revenue curve
canme from production and that it was represented in the
bl ue; however, as a result of inflation, the actual
production decline curve was steeper than what was
depicted. He explained that the inpact of inflation partly
offset the slide's decline curve and resulted in higher
nom nal cash flows in the forward years, even as production
itself declined. He shared that the red represented the
operating costs, while the black line represented the
after-tax cash flow that was produced. He added that in the
early years, the diagram showed an after-tax cash flow that
was not as strongly negative as the yell ow of the CAPEX and
that the disparity between the two was a result of the
i npact of the 20 percent capital credit.

M. Mayer discussed the blue table next to the cash flow
diagram and stated that it depicted the basic economc
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netrics of the NPV and IRR for the stylized project at
prices of $40, $60, and $100 per barrel.

M. Mayer spoke to the table on the upper right portion of
slide 8 and stated that it depicted the total |evels of
governnment and state takes at each of the prices ranges. He
shared that different elenments, such as royalty, severance
tax, or production tax were examned as a portion of
divisible inconme and that they were sunmed horizontally on
the chart to equal the total state or governnent take.

M. Myer discussed the two bottom charts on slide 8 and
stated that they depicted the particular devel opnent’'s
total state and governnent take figures in dollar terns and
i n percent ages.

M. Mayer addressed slide 9 titled "Severance Tax-20%
Maxi mum with first seven years at a 5% maxi mum (New
Producer)" and stated that the slide showed the sane
di scounted rate as the previous slide, but with a maxinmm
rate of 5 percent for the first seven years; the naximum
rate would then revert to the 20 percent after the seven-

year period. He remarked that if you conpared this scenario
to the previous slide, the economcs of the two options
were identical in the $40 and $60 per barrel cases because
the progressive severance tax did not apply below that

price range; however, at higher price levels, the NPV of

the project rose from $29 mllion to $77 mllion, which
resulted in an increase to the IRR from 11 percent to 12
percent. He concluded that slide 9 showed a further

reduction in government take from the previous slide,

particularly at the higher price levels, and that the
government take |evels peaked at around 73 percent,

regressing only slightly fromthat point onward.

Co-Chair Hoffman inquired if the having the maxi numrate at
5 percent for the first seven years could be considered a
tax holiday. M. Myer responded that it was a tax
reduction, but that it was not a tax holiday entirely
because every barrel was still taxed, only at a | ower rate.

M. Mayer spoke to slide 10 titled "Severance Tax-5%
Maxi rum (New Producer)." He stated that the slide
illustrated the sanme scenario as the previous slide, but
had the maxinmum rate stay at 5 percent indefinitely. For
the first seven years, the cash flows of the scenarios on
slides 9 and 10 were identical; however, after that period,
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the cash flow from slide 10 increased significantly due to
the 5 percent maxi mum being applied across the board. He
noted that the NPV from slide 10's scenario had increased
to $119 mllion when conpared to slide 9's NPV of $77
mllion. He concluded that the increase in slide 10's NPV
represented a gain of 1 percentage point to the IRR of the
stylized project. Slide 10's scenario had a flattening of
governnent take from the $70 per barrel price range and
upwards. He concluded that the scenario had a governnent
take figure of about 65 percent if you |ooked at the
lifecycle of the project as a whol e.

9:45: 09 AM

M. Mayer explained slide 11 titled "20-year Revenue | npact
of Reduced Rate for New Production” and stated that it
exam ned the potential 1npact, over a 20-year period, of
offering the discussed benefits for new production. He
reiterated that there were a variety of ways to identify
new production and offered that the sinplest way was to
provi de incentives for production from new areas, such as
the incentives for new oil under HB 110. He warned that the
problem with only defining new production on the basis of
being from a new area was that nost of the new production
was expected to conme from wthin existing areas. He
furthered that the second option for incentivizing new
production would be to apply the benefits through the
regul atory process, such as providing authority to the
"executive" to approve that particular new plans of
devel opment provided new production; if the determ nation
was nmade that the devel opnent plans provided new
production, the lower rate of taxation could be applied to
those projects. He added that with the first two options
for defining new production, it was easy to apply a tine
[imt to the reduced rate because there was clear initial
start of production. He related that the third option
avai lable for incentivizing new production, particularly
for existing producers, was to incentivize production above
a set decline level. He nentioned the current 6 percent
base rate of decline and stated that the decline at a given
time could be determned and the curve of the decline could
be projected forward. In this third option, any production
above that determned curve of decline would have the
preferential rate of taxation applied to it. He observed
that with the third option, it would not be possible to
apply a tine limt because there was not a particular
stream of production and starting date from which to set a
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stopping point. He added that if a tinme limt was applied
to the first two options and the goal was to equalize the
inpact of the benefit for new production, a different
gradient mght be applied to new production above the 6
percent base rate "so that over tinme, the benefit of those
two options were nore equal. If one doesn't apply a tine
l[imt at all, then one doesn't need to differentiate on
t hat basis."

M. Mayer drew the conmttee's attention back to slide 11
and stated that the purpose of the slide was to determ ne
an initial figure that would result from the 20-year inpact
of a policy for new production. He observed that the 2013
i npact would be next to nothing because there would be very
little production that would count as new during that year.
He shared that the slide exam ned the increasing inpact of
the policy over time and that it used the Departnment of
Revenue's (DOR) 20-year production figures, as well as the
departnment's cost forecasts. He added that the 20-year
production figures extended to 2032 and that the cost
figures ran to approxi mately 2021.

9:49: 04 AM

Co-Chair Stedman interjected that the conmttee had not yet
seen cost figures from DOR extending to 2021, but that it
had seen figures that went through 2016. He observed that
the cost figures extended farther out than the committee
had been aware of and requested that the docunent be
produced for comm ttee nenbers.

M. Myer continued to address slide 11. He stated that
using DOR s production profile and cost estinmates enabled
the nodeling of the cash flows under a range of scenari os.
In order to get a rough estimte based on DOR s forecast,
whi ch included projects in devel opnent and anticipated new
devel opnent, the slide used the 6 percent decline curve and
applied the differential between old and new production
over the course of 20 years. He furthered that the slide
exam ned the difference in the NPV of the cash flows if the
20 percent maxinum rate was applied to all production
versus applying the 5 percent maxinmum rate indefinitely to
all production above the 6 percent decline. He pointed out
that there was approximately a $10 billion difference in
the NPV of the cash flows for the production tax over that
20-year period at the $100 per barrel price level. He added
t hat when production above a 6 percent decline was taxed at
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the lower rate, the slide's NPVs of the 20-year cash flows
dropped from about $40 billion to $30 billion. He related
that his intention wth the analysis was not to suggest
that the figures would represent how policy would work in
practice because significant parts of the production were
new projects, while relatively Ilittle would conme from
i ncreased production in existing fields. He furthered that
the analysis did not suggest that the 6 percent decline
curve would be applied the way it depicted, but that it
showed how big, in theory, the potential difference could
be if the preferential rate was applied.

9:52: 03 AM

Co-Chair Stedman recalled that one of his concerns during
previ ous discussions with M. Myer had been that when the
commttee conceptualized a process or adjustnment for
i ncrenental production, the state was not put into a
position where "several years out, we have wal ked down sone
curve and we have no revenue." He expressed the need for
caution regarding how to transition into new production in
a manner that treated state and industry fairly.

M. Mayer spoke to slide 12 titled "Regi ne Conpetiveness:
Rel ative Governnment Take (Existing Production).” He stated
that the slide benchmarked conpetiveness against a range
other reginmes, particularly the Oganisation for the
Econom ¢ Co-operation and Developnent (OECD) countries,
which were represented by the yellow bars. He related that
at a price of $100 per barrel, the ACES existing producer
scenario was a little under Norway, who was the highest
taxi ng OECD producer; however, if the price was increased
to $140, ACES for an existing producer would Dbe
significantly above Norway. He shared that CSSB 192
represented only a slight reduction in governnment take in
conparison to ACES and that it was a difference of only
about 1 percentage point. He stated that under the
severance tax option for CSSB 192, the scenario's
governnment take dropped from 73 percent or 74 percent down
to about 70 percent.

M . Mayer expl ai ned slide 13 titled "Regi me
Conpetitiveness: Rel ative gover nient t ake ( New
Devel opnent)" and stated that the slide exam ned the sane
conpetiveness but in the case of a new devel opment. He
reiterated that under ACES, the |evels of governnment take
were frequently higher for new devel opnents than they were
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for existing production, partly due to the devel opnent's
hi gher cost structure, but also because w thout an existing
base production portfolio there was not as nuch benefit
from witing down existing expenditures on current
production. He pointed out that both the CSSB 192 and ACES
scenarios for new developnments were above Norway on the
slide. He stated that the severance tax option with the 5
percent maxi num for seven years took the governnent take
down significantly, but that it was still around sone of
the higher taxing jurisdictions; however, if the 5 percent
maxi mum was applied indefinitely, the levels of governnent
take becane quite conpetitive with sone of the higher-cost
devel opnents, such as the unconventional developnments in
Loui si ana and Texas.

9:56:10 AM

Co- Chair Stednman inquired why Al aska would want to be bel ow
devel opments in Louisiana and Texas in terns of government
take. M. Myer pointed out that the chart nade a
distinction that the Louisiana and Texas plays were
different from conventional devel opnments and added that the
reason that there was a difference in governnment take
"between the two" was because that, relatively speaking,
costs were higher for unconventional devel opnents than they

were for regular onshore drilling. He stated that higher
costs led to a higher governnment take; however, the costs
from plays like Louisiana and Texas remained below the

costs on the North Slope. He stated that although
governnent take was one part of the netric, the associated
costs were another factor that determned if sonething was
economc or not. He concluded that a jurisdiction being
conpetitive on governnent take did not necessarily make it
an attractive destination for investnent.

Co-Chair Stedman inquired if the variable severance tax
option with the 5 percent naximum for seven years could be
t weaked by either stretching the seven-year tinme period or
by changing the maximum rate in order to enable the state
to adjust as needed in the range between the two severance
tax options on slide 13. M. Mwyer responded in the
affirmati ve and that by changing the seven-year period to a
greater tinefrane, the bars could be adjusted within the
speci fi ed range.

Co-Chair Stedman further inquired if this nmethod of
adjustnment could potentially be used to target different
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hydrocarbons. M. Mayer responded in the affirmtive and
added that one benefit of taking progressivity out of the
production tax was that question of costs was no |onger
inmportant; the only information needed for calculations
under this system was to know the production volunes
associated with a given production stream and the price of
oil. He added that for a particularly challenged
hydrocarbon type, such as heavy oil where a greater
incentive mght be required, one alternative was to reduce
the production tax on all production and then make up the
difference for existing production by further raising the
progressive severance tax; this would enable the overall
take for existing production to remain close to the sane,
while still enabling additional incentives for particularly
chal | enged devel opnent.

Senator McQuire inquired if the regi ne conpetiveness slides
could be remade to include oil prices at $140, $150, and
$160 per barrel. M. Myer responded that he would do so.

Co-Chair Stednman offered that it mght be easier if the
regi me conpetiveness slides were remade in $20 increnents,
such as $80, $100, $120, $140, and $160 per barrel.

Senat or McCGuire observed that Co- Chair Hof f man  had
requested that the slides display up to a price of $200 per
barrel. Co-Chair Stedman responded that $200 per barrel
coul d al so be displ ayed.

10: 00: 24 AM

Senator Thomas wonder ed, given the large nunber of
vari abl es, how regine conpetiveness was calculated. He
inquired how nmuch investnment was actually taking place in
the top four countries on slides 12 and 13. He stated that
the top four countries were not places that he would do
busi ness in and observed that there several other countries
above Al aska on the slide that also fit that profile. He
poi nted out that the slide depicted Al aska bel ow Venezuel a
whi ch had nationalized its oil fields and opined that there
were a variety of countries that mght be undesirable for
oil conpanies to do business with. He furthered that there
were jurisdictions within the US. that A aska would
probably never be "directly"” conpetitive with, based on the
cost of doing business in those areas versus the costs on
the North Slope of Alaska. He concluded that he was
struggling with the concept of how a determ nation was nade
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regarding what was conpetitive, other than wusing strict
dol l ar terms.

Co- Chair Stednman added that Ireland and G eenland had very
| ow government take on the reginme conpetiveness slides,
even though the two countries essentially had no oil. He
furthered that the nunbers could look attractive in these
two areas, but that prospectivity was pretty | ow.

M. Mayer agreed that the points nade by Co-Chair Stednman
and Senator Thomas were valid. He concurred that at the
hi gher level of the scale, there were a nunmber of countries
that may be significantly less attractive destinations for
i nvestment; however, governnent take was only one variable
regarding a destination's conpetiveness and desirability
for investnent. He related although sone jurisdictions may
have greater political risks or a higher governnent take

they mght have resources that could be devel oped at
m nimal cost; therefore, in certain circunstances, projects
remai ned attractive despite high |evels of governnent take.
He stated that Ireland and New Zealand had a very
attractive fiscal reginme, but that they did not have
significant resources. He pointed out that Al aska did have
a higher government take than reginmes in the Lower 48;
however, the <costs in Al aska were also nmuch higher

particularly for conventional onshore production. He shared

t hat in Al aska, t he conpeti veness difference was
conmpoundi ng because there was a higher governnent take and
hi gher associated costs. He concluded that all of the

aspects needed to be considered regarding a regine's
conpetiveness, but that the slides exam ned governnent take
because the commttee had been relatively focused on that
nmetric. He added that the slides excluded other factors and
conpared Alaska to other jurisdictions on the basis of
gover nment take.

10: 04: 10 AM
Senator Thomas asserted that the production |evel "per
wel I " was another inportant aspect to consider and inquired

i f M. Mayer agr eed. M. Mayer responded in the
affirmati ve.

10: 04: 23 AM
AT EASE

10: 05: 37 AM
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RECONVENED

10: 05: 41 AM

Co-Chair Hoffrman pointed out that there was an article in
that norning's newspaper that quoted the governor regarding
his conmments on conmitnents from industry. He related that
the article had quoted the governor as saying that he would
veto legislation if it did not include commtnents from
industry. He stated that he did not recall any conmtnents
from industry in HB 110, and inquired if Co-Chair Stedman
had received any communi cations from the governor regarding
that topic or any proposed ideas of commtnents.

Co-Chair Stedman replied that he had not been contacted by
the governor's office regarding industry commtnents and
stated that he was only aware of what he had read in the
newspaper regarding that issue. He recalled that EXXON
Mobile had testified that the state would need additiona

production every year matching the Oooguruk and N kaitchug

fields in order to flatten out the oil decl i ne. He
continued that Alaska's oil decline was $3 billion to $5
billion a year, and was not $5 billion over an eight or

ten-year period. He related that the scale and magnitude
that was discussed in the press and the nmagnitude of what
was needed to flatten out the oil decline were not
conparable. He opined that if additional production in the
magni tude of Oooguruk and N kaitchug was needed, the
expectation of advancing production to 600,000 bbl/d on
state | ands was problematic; however, he was open to ideas
of how to achi eve that goal

Co-Chair Stedman noted that Iraq did not appear on any of
the slides and inquired if M. Myer had any comments on
where Irag would be on the list. He noted that Irag had a
service contract reginme where conpanies were paid per
barrel. M. Mayer responded that Irag had a relatively high
government take and that it was nostly due to the service
contract fiscal structure for new devel opnents involving
international oil conpanies. He furthered that in lIraq' s
service contract system a nunber of points were negotiated
as part of the awarding of the <contract and that

international oil conpanies were paid for oil produced
above existing levels of production. A country using the
service contract system wuld have a set |evel of

production that it was wunable to go above; the country
would then pay a conmpany for the barrels that it could
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produce above that existing production plateau, but paid
"very little" for anything below that |evel.

Senator McQuire thanked M. Mayer for his hard on work on
SB 192.

SB 192 was HEARD and HELD in commttee for further
consi derati on.

Co- Chair Stedman di scussed the followi ng neeting' s agenda.

#
ADJ OURNVENT

10: 09: 37 AM

The neeting was adjourned at 10: 09 AM
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