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POSI TI ON  STATEMENT: As consultant to the admnistration,
provi ded a Power Point presentation conparing CSSB 21(FIN) an{efd
fld) to SB 21/HB 72, and Alaska's Clear and Equitable Share
( ACES)

JANAK MAYER, Manager, Upstream and Gas

PFC Ener gy

Washi ngton, DC

PCSI TI ON STATEMENT: As consultant to the legislature, provided
a Power Poi nt presentation conparing CSSB 21(FIN) am(efd fld) to
Al aska's Cl ear and Equitable Share (ACES).

ACTI ON NARRATI VE
1: 05: 23 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:05 p.m Representatives Hawker
Seaton, O son, P. WIlson, Saddler, and Feige were present at the
call to order. Representati ves Johnson, Tarr, and Tuck arrived
as the neeting was in progress. Representati ve Hughes was al so
present .

SB 21-O L AND GAS PRODUCTI ON TAX

1: 05: 42 PM

CO CHAI R FEI GE announced that the only order of business is CS
FOR SENATE BILL NO 21(FIN) am(efd fld), "An Act relating to the
interest rate applicable to certain anounts due for fees, taxes,
and paynents nade and property delivered to the Departnent of
Revenue; providing a tax credit against the corporation incone
tax for qualified oil and gas service industry expenditures;
relating to the oil and gas production tax rate; relating to gas
used in the state; relating to nmonthly installnment paynents of

the oil and gas production tax; relating to oil and gas
production tax credits for certain |osses and expenditures;
relating to oil and gas production tax credit certificates;

relating to nontransferable tax credits based on production;
relating to the oil and gas tax credit fund; relating to annua
statenments by producers and explorers; establishing the Gl and
Gas Conpetitiveness Review Board; and making conformng
amendnments. "

1: 06: 03 PM
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BARRY PULLI AM Econom st & Managing Director, Econ One Research

I nc., Los Angel es, California, as consul t ant to t he
adm ni stration, provided a PowerPoint presentation conparing the
di fferences between CSSB 21(FIN) amefd fld), SB 21/HB 72, and
Al aska's Clear and Equitable Share (ACES). He first conpared
the differences in the key features of the aforenentioned [slide
2], saying the base tax rate in SB 21/HB 72 of 25 percent was
changed to 35 percent in CSSB 21 (FIN am(efd fld). No credits
were included in SB 21/HB 72, but a credit of $5 per barrel was

added in CSSB 21(FIN) amefd fld). Under SB 21/HB 72, a
producer wthout tax liability could carry forward its net
operating losses (NOLs) at a 15 percent increase and then take
the NOLs once the producer did have tax liability. However,

CSSB 21(FIN) am(efd fld) allows for nonetization of NOLs so
producers that do not have tax liability as they are devel oping
new projects will receive a boost to their econom cs.

1: 08: 42 PM

MR. PULLIAM continuing his conparison of the key features, said
SB 21/HB 72 provided a gross revenue exclusion (GRE) at the rate
of 20 percent applicable to units forned after 2003 or new
participating areas (PAs) [formed after 2012]. Under CSSB
21(FIN) am(efd fld), this provision remains the sane but the
applicability is expanded to also include certified new oil from
existing fields. Under SB 21/HB 72, the small producer credit
of $12 million per year was extended to the year 2022, but under
CSSB 21(FIN) am(efd fld) this credit expires in 2016.

1: 10: 28 PM

REPRESENTATI VE SEATON, referring to certified new oil from
existing fields under CSSB 21(FIN) an(efd fld), inquired whether
M. Pulliam is just presenting the provisions of CSSB 21(FIN)
amefd fld) as currently witten or wll be offering
recomendati ons on whet her these changes nmake sense.

MR. PULLIAM replied his intention with slide 2 is just to

hi ghlight the differences between the original bill, SB 21/HB
72, and CSSB 21(FIN) am(efd fld), the bill that came out of the
Senat e. As he goes along he will be talking about the inpacts

on investnment generally.

REPRESENTATI VE SEATON reserved his question on the expansion of
the GRE until such tinme as M. Pulliamdiscusses it.

1:11: 26 PM

HOUSE RES COW TTEE - 6- March 25, 2013



MR. PULLIAM returned to his presentation and conpared the
governnent take and effective tax rates of ACES, SB 21/HB 72,
and CSSB 21(FIN) am(efd fld) for all existing producers for
fiscal years 2015-2019 [slide 3]. He pointed out that at a
[ ($2012) West Coast Alaska North Slope (ANS)] price of $80 per
barrel the government take under all three systens is the sane
[ about 64 percent]. As prices rise, the governnent take under
CSSB 21(FIN) anm(efd fld) approaches 65 percent [versus about 62
percent under SB 21/HB 72 and 75 percent under ACES].

1:12: 34 PM

REPRESENTATI VE HAWKER, noting M. Pulliam is engaged in this
effort by the administration, inquired whether M. Pulliam has
reconciled his nodeling with the existing producers so there are
no "duel i ng nodel i ng" questi ons.

MR. PULLI AM responded he has had considerable back and forth
with the producers and believes he is on the sane page as far as
t he nodel s go. One difference, however, is that producers may
present nunbers during this time period in nomnal dollars,
while the nunmbers he is presenting here - as he has done in al
of his presentations - are in 2012 real dollars.

1:13: 34 PM

MR. PULLIAM in response to Representative P. WIson, confirned
that the black line in the graphs on slide 3 |abeled "CS SB21
(FINN" is the bill before the commttee [CSSB 21(FIN) an{efd
fld)]. Wen referring to "CS SB 21 (FIN" or to "the Senate
bill,” he is meaning the bill that came out of the Senate.

1: 14: 02 PM

MR. PULLIAM in response to Representative Tuck, confirned that
royalty received by the state is included in the conparison for
government take on slide 3. He said governnent take enconpasses
all forns of governnent take, including taxes and royalty. Sone
of the royalty is at 12.5 percent and sone is higher.

1:14: 30 PM
MR. PULLIAM continuing his discussion of the conparisons shown
on slide 3, said the bottom graph shows the effective tax rate

for severance that taxpayers would pay at different price
| evel s. The effective tax rate equals the nomnal rate mnus
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the credits that are received. At a price just above $80 per
barrel, the effective tax rate for all three systens is the sane
at about 22.5 percent. As the price increases the effective tax
rate under CSSB 21(FIN) am(efd fld) rises to about 30 percent;
due to the manner in which it is calculated - starting with a 35
percent base rate and then subtracting the fixed $5 per barrel

allowance - the tax rate at higher and higher prices would
approach 35 percent asynptotically but would never actually
touch 35 percent. That is because as the $5 credit is deducted

fromthe taxes, the tax rate on a percentage basis is |ower and
| ower as prices go up.

1:16: 07 PM

MR. PULLIAM in response to Representative Tuck, stated that
royalty would not be included in the effective tax rate depicted
on slide 3.

1: 16: 26 PM

REPRESENTATI VE SEATON asked whether the effective tax rate
depicted on slide 3 is a conbination of production tax and
corporate incone tax.

MR. PULLIAM replied the effective tax rate includes just the
production tax.

1:16: 42 PM

MR. PULLIAM noved to slide 4 and conpared the effective tax
rates on gross value for |egacy production under ACES, SB 21/ HB
72, and CSSB 21(FIN) am(efd fld) with that of other large oil-
producing states with production taxes at a wellhead value of
$100 ($2012). Most other states in the U S., he explained, have
a gross tax while Alaska's current tax is on the net. Thus, for
conpari son purposes on this graph, he converted Alaska's tax to
a percentage of the gross value and, because Al aska's tax varies
with price, he chose for this conparison the 2012 wel | head val ue

of $100 per barrel, whhich is about today's value. For
conparison on the chart he chose states wth production of
100,000 barrels or nore per day. On a gross basis, ACES

provi des an effective tax rate of about 30 percent, SB 21/HB 72
provi des about 17 percent, and CSSB 21(FIN) anm(efd fld) provides
20 percent [conpared to effective tax rates of about 12.5
percent for LA, about 11 percent for ND, about 8 percent for K
about 7 percent for NM about 6 percent for W, 5 percent for
CO, and about 4.5 percent for TX]. Thus, he pointed out, while
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CSSB 21(FIN) am(efd fld) would lower the rate seen under ACES,
the proposed rate would still be higher than those of the other
maj or producing states in the U S

1:18: 38 PM

REPRESENTATI VE SEATON, referring to the well head value of $100,
calculated that "to get to ANS" would be approximately $10 of
transportation. Wth Alaska's production taxes based on gross
value at point of production, he asked what M. Pulliam
subtracted fromthis as the actual taxable val ue.

MR. PULLIAM responded he is starting here with $100 at the
wel | head, so that would be the gross value of the production.

1:19:17 PM

REPRESENTATI VE SEATON noted that production tax value subtracts
out the cost, which is basically $26.

MR. PULLI AM answered correct, under any of the Al aska scenarios
the cost must be subtracted out and then the tax is conputed.
To cal cul ate these percentages he divided the tax by the gross
val ue of the oil as opposed to the net value of the oil.

1:19: 51 PM

REPRESENTATI VE SEATON asked whether that is by the gross val ue
at the point of production, the taxable value, or this well head
val ue, meaning subtracting just the marine transportation and
the cost of the Trans-Al aska Pipeline System (TAPS) to get the
effective tax rate.

MR. PULLIAM replied that, in his view, gross value at the point
of production is the sane as wel |l head val ue. There is taxable
val ue, which then would subtract capital and operating costs
from the gross val ue. But gross value and well head value are
in his mnd, one and the sane.

1:20: 42 PM
REPRESENTATI VE SEATON said his understanding is that the
production tax value is the gross value at point of production

and that is what Al aska taxes, which is mnus transportation
m nus costs.
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COCHAIR FEIGE said his interpretation is that gross value at
the wellhead is the Wst Coast price mnus the transportation.
Al aska taxes the net production value, which is the gross after
subtracting the expenses, royalties, and capital and operating
expenses. He understood M. Pulliam to be saying that after
taxing it the way Al aska normally would, then based on the gross
this is how Al aska conpares.

MR. PULLI AM confirnmed Co-Chair Feige's interpretation.
1:21: 31 PM

REPRESENTATI VE SEATON understood, then, that the effective tax
rate is based on looking at the ANS Wst Coast mnus $10 and
what percentage of that is paid in tax.

MR. PULLI AM responded correct. So, at a well head value - gross
value - of $100, and a 20 percent effective tax rate under CSSB
21(FIN) am(efd fld), the State of Al aska would receive about $20
in taxes. Under ACES at a wellhead value of $100, the state
woul d receive about $30 in taxes, even though the taxable val ue
is not $100, but sonmething |ower subtracting capital and
operating expenses. To be able to conpare Alaska's tax rate
with the other tax rates in the U S., one or the other nust be
converted, and it was nuch easier to convert Alaska's to a gross
equi val ent and then conpare.

1: 22: 32 PM

COCHAIR FEIGE surmsed this effective tax rate would not
i nclude the application of any gross revenue exclusion (GRE).

MR. PULLI AM answered sonme GRE would be included because this is
based on production that is forecast over the next five years.
Thus, there would be a little bit, but not a significant anount.
[See tinmestanp 1:25:15 p.m where M. Pulliam corrects this
answer, saying the graph on slide 4 is for |egacy production
which has no GRE and therefore no GRE is included in the
effective tax rate depicted in the graph.]

1: 23: 04 PM

CO CHAI R SADDLER inquired whether slide 4 is a snapshot in tinme
now or | ooking forward.

MR. PULLIAMreplied it is |ooking forward.
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CO- CHAI R SADDLER asked whet her the difference between Al aska and
other states would increase or decrease if the wellhead val ue
was at $80 per barrel and if it was at $120.

MR. PULLI AM responded as the price is lowered, in A aska the tax
as a percentage of the gross value wll drop; and as the price
is raised, the tax as a percentage of the gross value wll
i ncrease.

1: 23: 42 PM

REPRESENTATI VE TUCK understood [the effective tax rate] does not
i nclude royalties. He understood royalties in North Dakota and
Texas are around 25 percent. He asked whether his understandi ng
is correct and if it would affect the graph on slide 4.

MR. PULLI AM answered the graph is sinply severance taxes. I n
other states the royalties with state and private |andowners
vary between a |low of one-eighth and up to 25 percent for nore
recent | eases in sone of the nore productive Lower 48 areas.

REPRESENTATI VE TUCK asked whether royalties should be included
when conparing total governnent take.

MR. PULLIAM replied those pieces are included when |ooking at
government take. He said he will provide slides later in the
presentation that | ook at total governnent take.

REPRESENTATI VE TUCK surm sed Al aska would | ook better in those
slides than it does in slide 4.

MR. PULLI AM agreed Alaska is a little bit closer when |ooking at
total governnent take.

1: 25: 03 PM

REPRESENTATI VE SEATON inquired whether the graph on slide 4
depicts a five-year | ook forward.

1:25:15 PM
MR, PULLIAM first corrected his answer to [Co-Chair Feige's]
guestion of 1:22:32 p.m, saying the graph on slide 4 is for

| egacy production which has no GRE and therefore no GRE is
included in the effective tax rate depicted in the graph.
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MR.  PULLIAM then answered Representative Seaton's question,
saying it is a projection over a 25-year period. However, he
added, he did look at it over a 5-year period and it does not
| ook any different over a period of 5 years than it does over 25
since the analysis uses the real 2012 price.

1: 25: 54 PM

REPRESENTATI VE SEATON surm sed, then, that this calculation is
counting on oil being $185 per barrel by year 25, and about $163
by year 20, and these are all rolled into the cal cul ation

MR. PULLIAM replied in nomnal ternms he does not know what the
nunmber would be in year 25, but said these are all done in terns
of 2012 real dollars, so an inflation of 2.5 percent per year is
i ncluded in the cal cul ati on.

1:26: 38 PM

REPRESENTATI VE SEATON understood, then, that everything is
inflated at 2.5 percent, including the costs, and therefore the
costs in the graph are not inflated at the 6.5 to 8 percent
hi story of the fields.

MR. PULLIAM responded that is not correct, the costs in his
calculation are inflated at higher than 2.5 percent.

REPRESENTATI VE SEATON requested M. Pulliam to provide the
committee with those figures.

1: 27: 12 PM

MR. PULLI AM resuned his presentation, providing a sanple of how
the tax would be cal cul ated under CSSB 21(FIN) am(efd fld) with
no production qualifying for the GRE at the per barrel prices of
$80 West Coast ANS, $100, and $120 [slide 5]. He said his
assunptions included 100,000 barrels in gross production at 12.5
percent in royalty barrels, resulting in 87,500 net taxable
barrel s. Focusing on the price of $100 a barrel, he subtracted
$10 in transportation costs, arriving at a well head val ue of $90
per barrel. He then subtracted $30 in |ease expenses, arriving
at a taxable value of $60 per barrel for a total production tax
val ue of $5, 250, 000. A 35 percent tax rate is next applied,
arriving at $1,837,500. The $5 per barrel production allowance,
totaling $437,500, is subtracted to arrive at a tax due of
$1, 400, 000. This tax as a percentage of the net value of
production is 26.7 percent, and as a percentage of the gross
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val ue of production it is 17.8 percent. At a price of $80, the
tax percentages drop [to 22.5 percent for net value of
production and 12.9 percent for gross value of production]. At
$120, the tax percentages increase [to 28.8 percent for net
value of production and 20.9 percent for gross value of
producti on] .

1: 29: 14 PM

MR. PULLI AM provided another sanple tax calculation, this tine
for production qualifying for the 20 percent GRE [slide 6].
Focusing on a Wst Coast ANS price of $100, he calcul ated that
20 percent of the $90 well head value is $18, which is subtracted
from the wellhead value, as is the $30 in |ease expenses,
arriving at a taxable value of $42. Mul tiplying $42 times the
t axabl e volune equals $3,675,000 in production tax value. At a
35 percent tax rate, the tax is $1, 286, 250. The $5 per barrel
production allowance, totaling $437,500, is subtracted, arriving
at a total tax of $848,750. This tax as a percentage of the net
val ue of production is 23.1 percent, and as a percentage of the
gross value of production it is 10.8 percent. [At a price of
$80 per barrel the percentages are 15.8 percent and 5.9 percent,
respectively, and at $120 the percentages are 26.4 percent and
13.9 percent, respectively.]

1: 31: 30 PM

MR, PULLI AM next summari zed how state support, or credits, for
capital spending work under ACES and under CSSB 21(FIN) an(efd
fld) at a West Coast ANS price of $100 ($2012) and a capital
spend of $1 billion [slide 7]. Under ACES, an incunbent would
get a 20 percent qualified capital expenditure (QCE) credit,
which would anpbunt to $200 mllion. An incunbent would also
have a tax reduction because of the higher per  Dbarrel
expenditure and the effect of buying down the tax rate on
exi sting production. The total value of the credit and buydown
to an incunbent would be about $780 mllion. A new participant
under ACES would have the sanme 20 percent QCE credit of $200
mllion and would also be eligible to nonetize its net operating
loss (NOL) at 25 percent, for a total credit of about $450
mllion. Thus, ACES provides a higher value to the incunbent
than to the new participant. Under CSSB 21(FIN) am(efd fld),
the values to both the incunbent and the new participant woul d
be equal at an upfront credit of effectively 35 percent for

$1 billion in capital spending. For the incunbent, the credit
will be in the form of a tax reduction because the incunbent
will be able to imedi ately expense its capital spending. A new
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participant without a tax liability will be able to nonetize its
capital spending in the formof a credit with the state.

1: 34: 54 PM

MR. PULLIAM reviewed the $5 per barrel production credit from
the perspective of its worth when thought about as replacenent
of the current capital credit [slide 8. He explained the chart
depicts the relationship between capital spending and the
percentage on a net present value (NPV) basis of that $5 credit.
Under CSSB 21(FIN) am(efd fld), each barrel of oil gets $5 of
credit as it comes in over the years. A field producing 50
mllion barrels over 25 years would get a total of $250 nmillion
fromthis all owance. Since it would be comng over the life of
the production of the field, that $250 mllion is brought back
to the tinme that the capital is spent to develop the field; the
sum arrived at is the net present value of it, let's say $150
mllion. Looking at that sum that net present value of the $5
credit, as a percentage of the producer's capital expenditure,
gives a sense of what this credit is providing, what kind of
offset it is providing if it is looked at relative to the
capital being spent - that is what is done in this chart. For
exanple, at a per barrel capital spend of $20 the NPV is about 8
percent. So, if spending $20 per barrel to develop a field, the
production credit would translate to about 8 percent of the
anount of that capital expenditure on a net present val ue basis.

1: 37: 33 PM

MR. PULLIAM in response to Representative Seaton, said he is
using a discount rate of 12.5 percent in this exanple.

1: 37:44 PM

REPRESENTATI VE SEATON asked whether an inflation of 2.5 percent
per year is used over tine.

MR. PULLI AM answered he does inflate that by 2.5 percent for

each of the years. However, he pointed out, that spending is
going to all occur pretty much in the first five years. The $5
per barrel <credit does not inflate; it remains just $5 in

nomnal terns across the tinme of the production because the
credit is structured such that it has no inflation aspect to it.
In further response, he posed a scenario of spending $20 per
barrel to develop a field of 50 mllion barrels, for a total
upfront expenditure of $1 billion. Against that $1 billion, if
50 mllion barrels is produced, the producer will get cash of
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$250 mllion over tinme. That $250 million divided by $1 billion
is 25 percent. This chart brings back that $5 a barrel that is
received over tinme and |ooks at it on a net present value basis
- how a producer mght be looking at this as the kind of support

it is getting in a credit. From that standpoint, it is
appropriate to look at that $5 value, the present value of that,
at the tine the capital is spent. \What the value is of that $5

essentially at the time the capital is spent.
1:40: 19 PM

REPRESENTATI VE SEATON understood, then, that this calculation is
based on the expenditure occurring at the start and nothing is
spent through tinme that calculates into this.

MR. PULLIAM replied this is assumng the capital is spent up
front during the first five years of devel oping the field.

COCHAIR FEIGE interjected that this is when all the wells are
drilled and the pipelines put in.

MR. PULLIAM confirmed it is when the facilities are put in.
1:41: 06 PM

MR. PULLIAM resunmed his presentation, turning to slide 9 to
di scuss the effective tax rate for a new participant with and
W thout the GRE under CSSB 21(FIN) am(efd fld) on both a gross
and a net basis. He first posed a scenario of a new devel opnent
with no GRE at a $20-per-barrel cost of devel opnent. In this
scenario, the effective tax rate on the gross, or wellhead,
value would be a little over O percent at a Wst Coast ANS price
of $60 per barrel in 2012 dollars, rising to just below 20
percent at $110, and approaching 25 percent at $160. The
effective tax rate on the net, or taxable, value would be about
5 percent at a per barrel price of $60, rising to about 30
percent at $110, [on up to about 31 percent at $160].

1: 43: 02 PM

CO CHAI R SADDLER requested a definition of "asynptotically."

MR.  PULLI AM explained sonething approaching "asynptotically”
means it gets closer and closer but never exactly touches. For
exanple, the effective tax rate under CSSB 21(FIN) am(efd fld)

wi |l approach 35 percent, but it will never touch it and that
rel ati onship can be seen in the charts on slide 9.
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1: 44: 33 PM

MR. PULLI AM continuing his discussion of the effective tax rate
depicted on slide 9, posed the same new devel opnent scenario
under CSSB 21(FIN) am(efd fld), but this tine with the GRE. On
a gross basis, the effective tax rate would be above 0 percent
beginning at a per barrel price of $70, rising to about 15
percent at $130. On a net basis, the effective tax rate would
be above 0 percent at a price of about $70, reaching 20 percent
at $120 per barrel. Thus, the GRE has the effect of reducing
the effective tax rate on production. At very low prices with
the GRE, he noted, it can go into a negative tax rate situation
due to the 35 percent nonetization of the net operating | oss.

1:45: 35 PM

REPRESENTATI VE TARR inquired how | ow the price would have to go
for that negative situation to happen.

MR. PULLI AM responded in this exanple it would be at about $70

per barrel Wst Coast. He pointed out this is currently
happeni ng under ACES, just at a higher level of 45 percent as
opposed to a 35 percent |evel. El aborating, he said it is

happening at |east at a 45 percent level for a new producer and
at a higher level for an incunbent.

1:46: 11 PM
CO CHAI R SADDLER understood M. Pulliam to be saying that at
prices below $70 a barrel with the GRE, the state would be

| osi ng noney.

MR,  PULLIAM answered for a new developnent it could be a
negative tax situation for the state if prices did not go up

above $70 a barrel. In other words, the state woul d expend nore
in nonetizing the net operating loss up front than it would get
back in taxes over the life of the field. Just the tax take

would be negative, he added; the state would be getting
royalties, so the total take to the state would not be negati ve.

1:47: 09 PM
MR. PULLI AM resunmed his discussion of the effective tax rate on
gross and net value, reviewing the rates under ACES [slide 10].

Under ACES, he said, the effective tax rates on the gross and
net values are generally higher for a new participant than for
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an incunmbent. This is because the incunbent has the ability to
buy down its rate on its other production by having the new
i nvest nment .

1: 48: 08 PM

REPRESENTATI VE SEATON requested M. Pulliam to el aborate further
on the effective tax rate.

MR. PULLI AM stated that with GRE under CSSB 21(FIN) am(efd fld),
the tax is negative at a price of about $70, whereas under ACES
it would be negative at $60.

1: 48: 58 PM

REPRESENTATI VE  SEATON recalled that when ACES was being
constructed the thought was that sonme good years would give
quite a bit of revenue to balance that, allowing the state to
take that liability on the low end. [Under CSSB 21(FIN amefd
fld)], he observed, the low end is noved out so the state has a
liability but is not getting the relative counter-bal ance on the
high end to put sonething in the bank to be able to absorb those
| osses. Therefore, he asked, how does CSSB 21(FIN) anm(efd fld)
with the GRE nmake the state nore secure when |ooking at $70 and
bel ow and the state is subsidizing production taxes.

MR. PULLIAM agreed the state would be in a negative situation
with the GRE. The way it nmakes the state nore secure, he said,
is that the state is nore apt to get the devel opnent of those
additional barrels with the rates that have been proposed wth
the GRE. If prices were below $70, the state would find it hard
to get nuch activity because that is a pretty challenging price
range for devel opment on the North Sl ope.

1: 50: 47 PM

COCHAIR FEIGE pointed out that in the near term nost of the
producti on woul d not have the CGRE applied to it.

MR. PULLI AM concurred, noting that at |ower price ranges the
effective tax rate on gross and net value under CSSB 21(FIN)
amefd fld) with no GRE pretty nuch tracks the rate under ACES.
Above a price of $80 the two diverge.

REPRESENTATI VE SEATON remarked it is a question of whether the
state wants a design where it subsidizes production devel opnent
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out of royalty; it is a question as to what kind of |ong-range
liability that produces for the state.

1:52:18 PM

REPRESENTATI VE TARR commented the third way to qualify for the
GRE is not as well understood as the first two ways, plus the
third way is at the discretion of the conm ssioner. She asked
M. Pulliam how he determ ned what oil devel opnent would qualify
for the GRE under CSSB 21(FIN) anm(efd fld) when he devel oped the
graphs on slides 9-10.

MR. PULLIAM replied he is looking at it as being either one
situation or another, so he did not try to draw the graphs to
say the percentage that would or would not. The |ower line on
the graph represents that 100 percent of the barrels qualify for
the GRE and the higher line on the graph represents that O
percent of the barrels qualify for the GRE The actual mx of
oil over tine is going to be sone conbi nati on of those two.

1: 53: 36 PM

MR. PULLI AM conmenced his presentation, turning to slide 11 to
conpare the investnent netrics for a new participant for a 50

mllion barrel devel opment scenario at a md-range cost
assunption under ACES and under CSSB 21(FIN) anm(efd fld) versus
benchmark areas in the U S. and around the world. At a 12.5
percent royalty rate, the net present value (NPV) at $100 per
barrel under ACES is $3.09 while under the Senate bill it nearly
doubl es to $5.93. Under the Senate bill this would all be with
the GRE because it is new devel opnent, he pointed out. For
offshore @ulf of Mxico [the NPV is $6.22]. He directed

attention to the other measures of profitability index, internal
rate of return (IRR), and cash margins, stating the cash margins
are better under the Senate bill than under ACES. He noted
government take is nearly 14 percentage points |ess under the
Senate bill than under ACES, bringing it out of the unattractive
range and into the attractive range relative to the
opportunities that producers woul d have el sewhere.

1:56: 44 PM

MR. PULLI AM noved to a conpari son of these sanme econonics for an
i ncunbent [slide 12]. Under the Senate bill, he pointed out,
the colums for 12.5 percent royalty rate and 16.67 royalty rate
| ook pretty nmuch the same as they do for the new participant.
On these increnental investnment analyses, the ability of an
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i ncunbent to buy down its existing tax rate increases the NPV

and IRR relative to a new participant. So, for an incunbent,
there is not nuch of a change when going between ACES and the
Senate bill on an increnmental basis.

1:57:52 PM

REPRESENTATI VE SEATON inquired what the nunber of years is for
this scenario.

MR. PULLI AM believed nost of the production here would go over
25 years. Two thirds of the oil, he added, is going to be
produced in the first 10 years.

1:58:19 PM

REPRESENTATI VE SEATON requested these charts be prepared for the
committee in nonminal dollars because inflating it to 2.5 percent
changes conpletely the calculations where there is or is not
progressivity. At a price of $185 per barrel the calcul ation
conpl etely changes, he said. Both the | egacy producers and new
entrants have testified that they meke their calculations and
deci sions on nom nal dollars, not 2.5 percent inflated dollars.
| f these charts are prepared in nomnal dollars, then a price of
$100 per barrel will be $100 throughout the cal cul ation.

MR. PULLI AM responded he can produce charts that way if the
commnttee |likes, but he strongly cautioned nenbers against
drawi ng any neaningful conclusions from that kind of analysis
because he does not think it is correct. He said he does not
think it will provide an appropriate way to | ook at the problem
and he does not think it is the way industry would | ook at the
problemeither. |In particular wwth a systemlike ACES, it would
be problematic to ignore that inflation over tine pushes a
conpany's tax rates higher. He further noted that going all the
way back to 2006, all the charts and presentations for PPT and
ACES were done this sane way.

2: 00: 58 PM

MR. PULLIAM returning to his presentation, said the charts on
slides 13-16 are the sane as the last two slides except they
change the cost assunptions [which can be found at the bottom of
each slide]. He therefore left the charts for nenbers to study
on their own.

2:01: 33 PM
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MR. PULLI AM next |ooked at the cash flows to the state and to
new and incunbent producers under ACES and CSSB 21(FIN) am(efd
fld) using a scenario of $100 West Coast ANS ($2012) and a 50
mllion barrel oil devel opnent at m d-range cost [slides 17-18].
He said the relationships between these two bills do not change
relative to what he presented to the commttee at an earlier
hearing [January 24, 2013, slides 59-60].

2:02: 08 PM

MR. PULLI AM then reviewed the annual producer cash flows to a
new participant and to an incunbent under ACES and CSSB 21(FIN)
am(efd fld) using the sanme aforenentioned scenario of $100 West
Coast ANS ($2012) and a 50 mllion barrel oil devel opment at
m d-range cost [slide 19]. For both an incunbent and a new
participant, spending occurs up front wth revenues starting
about year five. Under ACES, the incunbent's spending is |ower
than that of the new participant's because of the increased
subsidy upfront through the effect of the buydown of the tax
rate. The result of this difference is that the incunbent has a
hi gher net present value [$277 mllion] than does the new
participant [$131 nmillion]. Under CSSB 21(FIN am(efd fld), the
upfront spending and revenues are virtually identical for an
i ncunbent and a new participant because these two different
cl asses of producers are now being treated identically under
this proposed tax system

2:03:43 PM

CO CHAI R SADDLER observed that under ACES in year four, a bar is
seen for the new participant but none is seen for the incunbent.

MR. PULLIAM said the bar [for the incunbent] cannot be seen
because it is probably right at the zero line.

2:04:11 PM

MR. PULLI AM turned to discussing what he calls the "break-even
anal ysis" [slide 20], which addresses how nuch new devel opnent
it wuld take to offset the revenue being lost by going from
ACES to CSSB 21(FIN) am(efd fld). He pointed out that the
fiscal notes put out by the [Department of Revenue (DOR)] assune
there is no change in production; the fiscal notes hold
everything constant and | ook at what the different tax rates do.
O course, it is known that tax rates affect profitability and
profitability is going to affect investnent decisions. The
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guestion everyone has is whether the state will get nore oil

production and will it make up for the tax cut. He expl ai ned
slide 20 | ooks at how nuch nore oil is needed for the State of
Al aska to break even revenue-w se. Using [DOR s] forecast and

t he assunptions of a nmid-cost [$20 per barrel] devel opnent and a
West Coast ANS price ($2012) of $105, he |ooked at revenues the
state coul d expect to generate on a per barrel basis at the one-
sixth royalty rate [16.67 percent], which would be nostly new
devel opnment, and at the one-eighth royalty rate [12.5 percent].

2: 06: 07 PM

MR. PULLIAM said the revenues generated over tine under CSSB
21(FIN) am(efd fld) at [16.67 percent] royalty would anmount to
$35.50 a barrel in nomnal dollars and $25.75 in real terns
(2012 dollars). Additionally, each new barrel flow ng down the
Trans- Al aska Pipeline System (TAPS) would help spread the cost
of TAPS and reduce the per barrel tariff. The inpact of that
reduction would increase state revenue by $3.50 per new barrel
($2012). He clarified the reduction in the tariff is not $3.50,
the reduction is nmuch smaller than that; however, expressed in
total dollars in savings to the state across each new barrel
produced, it works out to about $3.50 for each new barrel. At
12.5 percent royalty, each new barrel would generate $23 in
production revenue and $3.50 in additional savings on TAPS
tariffs, for a total of $28.50. Looking at the projected inpact
over the next 30 years assumng no production change, M.
Pulliam said the nominal difference would be about $17 billion
and, in 2012 real dollars, it would be about $12.9 billion. To
make up those dollars at the aforenmentioned per barrel anounts,
it would take 441 mllion barrels at 16.67 percent royalty and
487 mllion barrels at 12.5 percent royalty. At 16.67 percent
royalty, this equates to needing to develop 15 mllion new
barrels per year, or 40,000 new barrels a day, over the next 30

years. At 12.5 percent royalty, it equates to needing to
develop 16 mllion new barrels per year, or 44,000 new barrels a
day, over the next 30 years. Regardi ng how that armount of new

devel opnment relates to estinmates of what is left to find, he
said that on state lands just in the Central North Slope the
estimate is 3 billion barrels of undiscovered econonically
recoverable oil at $90 a barrel. Per year, that is 0.5 percent
of what is left.

2:09: 21 PM

CO CHAI R SADDLER requested M. Pulliamto interpret the chart on
slide 20 in one or two sentences.
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MR. PULLIAM replied the sentence is how nmuch nore oil needs to
be devel oped for the state to break even with the revenues that
are estimated will be lost in noving from ACES to CSSB 21(FIN)
am(efd fld).

CO- CHAI R SADDLER understood the answer to be 15 million barrels
per year, each year, for 30 years; or [a total of] 441 mllion
[ barrel s] over that 30 years.

MR. PULLIAM confirnmed it would be about 15 mllion barrels a
year of new oil for a total anount of between 440 million to 487
mllion barrels. In further response, M. Pulliam confirnmed
t hat each year the production equivalent of 40,000 barrels woul d
have to be added per day over the production that is forecast.
He said this exanple assunes it is all new production and he has
applied the GRE to all of this as well as the $5 [per barrel]
credit. If additional oil is brought on that does not qualify
for the GRE, then the volunes required would be | ower.

2:10:46 PM

REPRESENTATI VE TARR asked what discount rate was wused to
cal cul ate breaking even. She further asked what vyear during
this period of 30 years was assuned for when the new barrels
woul d cone on line.

MR. PULLIAM responded the figures are all done in real 2012
dollars, so the discount rate is inplicitly 2.5 percent. He
bel i eved his assunption was four years from now for when new oi
woul d start com ng on |ine.

2:11:31 PM

MR. PULLI AM resunmed his presentation, addressing how reasonabl e
it is that this new production will happen. There is no formnula
that will predict, he noted, but it can be looked at as to

whether this is or is not a gargantuan task. As seen on slide
20, what needs to be developed is 0.5 percent of undiscovered
resources each year; over 30 years that is about 15 percent.
From the standpoint of physical capability that would not seem
to be an unreasonabl e amount, but what would that take capital-
W se? Assuming a developnent cost of $20 per barrel, he
calculated it would be about $300 million [slide 21].

2:12:40 PM
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MR. PULLIAM in response to Co-Chair Saddler, reiterated there

is [an estimated] 3 billion barrels of wundiscovered oil. In
further response he confirnmed that 0.5 percent of 3 billion
barrels would have to be found and produced per year, for a
total of about 15 percent [of the 3 billion barrels]. Thus, new

producti on does not have to be nore than what is thought to be
| eft and econom cal ly avail abl e.

CO CHAIR SADDLER surm sed, then, that this is not a pipe dream
and is within the real mof possibility.

MR. PULLI AM concurr ed.
2:14: 03 PM

MR, PULLIAM returned to slide 21, saying that at a per barrel
devel opment cost of $20, about [$300 nmillion] per year in
additional investnent would be needed. Relative to the $2.4
billion invested in 2012, this would be about a 12.5 percent
increase in investnent, so not a gargantuan |evel of increase.

2:14: 40 PM

REPRESENTATI VE TARR recalled hearing that some of the current
investnment is related to the credits [under ACES], sonme of which
would be going away under CSSB 21(FIN) amefd fld). She
i nqui red what the inpact would be given that CSSB 21(FIN) an{efd
fld) renoves 10 percent of the incentive available now for sone
of that capital investnment. She further recalled criticismthat
the [current] credits have not |ead to new production and asked
whet her there should be a nore critical |ook at where that $2.4
billion was spent to see the inpact of where those dollars go.

MR. PULLI AM regarding whether the credit com ng down woul d nmake
the spending less likely, answered he would say no because the
credit is a part of an overall system VWiile the current
overall system has a higher level of credit, it has a nuch
hi gher |evel of take once the oil starts to be produced; so the
overall economcs are not as attractive as the lower credit and
the lower take proposed under CSSB 21(FIN) an(efd fld). He
added he does not think there is any question about that and
cautioned against getting wapped up in the credit by itself.
For exanple, taken to an extreme, there could be an 80 percent
credit, but a tax of 90 percent, and this would take the state
the other way. The credit nust be treated as part of the
overal | package because how the investnent economcs work for
that package is howit is |ooked at.
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MR. PULLIAM regarding Representative Tarr's second question
that sone of this noney was spent in other ways, said he hopes
it is not being spent in ways that do not |ead to production.
However, even if it did, it is part of this $2.4 billion and how
much nore is needed to get to the developnent of 15 mllion

barrels a year. It is really that increnent that is being
tal ked about, and that increnent is about $300 million, which is
12.5 percent of what was spent in 2012. It gives a sense as to

how gargantuan is this task.
2:17: 30 PM

REPRESENTATI VE  SEATON expressed skepticism regarding M.
Pulliam s answer to Representative Tarr's question about the 10
percent loss in credit, saying those are dollars now for new
devel opment. VWhile CSSB 21(FIN) am(efd fld) says that 10 years

from now when a producer has sone oil flowing there will be |ess
take, it also says the small producer nust spend at |east 10
nore years. Additionally, the Senate bill would take away the

smal | producer tax credit and when production started the smal
producer would inmedi ately have to start paying tax. He said he
would like to see nore analysis than just a statenent, given the
smal | producers have told the conmttee that [HB 72/ SB 21] would
probably change their decisions of investing in Al aska because
of the risk and |long-term investnent. A promse in the future
and nore expense now changes the risk/reward for other options
the smal |l producers have, such as in the Lower 48. He requested
M. Pulliamto discuss this issue further.

2:19: 15 PM

MR. PULLIAM replied he has had discussions and has listened to
all of the testinony of the small producers. In those
di scussions the small producers were focused on SB 21 as

i ntroduced; that version provided no ability to nonetize the
| osses, so the small producers would have gone from being able
to nonetize 45 percent of their expenditure to having to carry
forward that full anount. In his view, the one producer nost
concerned about that was Pioneer Natural Resources Al aska, Inc.

however, viewed as a package, he said he thinks the others
| ooked at the change nore favorably. As the bill worked its way
through the Senate the small producers came back and talked to
t hat body; he suggested conmittee nenbers particularly listen to
Arnmstrong G & @Gas, I nc. and Brooks Range Petrol eum
Cor por ati on. Al though he did not recall Pioneer com ng back
after the changes proposed in the Senate, he said he thinks
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Pi oneer views the package as being very favorable and pro-
i nvest nment .

MR. PULLIAM regarding nore analysis, referred Representative
Seaton to the chart on slide 11 in which a |ot of analysis was
done looking at the value and investnent netrics of this
proposal. M. Pulliam contended the proposal undoubtedly raises
the value of this investnent on any level to a new participant,
even wthout the additional 10 percent credit or the carry
forward of the small producer tax credit. He pointed out that
the NPV is doubled, the profitability index (Pl) is increased

the internal rates of return (IRR) go up, the cash nmargins go
up, and the governnent take goes down. Sure, if he was a
producer getting credits he like to keep getting those and al so
have | ower taxes. However, he continued, the package under CSSB
21(FIN anm(efd fld), from the standpoint of either a new
participant or incunbent, is nuch stronger from an investnent
st andpoi nt than what Al aska has under ACES.

2:21: 52 PM

CO CHAIR SADDLER inquired whether it is true that replacing
credits, like the current qualifying capital expenditure (QCE)
credit that does not necessarily lead to production, with the
GRE and the $5-per-barrel credit will lead to investment that is
nore efficient or nore focused on actual production.

MR, PULLI AM offered his belief that it will and is a better way
of providing the kind of incentive to get additional barrels
than sinply having the QCE credit.

2:22:29 PM

MR. PULLIAM resum ng his discussion of the reasonabl eness test,
di spl ayed a graph [slide 22] of the estimated capital spending
for exploration and devel opnent on Al aska's North Sl ope conpared
to spending in the rest of the U S and the world for the years
2003- 2012. Over that tinme period, he said, Al aska s spending
went up about 250 percent total, whereas worl dw de spendi ng went
up about 400 percent and U S. spending went up a little nore
t han 450 percent. Keepi ng these nunbers in mnd, he turned to
anot her reasonabl eness test depicted on slide 23, noting that
had investnment in Al aska kept pace with the rest of the world,
an additional $1.6 billion would have been spent in Alaska in
2012. Responding to Co-Chair Saddler, he reiterated that
wor | dwi de spending went up 400 percent over the |ast decade.
Spending in Alaska in 2003 was about $1 billion, and had
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spending in the state gone up at the sanme rate as worl dw de
Al aska woul d have been at $4 billion in spending in 2012 instead
of the actual $2.4 billion, a difference of $1.6 billion.
Continuing, he said he is asking the question of what that $1.6
billion would turn into in terns of devel opnent. At $20 per
barrel [in production cost] it is about 80 mllion barrels and
Al aska needs 15 mllion barrels a year; so, from the standpoint
of keeping up with the Jones's, Alaska would be there.

2:24: 37 PM

REPRESENTATI VE TARR inquired how the unique situation of joint
operating agreenents on the North Slope is accounted for. I n
the past, she said, expenditures desired by sone partners were
vetoed by one of the partners so that the spending did not go
forward

MR. PULLI AM di sagreed the North Sl ope joint operating agreenents

are uni que. He said there are joint operating agreenents
wor|l dwi de that require agreenent anongst owners and that are
operated in simlar ways as on the North Sl ope. Rarely does a

big field have just one owner; therefore, he would say that is
one thing that nakes them conparable. Additionally, in |ooking
at effects over tine since 2003, the sane issue of joint
operating agreenents remains on the North Sl ope, so he does not
try to untangle that from the anal ysis. It is an issue, but it
is an issue in Al aska as well as el sewhere and he does not know
that it could be untangled from analysis even if that was
want ed.

2:26: 32 PM

REPRESENTATI VE TARR asked whether it is possible to get the
representative conpanies and actual data used to produce the
graph on slide 22.

MR. PULLI AM responded that, with respect to the North Slope, he
does not think he can provide the underlying data because it is
confidential, but he can provide it in aggregate form Wth
respect to the others, he said he does have the details for sone
of the years as opposed to just the aggregate.

COCHAIR FEIGE noted this is a repeating issue that cones up.

Based on the confidentiality of these tax returns, he continued,
at least three of them nust be aggregated to provide a nunber.
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REPRESENTATI VE TARR said BP's [recent oil spill] in the Gulf of
Mexico may have |limted the conpany's opportunities for
investments in North Anerican and el sewhere. Therefore, it
would be helpful to nore critically examne the data used to
create the graph.

MR. PULLI AM agreed to provide as nuch detailed information as he
can. The worldwide and U.S. figures in the graph are all public
i nformati on, he continued, so there is no confidentiality there.

2:28: 04 PM

REPRESENTATI VE SEATON said he would like to distinguish Prudhoe
Bay from other places on the North Slope and around the world
because it requires the agreenent of all three owners for
investnment to nove forward. According to the information he
has, only one other field in the world has the sane criteria
where all participants nmust agree to the investnent or the
project is vetoed. He recalled that two enhanced oil recovery
projects in Prudhoe Bay were proposed and sanctioned by BP, but
were vetoed by Exxon. He maintained there is a broader question
here if Alaska is counting on Prudhoe Bay being nost of that 5
percent that needs to be devel oped because there is a greater
restriction in that than other fields. He requested M. Pulliam
to discuss this further in witing.

MR. PULLI AM answered that, first, nost fields are operated in a
manner where, at the very least, there nust be mority
agreenent to nove forward on anything. Second, this is not a
situation new to Alaska; it has been here so that aspect is
controlled for in his analysis when |ooking at the potential of
changing from one |evel to another. Third, it is looking at a
situation of changing the tax climte and making things nore
profitable and how likely it is to see a favorable investnent
response. Those netrics have been | ooked at to see whether they
have been nmde attractive here versus opportunities elsewhere.
Lastly, the revenue requirenent he |ooked at has anticipated
that this would all qualify for the GRE, so it would all be new
producti on, and then couching it in terms of what s
undi scovered. Prudhoe Bay is sonething that has been di scovered
and it would be great to get sone nore production there as well,
and the economcs - the proposed changes - neke that a high
probability. However, what he is showing here is that nore
production from Prudhoe Bay is not required to get to the kind
of volumes that are needed.

2:31: 34 PM
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CO-CHAI R FEI GE asked where the other field with the sanme kind of
joint operating agreenent [as Prudhoe Bay] is |ocated.

REPRESENTATI VE SEATON replied he does not recall its nanme, but
that it is in Indonesia and is associated with a |large pipeline.
He said he was at a Pedro van Meurs' tax seminar and a fellow
from Australia was famliar with only one other field in the
worl d that had this sanme constraint as in Prudhoe Bay.

2:32: 37 PM

REPRESENTATI VE TUCK, referring to slide 22, asked whether U. S
spendi ng i ncludes or excludes the Al aska North Sl ope.

MR. PULLIAM answered he subtracted the North Slope from U S
spending to get the figures on the slide. In further response,
he clarified that the published U S. figures include the North
Sl ope, but for this slide he subtracted out the North Sl ope.

REPRESENTATI VE TUCK i nquired whether M. Pulliam subtracted U. S
spendi ng fromthe worl dw de spendi ng.

MR. PULLI AM answer ed the worl dw de spendi ng includes the U S.
2:33: 25 PM

COCHAIR FEIGE said that does not work and asked whether the
wor | dwi de spendi ng depicted on slide 22 includes the U S

MR. PULLIAMreplied the U S. is part of the world.

REPRESENTATI VE TUCK said Alaska is part of the U S. but was
excluded fromthe U S

MR. PULLI AM responded he subtracted Al aska from all of these
figures.

2: 33:48 PM

CO- CHAIR FEIGE said the bar on the graph for worl dw de spendi ng,
t hen, would have to be higher than the U S. bar.

MR. PULLIAM clarified the bars on slide 22 are indexes, so it is
changes over tine that are being |ooked at. To explain how the
bars are constructed, he pointed out that spending in Al aska in
2003 was $1 billion, so the index value is 100 on the graph.
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Spending in Al aska rose to about $2.4 billion in 2012 so on an
i ndex basis that is 240; thus it is 240 percent of the level it
was in 2003. Wiile Alaska was at $1 billion in 2003, U.S.

spending was probably $100 billion and worldw de spending was
probably $250 billion. Thus, this graph is showing that U S
spending overall has increased the fastest, and worldw de

spendi ng has increased a bit slower than the U S., and Al aska is
sl ower than either one.

2:35:20 PM

REPRESENTATI VE TUCK asked why the North Slope is not included in
the overal|l average worl dw de spendi ng.

MR. PULLIAM replied that could be done, but the picture would
not | ook any different because spending in Alaska is so smal
relative to the world. What is trying to be done is conpare
changes in Alaska to changes el sewhere. |In doing that, subtract
Al aska out and |ook at Al aska versus the U S. and versus the
rest of the world.

2:36: 16 PM

REPRESENTATI VE TARR noted that some of the wearlier years
depicted on slide 22 include years where Al aska's tax system was
under the economic limt factor (ELF) wunder which there was
effectively no tax on sone of the largest producing fields. She
surmsed if overall behavior is related to tax rate, then Al aska
shoul d have seen significant spending under that scenario.

MR. PULLI AM responded it can be seen during that tine period
that spending increases in Alaska are roughly consistent wth

spendi ng increases elsewhere in the world. Spending in that
early period was not held back by the tax rate, but rather by
the low oil prices. The rate of increase everywhere in the

world is not the kind of increase that has been seen in the | ast
five years as conpared to the first five years of that [2003-
2012] tinme period.

2:37:26 PM

MR. PULLI AM continued his presentation, noving to slide 24 and
again resumng his discussion of the reasonabl eness test. He
said a group of economists studied the inpact of tax rates by
constructing a nodel to try to predict the inpact of changes in
tax rates on drilling, among other things ["State Taxation,
Expl oration, and Production in the U S. GOl Industry" by Kunce
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Gerking, Morgan, and Mddux, Novenber 26, 2001]. The aut hors
| ooked at rates in a nunmber of different states, constructed a
nodel , and then applied their nodel to Wom ng.

2:38: 53 PM

REPRESENTATI VE HAVWKER i nquired whether M. Pulliam places high
or lowcredibility on the quality of work in this study.

MR. PULLIAM replied it is not a peer-reviewed study. He said he
has |ooked at the study, but has not dug into any of the
underlying calcul ations. Directionally, the results |oo0ok
correct, but he cannot say about the magnitude of them He said
Professor Gerking talked to the Alaska Senate |ast year about
potential inpacts in Al aska, but nmay not have been famliar at
that tinme with the Al aska tax system M. Pulliam offered his
belief that all the analyses were done based on the old gross
system He reserved judgnent on the study, but said the kind of
i npacts tal ked about, and the neasuring on drilling responses to
tax rate changes, do seem reasonable and sone of the results in
the study match with the reasonableness tests he is presenting
to the commttee.

2:40: 27 PM

MR. PULLIAM returned to his presentation, saying the econom sts
in the aforenentioned study went through a thought experinent by
| ooking at Wonmng to see what would happen if the tax rate was
doubled in that state. They found that doubling the tax rate
did not have a huge inpact on production, but Wonmng got a |ot
nmore production taxes. They al so found that while the doubling
did not have a huge inpact on production, it had a big inpact on

drilling - and, in Alaska, drilling is the driver of getting
addi ti onal production. Sonmething to keep in mnd, he pointed
out, is that doubling the tax rate in Womng is going from5.3
percent to 10.6 percent, about a 3 percentage point change in
government take. Directing attention to page 22, table 3, of
the Gerking study he noted that a doubling of the tax results in
a 19.4 percent drop in drilling. Moving to slide 24 of his

presentation, M. Pulliam said he decided to turn that result
around and calculate the percentage if taxes were dropped from
10.6 percent to 5.3 percent and found that it would be a change
of about 23 percent. Thus, for each 1 percent drop in the
severance tax rate there is about a 4 percent change in
drilling. Under CSSB 21(FIN) am(efd fld), Alaska is |ooking at
about a 10 percent drop in the effective gross tax. So, if this
same kind of relationship in drilling inmpact holds in Al aska,
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that woul d suggest about a 43 percent change in drilling. I n
2012 the Alaska North Slope had 60 wells started that produced;
a 43 percent increase would be about 26 additional wells a year.
In the first year of production, 26 wells would produce about 11
mllion barrels. Assumng a 15 percent decline over the life of
the production, that would be about 72 mllion barrels, which is
a lot higher than the 15 mllion barrels the commttee just
| ooked at.

2:43: 32 PM

MR. PULLI AM al | oned he cannot say whether the results translate
from Womng to Al aska, although the authors of the study think
the results would be generally applicable. To further test the
reasonabl eness of achieving breakeven devel opnent, M. Pulliam
said he therefore conducted the sane analysis as he did on slide
24, but at half the predicted response rate, which translates
into 13 new well starts per year [slide 25]. Over the life of
those wells, about 36 mllion barrels would be produced, which
is nore than double what Al aska would need to break even on
revenues.

2:44: 36 PM

REPRESENTATI VE SEATON noted the Gerking study is from Novenber
26, 2001, when oil prices were $14-$%$20 per barrel; increasing
the tax from 5.3 to 10.6 percent on the gross at such a |ow
price would nean going bankrupt or backwards. He said he is
skeptical on how doubling a gross-based tax at low prices is
applicable to a profit-based tax at today's prices. He
cont i nued: "That is why we are here is because people are
saying ... we went to a scenario at $65 a barrel and now we are
$100 a barrel, and ... is the applicability the same. ... Taking

this assunption for reasonabl eness and saying that we were in
$15 a barrel oil and we are doubling the gross tax rate, which
you have to pay no matter whether you are nmaking a profit or
not. | think those outcones and those decision points ... could
be quite different."”

MR. PULLI AM agreed they could be different and added that these

kinds of things are taken with a grain of salt. There is not a
lot of work in this area, he said, it is a very difficult thing
to tease out. But this is an exanple of one that has been done
and the kind of relationships that were found. One of the
reasons he ran a sensitivity test is in case these things do not
directly translate over - perhaps it is only one-half or one-
third that effect [slide 24]. However, it is all still pointing
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to say that that breakeven volunme is sonething that is doable
and is not a big stretch, which is the point here.

2:47:33 PM

CO CHAIR SADDLER comrented this is an interesting calculation
and said he would like to have nore famliarity with it before
he gives it a lot of credence. He asked whether this is the
only test of reasonableness and why this particular one was
presented to the commttee.

MR. PULLI AM responded he | ooked to see whether there are studies
that have | ooked at what effect mght be gotten froma tax rate
change. There is not a lot and this is the one he has seen

Al so, one of the authors talked to the |egislature |ast year.

2:48: 26 PM

CO CHAIR SADDLER said Representative Seaton has Dbasically
questioned the wvalidity of the study because it is old and
different conditions. He inquired whether there is a better,
nore reliable, nore up-to-date study.

MR. PULLI AM answered he does not believe there is sonething nore
reliable or nore up-to-date, and he is not saying that this
study is. There is not a formula he can give the conmttee, he
reiterated. [ The Gerking study] is one piece anong several:
slide 20 |ooks at how reasonable is it to expect that Al aska
m ght get this kind of change; slide 11 |ooks at the investnent

metrics, which would increase considerably. Then there is
| ooking at how nuch nore production is needed - which is 15
mllion barrels a year - and how that relates to what is |eft
[to be discovered]. That 15 mllion is not a lot, so fromthat
standpoint it would be reasonable to assume that Al aska could
get it. Slide 21 |ooks at how nuch additional capital would be
needed to get that 15 mllion barrels; that capital is $300
mllion a year, a 12.5 percent increase from 2012. Achi evi ng

this increase is not a stretch as can be seen on slide 23 which
| ooks at the spending increases that have happened in the rest
of the world wunder tax rates that Alaska wuld be nore
conparable to. The Gerking study is another piece that suggests
such an increase is not an unreasonable result. Wil e he woul d
not use this study to predict, it is one piece to consider.

2:50: 25 PM
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CO- CHAIR FEIGE understood M. Pulliam to be saying he is not
really predicting that this is going to be the end result; just
that the possibility exists that it could be done.

MR. PULLIAM replied one has to | ook and bal ance the evidence.
2:50: 37 PM

CO CHAI R SADDLER understood the last three lines of slide 23 to
be saying that if Al aska had seen the same increase in capita
investment as had the rest of the world, Al aska would have had
$1.6 billion nore spending which wuld have encouraged the
production of an additional 80 mllion barrels of oil.

MR. PULLIAM said $1.6 billion would be enough to develop an
additional 80 mllion barrels at $20 a barrel. In further
response, he confirmed this would not be per day.

CO CHAIR SADDLER, continuing, understood it would take 15
mllion barrels per year for the state to break even or get back
what it has given in | ower tax rates.

MR. PULLI AM responded correct. Responding further, he confirned
that 65 mllion barrels is the additional amount of production
[ per year] that Alaska could have seen if investnent in Al aska
had been at the sane rate as in the rest of the world.

2:52: 07 PM

MR. PULLI AM skipping slide 26, concluded his presentation by
nmoving to slide 27 to discuss how the divisible inconme is
divided up between state governnent, federal governnment, and
pr oducer. The divisible inconme is the net value of the oil
after costs, explained. Under ACES, at a West Coast ANS price
of $60 ($2012) per barrel, the state take is a little nore than
40 percent. State take includes taxes, royalties, ad val orem
and incone taxes. At $120 the state take is just shy of 60
percent and at $140 the state take is just over 60 percent.
Producer take declines over this price range [to about 39
percent at $60, about 28 percent at $120, and about 26 percent
at $140]. Under CSSB 21(FIN) am(efd fld), the takes basically
remain flat across the price spectrum state take is about 43
percent at $60, rising to about 45 percent at $140; producer
take is in the md-30 percent range, slightly declining as the
state take rises; and federal take is just bel ow 20 percent.

2:53: 39 PM
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REPRESENTATIVE P. WLSON observed that [under CSSB 21(FIN)
amefd fld)] the take for each entity basically renmains the sane
between a price of $60 and $140 a barrel. She asked whet her
this is still the case at prices bel ow $60 and above $140.

MR. PULLI AM answered that at the top range it does not really
change much from what is seen on slide 27. At very low prices
the state take would go up - the state would get regressive at
| ower prices.

2:54:21 PM

REPRESENTATI VE SEATON inquired what dollar anmount is being
transferred from the state to the federal governnment at the
price of $120 per barrel.

MR. PULLIAM replied he does not know the dollar anmounts, but
under ACES the federal take is about 14 percent and under CSSB
21(FIN) am(efd fld) it is just below 20 percent. The federa

government gets its share from a conbination of the state and
the producers because what producers pay in state taxes is
deducti bl e against their federal taxes. The producers wll have
nmore profit, which will be shared 35 percent to the federa

governnment and 65 percent to the producer.

2:55:37 PM

REPRESENTATI VE TUCK observed the naxi mum price depicted on slide
27 is $140 and noted that the Oganisation for Economc Co-
operation and Devel opment (CECD) forecasts prices of $170-%$220
in 10 years. He requested M. Pulliam to prepare a graph that
goes up to a price of $250 a barrel

MR. PULLI AM agreed to do so.
2:56:17 PM

REPRESENTATI VE TARR returned to slides 24-25 and requested M.
Pulliam to prepare a chart for governnent take that drops from
60 percent to 50 percent, so the difference can be seen between
going from60 to 55 percent versus 55 to 50 percent in an effort
to determne the "sweet spot" for getting this new amount of
i nvest nment .

MR. PULLIAM replied these relationships will not be continuous
because at sone point governnent take is going to "choke it off
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you are going to fall off the cliff" and which is where he
t hi nks Al aska has been. So reducing 10 percentage point from
that level down may well get a nmuch bigger inpact than
i ncreasi ng governnment take in a system that goes from 5 percent
to 10 percent; that is a 3 percentage point governnent take at a
fairly |low governnment take |evel. So, with that background, he
woul d not be surprised to see a bigger inpact with the kind of
change being tal ked about than just a proportional change in the
gover nnent take.

2:58: 10 PM

REPRESENTATI VE TARR requested M. Pulliam to do sone eval uation
of that for the commttee, perhaps |ooking at Alaska' s current
government take and evaluating it by percentage point change and
then 1 or 2 percent beneath that; sonething that would give the
commttee an idea of the bang for the buck in a bracketed way.

MR.  PULLIAM responded doing it quantitatively would be a
gargantuan task, but said he can provide a qualitative analysis.

2:59: 00 PM

CO CHAI R FEI GE thanked M. Pulliam for presenting the governor's
point of view He recessed the neeting to a call of the chair,
saying the next presentation will be from the legislature's
consul tant [Janak Mayer, PFC Energy].

4:40: 02 PM

COCHAIR FEIGE called the House Resources Standing Conmttee
nmeeting back to order. Representatives P. WIson, Tuck, Hawker,
Saddler, and Feige were present at the call back to order.
Representati ves Johnson, O son, Seaton, and Tarr arrived as the

meeting was in progress. Representative Herron was also
present .
4:40:12 PM

JANAK MAYER, Manager, Upstream and Gas, PFC Energy, stated Econ
One Research provided a good introduction to what CSSB 21(FIN)
amefd fld) would do. To frame the issues and ains overall, he
said he will start with the fundanmental problens that PFC Energy
has identified with Alaska's Clear and Equitable Share (ACES)
and where and how those issues are addressed in CSSB 21(FIN)
amefd fld) [slide 2]. He said the |argest issue, and the
center of debate, is the high governnent take under ACES. The
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very high degree of progressivity under ACES neans Al aska's
regime, relatively speaking, is unconpetitive conpared to many
jurisdictions it would be conpeting against for investnent
capital, particularly at the current high price levels. Another
i ssue under ACES is capital credits and the significant downside
exposure these create for the state in low price environnents,
for high cost projects, and for projects that are not entirely
or not at all on state |and. The capital credits, plus the
producer's ability to buy down its tax rate through spending,
nmeans there are many different circunstances under which the
state can find that on a production tax basis, it effectively
contributes nore in low price environnents and for high-cost
projects than it actually reaps through the production tax.
That is particularly the case for a project that is not entirely
on state |lands where the royalty received by the state is also
substantially less, but the royalty is still making the sane
effective contribution through tax credits to the cost of
devel opnent of a project.

4:43: 21 PM

MR. MAYER said all of the aforenentioned points cone back to a
cormon one - the issue of high narginal rates. H gh margi nal
rates under ACES create the buydown effect, neaning if a
producer has a current high level of tax under ACES because of
where it is on the progressivity scale, it can reduce its tax
burden by spending additional capital. This benefit accrues to
an incunbent producer but not to a new devel opnent. In
addition, it is not always clear that that benefit actually
translates into the way a conpany | ooks at the economics of its
proj ects. It is a case after the fact once a producer knows
exactly what the oil price was. In ternms of the way a conpany
runs economcs on a project, the benefit it gets from rates of
return and other things from the buydown effect is in sone ways
epheneral - it is nice to have but a conpany cannot always rely
on it. But, it does nean that a producer gets very different
econom cs when it looks on an increnental basis and a stand-
al one basis and it is not always clear which of those, even to
an existing producer, Dbest represents the actual fundanental
econonics of the project. Even if a producer chooses one or the
other, it is very different econom cs between a new devel opnent
for a new producer that has no production versus a new
devel opnent on an increnental basis for an existing producer.

4:45:11 PM
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MR. MAYER enphasized ACES is a conplex system because of the
many different conponents and because of all the different
capital credits. But, ultimately, it is nost conplex because it
is very difficult to take a sinple look at the system and
understand what it does because what it does and how it works is
very different in different price environnments for different

types of producer. More than anything, he opined, it seens the
state should be seeking to create a much nore overall |evel and
neutral playing field that treats everyone the sanme - that gives
everyone the sane basic economics - and he will |ater tal k about
how CSSB 21(FIN) amefd fld) achieves that. The very high
marginal rates also nean that producers face very little
incentive for greater efficiency in costs. If a producer is

faced with an effective marginal tax rate of 70, 80, or alnost
90 percent, the benefit it gets from saving $100,000 is
ultimately one-fifth to one-tenth of its savings and unless
there is significant benefit from making investnents to achieve
efficiencies, in nmany cases it will not be worth doing so under
ACES. Utimately, these all add up to a conplex system wth
often counter-intuitive effects.

4:46:41 PM

MR. MAYER reviewed how CSSB 21(FIN) am(efd fld) ains to tackle
t he aforementi oned issues. Mst significantly, he said, through
elimnating progressivity, CSSB 21(FIN) an(efd fld) creates an
overall neutral reginme that gives a steady |evel of governnent
take across a very wide range of prices - essentially close to
65 percent government take at prices as low as $70 a barrel to
over $160. The bill limts the dowmside risk to the state from
the capital credit by elimnating the capital credit. However,
it does not elimnate the downside risk because it maintains the
net operating loss (NOL) credit, which is at the rate of 35
percent rather than [the current] 25 percent to go with the
hi gher 35 percent base rate. That seens a manageabl e downsi de
risk, he said, because it is 35 percent effective governnent
support for spending versus the 45-90 percent effective support
for spending under ACES depending on whether one is a new or
i ncunbent producer.

4:48: 07 PM

MR. MAYER addressed the question that cane wup during M.
Pulliam s testinony about the possibility of negative taxes from
the gross revenue exclusion (GRE) in a low price environnment
under CSSB 21(FIN) am(efd fld). He confirmed that that is the
case, saying it would be a remaining exposure to the state under
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the Senate bill. However, he continued, that exposure also
exi sts under ACES; the difference under CSSB 21(FIN an(efd fld)
is that nost of the downside risk is controlled because of
elimnating the capital credit. It remains an issue primarily
with projects that are eligible for the GRE - so, by definition,
no existing production and only a small portion of production
over the conming years as new projects conme on |line. Most
inmportantly, CSSB 21(FIN) am(efd fld) achieves a balance within
the system through conpletely even inpacts for an incunbent
versus a new producer. It suddenly becones very clear to assess
how the system works, what it neans for any nunber of different
producers because its inpacts are equivalent across the spectrum
and across a wi de range of prices.

MR. MAYER further said that a neutral reginme also creates just
one |ow, constant marginal rate. The marginal tax rate under
CSSB 21(FIN) an(efd fld) is the 35 percent that is specified in
the base rate, creating a very strong incentive for producer
efficiency in cost control of investnents that can bring down
costs and increase efficiencies. A bal anced regine for both a
| arge and snall producer, along with elimnation of the capital
credit, allows for the 2016 sunset of both the small producer
tax credit and the exploration credit under CSSB 21(FIN) amefd
fld). The state is still able to achieve its intention that
smal | producers are not disadvantaged, while getting rid of a
nunber of the perverse and counter-intuitive aspects of ACES.
Particularly once those things have been sunset, the state wl|
have an overall nmuch cl eaner and nmuch sinpler fiscal system

4:50: 57 PM
REPRESENTATI VE SEATON said he is trying to figure out the idea

that the balanced systemis this goal the state has. The state
was trying to incentivize production from new participants

through its tax regine, he continued. They responded actively
and the state has lots of new participants, |eases, units
applied for, and exploration drilling taking place. The hi gher
mar gi nal anount for the producers did not stinmulate them to
invest in the legacy fields. It sounds like it is being said
that a |egacy owner cannot analyze what it is wth existing
producti on. They know they have a higher buydown, higher

marginal rate, and that they get a lot nore investnment on an
i ndi vi dual expenditure from the state, yet they have chosen not
to accelerate their capital spend and increase production I|ike
the smaller participants have. Wiile both systenms would be
anal yzed as being the sane [under CSSB 21(FIN) am(efd fld)], the
state would have less incentive for the producers because they
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will get less support at high prices and there will be fewer
credits available for the new producers. He asked how this new
bal ance achi eves the goal of stinulating the investnent.

4:53: 28 PM

MR. MAYER replied he does not concur that ACES has been a boon
for small producers and has attracted an enornous nunber of them
to the state. Looking at who is actually in Alaska and active,
Ni kai tchuqg and Oooguruk are the best exanples of significant
projects that have conme on line in recent years, and they were
di scoveries that occurred and were put into sanction before
ACES. Utimately, he continued, ACES had a detrinental inpact
on the econom cs of those projects. A nunber of explorers have
come to Alaska and potentially nmade promsing finds but said it
would require a better tax regine. So, in his opinion, it is
not quite clear that sonmehow ACES has been a boon to snall
producers in that sense. It certainly is a boon if a conpany is
just an explorer just looking to prove up a prospect with no
intention of taking that into production because it provides
that explorer with a high level of governnent support for
expl oration costs. Beyond that, it is hard to see how ACES
hel ps, whether a snmall or |arge producer.

4:55: 06 PM

MR. MAYER, <continuing his response, said his conment on
i ncremental economcs was not that people are unable to figure
out what the benefit is. Rat her, producers assessing the
econom cs of projects look at themin a wi de nunber of ways and
a project needs to nmake sense on a stand-alone basis before

|l ooking at the question of after-tax benefits. A large
devel oper producing a large project is not devel oping a project
in order to purchase tax equity for itself. It is looking to

make a substantial investnent in a long-term asset that produces
significant cash flow over the very long termin a very, very
wi de range of price environments. Being able to |look at a chart
and seeing that, in theory, a magical internal rate of return
(IRR) can be had if the producer can get an oil price of exactly
$120 over the next 20 years, does not help that producer in the
real world of actually assessing project economcs. It seens
ACES is a system engineered to achieve certain magic goals, |ike
a higher IRR at $120 if an existing producer is |ooking just at
that one price level at increnental economcs. It is the system
that one creates when trying to pull as many |levers as possible
to hit particular targets, rather than a system that one creates
if saying that what is wanted is an overall, sinple, balanced
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conpetitive regine that lets the private sector make the crucia
deci sions about allocation of capital and prices at a |evel
playing field and then let the private sector play.

4:57:16 PM

MR. MAYER conmenced his presentation, discussing the key changes
that CSSB 21(FIN) am(efd fld) would nake to the state's current
tax system under ACES [slide 3]. The current base tax rate
woul d be increased to 35 percent, explained. Progressivity as a
separate construct under ACES would be elimnated; however, the
$5 per barrel allowance under CSSB 21(FIN) am(efd fld) would be
an inplicit progressivity that is progressivity just sufficient
to counteract the regressive nature of the royalty and provide
an overall balanced, steady, neutral |evel of governnent take.
The maxi mum tax rate of 75 percent under ACES would be reduced
to a maxi mum 35 percent, also known as the base rate under the
Senate bill. Further, CSSB 21(FIN) am(efd fld) provides
incentives for new production. [A gross revenue exclusion
(GRE)] would apply to new producing areas, expansions to
exi sting producing areas, or areas in |legacy fields that are not
currently contributing to production that the Departnent of
Nat ural Resources (DNR) has certified as such. The Senate bil
elimnates the current capital credits and the net operating
loss (NCOL) credit would be increased from 25 percent to 35
percent to match the Senate bill's base rate. Additionally, the
NCL credit would be nonetized over one year rather than two
years. Al so, CSSB 21(FIN am(efd fld) would sunset the current
smal | producer credit and the exploration credit in 2016.

4:59:21 PM

MR. MAYER conpared government take at base production between
ACES and CSSB 21(FIN) am(efd fld) [slide 4]. He pointed out
ACES is a steeply progressive tax systemthat rises particularly
steeply from a West Coast Al aska North Slope (ANS) price of $70
a barrel to $120-$125. The $120-%$125 reflection point roughly
matches with $92.50 a barrel in production tax val ue. Beyond
$125, the progressivity levels out somewhat but still steadily
i ncreases until going above 75 percent governnment take at $150,
ultimately reaching over 80 percent governnent take at the
hi ghest price levels for existing production. Under CSSB
21(FIN) am(efd fld), progressivity is replaced with essentially
a nearly flat 65 percent governnment take, comng down to about
64 percent at the | owest price |evels.

5:00:31 PM
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REPRESENTATI VE TUCK inquired what the value is to the State of
Al aska for each percentage point.

MR. MAYER replied he will need to check, but his guess is around
$100 mllion.

CO CHAI R FEI GE asked at what price.
MR. MAYER responded at the current oil prices of $100-$110.
5:01: 10 PM

MR. MAYER turned to discussion of the new production that woul d
be eligible for the gross revenue exclusion under CSSB 21(FIN)
amefd fld) [slide 5]. Under ACES, rates of governnent take are
actually higher for new devel opnents on a stand-al one basis than
for base production or a new project on an increnmental basis,
rising to rates substantially above 75 percent at upper price
| evel s. However, the Senate bill seeks to further incentivize
new devel opment by applying the GRE, essentially getting the
governnment take down to 60-61 percent across a very broad range
of prices.

5:02:11 PM
CO CHAI R SADDLER requested a definition of stand-al one project.

MR. MAYER answered stand-alone neans looking just at a new
project by itself wth nothing else. It can be viewed as what
that project |ooks like for a conpletely new producer with no
exi sting production, or sinply as an exercise in |ooking at that
project by itself and assessing its economic value by itself.
In further response, he explained stand-al one versus increnental
means rather than |ooking just at that one project, an existing
producer would add that project onto the producer's view of the
base portfolio and run it through a nodel. Then the producer
woul d take just the base portfolio and run it through the nodel
and subtract the difference between the two. He pointed out it
is under incremental economcs that sonme of the effects cone
into play of counter-intuitively high rates of return at
particular oil prices or very high |levels of governnment support
for spendi ng under ACES.

5:03: 53 PM
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MR. MAYER, in response to Co-Chair Feige, confirned that the $18
per barrel devel opnent on slide 5 is the capital expenditure.

5:04: 09 PM

MR. MAYER, in response to Representative Seaton, confirnmed that
stand-alone is as if Alaska had a tax system that was ring
f enced. Under CSSB 21(FIN) am(efd fld), the result is the sane
whether or not it is |looked at on a stand-alone/ring fenced
basis because the economics |ook the same either way. It is
only for ACES that there is a significant difference.

5:04: 38 PM

REPRESENTATI VE TARR observed M. Mayer used $18 per barrel in
devel opment cost [slide 5] while Econ One used $20. She asked
whet her this is enough for the devel opnent costs of heavy oil.

MR. MAYER replied it depends entirely on the grade of heavy oil
as there can be viscous and heavy or heavy and ultra-heavy.
"For the npbst expensive of those, possibly not,"” he said. On
the other hand, he said he thinks the nost expensive of those is
unlikely to be economic at current technology and current
prices. If this was run at $20 or $25 per barrel in terns of
overall levels of government take, the result would |oo0k
basically the same because it |ooks the same across a very w de
range of devel opnent cost for a new project.

5:05:31 PM

REPRESENTATI VE SEATON understood M. Myer to be saying that the
interaction between different fields, such as heavy oil or shale
oi | devel opment, would be no different on the economcs if ring
fencing was used than under CSSB 21(FIN) an(efd fld).

MR. MAYER responded that is certainly true under CSSB 21(FIN)
amefd fld) and he does not think one would want to do that in
the interest of naintaining the overall sinplicity of the tax
regi ne. Seeking to incentivize particular types of devel opnent
can be done in other ways, the gross revenue exclusion (GRE)
bei ng an exanple. Under CSSB 21(FIN) am(efd fld), a ring fenced
project making a loss would be eligible for the net operating
| oss credit, which at 35 percent is the same benefit as witing
down that | oss against the producer's current tax liability; so,
the two things are identical under the Senate bill. But, they
are not identical under ACES because of the difference between a
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25 percent net operating loss credit versus, perhaps, being
taxed at 40 percent under ACES.

5:06:51 PM

REPRESENTATI VE SEATON i nquired whether M. Myer is saying that
under CSSB 21(FIN) an(efd fld) the major producers can apply net
operating losses to all devel opnments when prices are down.

MR. MAYER answered it is not his intention to suggest, but
sinmply to say that, in terns of the fundanental economcs,
| ooking at a project on a stand-alone basis or an increnenta
basis is the sane thing under CSSB 21(FIN) am(efd fld), which is
not so under ACES.

5:07:35 PM

MR. MAYER resuned his presentation, discussing how CSSB 21(FI N)
amlefd fld) conpares in conpetitiveness of fiscal regine to
regimes simlar to Alaska [slide 6]. For exanple, taking out of
the picture countries like Ireland and New Zeal and, which have
very | ow governnment take but very little oil and gas production,
and countries |ike Kazakhstan, which have enormous oil fields
that can sustain a nuch higher level of governnent take. He
expl ained slide 6 | ooks at reginmes conparable to Al aska across a
range of different prices; each cluster of [different colored]
bars on the graph represents four different prices - red is $80
per barrel, vyellow is $100, blue is $120, and green is $140.
The left red arrow at the top of the graph represents ACES for
base production and the right red arrow represents ACES for new
devel opnment at $18 per barrel. The height difference between
the four bars indicates the very steep progressivity under ACES
- governnment take under ACES rises from 65 percent to 75 percent
across that range of prices. The effect of that progressivity
is to overall put A aska's regine at the wupper end anong
countries with which Al aska m ght seek to conpare itself. At a
new devel opment cost of $18 and prices of $100-$140, ACES is as
bad, if not worse, than Norway, which has the highest governnent
take within countries belonging to the Organisation for Economc
Co- operation and Devel opnent (CECD).

5:09: 51 PM

CO CHAI R SADDLER asked whether slide 6 includes a world average
or nean for the regions against which Al aska is conpar ed.
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MR. MAYER replied he has not calculated the nean for this

particular data set, so wll get back with an answer. In
further response, he said regines conparable to Alaska are
around the 60 percent level; for pure tax royalty regines,
probably a little below that; and for production-sharing

contracts about [60 percent].

5:10:49 PM

REPRESENTATI VE TARR observed the reginmes on the left side of the
chart on slide 6 appear to have sonewhat of a regressive tax,
and on the right side of the chart a nore progressive tax. She
requested M. Mayer to tal k about the trends.

MR. MAYER responded nany of the regines on the left side of the

chart, including Canada and the U S. Lower 48, are tax royalty
regimes in which the royalties are the nost significant portion
and royalties are inherently regressive. Those appeari ng nost

regressive are usually because they have a relatively high |evel
of governnment take and may al so have a high |l evel of costs.

REPRESENTATI VE TARR inquired whether a chart is available in
simlar format to slide 6 that conpares the profits per barrel

MR. MAYER answered he does not have that as such, but at any
given price level the governnment take is calculated by first
determ ning the divisible incone. Divisible income is all the
revenues |less the costs that are netted out. Governnent take is
t he neasure of how much of the divisible incone is going to the
governnent; by corollary, the remaining portion is the anount
going to the conpany. So, it is a percentage of each of those
barrel s at each of those prices.

5:12: 59 PM

MR. MAYER, in response to Co-Chair Feige, said [the colum on
slide 6 | abel ed Canada - Alberta OS] is Al berta oil sands.

CO CHAIR FEIGE commented that production from the Al berta oil
sands only sells for $55 per barrel.

5:13: 23 PM
REPRESENTATI VE TARR understood the chart on slide 6 does not

reflect the ability in the US. to buy state taxes towards
federal taxes in ternms of overall governnent take.
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MR. MAYER, qualifying he is unsure he understands the question
replied the chart includes all of the conponents of the fiscal
regi me conbi ned.

REPRESENTATI VE TARR presuned, then, that for Al aska the tota
governnment take should be a little bit |ower once a taxpayer
applies its state taxes towards its federal taxes.

MR. MAYER responded that, |ike Econ One, he assumed an effective
state tax rate of 6 or 6.5 percent in Al aska, rather than the
nom nal 9.4 percent.

5:14: 07 PM

REPRESENTATI VE SEATON noted the sane producers are operating in
Alaska as are in the Al berta oil sands. He related that
anal ysts attending a ConocoPhillips neeting in February [2013]

released a statenent saying conpanies are planning to reduce
their assets in the Canadian oil sands. He therefore asked why
it is being said here that it is a tax reginme that is going to
drive this differential.

MR. MAYER answered nany different factors drive investnent

deci si ons: fundanental economics of the asset itself conbined
with oil prices and the tax environnent all come together in
t hose questi ons. He said he cannot address in his presentation
a particular quote from ConocoPhillips that is specifically
about the oil sands. However, when |ooking at the overall
| evel s of investnents being nade by ConocoPhillips in the Lower

48 as a whole, and the rate of growh of those investnents in
the Lower 48 as a whole, there is no question that the conpany
sees a dramatically nore economc opportunity for itself in the
Lower 48 than it does in Al aska.

5:16: 02 PM

CO CHAIR FEI GE surmi sed a producer receiving $55 per barrel for
Al berta heavy crude is probably not naking as nuch noney as it
would in a place where the price is $95-$%$100, no matter what the
gover nnent percentage is.

REPRESENTATI VE SEATON said that is the point. Producers are
| eaving sonme of these lowtax regines because of the other
econom c factors, but it is being considering in this
presentation that basically the tax regine is the only
characteristic that is changing the econom c deci sions. It may
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well be found that this change in tax regine does not do what
was t hought because there are other considerations.

CO CHAI R FEI GE responded "possibly," but said government take is
the major expense; of the total price received for a barrel,
government take is the | argest of the conponents.

5:17:15 PM

MR. MAYER concurred with Co-Chair Feige, saying that is likely
in general. Addressing Representative Seaton, he said he is not
suggesting that governnent take is the only nmetric |ooked at or
is the only thing affecting the desirability of any investnent.
The attractiveness of an investnent is due to a nunber of things
and the economics of a project are due to a nunmber of things

including the cost structure of the project, the price received,
and the interaction of those things wth the fiscal environnment.
Taking the Alberta oil sands out of the picture and |ooking at
the rest of the fiscal regines on slide 6, it can be seen that
these are nostly fiscal regimes at a |ower governnment take as
well as environnents that have substantially |ower costs than
Al aska. Unfortunately, both of these things work against,
rather than toward, Alaska's conpetitiveness. PFC Energy has
produced a wi de range of analyses |ooking at what the different
regimes achieve, and has always tried to look at net present
val ue per barrel and rate of return of different projects. PFC

Energy frequently comes back to slides like these because,
overall, government take is a neasure that is particularly
useful and particularly easy to understand what is happening,
but it should definitely not be seen as the only one. In al

t hose cases, though, what is seen is that the econom c val ue of
projects under ACES is not conpetitive conpared to sone of the
other alternative uses of capital, and CSSB 21(FIN) anm(efd fld)
goes a long way in rectifying that problem

5:19:35 PM

REPRESENTATI VE TUCK, given that there are so many other factors
besides taxes in a fiscal reginme, requested a conparison be done
bet ween Al aska North Slope, the rest of the US., and the world
that |ooks at an investnment conparison along wth tax
conpetitiveness so a direct relationship can be seen between the
t wo.

MR. MAYER answered he can |ook at doing that and said Econ One

earlier had a useful slide in terns of |ooking at the trajectory
of investnent.
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REPRESENTATI VE TUCK concurred, but said not as specific to the
different prices per barrel as shown on slide 6.

5:20: 29 PM

REPRESENTATI VE TARR noted Al aska has a system based on net
profit rather than the gross. She asked which reginmes depicted
on slide 6 are gross and which are net profit.

MR. MAYER replied Louisiana, United Kingdom and Australia are
net profit-based systens simlar to Al aska, but purer in that
they only tax profits while Alaska is a hybrid of both gross and
net . The rest of the depicted reginmes are gross, royalty-based
regi mes.

REPRESENTATI VE TARR commented it would seem logical that a net
profits system would create a nore conpetitive regine to start
wi th because a producer would know it is not liable for taxes
until it has nade noney.

MR MAYER said he will address this when he noves to his next
two slides.

5:22:01 PM

CO CHAI R SADDLER, for purposes of slide 6, inquired whether it
matters if the regime is net based or gross based, given it
nmeasures government take, not how it was gotten there.

MR. MAYER responded correct, they can all be conpared in terns
of governnment take. The regines that are regressive tend to be
gross systems, but they can all be conpared ultimtely. In
further response, he confirmed slide 6 is therefore a fair
measur e. He added that royalties in the Lower 48 accrue to the
private | andowner rather than technically to governnent; in nost
cases, all those things are counted as governnent take for the
reason of being able to conpare like to |ike.

5:22:50 PM

MR. MAYER, returning to his presentation, said the question of
relative attractiveness of net versus gross feeds into the

guestion of regressive and progressive reginmes [slide 7]. In
general, there are two possible reasons to desire a progressive
elenment in Alaska' s fiscal regine. One is to "counteract

regressive elements in the regine to achieve sonething close to
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neutrality.” The other is to do what ACES does, which is "to go
beyond neutrality to assure a higher |evel of governnent take
for the state in high price environnments." I n thinking about
why do one or the other, it is inportant to think about what
regressive and progressive regines inmply in terns of very
different outlooks on risk and reward for governnent and for the
private sector. Regressive reginmes have many flaws, but
essentially they |limt risk to the state because they put a |ot
of downside risk on the private sector, thereby protecting the

state in low price or high cost environnments. In return they
provi de outsized benefits to corporations in high price or |ow
cost environnents. Progressive regines, by and l|arge, involve
the contrary: the state bears nore price and nore costs in

return for taking |l ess when there is less to go around and nore
when tinmes are fat.

MR. MAYER, regarding Representative Tarr's question about the
attractiveness of net profit regines, said Norway is a good
exanple in that it is a pure net profit-based tax that is at an
overall high level and quite progressive. But Norway has a
nunber of ways to keep investnent going that do not necessarily
apply to Alaska, such as a state-owned oil conpany and also a
government vehicle that can invest directly in the oil sector.
Norway is also a reginme that while having high governnment take
at the high end, also has substantially |ower governnent take
when prices fall off, so it has no regressive elenment in its
regi e. Unusual about Alaska is that it conbines a fixed
royalty with a very progressive net profit-based tax. So, from
an investor perspective, Al aska's fiscal system arguably has the
worst of both worlds because the investor still has all of the
downside risk that comes with a royalty system Under ACES, the
royalty alone can result in 100 percent government take at $60
per barrel, which is coupled with high governnent take in high
price environnments. So, rather than being a system that chooses
one or the other, ACES does both because it is a hybrid of
royalty reginme and profit-based tax.

5:26:32 PM

REPRESENTATI VE TUCK surm sed, then, sone sort of progressivity
i s beneficial.

MR. MAYER, to provide an answer, drew attention to the chart on
slide 8 which denonstrates regressivity, progressivity, and
neutrality in regard to ACES, CSSB 21(FIN amefd fld), and
royalty only. He said royalty by itself has a regressive inpact
because it is a fixed percentage of a barrel - royalty takes an
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ever greater proportion of the available cash net of costs as
prices go down. Effectively, if the price went down to $40 per
barrel, the royalty would reach 100 percent governnent take.
VWile CSSB 21(FIN) an(efd fld) does not specifically have
progressivity as a separate elenment, the intersection of the
higher rate with the $5 per barrel allowance/credit gives
sonmething that is effectively equivalent to an inplicit and mld
progressivity. The counterbal ance is that regressive element of
the royalty, giving an overall flat neutral governnment take.
Some mldly progressive elenment like that is needed in the
systemto achieve neutrality.

5:28: 09 PM

MR. MAYER, responding to Representative Seaton, confirnmed the
blue line on slide 8 delineates the 12.5 percent royalty rate on
| egacy fields and that the royalty at a price of $60 per barre
is 60 percent and at $100 it is 50 percent. Drawi ng attention
to slide 11, which depicts how the different conponents of
governnment take stack together, he clarified that when he says
"royalty only" he is neaning royalty along with state and
federal income tax, but no production tax. Thus, royalty by
itself is not 50 percent government take, rather royalty wth
the other standard conponents of the system is 50 percent
gover nment take.

5:29:23 PM

MR. MAYER, in response to Representative Tuck, confirned that
the blue line on slide 8 is the royalty plus state and federa
income tax, but no production tax. In further response, he
confirmed the red and yellow lines depicting governnent take
percentages for ACES and for CSSB 21(FIN) am(efd fld) do include
royalty.

5:29:46 PM

MR. MAYER, responding to Representative Seaton, confirnmed the
line depicting royalty percentages al so includes property tax.

5:30:12 PM

REPRESENTATI VE TARR returned attention to slide 7 regarding
regressive versus progressive regines. She understood the
argunment here as being that under ACES the state takes on sone
of the downside risk and the benefit is on the high side, and
flipping that. She inquired whether, in transitioning to CSSB
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21(FIN) am(efd fld), oil conmpanies will need to use a different
di scount route for planning projects on the North Sl ope.

MR. MAYER replied the discount rate used by oil conpanies is an
internal matter that reflects possibly, in part, the risks of a
project, but nostly it is a corporate standard to enable

different projects to be conpared agai nst each other. He said
he does not think the discount rate used would be affected; or
if it did, that it would nake a nmaterial inpact. The benefits

of different projects are conpared agai nst each other by using a
common standard. So, regardless of what the commobn standard is,
it does not change the result.

5:31:36 PM

MR. MAYER concl uded his discussion of slide 8, stating the point
is that royalty is a regressive elenent. To achi eve an overal
neutral or very mldly progressive regine, sone sort of
progressive element would still need to be included. In that

sense, the difference between CSSB 21(FIN) an(efd fld) and ACES
is in the degree of that progressivity as well as how it is
achi eved. The Senate bill contains an essentially progressive
el enent that is just progressive enough to counteract the effect
of the royalty and achieve overall neutrality rather than the
j acking up of governnent take at higher prices.

5:32: 27 PM

REPRESENTATI VE TARR asked whether M. Myer has done any
evaluation to see if some small |evel of progressivity could be
mai nt ai ned across hi gher prices.

MR. MAYER responded there are a nunber of different ways that
could be achieved should that be the direction the commttee

wants to go in. For exanple, explicit progressivity could be
i ncluded, which he wuld recomend against, or the sane
mechani sm included in the current Senate bill could be used,

which is a conbination of a higher base rate wth the
progressive elenent of the dollar per barrel exclusion to bring
it down at | ower prices.

REPRESENTATI VE TARR said she is interested in requesting how the
$5 per Dbarrel credit in the current Senate bill could be
nodi fied to have a much nore gradual incline than does ACES, so
that rather than a neutral position it is a just slightly
progressive take over higher prices.
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COCHAIR FEIGE stated that is sonething M. Myer has already
been asked to do.

5:34:50 PM

MR. MAYER resuned his presentation, explaining the $5 production
allowance is like reverse progressivity to counteract the effect
of royalty [slide 9]. He posed a scenario of 50 mllion barrels
of production. At a price of $60 per barrel, the production tax
value (PTV) totals $1 billion, for a PTV per barrel of $20 under

the terns of a profit-based tax. At the flat tax rate of 35
percent, the production tax prior to factoring in the $5 per
barrel allowance would be $350 [million]. The production

al l omance of $5 would deduct $250 [million], for a production
tax liability of $100 mllion, or 10 percent of the total PTV
rather than 35 percent. So, at this low oil price, the rate is
substantially below the notional 35 percent base rate. As oil
prices increase, the tax rate after the allowance steadily
rises, reaching a rate of 30 percent after the allowance at a
price of $140. The rate asynptotically approaches 35 percent,
never quite reaching 35 percent as prices get higher and higher.
The 35 percent is therefore better understood as the maxi mum
rate under the tax rather than as the base rate. The effect of
the $5 production allowance is, in some ways, like a mld form
of progressivity. It is reverse in that rather than going from
a fixed base and building up, it is instead decreasing from a
fixed top | evel

5:37:51 PM

MR. MAYER, in response to Representative Seaton, said the
progressive tax rate deduction shown on the bottom of the chart
on slide 9 is the difference between the 35 percent tax rate
[and the tax rate after the allowance]; so progressive tax rate
deduction is what the taxpayer was able to take off its tax rate
by virtue of the $5 per barrel allowance.

COCHAIR FEICGE interjected it is the percentage that the $5 per
barrel is worth at each price.

5:38:27 PM

REPRESENTATI VE TUCK understood nore is subtracted as the state
taxes at | ower prices.
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MR. MAYER answered this is because that $5 per barrel is fixed
and $5 per barrel is a nuch bigger proportion of a $60 barrel
than it is of a $140 barrel

COCHAIR FEICE interjected that this is to counteract the
royalty curve depicted on slide 8.

MR. MAYER added those two things are offsetting each other to
achi eve overall neutrality.

5:39: 07 PM

REPRESENTATI VE SEATON understood the gross revenue exclusion
woul d be 20 percent of everything on slide 9.

MR. MAYER replied slide 9 does not include the GRE because it is

just | ooking at existing production. In further response, he
clarified that "production allowance" is the $5 per barrel
credit. It can be referred to either way, he said, but he

prefers to think of it as an allowance rather than a credit.
5:39:46 PM

MR. MAYER, returning to his presentation, conpared the nargina
and average rates between ACES and CSSB 21(FIN) an(efd fld)
[slide 10]. He explained the depicted tax rates are not graphed
on oil price, but rather on production tax value (PTV) per
barrel, which is what the tax is actually based on. Under ACES,
the average tax rate rises steeply between a PTV of $30 [and tax
rate of 25 percent] and $92.50 (and tax rate of 50 percent)
After this, the rate of incline is shallower, reaching a maxi mum
tax rate of 75 percent at $300 per barrel PTV. At current
prices of $110 and $30 per barrel in costs, the PTV is $80. At
a PTV of $80, the marginal tax rate under ACES is just below 80
per cent . At a PTV of $92.50, the marginal tax rate under ACES
is 86 percent.

5:41: 27 PM

MR. MAYER poi nted out what can happen at this high marginal tax
rate when a producer is naking a decision on capital to spend or
to do sonething to reduce costs. At a PTV of $92.50, anything a
producer does to increase its efficiency - reduce its costs -
the producer gets only 16 percent of the benefit because the
remai ni ng percent of the benefit goes to the state. Simlarly,
for any dollar a producer decides to spend it bears effectively
only 16 percent of the cost of that dollar because the remainder
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on an after-tax cash flow basis goes to the state. In his
opinion, this is one of the biggest problens of ACES from the
perspective of incentivizing cost control and efficiency. I n
t he hypothetical exanple of reaching a PTV of $300 per barrel
the marginal tax rate under ACES would reach 100 percent and at
even higher prices could go above 100 percent, and nore than 100
percent governnment support for spending, although that is not a
maj or concern at the nonment or in the near future.

5:43: 02 PM

CO CHAIR FEIGE inquired what a PTV of $92.50 equates to for the
sales price on North Sl ope crude.

MR. MAYER responded it would be an oil price of $120, assumn ng
$30 per barrel in costs; therefore it would be territory the
state has seen recently.

5:43:31 PM

REPRESENTATI VE SEATON renarked this would be a big stinulation
to increase investnment because the state is paying nost of the
cost, but it would be a very high marginal rate if a producer
does not invest.

MR. MAYER agreed this is one way to look at it, but cautioned
against looking at it that way because it is an incentive in
general to spend noney or not to put a |lot of effort into saving
noney. The distinction between that and investing is that when
a producer |looks to investing in Alaska for a l|large scale new
project, the producer is considering what it |ooks |ike over a
very broad range of prices and how it perforns over the next 20-
30 years. \Wiereas a producer considering whether to resurface a
runway can base its decision on this year's cash flow, this
year's prices, and what the after-tax benefit of that decision
is to the producer this year. When running economcs, a
producer first and forenpst wants to know that the project on a
stand-al one basis makes sense within the regine and then nmaybe
the producer will also take into account the after tax cash fl ow
benefits of looking at it on an increnmental basis.

5:45: 15 PM
MR. MAYER, in response to Representative Tuck, confirnmed that

the yellow line depicting the ACES marginal rate on slide 10
does not factor in any of the credits.
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5:45:29 PM

MR. MAYER returned to his conparison of the margi nal and average
rates on slide 10, pointing out that the margi nal tax rate under
CSSB 21(FIN) am(efd fld) is a steady flat 35 percent, never
changing and never deviating from the base rate, unlike the
steeply rising rate of ACES. Wien the $5 per barrel allowance
is taken into account, there is a dowward curve of the tax rate
[at |ower PTVs]. Where ACES sets the average rate and gets
spikes in the marginal rate that correspond to that, CSSB
21(FIN an(efd fld) sets the marginal rate and that rate is 35
percent . Under the Senate bill, the very first dollar of value
has the $5 credit/allowance applied to it and from that point on
each marginal dollar of value is being taxed at the 35 percent
marginal rate, bringing up the average and resulting in the
progressive slope depicted on the graph, rather than the spikes
of up to 80 percent as happens under ACES.

5:46:38 PM

MR. MAYER turned to discussing the ACES tax regine in a base
production portfolio [slide 11]. Drawing attention to the upper
|l eft graph, he said the regine's profit-based production tax
consunes a progressively larger amount of the pie as the price
per barrel increases, rising to 75 percent and above at the
upper price levels. Turning to the upper right graph, he | ooked
at the split of net present value of production between the
state, the federal governnent, and the conpany. At around $70
West Coast ANS price - the point at which progressivity kicks in
after costs have been netted away - the value of the project as
a whole to the State of Alaska starts to rise dramatically (blue
line) while the value to the conpany starts to flatten out
(yellow line). So, relatively speaking, for each increnental
increase in oil price there is less benefit to the conpany and
the vast mmjority of the increased value is captured by the
state under the progressivity under ACES. Cor r espondi ngl y,
there are only small increases, relatively speaking, in project
value in terns of net present value per barrel of oil equival ent
(boe) as price levels rise.

5:48: 23 PM

MR. MAYER, in response to Co-Chair Saddl er about the upper right
graph, pointed out that the state's split (blue line) pulls away
from the conpany's split (yellow 1line) and the federa
government's split (red line). This is because progressivity
under ACES takes the lion's share of the net present value at
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hi gher price levels as conpared to the conpany. Respondi ng
further, he clarified the dollar sumis in mllions, so [25, 000]
represents $25 billion in net present value of a future
production stream of base production. But, he added, it is nore
useful to think about proportion than the absol ute nunbers.

5:49:31 PM

MR. MAYER then discussed, for conparison, the tax regine in a
base production portfolio under CSSB 21(FIN) an(efd fld) [slide
12]. [Drawing attention to the upper left graph], he said the
Senate bill has an overall flat, neutral, roughly 65 percent
| evel of governnent take across a broad range of prices. The
mld inplicit progressivity created by the $5 per barrel credit
counteracts the regressive elenent of the royalty to create that
overall neutrality. Drawing attention to the upper right graph

he pointed out the relatively even split of net present value
bet ween state governnent, federal governnent, and the conpany
across all the different price |evels. The state still takes
the lion's share conpared to the other two, but overall it is a
much nore even bal ance. Correspondingly, there is a higher net
present val ue per barrel for the base production portfolio.

5:50: 38 PM

MR. MAYER, in response to Representative P. WIson about the
|l ower left graph, explained that ATCF stands for after tax cash

flow. The green color wthin the bars represents all the
revenues received and the colors below $0 represent all the
costs incurred - governnment take and capital, operating, and
drilling costs. Essentially, the after tax cash flow line is

t he bal ance of the positive and negati ve.
5:51:17 PM

REPRESENTATI VE SEATON surmised the graphs on slides 11-12 are
inflated at 2.5 percent through the year 2037 and a per barrel
price of $185.

MR. MAYER answered correct. He added that all the analysis PFC
Energy has presented to the legislature, in the two years he has
been presenting as well as previously, has always used sone sort
of inflation assunption, usually 2.5 percent.

5:51:55 PM
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REPRESENTATI VE TARR observed the after tax cash flow for CSSB
21(FIN) am(efd fld) [slide 12] does not |ook nmuch different than
the ATCF for ACES [slide 11]. She requested further discussion
in this regard, given that is the part that the state is really
trying to get toif it wants conpanies to invest.

MR. MAYER replied there is a substantial junp in that ATCF line,
whi ch he denonstrated by scrolling from one slide to the other
To quantify this difference he drew attention to the bottom
right graph on each slide, noting the per barrel cash margin for
a 5-year window at a price of $120 per barrel is $27 under ACES
versus $36 under CSSB 21(FIN) am(efd fld).

5:53:12 PM

REPRESENTATI VE SEATON asked whether the aforenentioned 5-year
w ndow i s the years 2012-2017

MR. MAYER responded the 5-year wndow is the years 2017-2022.
I f | ooking just at base production, he explained, there would be
no reason not to look at 2012-2017. However, since a new
devel opment is also being included, the idea is to take a | ook
after the majority of the capital has been spent because one
would get a big difference between the early years when the
capital is being spent and the |ater years when harvesting cash.
So, the idea is to look at one reference period after the big
lunmp of capital has been spent to see how nuch the producer gets
to keep during the cash accretion portion of the project.

5:53: 56 PM

REPRESENTATI VE SEATON surm sed, then, that the price assunption
is $113-$120 per barrel.

MR. MAYER answered that, in nomnal ternms, he would have to | ook
it up. There are two ways to build a nodel, he el aborated, and
both achieve the same thing. One way is to run a nodel in rea
terms where the oil price and the costs remain constant. For
exanple, this type of nodel could be used to look at a fixed
royalty regine in the Lower 48 that does not have any price-
dependent conponents. As |long as a stable discount rate is used
for conparison those results are conparable wth anything.
However, the ACES reginme has price-dependent elenents, meaning
inflation nust be included in the nodel because the threshold at
which progressivity and other elements kick in is going to
change in real terns. Rat her than trying to figure out what
those thresholds are, it is easier to do the standard type of
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nodel i ng which has everything in the nodel on a nom nal basis
An inflation rate of 2.5 percent is assuned and that occurs on
the revenue side rather than on the question of where the
brackets of progressivity kick in.

5:55:39 PM

REPRESENTATI VE SEATON said he is asking this because "we have
t hese cash margin assunptions and yet we have in other reports
from oil conpanies, cash margins, their worldw de assunptions

and all, and if we do not know how we are conparing because we
are talking about $165 a barrel oil conpared to their cash
margins at a particular tinme, it makes it very difficult to make
t hose conparisons. So that is why | amtrying to understand if
we have inflated these; then it would appear that Al askan oil is
far nore profitable than ... their margin worldw de .... I'n
those shorter time periods, shorter year periods, it does not
seemto be as big an effect on that."

5:56: 35 PM

MR. MAYER resuned his presentation, addressing the inpact of the
gross revenue exclusion [slide 13]. He pointed out that the
slide in the commttee's packets shows a GRE of 30 percent,
rather than 20 percent, which he has corrected in the on-screen
sl i de. For purposes of this exercise, he continued, it is not
t he absol ute nunbers that are of concern but rather the question
of what the CGRE does. The answer is the GRE sinply shifts the
overall curve so that the point at which "progressivity" Kkicks
in is noved out. Slide 13 repeats the calculations of [slide
9], he explained, but adds in a GRE. At a price of $60 per
barrel and no GRE, the effective tax rate after application of
the $5 per barrel allowance is 10 percent; when a 20 percent GRE
is factored in, the effective tax rate is lowered to no tax. At
a price of $80 per barrel the effective tax rate with the GRE is
4.1 percent [22.5 percent with no GRE], at $120 per barrel the
effective tax rate with the GRE is 14.3 percent [28.8 percent
with no GRE], and at $140 per barrel the effective tax rate with
the GRE is 16.4 percent [30 percent with no GRE]. Thus, in each
case, applying the GRE results in a substantial reduction in the
tax rate and, essentially, a shifting of the point at which the
production tax starts to kick in.

5:58:12 PM

MR. MAYER then | ooked at a scenario of new devel opnment at a cost
of $18 per barrel on a stand-alone basis under ACES [slide 14].
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Drawing attention to the lower |eft graph, he pointed out that
negative cash flows go along with a new developnent in its early
years. This negative cash flow is the result of expenditures
for facilities (yellow color in the bars) and drilling (blue
color). Once production starts, operating costs (red color) and
governnent take (purple color) begin to occur. In the early
stages of devel opnent, the positive inpact of the ACES credits
can be seen (purple bars projecting upward), which reduce the
initial cost to the devel oper. The green bars depict revenue
from the project. Continuing, he said the upper left chart
shows the overall high Ievel of governnent take that comes from
the substantial progressivity in ACES, which rises to nearly 80
percent as prices [reach $160 per barrel]. Drawing attention to
the upper right graph, he noted the substantial diversion in
value of the project to the state versus value to the conpany.

5:59:49 PM

The conmttee took an at-ease from5:59 p.m to 6:08 p. m

6: 08: 44 PM

MR. MAYER next |ooked at this same scenario of new devel oprent,
but under CSSB 21(FIN) am(efd fld) [slide 15, top left graph].

Governnment take is much lower, he said, going down to a flat
| evel of just below 61 percent over a broad range of prices

because of the GRE The GRE reduces the overall |evel of the
tax and pushes out the price point at which production tax
starts to occur to $65. When conmbined with a net operating

loss, this can nmean that at |ow prices the production tax is
negati ve. Drawing attention to the bar for $50 per barrel, he
noted that the production tax is |ocated above federal and state
income tax rather than beneath themas is the case for the other
prices. "The top of that bar is the top of where the royalty by
itself comes to and the blue is, in this case, the production

tax taking down the total Ievel of governnent take to 70-
somet hing percent rather than the 90-sonething percent that you
woul d have had from the royalty al one. That is effectively

negative contribution from the production tax at the | owest
price level."

6:10: 17 PM
MR. MAYER, in response to Co-Chair Feige, clarified that at a
West Coast ANS price of $50 per barrel, the top of the bar is at

90 percent because if it were just royalty with federal and
state incone tax, the governnent take would reach 90 percent.
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However, in this price case of $50 per barrel, the way to
interpret the production tax (light blue color) is that the
production tax is negative, thereby |owering the governnent take
from 90 percent to about 73 percent.

6: 11: 26 PM

MR.  MAYER continued, reiterating that at Ilow prices the
conbination of the GRE wth the net operating loss credit can
result in a negative tax exposure to the state. He not ed,
however, that in general it is a nuch smaller liability than
what the state has under the existing system of ACES where al
production accrues to capital credit. Under CSSB 21(FIN) anm(efd
fld) this only occurs in circunstances where there is new
devel opnment with the gross revenue exclusion, which will be a
very small portion of production in the com ng years.

6:12:11 PM

MR. MAYER noved to the cash flow chart at the bottom left of
slide 15, pointing out there would still be a "negative
contribution of governnent take in the early years" which, under
CSSB 21(FIN) am(efd fld), cone in the form of the net operating
| oss credits. These credits are smaller than the contribution
that cones under ACES. Under the Senate bill, the state's
support for spending is 35 percent through the net operating
loss credit rather than the 45 percent |evel of support on a
stand- al one basis under ACES;, for an incunbent producer under
ACES t he support is much higher than 45 percent.

6: 13: 04 PM

REPRESENTATI VE SEATON cal cul ated the differential under the GRE
is about 17 percent. Regarding M. Mayer's statenent that not
much of the oil now or in the near future would be under the
GRE, he pointed out that if the state is trying to do sonething
for a long term then alnost all of the oil eventually is going
to be under this GRE He asked, therefore, whether it mnakes
sense to have a provision that could be a huge negative at |ow
prices and when the value of the royalty would al so be | ow.

MR. MAYER replied his viewis that it is a trade-off of a nunber
of things. It is a smaller negative liability than the state
currently has under the capital credits of ACES Both the GRE
and the ability to nonetize the net operating |loss come back to
a question of balance in the system and wanting to achieve the
same economics for a small producer as for an incunbent. In his
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opi nion, that cannot be done wi thout having an operating |oss
al l owance. He said he thinks this trade-off is an effective one
because the capital credits are gone while not elimnating the
liability entirely because one also wants to nmmintain strong
econom cs for new producers and give them the same opportunities
that an i ncunbent producer has.

6:14:51 PM

REPRESENTATI VE SEATON, directing attention to slide 14, observed
that [the top |eft graph] shows the [governnent take] under ACES
as being down to only 75 percent [at a price of $50 per barrel].
So, he concluded, the ACES reduction on capital credits are |ess
of a liability for the state than the liability under [CSSB
21(FIN) am(efd fld)]. He inquired whether the reduction [under
the Senate bill] is nostly the GRE

MR. MAYER answered it is the inpact of the 20 percent GRE in
conjunction with the net operating |loss credit.

REPRESENTATI VE SEATON requested that as the analysis noves
forward the conmttee look at a way to limt downside liability
from the GRE at low prices, such as a limtation at certain
prices on gross revenue exclusion. If the state builds a |ong-
term system that over tine has nore and nore percentage of oil
qualifying for the gross revenue exclusion, he opined, it wll
have even nore liability and will have to take nobney out of
royalties to pay for that GRE

CO CHAIR FEIGE replied "fair enough."
6:16: 38 PM

REPRESENTATI VE TUCK drew attention to the effects of the GRE
shown on slide 13 and surnised the GRE is regressive rather than
a reverse progressivity because as prices go up the nore tax is
reduced.

MR. MAYER, shaking his head no, said it is alnost entirely the
$5 per barrel allowance that does this. The reduction in tax is
still by far the greatest at the |owest prices, he continued.
The GRE slightly overall reduces the level of tax and it pushes
the curve out a bit farther so that at a price of $60 per barre
there is no tax liability.

REPRESENTATI VE TUCK understood, then, it is the $5 per barrel
al  ownance that gives nore back at |ower prices.
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MR. MAYER r esponded "exactly."

REPRESENTATI VE TUCK further understood the GRE does the opposite
as prices go up - it gives nore back as the price goes up.

MR. MAYER confirned that is the case conpared to the $5 per
barrel exclusion, but in absolute terns he said he would need to
check the numbers.

6: 18: 54 PM

MR. MAYER resuned his presentation, turning to discussion of the
net operating loss credit and sunset of the exploration and

smal | producer credit [slide 16]. Recounting its progress
t hrough the Senate, he said the original bill had a sunset date
of 2022 for the exploration and small producer credit. Renoving
the ability of small producers to stack credits, which can
result in 75 percent effective support of spending for
exploration, limts the overall |evel of governnent support for

exploration spending to a sensible amount and makes governnment
support equal between a new conpany wth no existing tax
liability and an incunbent. What ever that |evel of governnent
support is, it is his opinion that the state would want to be
equal between a new conpany with no existing tax liability and
an i ncunbent .

6:21: 03 PM

MR. MAYER said a nice thing about how this all works out - the
hi gher rate with the higher corresponding net operating |oss -
is that even though the capital credits have been taken out and
the exploration credit is sunset, people wll still have 35
percent government support for exploration spending because the
net operating loss credit can be nonetized. A conplicated |ever
is being taken out of legislation to get to a sinpler system
that is conpletely even in its inpacts. Wether for an existing
producer or soneone with no tax liability, the inpact is an even
35 percent in governnent support for exploration spending and
the bill is much sinpler. By doing this, that flat |ow margina

rate is maintained to create a strong incentive for efficiencies
and for cost control. Exposure to the state from higher cost
projects at lower prices is limted, relatively speaking, by not
having the capital credits. Additionally, the overall [|evel of
government support for exploration spending is evened out.
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MR. MAYER added there nmay be specific instances in which the
adm nistration wants to go beyond 35 percent governnent support.
For instance, when there are particular known prospects that it
is strongly in the state's interest to see drilled for

information purposes as nmuch as anything el se. Mechani s for
acconplishing this can be tal ked about at a later point by the
adm ni strati on. He offered his opinion that it makes a |ot of

sense to have the sane |evel of support for new conpanies as for
i ncunbent ones and to have it capped at 35 percent overall
support for exploration rather than the current 70-90 percent
effective governnment support under ACES.

6: 23: 05 PM

MR. MAYER, in response to Representative Seaton, confirmed that
the bill currently before the commttee, CSSB 21(FIN) am(efd
fld), does not have any credits that can be stacked because it
has only the 35 percent net operating loss credit. The current
bill still has the exploration credit, he continued, but that
sunsets in 2016. So, once that exploration credit is gone there
will only be the 35 percent net operating |loss credit.

REPRESENTATI VE SEATON understood that between now and 2016 the

exploration credit wll be available to both producers and
expl orers.
MR. MAYER answered correct. G ven people may have comm tnents

and other things already nmade on that basis, and given that it
is a short tineframe, it seens easier to |let them expire as they
are already slated to do rather than to take them away for the
benefit of a year.

CO- CHAIR FEIGE, responding to Representative Seaton, noted that
the "Mddle Earth" credits under "025 (n), (m, and (0)" are not
stackabl e, a conpany nust take one or the other.

6: 25: 01 PM

MR. MAYER concluded his presentation [slides 16-18], stating
that CSSB 21(FIN) am(efd fld): provides overall neutrality at a
conpetitive level of governnent take; inproves conpetitiveness
for new projects via the GRE, reduces, although does not
elimnate, the downside risk to the state fromcredits; provides
an overall balanced systemwith even inpacts for both incunbents
and new producers; incentivizes producer efficiency through a
neut r al regime  wth low and constant mar gi nal rat es;
substantially sinplifies the fiscal system and noves Al aska
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into the real mof serious conpetitiveness with other regines for
i nternational capital

6: 26: 02 PM

REPRESENTATI VE TARR requested M. Mayer to provide the interna
rate of return [for the bottomright graphs] on slides 11-12.

MR. MAYER answered no, explaining internal rate of return is a
concept that relies on initial capital spending wth subsequent
cash flow that conmes from that. Slides 11-12 | ook at the base
production portfolio where there is no initial spending and
subsequent cash and therefore an internal rate of return cannot
be gotten because it is undefined.

6: 26: 44 PM

REPRESENTATI VE SEATON drew attention to slide 3 and the gross
revenue exclusion (GRE) of 20 percent for oil from new
participating areas (PAs), PA expansions, and areas in |egacy
fields not previously contributing to production. He recounted
that at the February 28, [2013], neeting of ConocoPhillips and
during a trip to the North Slope, it was discussed that Al aska
is a place where it is very hard to develop and produce every
| ast barrel, but ways have now been devel oped to economcally
produce pockets of oil that were once uneconom c. He therefore
inquired why the state should give gross revenue exclusions to
things that are nore economc than conventional drilling. He
further asked why, from a |legislative aspect, nmenbers should not
listen to the producers' testinony.

6: 28: 59 PM

MR. MAYER, displaying slide 18, replied there is sone degree of
trade-off between how far one is confortable going in reducing
governnent take overall and where one wants to be in terns of
i ncentivizing new production. He said CSSB 21(FIN) am(efd fld)
takes Alaska to the upper end of that real m of conpetitiveness,
but is far from radical or aggressive in how far it goes. The
gross revenue exclusion is a way of saying the state recogni zes
that to be truly conpetitive across a broad range of new
devel opnents it would like to be a little bit lower than this.
What the gross revenue exclusion should apply to is then the

next question. New units and new producing areas are fairly
straightforward and, in his opinion, so are expansions of
exi sting areas. Thus, the remaining area in question is the

| egacy fields, given it is known that the greatest resources

HOUSE RES COW TTEE - 63- March 25, 2013



could be produced from these fields, particularly in the next
five to six years. Is there a way of incentivizing the |egacy
fields and what is the trade-off of reducing governnent take on
things that in sonme cases many not need a |lower rate but also
wanting to ensure the state has a conpetitive rate for things
that do? The tax <code is not necessarily the sharpest
instrument for doing that, and probably is the bluntest. The
Department of Natural Resources has the expertise to nake a cal
as to whether a portion of a reservoir is or is not currently
contributing to production and on the basis of the departnent's
determ nation sonething could then qualify for the gross revenue
excl usi on. If the largest volune of potential new resources is
in the legacy fields and one really wants to get to a truly
conpetitive rate to encourage as nuch activity as possible, then
it nakes sense to apply some form of gross revenue exclusion to
t hose. It is a trade-off between a nunber of things, including
how far one is willing to go on the base rate.

6:32: 21 PM
REPRESENTATI VE SEATON stated he has a problemw th throwing this

into an admnistrative procedure to determ ne whether sonething
is or is not new He predicted a gross revenue exclusion wll

be requested for every single thing that requires a drill or
enhanced production such as coil tubing and Ilaterals,
consequently resulting in a multitude of court challenges. He

said he would like further analysis as to how difficult it is
going to be to throw this into the realm of adm nistration. He
offered his belief the Senate overreached when it provided that
new oil does not have to be a new reservoir or new producing
area or a new unit.

COCHAIR FEIGE said there are tw issues as far as what is
considered new oil - oil that may not necessarily get produced
given the ACES tax regine, or new oil that can be produced given
the econom cs of CSSB 21(FIN) anm(efd fld). There are two coiled
tubing rigs on the North Slope, and one of themis stacked. So,

they can only drill holes so fast. He offered his opinion that
if the state inproves the economics it wll lead to nore coiled
tubing rigs drilling nore holes and nore holes will lead to nore
oil in the Trans-Al aska Pi peline System

6: 35: 18 PM

REPRESENTATI VE SEATON, in regard to inproving the econom cs,
argued that "we're not talking about having to build new
production facilities, we're not having to do new piping, we're
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not having to do transit pipes ... and when we give a Qgross
revenue exclusion to those that don't require much investnent,

at least according to the testinony ... of ConocoPhillips at
their analyst nmeeting ... we have to presune they are not |ying
to their investors. It seens like extending that to existing

. participating areas that are already drilled, that are
al ready producing, and that they're sinply fault blocks and
those kind of things which this nore economical nethod is to
access, further |owering that governnent take is questionable."

CO-CHAIR FEIGE said the commttee can have the Division of Ol &

Gas testify as to how well it can determ ne whether that is the
case. The question is how to define new oil and whet her new oi
will be taxed differently than legacy oil. He said CSSB 21(FI N)

amefd fld) makes a significant inprovenent in getting Al aska
into the zone of being nore conpetitive. The question for this
commttee is whether that is conpetitive enough to lead to the
devel opnent that is needed to |l evel off or increase production.

6: 37: 29 PM

REPRESENTATI VE SEATON, in response to Co-Chair Saddler, agreed
to share the information that generated his questions of today.

6:37:45 PM

REPRESENTATI VE TARR returned to her question about internal rate
of return on slides 11-12 and asked for further el aboration.

MR. MAYER replied in those slides that are base production there
is capital being spent but it is being spent at the sane tinme as
there is production, so there is never a period of negative cash
flow.

6:38: 13 PM

REPRESENTATI VE TARR, referring to slide 18, of fered her
understanding that Al aska's |ease expenditures are quite a bit

| ower than in the Lower 48. She surm sed, however, that that
woul d not be reflected as a part of governnent take in the Lower
48 because of the private |andholder situation there. Si nce

slide 18 only |ooks at governnent take, she asked whether there
is a way to evaluate sonme of those other expenditures in terms
of overall conpetitiveness.

MR. MAYER responded Econ One did well in terns of looking at a
range of economc netrics. It ultimately comes back to net

HOUSE RES COW TTEE - 65- March 25, 2013



present val ue and how ot her things conpare between these regines
and ot hers. He agreed to provide other conparisons, concurring
that it is not just about governnent take, but also cost and
other things. By and |large, he said, costs in Alaska tend to be
hi gher rather than lower and they hurt rather than hinder the
conpetitiveness question.

6: 39: 38 PM

REPRESENTATI VE SEATON, regarding the Gerking study of drilling
sensitivity to tax rates, inquired whether M. Mayer shares the
perspective that lowering the tax rates would lead to dis-
i nvestrment in new oil.

MR. MAYER answered, yes, he absolutely believes that drilling
investnment, and all those other things are responsive to tax
rates. He said he also agrees with M. Pullianms reading of the
Gerking paper and the conclusions that M. Pulliam drew on that
basi s. As to what he knows about the paper itself and the
soundness of its nethodol ogy, he said he only knows as nuch as
M. Pulliam which, as was said, is limted to what can be told
from the paper itself because of not having the sources of the
data. The paper is one reasonabl eness test of how reasonable is
it to believe the state could, over an extended period of tine,

make back the revenue that is foregone by doing this. As was
said by M. Pulliam there are a nunber of tests of
reasonabl eness, but they are only tests and none of themis a
guar ant ee. Taken together, however, they indicate it 1is

reasonabl e to expect that it is possible even if not guaranteed.

6:41:21 PM

REPRESENTATI VE SEATON read from the conclusion of the Gerking
study, page 15, which states: "Results of this study suggest
that oil production is highly inelastic with respect to changes
in production taxes. ... Policy inplications of this outcone

suggest that state officials may consider raising production tax
rates as a way to increase revenue while risking little in the
way of loss to future oil activity." Therefore, Representative
Seaton said, it seens the conclusion in this paper is exactly
t he opposite of what is being proposed.

MR. MAYER replied he and M. Pulliam both cane away from the
paper with the sane conclusion, which is that the study's
aut hors drew their conclusion based on very, very snmall changes
in governnent take. In looking at the study data and the
sensitivity inplied to drilling rather than just production, one
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woul d expect that for the scale in governnment take [being tal ked
about for Alaska], there would actually be quite a significant
change in overall amount of drilling and investnent.

6:43: 27 PM

CO- CHAIR FEIGE drew attention to slide 18 and requested both M.
Pulliam and M. Mayer to each state their opinion on whether
CSSB 21(FIN) am(efd fld) would nake Al aska conpetitive wth
ot her regi nes against which it conpetes.

MR. PULLI AM responded he thinks CSSB 21(FIN) an(efd fld) strikes
a good balance and would give Al aska a conpetitive system
particularly wth the GRE in place for new production. When
t hi nki ng about the investrment netrics outlined on slide 11, and
opportunities in Alaska versus opportunities elsewhere, the
Senate bill would put Alaska projects in a good and favorable
spot. Wiile the bill is not the best economics in the world, it
is solidly in the conpetitive range.

MR. MAYER agreed with M. Pulliam Particularly with the GRE,
he said, CSSB 21(FIN) am(efd fld) would get Al aska to where it
needs to be in conpetitiveness for new production. Wthout the
GRE, the Senate bill would be in the conpetitive range, but at
t he upper end of that range. There is a trade-off between how
far the state can go in forgone revenue to get to the heart of
the conpetitive level for existing production and this can be
achi eved through the GRE There is also a trade-off between
wanting to be as conpetitive as possible while also needing a
regime that is fiscally stable and secure over the next many
years. I n maki ng these decisions, one needs to absolutely | ook
at breakeven anal yses while also renenbering that it may take 10
years, if all goes well, before the state is back at the revenue
levels it wuld have been under ACES wth no increased
producti on. There is a good several years before increased
production starts to take off sonme of the fiscal weight, and the
further one goes on the base production, the nore that is the
case. So, given these things, he said it is his opinion that
CSSB 21(FIN) am(efd fld) is not a bad bal ance.

6:47: 00 PM

MR. PULLIAM in further response to Co-Chair Feige, said he
t hi nks that he and M. Mayer are in basic agreenent on the bill

particularly when |ooking at the economcs of new devel opnent
where the GRE cones into place. He and M. Myer are in
agreenent that CSSB 21(FIN) amefd fld) puts Alaska in a good
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conpetitive position. The state would not be at the high end of
conpetiveness, but would be right in the m ddle.

6:47:38 PM

CO CHAIR SADDLER inquired what M. Pulliam and M. Mayer, as
professionals in the petroleum economcs field, see Al aska's
future being if the ACES tax structure is maintained for the
next 5 to 10 years.

MR.  PULLI AM answered he thinks the state wll see continued
declining production at rates higher than desired. And, ike
this year, he thinks there will be nore situations of budget
deficits. If that is the policy the state wants to pursue, then

| egislators need to figure out how to save nore than what the
state has been doi ng, he advi sed.

MR. MAYER replied the ability of ACES to continue generating
substantial revenues from declining production over the next

several years is dependent on high prices. The part of this
debate that puzzles him nost, he said, "is when people |ook at
some of these charts and say 'oh but |ook at the revenue we
woul d be forgoing at $200 a barrel.' ... At $200 a barrel, the
State of Alaska has relatively little to worry about ... in any
of these regines."” If he was planning for the future fiscal
health of the state he would be much nore concerned w th what
any of these regines |look |ike between $70 and $90 a barrel

rat her than $200. Not only does the bill get Al aska to a range
that is substantially nore conpetitive, it does a good job of
protecting the state in | ower price environnents.

6:49: 22 PM

REPRESENTATI VE TUCK surm sed that both M. Pulliam and M. Myer
believe CSSB 21(FIN) am(efd fld) better guarantees investnents
in the state of Alaska in the future.

MR. MAYER nodded yes.

MR. PULLIAM responded it certainly creates a nmuch stronger
probability of getting the kind of investnent the state wants
than letting the current systemstay in place.

6:49: 54 PM

REPRESENTATI VE SEATON asked whether the |egislature' s consultant
wll be available to nenbers of the conmttee. He noted he has
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twice requested to nmeet [with M. Myer] and it has not
happened. He pointed out that, in the past, consultants have
had a room and nenbers could nmake appointnents to see them He
requested this be done to avoid having to hash out every
guesti on.

CO- CHAIR FEI GE agreed the request is valid and said he will |ook
into working sonething out since M. Mayer will be in Juneau all
week. He held over CSSB 21(FIN) am(efd fld).

6: 50: 54 PM

ADJ OQURNNMENT

There being no further business before the commttee, the House
Resources Standing Conmttee neeting was adjourned at 6:51 p.m
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