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di scussing Alaska's tax system and tax credits
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current low oil price environment. He indicated that there
were two papers that acconpanied the presentation. One
paper provided a general background of the oil market and

the drivers of Jlow oil prices. The second handout
specifically addressed tax credits in the current
envi ronnent . He stated that the presentation was an

overview of the contents of both handouts. He turned the
nmeeting over to his colleague to talk about the macro-Ievel
oil price picture.

Nl KOS TSAFGCS, PARTNER, ENALYTICA, introduced hinself and
provi ded his background over the previous ten years as an
oil and gas consultant. He explained that he spent npbst of
his tinme advising conpanies in natural gas. He furthered
that he had spent tine studying the global energy system
including oil mar ket s. He introduced the PowerPoint
presentation, "Inpact of Ol and Gas Production Tax Credits
at Low Gl Prices."

9: 06: 03 AM

M. Tsafos began wth slide 2: "Gl in 2015: WMarket
Fundanmental s.” He noted that the price of oil had gone from
about $115 per barrel of oil in the previous sunmer to

about $55 to $60 per barrel of oil. He stated that he would
be explaining the change in the market but would not try to
predict the market's future. H's intent was to place
legislators in the shoes of soneone working at either an
oil conpany, a bank, or a consulting firm that was
attenpting to interpret nmarket activity. He wanted to
di scuss what kind of data points were evaluated. He
referred to the three charts on the slide. The chart on the
| eft-hand side showed two nunbers. The first reflected the
growh in US. production relative to January 2010 (shown
in red). The red |line indicated that the U S. was producing

significantly nore oil. Basically, relative to January
2010, the U. S. added about 4.5 mllion to 5 mllion barrels
of oil per day in production. He reported that as a

reference the world market produced about 90 mllion
barrels per day. Normally a large increase in production
would lead to a reduction in market price. Al though the U'S
was adding production, sonething else was happening
el sewhere in the world to renove supply fromthe market. He
was not referring to deliberate action by OPEC. Instead, he
was referring to physical disruptions to supply. He pointed
to the second line (depicted in green) that displayed
unpl anned outages. The green |line showed a drastic increase
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in outages in early 2011 that correlated to the beginning
of the civil war in Libya. Libyan production was disrupted,
resuned, then was followed by the start of the Syrian civil
war. Syrian oil was taken off the market as a result of the
war. Once the market stabilized the U S and its allies
ti ghtened sanctions on Iran resulting in Iranian production
being taken off-line. The green and red |lines were al nost
noving in tandem He pointed out that whenever the U S. was
addi ng production somewhere else in the world production
was bei ng taken off of the market.

M. Tsafos noved to the mddle chart on slide 2. He stated
that the green line depicted actual oil production, whereas
the red line showed the yearly average. He pointed to a
smal | amount of growth in 2012 and an insignificant anount
of growh from 2012 to 2013. He suggested that while the
US oil production was growng to 5 mllion barrels per
day, the world was not seeing the benefit because of the
changes in production in other places.

M. Tsafos turned his attention back to the chart on the
left side of slide 2. By the mddle of 2014 outages
(represented by t he green l'ine) wer e decl i ni ng
significantly. He suggested that as U S. production was
i ncreasing, other production, such as Libyan production,
was also comng back online. Next, he explained that the
red line on the mddle chart showed the growh in the
yearly average 1in oil production and highlighted the
significant growh from 2013 to 2014 adding $1.6 nillion
barrels of oil per day. He reenphasized the |arge anmount of
growh in oil production.

Co- Chair Thonpson acknowl edged that Representative Gara had
j oi ned the neeting.

M. Tsafos noved on to discuss demand. He drew the
committee's attention to the third chart on the right on
slide 2 which showed denmand expectations. He relayed that a
nunber of analysts and observers published their forecasts
predicting the world market. He nentioned that the
| nternational Energy Agency (IEA), the energy entity of the
Organi zation for Economc Co-operation and Devel opnent
(CECD), published a nonthly report on oil markets avail abl e
to the public. The U'S. Energy Information Adm nistration
and the Organization of the Petroleum Exporting Countries
(OPEC) also published nonthly reports on oil markets as
well as sone banks and consultants. Enalytica chose to
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review the | EA report because it was the nost wi dely read
oil market report. In terns of representing a consensus, he
felt IEA's report was the best to review. He explained that
the green line on the chart showed I|EA s forecast for
gromh in oil demand and how it changed over tine. He
detailed that in January 2014 and February 2014 |EA said
that the oil market would grow by 1.4 percent. In March
2014 IEA reported a growh in oil production of 1.5

percent. In April |EA reported a decrease to 1.4 percent.
In May and June |EA predicted that growh would return to
1.5 percent. In the sumer of 2014 there was a sudden and

drastic reduction to .7 percent growh in oil production.
He reported that I EA s expectation for 2015 was simlar. In
the mddle of 2014 IEA predicted that the growh in oil
production would be about 1.5 percent. Six nonths |ater,
| EA reduced its estimate to 1.0 percent. He maintained that
there were several reasons for the change, sonme had to do
with the global econony. A reduction in growh from 1.5
percent to 1.0 percent equated to a decrenent of about 900

t housand barrels of oil. He continued that renmoving half a
percentage point of growh in 2015 equated to another
reduction of 450 thousand barrels of oil. He sumarized
that supply suddenly grew by 1.6 nmillion barrels while
demand dropped by 1.4 nillion barrels per day of denand
expectation for the followng one and a half to tw years.
He concluded that the crash in oil prices was due to

changes in supply and denmand and questioned why OPEC did
not step in to stabilize prices.

Co- Chair Thonmpson announced that Representative Quttenberg
had j oi ned the neeting.

9:14: 49 AM

M. Tsafos slide 3: "Gl in 2015: Role of OPEC." He
reported that OPEC net in Novenber 2014 and decided not to
take any action renmoving an OPEC-enforced floor. As a
result, the analysis of the oil market changed.

M. Tsafos wanted to present a history of OPEC in order to
provide context. He pointed to the top graph on slide 3
whi ch represented the nmarket share of OPEC (OPEC production
di vided by gl obal production). The bottom graph showed the
guotas assigned to OPEC nenbers. The Organization of the
Pet rol eum Exporting Countries managed the market by setting
a production quota for each nenber. He explained that a
decrease in quotas represented an agreenent to cut
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production. Conversely, an increase in quotas signified an
agreenent to increase production. He pointed out the
different colors on the chart identifying the parties that
agreed to the quotas. He highlighted that green represented
all of OPEC and that the agreenment to the quota was an
exception rather than the rule. He elaborated that
sonetinmes lran, lraq and Kuwait (as in 1990 when the two
countries were at war), Irag and Ilran, or Iraq and other
countries were excluded.

Co- Chair Thonpson announced Representative WIson's arrival
to the neeting.

Vi ce-Chair Saddl er asked what "ex" stood for in the |egend
at the bottom of the chart. M. Tsafos clarified that "ex"
nmeant except.

9:17:54 AM

M. Tsafos continued by noting the shades of grey on both
charts on slide 3. He explained that the shades identified
three broad OPEC behaviors. He reported that OPEC was
formed in 1960 but did not institute quotas wuntil 1982
whi ch explained why the chart on the bottom covered a
shorter period of tinme than the chart on the top. Until
1982, OPEC had other ways of attenpting to nanage the
mar ket. There was a period of tinme beginning in about 1970
when OPEC tried to set oil prices artificially high,
especially after the Arab enbargo of 1973. The chief way of
setting prices high was to cut production and the way to
keep production high was to ration supply. Since OPEC
wanted to Kkeep prices high it had to cut its own
producti on. In OPECs efforts to keep the nmarket
artificially high, nore production entered the market
including that of Alaska. Once the market share went from
about 50 percent to about 30 percent producers started
getting upset. In 1986, Saudi Arabia retorted by producing
nore which resulted in the oil price crash in 1986

M. Tsafos continued to outline OPEC s history. He
specified that from 1986 to the late 1990s OPEC fol |l owed
the market. He detailed that oil was a |ong-term business;
it took a long tinme to discover oil, plan the oi

devel opment, and actually develop the oil. Long-term
busi nesses typically lead to cycles. The chief role for
OPEC, because it had spare capacity, was to convert a |ong-
term cyclical business into a short-term I|ess cyclical
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busi ness. He reported that the reason OPEC had significant
spare capacity was because so nmuch of it was built in the
1950s, 1960s, and 1970s prior to the nationalization of the
oil industry in OPEC countries and due to the decline in
production in the 1980s. He referred back to the top chart
that showed the "follow market" period where OPEC s market
share recovered. The sane trend was seen in the nmarket
guotas where quotas continued to increase until they
reached a stabilization point, effectively producing nore
to keep the market stable. He continued that the foll ow ng
phase in OPEC behavior was stabilization, an effort to
actively manage the nmarket.

9:22: 02 AM

M. Tsafos directed attention to the |ower chart pointing
to April 1998 where the green line rose. He explained that
a neeting occurred where OPEC decided to increase
production just as the Asian financial crisis started which
lead to the followng price crash. GOl Producing and
Exporting Countries (OPEC) quickly realized its m stake and
responded by cutting back on production. Eventually, OPEC
deci ded to halt changi ng quotas each nonth.

M. Tsafos informed the conmttee that OPEC increased
supply as needed to stabilize and follow the narket from
2002 to the present financial crisis. In 2008 a financial
crisis followed; Lehman Brothers closed in Septenber and
the price of oil dropped from $147 per barrel to about $40
per barrel in Decenber. OPEC had successive cuts, as shown
in the grey stabilization area on the |Iower chart, in which
the blue line drops off then stabilizes as depicted in
yellow. The production quota junped one nore time to
approximately 30 mllion barrels per day and has remained
the sanme. He suggested that OPEC did not control oil
prices. QG| Producing and Exporting Countries took a huge
hit to its market share when it succeeded in controlling
mar ket prices.

M. Tsafos summarized that OPEC tried to stabilize the oil
market with a short-term disruption; one time it failed in
the late 1980s, and another time it succeeded after the
price crash in 2008. He continued that for a large part of
its history, OPEC has been a follower of the market adding
l[iquidity when needed. More recently, with significant new
oil entering the market, OPEC allowed prices to drop to
protect its own market share and surm sed that the market
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shares of active producers such as Texas and North Dakota
woul d be damaged instead. However, he suggested that OPEC s
| ogic was conplicated because of the nethod in which oil
was produced in the U S

9:25: 21 AM

M. Tsafos advanced to slide 4: "O1l in 2015: US Lower 48."
He indicated that the growth in U S QI production created
a fundanental shift in the oil mrket putting downward
pressure on pricing. He also asserted that oil ©price
forecasting becanme nore difficult. He explained that prior
to the U S. discovery of tight oil the forecasting of oi
pricing consisted of tw exercises; the first was to
identify, nodel, and nonitor a group of projects to
determ ne the marginal or the nost expensive barrel of oil.
For the previous 5 to 6 years the nost expensive barrel of
oil came from either Canadian oil sands or deep water
production. He suggested that if the floor for a project
was set at $70, $80, or $90 and prices went below the
fl oor, producers would not continue to invest resulting in
| ess supply and higher prices. He continued to explain that
nodeling projects in these areas made it easy to determ ne
the marginal barrel price within just a few weeks. He
stated that it was very easy to determne whether the
proj ects were novi ng forward.

M. Tsafos reported that the second exercise in oi
forecasting was to determne the breakeven price of
countries. It was inportant to know what a country needed
to balance its budget or to balance its trade accounts. The
logic was that if prices went below the breakeven point for
a country, the country would step in to stop any |oses. He
opined that it was not difficult to determ ne the breakeven
price for a country. The needed figures could be determ ned
by taking the expenses and the production anmount and
mul ti plying those by the price.

9:28: 35 AM

M. Tsafos relayed that when the U S. entered the oi

market it conplicated it in three ways. He referred to the
three words on slide 4; scalable, diffuse, and variable. He
first addressed the word "scal able” citing the exanpl e of

t he Eagl e Ford Shal e Devel opnent. In about 2010 the

devel opment went from producing alnost O to 1.5 mllion
barrels of oil per day, a rare occurrence. In the history
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of the oil market such an increase in production has
happened twi ce outside of the U S.; in Libya and in the
North Sea of the United Kingdom It also occurred in

Al aska. He pointed out that it had occurred in two other
areas in the U S including the Perman Basin Ol Field in
Texas and in the Bakken G| Field in North Dakota. In both
cases the production did not start fromzero |i ke the Eagle
Ford field, but the magnitude of growth was 1 mllion
barrels of oil per day over a period of 2 to 3 years. He
expl ained that in conventional oil adding 1.5 mllion
barrels of oil per year took a much |onger period of tine.
It al so denonstrated how quickly the U S. produci ng system
could respond to high prices. Prices increased and
producers responded by redepl oying capital and resources,
such as oil rigs and people, and drilling fervently.
Significant production resulted. He rem nded comm ttee
menbers that the chief benefit of OPEC for the oil market
was to turn a long-termbusiness into a short-term

busi ness. A business that decided to drill one day, began
drilling wwthin a nonth, and produced oil within the
following 6 to 9 nonths was an exanple of a short-term
business. Drilling could continue as long as the price

remai ned attractive nmaki ng production scal abl e.

M. Tsafos noved on to address the next itemthat he
bel i eved nade forecasting the nost difficult, "diffuse." He
cited that there were three producers that produced the
majority of oil in Alaska. There was also a hand full of
smal | er conpani es that were either producing smal
guantities or exploring in Al aska. Therefore, there were
about 6 or 7 conpanies that determ ned what was going to
happen in Al aska. He suggested that producers could cut
back production, increase expenditures, or decrease
expendi t ur es.

9:31:48 AM

M. Tsafos continued by relaying that in Texas, two-thirds
of the oil production was produced by 32 conpani es. Several
ot her conpani es nade up the difference in oil production in
the state. Ot her places such as North Dakota had different
conpetitive | andscapes. In trying to determ ne what British
Pet rol eum (BP), Conoco Phillips, and Exxon Mobile m ght do,
there was a basic franmework in considering each of these
conpani es. However, there were oil conpanies such as the 32
in Texas that had to be considered. He observed that sone
conpani es had to repay debt and were nore concerned with
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goi ng bankrupt than yielding a certain percentage of return
on investnment. Some conpanies were obligated to drill to
avoi d |l osing acreage. There were others that potentially
hedged 50 percent to 60 percent of their output for the
following 1 to 1.5 years. He purported that what nade
forecasting difficult was that the production profile was
the result of many different players with different
incentives, diverse financial capabilities, varying
anbitions, and different constraints. He surm sed that
maki ng sense of the oil production systemwas significantly
nore difficult. Not only was it nore conplicated for an
anal yst, it was also nore difficult for a country such as
Saudi Arabia. He explained that it was nmuch harder to
determ ne a country's breakeven price. He al so specul ated
that a conmpany m ght have to reevaluate its breakeven price
nore frequently because of the quickly changi ng market.

M. Tsafos discussed variability, the third and |east
understood factor that contributed to the challenge of
forecasting. He stated that no two wells were alike
surmsing that one well could be vastly nore productive
than another. He nentioned a factor of 30. He expounded
that two wells |located side-by-side could have very
di fferent breakeven prices. For exanple, one could have a
breakeven price of $20 per barrel and the other with a

breakeven price of $130 per barrel. In sone instances
variability was due to geology. A conpany mght reduce its
investnment and drilling activity due to the difference in

variability. He maintained that variability accounted for
what happened with gas. He reported that after Lehnman
Brothers filed for bankruptcy the price of gas coll apsed
from $13 to about $4 in the Lower 48. He reported that the
rig count, a proxy for the anmount of drilling taking place,
was reduced by 50 percent due to a lack of drilling funds
while production renmained flat. He pointed out that there
mght be a 50 percent reduction in activity wthout
i npacting production due to significant variability. He
specul ated that reducing the activity of 30 bad wells m ght
be equal to reducing or stopping the activity of 1 good
well. The reason this nattered was because, although prices
m ght be declining and producers mght be short on funding
for capital expenditures, producers could substantially
reduce activity before greatly inpacting production.

9:35: 50 AM
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M. Tsafos asserted that one of the things he paid
attention to when evaluating a system was the nunber of
pl ayers, financial objectives, and financial constraints.
He relayed that three years prior the price of natural gas
declined. At the time the general view was that the
breakeven price for gas in the U S. was about $4. There was
a build-up of concern when prices dropped below $4. The
price went to $4 then to $3.50 at which point it was
t hought that $3.50 was the breakeven price. As the price
continued to drop so did the breakeven price. The true
breakeven price was about $1.50 at which tinme cuts started
being inplenented. Trying to nake sense of the market
became even nore difficult with so nany people and factors
i nvol ved. He reported that currently there was a process of
price discovery. He indicated that Saudi Arabia was trying
to figure out the breakeven price of oil. The country had
two choices; it could dictate the price such as $50, $60

$70, or $80 and see how supply and denmand reacted, or it
could step back to see where the price settled. He wanted
to provide an understanding about how the state got to
where it was presently, why prices collapsed, and why the
market was becoming truly uncertain and potentially
volatile. He contended that in the past there were nany
assunptions consultants used to interpret the market that
were no |onger applicable. He sunmarized his portion of the
presentation by saying that he understood even |ess than
previ ously about the oil prices.

9:39: 05 AM

Representative Guttenberg commented that Enalytica was not
the first consultant to admt to not know ng what would
happen to oil prices.

Vi ce-Chair Saddler asked if there had been any structura
changes in the world energy market that would affect the
price of oil.

M. Tsafos replied that, in the grand schene of things,
there had been a general substitution away from oil towards
other fuels. In the US., oil made up a smaller percentage

of energy wuse in Anerica followwng Wrld War 1|1. He
attributed the change to switching from oil to sonething
el se. There were still parts of the Northeast that used oi

for residential and commercial use. He also reported sone
use in the power sector and in industry. He conveyed that
there was also shifting in the transportation system
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nostly in the US. towards biofuels. He also clained a
broad i nprovenent in efficiency, chiefly in car mleage. In
reviewing the history of mles per gallon in the US. the
nunber had decreased for a period of time indicating that
cars were becoming less efficient. He relayed that with the
first oil enbargo in 1973 a huge shift occurred [in car
m | eage efficiency] junping up for about 15 years then
leveling off. Over the past 5 to 10 years there were a
nunber of increases. Since 2005 or 2006 there were sone
behavi oral changes in Anerican consuners in which vehicle
ownership decreased partly because in urban areas having a
car was | ess useful. Also, consuners responded to increased
fuel prices. He noted that in the U S nmarket as vehicle
ownership went down notorcycle ownership went up in simlar
nunbers. He comrented that although there were changes in
consumer behavior, he was unclear whether the drop in
prices would reverse behavi or.

M. Tsafos illumnated that Europe was further ahead than
the US in terns of efficiencies, partly because of very
high taxation of gasoline. The reversal of behavioral
trends was nore challenging because price differences were
not as striking as in the US. 1In looking at the rest of
the world the price the consumer paid at the punp was
determined nore by policy and regulation than by gl obal
mar kets. He highlighted that the consuner in Saudi Arabia
was not seeing nuch of a difference in the price at the
punp because the price is not determned with the price of
crude oil and global markets. He pointed out that there was
a large anount of consunption in the world in which the
price was not changing. A drop in the price of oil would
not necessarily lead to a change 1in consunption or
consunpti on behavi or.

9:44: 33 AM

M. Tsafos conveyed that in short periods of time the
anmount of switching from oil to natural gas use was
l[imted. For exanple, if a person lived in Anchorage and
had natural gas in the hone it would be unlikely that they
woul d check the price of oil and gas to determ ne whether
to heat their honme with gas or oil, swtching back and
forth. However, industrial users did switch back and forth.
He suggested that the amount of short-term sw tching back
and forth was I|imted. As a result of the price
differentials, there will be a small anmount of denand pi ck-
up for consuners that had the ability to switch. The real
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guestion was whether the price drop be sustained. If the
price drop remained at $50 per barrel of oil for the
followng 5 years consuners would make different decisions.
He provi ded exanpl es of choices that nm ght be considered.

Representative Gara commented that M. Tsafos had addressed
the percentage of oil in conparison to other energy
sources. He understood that one of the factors affecting
price was demand. He asked about the current U S. demand
for oil. He wanted to know if the demand for oil had gone
down or remained stable. M. Tsafos responded that in the
U.S. demand had decreased primarily due to substitution of
oil with other things rather than consum ng | ess energy. He
cited that approximately 80 percent of the drop in demand
was because of fuel substitution while the renmining 20
percent was due to a decrease in energy use. The world
continued to grow.

Representative Gara clarified that it was the worldw de
demand for oil that continued to grow. M. Tsafos responded
affirmatively. He added that OECD demand had peaked and was
in decline. The growth stemmed from non- OECD countri es.

Co- Chair Thonpson asked if demand would begin to clinb due
to the drastic reduction in the price of gasoline. M.
Tsaf os responded that a brief uptick was possible. However,
he offered that the uptick would be |limted because of the
change in technology. He explained that if a consuner
decided to drive twice as nmuch because gasoline was
cheaper, that decision would have less of an inpact on
demand because cars were nore efficient than five years
prior. A person mght have a change in behavior but
technology would limt how nmuch that behavior translated
into demand grow h.

Representative Pruitt commented that M. Tsafos had hel ped
hi m understand why reports about the oil industry varied so
much. He surm sed that nost people did not understand. He
asked about the conventional w sdom concerning how nuch of
the market share Saudi Arabia had to have before it would
be willing to adjust its current strategy.

9:48: 57 AM

M. Tsafos responded that if he was Saudi Arabia he would
be looking at three things. First, he would be |ooking at
the trajectory of US. oil production. He referred to the
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red line on slide 4. He indicated that he would be paying
attention each nonth to whether the market in the U S was
stabl e, grow ng, or dropping.

M. Tsafos highlighted that he would also be |ooking at
i nvest ment decisions regarding new conventional oi l.
| nvestnents in deep water, the @l f of Mexico, Brazil, or
unconventional oil in Canada were inportant to be watching.
For instance, if conpanies were canceling plans or delaying
investments he would know that the current prices were
| ower than what conpani es needed to incentivize production.

M. Tsafos reported that the third item that he would be
paying attention to was the broad spending patterns by
conpani es. He woul d observe how nuch conpani es were cutting
back on capital expenditures. He would have a better sense
of how nuch people were buying, whether the prices were
stable, and whether there was a level of confort. He
concluded that in observing the three itens he would have a
better sense of how the future supply of oil would be
i npacted. He nentioned that there were nmany other things he
woul d al so be |ooking at that he would not be covering in
his presentation. Broadly speaking, he wanted to know if
new supply was being held back. The clearest indication
woul d be the U S., the investnent in new nega projects, and
generally how rmuch the industry was spending to devel op new
oil.

Representative Edgnon discussed natural gas pricing. He
rel ayed that he wunderstood natural gas pricing had not
moved in tandem with worldwi de oil prices but that soneday
it mght have spot market prices or better correlate with
the price of oil. He asked how |l ong-term contracts would be
affected for the building of a very large pipeline. He
wanted to know what he should take from M. Tsafos

commentary in ternms of the behavior of big conpanies and
some small conpanies to build a mega project tied around
| ong-term prices of liquefied natural gas. (LNG.

9:52: 40 AM

M. Tsafos responded that Al aska was fortunate that its
partners were Jlarge conpanies wth deep pockets. He
reported that the pre-feed phase of the AKLNG project would
cost approximately $500 million, and the FEED phase woul d
cost between $.5 billion and $2 billion. He specul ated that
it was inportant to have sound partners that could afford
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to invest in a viable project during a tine when prices
were falling and cuts were being nade.

M. Tsafos highlighted that Alaska's partners were well
aware that the business of natural gas was a comodity
business. He offered that it was inportant to know whet her
noney could be nade over a 20-year to 25-year period and to
determ ne the boundary of possible outconmes. The result of
the current price drop had w dened the range of outcones.
He used the exanple of the previous price of oil being $80
to $120 per barrel of oil versus $50 to $120 per barrel of
oil. The price difference inpacted the AKLNG project
adversely. Currently, he noted that the project had a price
tag of $45 billion to $65 billion. He concluded that if the
cost of the project was $65 billion and the price of oil
was $50 per barrel, the project would be very difficult and
woul d make cost containnment a large priority. It would al so
make managi ng and mtigating other risks, such as property
taxes and fiscal systens, very inportant. He stated that in
the current environnment, the price drop had been too brief
to conpletely reshape expectations. He believed that the
price had overshot downward but anticipated it would rise
again. He did not think anyone was panicking about the
viability of the project at present.

M. Tsafos enphasized that how gas was sold in the gl oba
mar ket and what kind of price exposure and volatility the
state was willing to take were inportant considerations.
One of the questions that was previously considered was
whet her the state wanted the price of natural gas tied to
the price of oil like it had been historically in Asia or
priced differently such as the Henry Hub price. In other
words, he recommended that the state consider whether it
wanted all of its inconme to be tied to the price of oil or
subject to two different price systens and volatilities.

M. Mayer added that if everything with the AKLNG project
went as planned, producing its first barrel of LNG for sale
to buyers in Asia in 2024 or 2025, it would earn its return
on investnent between 2025 and 2045. He asserted that he

was not concerned with the current price of oil or the
price of oil in tw years when considering the economc
fundanmentals of the project or its viability. He was
| ooking at whether the capital invested in the project

would be repaid over the span of tinme between 2025 and
2045.
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9:57:15 AM

M. Myer reviewed slide 5 "Tax Credits and SB 21: Two
Types of Credits." The second part of the presentation
focused on how the low price environment was effecting
state finances, how much tax revenue was being generated,
and what the state was spending on tax credits. He
hi ghli ghted two nunbers he would be discussing; the first
was the total production tax revenue that the state
received from the production tax system estimted to be
about $524 mllion, and the forecast amount of tax credits
estimated to be $625 mllion. He relayed that the point had
been nmade that it was concerning that the anobunt of tax
credits was | arger than the anobunt of tax revenues. Through
the overall production tax system the state was spending
rather than receiving incone. He offered that hi s
presentation would look in detail at causes, concerns,
fundanment al probl ens, and how to address any probl ens.

M. Meyer clarified that he was currently only discussing
the production tax system one conponent of the State of
Al aska's fiscal system The state also generated revenue

from oil and gas production, royalties, corporate incone
taxes, property taxes, and a range of other things. He
estimated that the forecast for FY 15 was $2.5 billion in
total revenues from the oil and gas fiscal system $2.0
billion of which was in unrestricted revenue ($1 billion
from royalties, $.5 billion from the production tax, and

t he remai nder from other conponents of the system.

M. Myer indicated that the core of the presentation would
focus on analyzing the difference between the production
tax revenues of $524 mllion and the tax credits of $625
mllion and whether the enactnment of SB 21 [legislation
passed in 2013 establishing the current oil and gas tax
structure] was the reason for the decrenent.

10: 01: 04 AM

Representative Gara wanted to clarify a term He asked if
M. Myer was talking about credits in which the state
rei mbursed a portion of a conpany's spending. He noted that
the tax rate changed with the price of oil. He relayed that
some people called it a credit but had nothing to do with
spendi ng.
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Co- Chair Thonpson suggested that M. Myer would be
addressing the topic as part of his presentation.

Representative Gara interjected that he wanted to know what
credit M. Myer was tal king about.

M. Mayer began with the first question whether the state
was subsi di zi ng conpanies through its tax system to produce
its oil. He distinguished that there were two flows of
noney and indicated they were shown on the chart on slide
5. He explained that there were two categories of credits.
The first type of credit was clainmed by conpanies that had
a tax liability that reduced the anmount of tax paid. The
second type of credit was clainmed by conpanies that did not
have any tax Iliability and that were allowed to be
reinbursed in cash by the state. He furthered that the two
types of conpanies were very different. He explained that
conpanies with tax liability tended to be the conpanies
such as BP, Exxon Mobile, and Conoco Phillips that had
significant production from existing established assets and
generated significant revenue from those assets. Conpanies
that did not have a liability tended to be snmaller
producers, conpanies that did not have current production
but were currently investing while making a cash | oss.

M. Myer offered that the nunbers in the first three |ines
of the chart reflected conpanies in the first category that
had a tax liability. He acknow edged that, overwhel m ngly,
the credits taken against a conmpany's tax liability were
credits that were a fundanmental part of the tax system He
provided an exanple. He suggested that if just the 35
percent tax rate currently in statute was applied to
current production figures the state would receive
approximately $1.2 billion in revenue. After applying the
tax credit of $1 per barrel, integral to the tax system
t he revenue decreased by $750 million to a total revenue of
$523 million. He suggested that it was better to think of
the $1 per barrel tax credit as a fundanental conponent of
the tax system and that it did exactly what progressivity
did wunder Alaska’s Clear and Equitable Share (ACES).
Al aska’s Clear and Equitable Share (ACES) went from a 25
percent tax rate and escalated at higher prices. Simlarly,
under the current structure the tax credit started fromthe
top at a 35 percent tax rate and decreased at |ower prices.
The way in which it was reduced was through the $1 per
barrel credit. He reiterated that the tax credit was a
fundanmental part of the tax systemcurrently in place.
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M. Myer attributed the state's reduced oil revenue,
primarily, to lower oil prices. He enphasized that there
was a positive revenue flow particularly fromthe |arge oi
producers. He nentioned that there was also $1 billion or
nmore dollars in state revenues, royalties, and other
sour ces.

M. WMayer noved on to discuss a separate flow of cash. He
spoke of cash that the state paid out fromits coffers for
credits purchased from small producers that did not have a
tax liability. He reported that the credits for potential
purchase in FY 15 equaled $625 nmillion. He reveal ed that
about 50 percent of the credits were from Cook Inlet and
the other 50 percent were from the North Slope. He
furthered that the credits going out were for conpanies
that did not have a tax liability but were devel opi ng and
were essentially cash negative at present. He indicated
that he would be discussing the reasons for the credits in
greater detail. He wanted to clarify that there were two
fundanmentally different sets of flows. The state was
receiving substantial revenue from the major producing
conpani es. He surm sed that the question was how the first
flow conpared to the entirely separate outflow to conpanies
without a tax liability. The current tax system provided
credits to incentivize new devel oprent of new resources on
the North Slope and in Cook Inlet.

10: 06: 57 AM

M. Mayer continued to slide 6: "Tax Credits and SB 21:
Positive Inmpact of SB 21 on Revenues." He explained that
the chart showed a conparison between SB 21 and ACES. The
purpose for the contrast was to identify whether what the
legislature did with the inplenentation of SB 21 nmade
things fiscally worse for the state. He believed it was
important to wunderstand how the current tax system was
calculated versus how it was calculated under ACES. He
relayed that in reviewng both tax systens he was using the
current scenario of low oil prices and high investnent. He
asserted that revenue was not reduced as a result of SB 21.
He highlighted that revenue was significantly increased
under SB 21's tax structure. He elaborated that the intent
of SB 21 was to strike a balance between reducing the
state's take at high prices and better protecting itself at
| ow pri ces.
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M. Mayer conveyed that the basic way in which SB 21
equalized the tax system was by taking a 4 percent gross
floor, a mninumtax |level that had to be paid. In tines of
high investnment and low oil prices the state conpared what
the profit-based tax generated versus what the state
generated sinply by taking 4 percent of the gross val ue at
the point of production. If the 4 percent nunber was
hi gher, that becanme the tax rate. The calculation existed
in both the ACES tax system and from that in SB 21. He
noted one significant difference between ACES and SB 21. He
purported that wunder ACES the state calculated the 4
percent mninum then applied a 20 percent credit for a
conpany's capital spending. Although a conpany could not go
bel ow zero it could accrue a liability for future years

Under SB 21 the capital «credit was renoved and was
partially replaced with a fixed per barrel credit which
effectively provided a progressive nmechanismin the overall
system It reduced a conpany's tax rate as prices fell but
only down to a certain level. In other words, the $1 per
barrel credit could not take a conpany below the 4 percent
per barrel floor. He summarized that the 4 percent floor
went from being sonething abstract, ineffective, and non-
binding to being a hard floor in nobst circunstances. He
concluded that the current tax system generated nuch nore
revenue than the ACES tax system woul d have generated under
the sane circunstances. He relayed that the current tax
system generated approximately $600 million in revenue from
the North Slope based on the Departnent of Revenue Source
Book. He nmentioned that Enalytica' s estimtes (represented
in grey) were nunbers reflecting the ACES nethodol ogy. The
nunber s gener at ed a little over $200 mllion, a
substantially |ower dollar anbunt due to capital credits in
ACES.

M. Myer noved on to discuss the nunmbers for FY 16. The
Departnment of Revenue forecast nunbers remained high and
t he departnment forecasted even |lower prices than in FY 15.
The total North Slope revenues for FY 16 were estimted at
$286 mllion under SB 21. Under ACES there was no tax
revenue in FY 16 and there would be a liability against
future tax years of $242 nmillion. In answer to his question
about whether SB 21 made the state's fiscal system worse
he responded, "No." He stressed that SB 21 inproved the
state's circunstances by protecting its bottomline.

10:13:11 AM
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Representative Gara referred to M. Mayer's statenent about
t he negative ACES revenue in FY 16. He asked himto confirm
that the nunber could not go below zero. M. Mayer
responded that the negative nunber would be a liability
being carried forward into the follow ng year.

Representative Gara referred to the $286 mllion from SB
21. He commented that according to the state's nobst recent
forecast it was receiving negative revenue in FY 16. He
reiterated that in the nost recent forecast the state would
be receiving negative revenue fromSB 21 in FY 15 and FY 16
and that the state would cap down at zero under ACES. He
wanted to know why the information was not a part of the
chart.

M. Mayer responded enphatically there was not a forecast
of negative revenue in FY 15 and FY 16. He clarified that
what Representative Gara was referring to was a conpari son
seen on the previous slide of revenue being $523 mllion in
FY 15 and $308 nmillion in FY 16. He continued that the
nunbers were slightly different because they were statew de
and individual tax payer versus North Slope. He pointed to
the revenue line [Production Tax Revenue] on slide 5 and
the Iine on spending on other credits to snaller producers
[Credits for Potential Purchase]. He explained that the tax
system accounted for revenues and expenditures. He agreed
that it should be a source of concern to anyone if
expenditures were greater than revenues. However, the
conmpari son was an even conparison between the two tax
systens |ooking just at the revenue line [Secretary' s note:
unabl e to deci pher what Iines M. Mayer was referring to].

Representative Gara stated that the state was taking in
| ess noney than it was paying out. He said it was negative.
He continued that ACES would bottom out at zero and carry
the loss forward. He stated that under SB 21 the state was
paying out nore noney than it was collecting. He did not
understand how the nunber could be positive when the state
was payi ng out nore noney.

M. Mayer naintained the inportance of really understanding
the nunbers. He discussed the nunber on the second |ine
[slide 2: Credit Used Against Tax Liability] that he
indicated drove the idea of a net negative which included
expenditures. The nunbers on |ine 2 were derived from
credits that existed for the previous several years and
were applicable in either tax system The conparison he
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referred to was just on the revenue side of the equation.

He clarified that the Departnent of Revenue accounted for
revenue and tax spending. There were two flows; one inflow
from tax payers and one outflow to conpanies w thout a tax
l[iability. He asserted that the outflows had been enbedded
into the system for sone tinme. He suggested that the line
of outflow would be very simlar in both circunstances. The
conparison he was referring to was just |ooking at the
inflows. He agreed that the net of credits, just |ooking at
a North Slope analysis, would be negative. However, he
asserted that the other would be nore strongly negative
because of starting from a base then paying out additiona

credits.

10: 16: 56 AM

Co-Chair Thonpson asked M. Mayer if slide 6 reflected
production. He wanted to know if he was correct in assum ng
that slide 5 had nothing to do with production. He asked
for additional clarification.

M. Mayer agreed with Co-Chair Thonpson and added that sone
of the credits were for exploration but the bulk of them
were for developnent of newy discovered resources. He
restated that the net credit balance was due to flows to
two very different types of conpanies and were accounted
for by the state in two different ways; the |arge producers
were counted on the revenue side and the small producers on
the spending side. The conparison was between the
production tax revenue and then |ooking at the subsequent
page [slide 6]. The credits for potential purchase applied
to a different type of conpany and were part of a different
flow.

M. Tsafos suggested taking the 625 nunber [slide 5] and
mnus 20 or mnus 50. He relayed that in the present case
the nunmber would be 224 mnus 625 bringing the nunber to
m nus 400. He continued to explain that the basic idea was
that the nunber would be either mnus 100 or m nus 400 [ M.
Tsaf os used slides 5 and 6 as references].

Representative Pruitt wondered if SB 21 only applied to the
North Slope. He continued to phrase his question. He wanted
to confirm that when discussing total credits the payout
for Cook Inlet was included. He suggested that the state
had a credit-heavy incentive program for investing in Cook
Inlet. He Dbelieved that I|egislators had to take very
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di fferent approaches to two distinct basins when | ooking at
how they inpact the overall state budget and how credits
wer e appli ed.

M. Mayer affirned that Representative Pruitt was correct.
He el aborated that of the $625 mllion in FY 15 in credits
for potential purchase about $300 million went to Cook
Inlet and the remainder went to the North Slope. He pointed
out that in both cases credits went to small producers
bringing new production online. He relayed that on the
North Slope the investnent was in future tax revenue.
Whereas, in Cook Inlet the investnent was a pure subsidy
for producers because of the tax regine being very
different.

Vi ce-Chair Saddl er suggested hearing the remainder of the
presentati on.

10: 20: 34 AM

Representative CQuttenberg understood that the state gave
credits to encourage behavior. He was in favor of
encouragi ng exploration, developnent, and production. He
suggested that at tinmes a negative nunmber was not a problem
depending on the forecast. He renenbered that during the
oil tax debate it was difficult to conpare one set of
behavior of one reginme to another. He elaborated that, in
terms of analysis, one reginme filed under one tax structure
and the other reginme filed under a different tax structure.
He wanted the forns to be significantly the same for the
purpose of nmaking conparisons. He nentioned that the
backl og of audits was an additional barrier. He asked M.
Mayer to comment on the difficulty of conparing both
systens. M. Mayer asked if he was tal king about conparing
the revenue that came from both systens or conparing the
investment and future production that came from both
syst ens.

Representative (Quttenberg proposed leaving the future
production and the <credits out of the question. He
expressed the difficulty he was having in determ ning what
met hod was best for the state. He wanted to know what was
working and what was not working for the state. He
reiterated that, in the discussions and debates he
participated in, it was difficult to make conparisons based
on the different filing types. He was just referring to
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per-barrel production and taxes. He wanted to feel nore
confi dent about the numbers being presented.

10: 23: 07 AM

M. Mayer stated that he would be referring to the nunbers
listed in the back of Departnent of Revenue's Revenue
Source Book where DOR explained, in a general way, how the
tax system worked. Depar t ment of Revenue used a
hypot hetical scenario in which the tax revenue from the
system cane from one nonolithic tax payer rather than a
variety of different tax payers which mght attribute to
slight distortions in the analysis. However, it provided a
good hi gh-1evel wunderstanding of how the tax system worked
wi thout getting into confidential tax payer information.
The tax <calculations were based on a certain set of
assunptions such as price and investnent forecasts from
DOR. He expounded that if higher prices were used and
investnments were |ower, the nunbers would be significantly
different. The resulting income would be nuch higher under
ACES and nuch |ower under SB 21. The basic idea behind SB
21 was that in times of high prices and |ow investnent the
state would take a nore even share of the profits rather
than the lion's share. In times of high investnment and | ow
prices the state was better protected. There were many
different views about the different tax systens. He
recapped that ACES was a good fiscal system in times of
high oil prices and |ow i nvestnent because of the resulting
cash revenue. It was also a tax structure that would |ead
to years of red ink at times of low oil prices and high
investnment. He suggested that in terns of other credits the
state was starting at a higher floor because in the current
circunstance the SB 21 tax system generated nore revenue.

10: 26: 09 AM

Representative WIlson referred to the prior slide. She
asked if it would be advantageous to introduce |egislation
in which the state would be obligated to purchase credits
only if it generated an equal anount of revenue. M. Mayer
commented that her question mght be addressed further in
his presentation. He reported that previous slides
di scussed the revenue side of the equation. The foll ow ng
few slides woul d address the credit side of the equation.

M. Mayer continued to slide 7: "Tax Credits and SB 21:
Positive Inpact of SB 21 on Revenues." The chart showed
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credits wused against tax liability versus credits for
purchase by the state paid to small producers. The figures
listed were from DOR. He pointed out that the yellow line
[Credits Used Against Tax Liability] fell dramatically in
FY 15 and FY 16. The decrease represented the inpact of the
4 percent binding floor. At Ilow oil prices and high
investnment the state would be paying out significantly nore
wi thout the hard floor. He referred back to the exanple on
the previous slide. He suggested taking the total tax
before credits of $1.3 billion and nmultiplying it by $8 per
barrel to total $1.2 billion under Aces. Under SB 21 the
state would only be paying $720 mllion because of the 4
percent floor that was in place. He continued to explain
that as oil prices fell the 4 percent floor kicked in and
reduced the anmount of credits. He suggested that the credit
was significantly less than $8 per barrel due to the floor.
The line was decreasing because prices were |low and there
was a hard 4 percent floor. The line rose again in FY 17
because DOR s forecast was based on oil prices in the $100
per barrel range.

He drew attention to the green line on slide 7 that showed
a rise in credits for purchase by the state. He reported
that they were fundanentally capital credits, either
capital credits in the past under ACES, ongoing capital
credits in Cook Inlet, or net operating loss credits. The
credits were, effectively, state support for exploration
and devel opnent by small producers on the North Slope or in
Cook Inlet. He reported that nore investnment was bei ng made
by small conpanies in the two basins which attributed to
the incline in the nunber of credits for purchase by the
st at e.

10: 29: 24 AM

M. Mayer advanced to slide 8 "Tax Credits and SB 21:
Credit Elimnations and Transitional Arrangenents.” He
asserted that the previous slides addressed revenues and
the followng set of slides addressed credits being paid
out to small conpanies without a tax liability. He intended
to look at other changes resulting from SB 21 |egislation
and would be discussing whether the state needed to be
concerned with increasing credits. He reported that SB 21
attenpted to limt credits in several ways although those
were not currently in effect. He elaborated that in the
previous tax reginme there was an alternative credit for
exploration, a Frontier Basin credit, and a small producer
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credit. In FY 14 these credits collectively cost the state
approximately $113 million. The tax system resulting from
SB 21 legislation retained the sunset date of 2016
previously established in ACES. The small producer credit

was |imted to a period of 7 years after initial
production. Another notable provision of SB 21 reduced
government support for spending overall. Under ACES, a tax

payer with a Iliability, based on progressivity conbined
wth credits, received up to 80 percent support for
government spending. A small producer wthout a tax
ltability claimng credits, received 45 percent support for
government spending under the same tax system The 45
percent credit was conprised of a capital credit of 20
percent and a net operating credit of 25 percent. Under
ACES, the governnent would have effectively spent $.45 for
every dollar spent on new developnment to bring online for
production. Under SB 21, the tax rate and the net operating
loss credit were both 35 percent. This nade the job of an
underwriter easier; a large producer could reduce its tax
ltability by 35 percent by spending noney and witing it
off of taxes, and a small producer without a tax liability
could do the sane thing by getting the 35 percent back in

cash from the state treasury. In naking the change it
reduced the total |evel of support for governnent spending
35 percent. Senate Bill 21 also provided a w ndow of

cushion for small producers by supporting spending at a 45
percent level until January 2016.

10: 33: 23 AM

M. Mayer slide 9: "Cook Inlet Credits.” He indicated that
SB 21 did not make any changes to the tax structure as it
applied to the Cook Inlet basin. He added that of the $625
mllion in total credits being paid out to small producers
without a tax liability, about $300 mllion was paid to
Cook Inlet producers in FY 15. He continued that wunlike
North Sl ope producers, producers in Cook Inlet did not pay
a profit-based production tax. Instead, they paid a |ow
fixed rate tax on gas simlar to the Economc Limt Factor
(ELF) system paid virtually no taxes on oil, and had sone
concession royalty arrangenments. He confirnmed that all of
the tax credits under ACES carried forward in SB 21 along
with sone additional special tax credits. The special tax
credits included a 40 percent credit on capital spending on
wells beyond the 20 percent capital credit and 25 percent
carry forward loss credit under ACES. He pointed out that
there was a very |large government subsidy for snal
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producers. He purported that the subsidy for Cook Inlet
producers for capital expenditures was close to 50 percent
based on total capital spending and the total nunber of
credits in the basin. He relayed that Cook Inlet production
provi ded gas to Southcentral Al aska and that there had been
a substantial turn-around in what was the decline of Cook
Inlet, nost likely, due to sonme of the credits. He opined
that the state should do a full cost benefit analysis in
the future that examned other ways to achieve the sane
benefit at a lower cost to the state. He specified that
Alaska’'s QI and Gas Conpetiveness Review Board was
scheduled to provide recommendations on the future of the
Cook Inlet tax system in January 2017. He cited that the
special treatnent of the basin expired in 2022. He
furthered that half of the credit outflow of $600 million
or nore in FY 15 went to Cook Inlet. He suggested that it
was not unlike the North Slope in investnent in future tax
revenue fromthe tax system it was a subsidy for producers
because of the state's concern about having nore Cook Inlet
gas.

M. Mayer scrolled to slide 10: "Conclusions." He recounted
that there had been an oil price drop as a result of excess
supply because of increased output in the Lower 48, reduced
outages from places such as Libya and Syria, bearish
demand, and O Producing and Exporting Countries (OPEC
acknowl edging reality. He added that |arge producers were
paying hefty sums, but in the «current Jlowoil-price
envi ronnment they were not enough to offset the credits paid
to small producers on the North Slope and in Cook Inlet. He
pointed out that SB 21 placed a nore secure floor on state
revenues in the current environnent of |ow prices and high
investment. The legislation also elimnated a nunber of
credits. He suggested that the Cook Inlet tax system needed
to be reevaluated in the future.

10: 37: 43 AM

Representative Minoz asked whether the ACES credits would
be conpletely purchased by FY 16. M. Mayer responded that
there were no additional ACES capital credits. The credits
st opped when the ACES tax system was replaced by SB 21's
regime. He conveyed that there was an inflated | evel of net
operating loss or carried-forward annual loss credits in
early 2016. He also reported carry-over credits such as the
smal | producer tax credit and the Frontier Basin credit
that were scheduled to stop in early 2016. He nentioned
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that there was one exception having to do with the snall
producer tax. If a producer generated |ess than 50 thousand
barrels of oil per day, their credit would be limted to a
flat $50 mllion credit against any tax liability and could
be claimed for up to 7 years after they started initial
pr oducti on.

Representative Minoz asked if the conbined 45 percent tax
credit for the small producer |lead to new production under
ACES. M. Myer responded that the small producer tax
credit was introduced when ACES was targeting snal
producers to offset the prior system the ELF system He
added that SB 21 also tried to provide benefits to snall
producers in other ways. He believed that the overall tax
system had to be evaluated to determine what it did to
incentivize investnent.

Representative Minoz restated her question about whether
the credits on the North Slope incentivized new oil
production by small producers. M. Myer explained that the
larger credits nore directly targeted new devel opnent, such
as the capital credits and the net operating loss credits.
The two credits together provided substantial state support
to all conpanies including small producers. He asserted
that the credits had a major inpact in bringing in a nunber
of projects that would not have been viable otherw se due
to the capital constraints of a small producer. Inplicitly
the state was a silent partner. The state provided a credit
up front and took in cash at the end, sinmilar to bringing
in a working interest partner. The credits fell from 45
percent to 35 percent under SB 21, the change being applied
over a period of 2 years to allow for adjustnent.

10: 41: 58 AM

Representative Muinoz asked if the viable projects lead to
new production. She asked for a yes or no answer. M. Mayer
stated, "Absolutely, over the l|ast several years we have
seen a nunber of small producers bring online new projects
in both the North Slope and the Cook Inlet."” He added that
he woul d have to review precise tinelines in order to fully
answer her questions. He asserted that he had seen a nunber
of small projects conme online.

Vice-Chair Saddler asked about the potential |ong-term

effects on Alaskan oil production revenues if the North
Slope tax credits were elimnated and everything else
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remai ned the sane. M. Myer asked Vice-Chair Saddler to
clarify whether he was talking specifically about the
credits provided to small producers that did not have a tax
liability or if he was also referring to the inplicit
credits within the tax systemin the formof $1 per barrel.

Vice-Chair Saddler replied, "The first, a good question.”
M. Mayer responded that particularly on the North Slope
the credits were both an investnent in future production
and in future tax revenues. He enphasized that the credits
existed to provide the same benefits to a snmall producer
that did not have a tax liability as a |large producer that

did have a tax liability. For exanple, when a |arge
producer with a tax liability spent $1 billion, it was able
to wite-off that $1 billion against taxes at a 35 percent

tax rate. He concluded that 35 percent of the spending was
essentially provided by the state through |ower taxes. The
35 percent net loss credit provided the sane benefit to the
smal | producer. In both cases he suggested it was the basic
idea of a profit-based tax system the state was taking
| ess money either through less taxes or through a cash
outlay. The state was directly investing in both future
production and future tax revenue. He stressed the
i nportance of keeping the tax rate percentage equal. He
added that the situation in Cook Inlet was sonmewhat
different because there was no profit-based tax in place
currently. The Cook Inlet credits were a direct subsidy. He
detailed that there may be good reasons for a subsidy such
as providing security of gas supply to Anchorage and to
Sout hcentral Alaska. He identified a distinction between
credit outlays as an investnment in future production tax
revenue (a question of timng of the flows) and direct
subsidies that had nothing to do with future revenue and
everything to do with securing gas supply.

10: 45: 31 AM

Representative Gara opined that much of the presentation
was incredibly biased in favor of SB 21. He asked about the
4 percent floor. He wondered if the floor applied to any
post 2002 production units. He also asked if a 4 percent
floor applied to any of the fields such as Oooguruk,
Ni kai chug, and Point Thonmson, from 2002 forward and for any
future fields. M. Mayer would have to verify the taxes. He
stated that the only thing he could think of that applied
specifically was the gross value reduction. He wondered if
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the gross value reduction was what Representative Gara was
referring to.

Representative Gara responded that for gross val ue
reduction fields, which he purported had | ower taxes, the 4
percent floor did not apply. M. Mwyer inforned the
committee that he had not thought it through in detail
because it was a small portion of the total tax.

Representative Gara interjected that it was a grow ng
portion. M . Mayer believed that the fundanmenta
distinction Representative Gara was trying to make was t hat
t he non-gross value reduction fields had a sliding $0 to $8
per barrel credit. He comented that because the credit
inclined up to $8 it needed to be limted on the downside.
Each of the fields Representative Gara nentioned had a flat
rate of $5 per barrel. Depending on how the rate was
applied, Representative Gara could be correct that the 4
percent mninmum would not apply. He was unclear. He added
that it did not make a substantial difference to the
nunbers but that Representative Gara's point was good.

Representative Gara commented that the inpact would be
larger in the future. He referred to slide 8 and suggested
that there was a false conparison. He reread the list of
smal |l producer-focused <credits that were scheduled to
sunset in 2016. He argued that under ACES or SB 21 the
| egislature could review and extend the sunset in 2016. He
insinuated that M. Mayer was naking the assunption that
the legislature would come back and erase the credits in
2016 because of the passing of SB 21. He also inferred that
if ACES had remained the tax reginme the legislature would
have made the opposite decision. He did not think it was
fair to lead commttee nenbers to think that there would
have been a different result in 2016. He wanted to know why
M. Mayer was maki ng such an assunpti on.

M. WMyer responded that he had prefaced his remarks at the
time by saying that SB 21 did not directly tackle the issue
of reduci ng smal | er pr oducer - f ocused credits. The
legislation left +the sunset date intact and did not
introduce any new |anguage or provision to inpose a new
sunset. He relayed that it was a very conscious decision

after substantial discussion, to allow the credits to
sunset as part of the new tax system
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Representative Gara comented that in 2016 when sonething
sunset the legislature would review it wunder either tax
system M. Myer responded that he hoped that a review
woul d occur several years prior to 2016. He wused the
exanpl e of Cook Inlet where the credits sunset in 2022 and
were scheduled to be reviewed in 2017. He inferred that the
review of the tax credits happened when | ooking at SB 21.

Representative Gara responded that was not the way in which
sunsets were reviewed in Alaska's legislature. He cited
that review happened in the year of the sunset. He
reiterated that he thought there was a fal se conparison. He
remar ked that there were legislators that thought SB 21 was
a good system and there were legislators that thought
maki ng changes and inprovenents to ACES was a better idea.
He enphasized that no |legislators wanted ACES to remain the
same. He contended that Enalytica was conparing SB 21 to a
system that no one favored. He suggested nmking a
conparison to a system proposed by ot hers.

M. Mayer stated that at the start of his presentation he
had prefaced that his purpose in presenting the nunbers was
not in any way to reopen the debate of SB 21 versus ACES.
Hs aim was to exam ne whether SB 21 had had a negative
impact on the state. He affirmed that it was inportant to
go through the nunbers to denonstrate how and why SB 21 had
inmproved the state's situation. He did not set out to
determne if it had been the best tax system to |ook at
alternatives, or to nmake conparisons. Instead, his goal was
to answer the question as to whether the system had nade
t hi ngs worse. He argued that the answer was "no".

10: 50: 52 AM

Representative Kawasaki referred to slide 6. He indicated
that one of the selling points of SB 21 was that producers
woul d increase investnment and that wunder ACES producers
woul d invest less in Alaska. He believed that all things
were not the sanme. He agreed wth Representative Gara that
nobody was in favor of nmoving forward with ACES as the tax
system He comrented that the investnment anount under ACES
should have been lower and there should have been a |ow
i nvestment category at tines of |ow prices rather than what
was reflected on the slide. He also referred to
Representative Minoz's comment about the credits on the
North Slope and whether they inproved oil production. He
menti oned the Indirect Expenditures Report generated by the
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Legislative Finance Division. The report discussed the
capital expenditures and whether they actually went to
production. He also referred to M. Myer's coments about
upfront capital actually producing nore oil in future
years. He cited that in both the expenditure report and the
i ndependent audit that was conducted the credits did not
produce the expected results. Instead, the conpanies used
t he i nvest ment such as mai nt enance, renewal , and
renovation. He asked M. Mayer to comrent.

M. Mayer responded to Representative Kawasaki' first point
that the aim of the presentation was to show a side-by-side
conparison. He did not want to inpose a value judgenent
which was why he was presenting an equal conparison. He
addressed Representative Kawasaki' question about capital
credits and other credits that inplicitly provided support
for spending such as the net operating loss credit. He
suggested that under the former system there was a w de
range of nmeans of governnment support for spending. He
rel ayed that the highest government for spending under ACES
was not only occurred through tax credits but also through
the interaction of tax <credits and progressivity. He
rem nded the conmittee that an existing producer did not
receive an outflow of credits directly from the treasury.
The biggest benefit cane from being able to wite off
expenses agai nst taxes. Under ACES a |arge producer could
wite off 80 percent of expenses, a very high level of
governnment support for spending. He asserted that when
examning the potential of a project the credits against
tax liability provided significant support for spending on
things that did not need to provide a stand-al one business
case as to why a project was econonmc. He pointed out that
the tax system encouraged financing from recurrent cash
flow without the sanctioning of an investnent conmttee.
Under the previous tax regime the credits were an inplicit
part of a whole. The basic bargain of the system was high
taxes upfront and high taxes at the end. The system worked
particularly well for the snmall producer wth capital
constraints and finance concerns. The system did not help
the large producer that did not want capital help upfront
and neasured things based on | ong-term cash fl ow.

10: 55: 49 AM

Representative WIlson wanted to discuss Cook Inlet. She
remar ked that she was tired of Fairbanks paying for all of
the taxes on the North Sl ope. She asked about the subsidies
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and whether they were being paid fromthe state treasury or
comng out of a conpany's tax liability. M. Myer
indicated that the answer to her question was not clear
cut. There was a snmall conponent of tax credits clainmed
against a very small liability. The bulk of credits were
credits for potential purchase. He restated that of the
$625 nmillion figure about $300 million was being paid out
to Cook Inlet producers.

Representative WIson asked if there was any conparison
bet ween how the state was subsidi zing Cook Inlet versus the
North Sl ope. She was concerned with the amount of subsidy
for Cook Inlet to produce gas and helping only one part of
the state. She restated her question about a conparison and
added that she wanted to know how nuch the state gained
financially for the two basins. M. Myer explained that it
was difficult to perform an apples-to-apples conparison
because the ainms of the two basins were different. The aim
of the North Slope was to spend noney upfront as an
investnment in future tax revenue. The goal of the Cook
Inlet was to spend noney in order to incentivize nore gas
for Southcentral Al aska. He suggested that a really good
cost benefit analysis of the credit system in Cook Inlet
woul d provide better information than a conparison between
the two basins. The analysis would also provide a picture
of what things might look like without a credit system in
Cook Inlet and to identify other neans of creating that
benefit. He provided the exanple of debt financing. He
recounted that there was a report due fromthe Gl and Gas
Conpetitive Review Board on the future of Cook Inlet's tax
syst em

Representative WIson relayed that in the past when the
state exported gas, subsidies were provided to areas. She
continued that the gas was subsequently sold out of state
rather than remaining in Al aska. She wanted to know if the
board was going to not only look into the tax credits but
also review their beneficiaries. She wondered if the state
was the only entity to benefit because it sold the gas, or
if other entities benefited within the state. She wanted to
explore the answers to her questions further.

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

#
ADJ OURNVENT
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11: 00: 37 AM

The neeting was adjourned at 11:00 a. m
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