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HOUSE BI LL NO. 247

"An Act relating to confidential information status and public
record status of information in the possession of the Departnent
of Revenue; relating to interest applicable to delinquent tax;
relating to disclosure of oil and gas production tax credit
information; relating to refunds for the gas storage facility
tax credit, the Iliquefied natural gas storage facility tax
credit, and the qualified in-state oil refinery infrastructure
expenditures tax credit; relating to the minimumtax for certain
oil and gas production; relating to the mninmum tax cal cul ation
for nmonthly installnent paynents of estimated tax; relating to
interest on nonthly installnment paynents of estimted tax;
relating to limtations for the application of tax credits;
relating to oil and gas production tax credits for certain
| osses and expendi t ur es; relating to limtations for
nontransferable oil and gas production tax credits based on oil
production and the alternative tax credit for oil and gas
exploration; relating to purchase of tax credit certificates
fromthe oil and gas tax credit fund; relating to a m ninmm for
gross value at the point of production; relating to |ease
expenditures and tax credits for nunicipal entities; adding a

definition for "qualified capital expendi ture"; adding a
definition for "outstanding liability to the state"; repealing
oil and gas exploration incentive <credits; repealing the
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l[imtation on the application of credits against tax liability
for |ease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install nment paynents
for estimated tax for oil and gas produced before January 1,

2014; repealing the oil and gas production tax credit for
qualified capital expenditures and certain well expenditures;
repealing the calculation for certain |ease expenditures

applicabl e before January 1, 2011; meking conform ng anmendnents;
and providing for an effective date."

- HEARD & HELD
PREVI QUS COW TTEE ACTI ON
BILL: HB 247

SHORT TI TLE: TAX; CREDI TS; | NTEREST,; REFUNDS; O & G
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

01/ 19/ 16 (H) READ THE FI RST TIME - REFERRALS
01/ 19/ 16 (H) RES, FIN

02/ 03/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 03/ 16 (H) Heard & Hel d

02/ 03/ 16 (H) M NUTE( RES)

02/ 05/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 05/ 16 (H) -~ MEETI NG CANCELED - -

02/ 10/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 10/ 16 (H) Heard & Hel d

02/ 10/ 16 (H) M NUTE( RES)

02/ 12/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 12/ 16 (H) Heard & Hel d

02/ 12/ 16 (H) M NUTE( RES)

02/ 13/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 13/ 16 (H) -~ MEETI NG CANCELED - -

02/ 22/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 22/ 16 (H) Heard & Hel d

02/ 22/ 16 (H) M NUTE( RES)

02/ 24/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 24/ 16 (H) Heard & Hel d

02/ 24/ 16 (H) M NUTE( RES)

02/ 25/ 16 (H) RES AT 8:30 AM BARNES 124

W TNESS REG STER

KEN ALPER, Director

Tax Di vi sion

Depart mnent of Revenue (DOR)
Juneau, Al aska
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PCSI TI ON STATEMENT: On behalf of the governor, continued the
Power Poi nt presentation, "Ol and Gas Tax Credit Reform HB247,
Addi ti onal Mdeling and Scenario Analysis - Part la."

CHERYL NIENHU S, Acting Chief Econom st, Commercial Analyst
Anchorage O fice

Tax Divi sion

Depart ment of Revenue (DOR)

Anchor age, Al aska

PCSI TI ON STATEMENT: Answered questions related to HB 247.

ACTI ON NARRATI VE
8:34:02 AM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee neeting to order at 8:34 a.m Representatives Tarr,
Josephson, Hawker, Seaton, and Nageak were present at the cal
to order. Representatives Johnson and O son arrived as the
meeti ng was in progress.

HB 247- TAX; CREDI TS; | NTEREST; REFUNDS; O & G

8:34:59 AM

CO- CHAI R NAGEAK announced that the only order of business would
be HOUSE BILL NO 247, "An Act relating to confidentia

information status and public record status of information in
the possession of the Departnment of Revenue; relating to
interest applicable to delinquent tax; relating to disclosure of
oil and gas production tax credit information; relating to
refunds for the gas storage facility tax credit, the liquefied
natural gas storage facility tax credit, and the qualified in-
state oil refinery infrastructure expenditures tax credit;
relating to the mninmum tax for certain oil and gas production

relating to the mninum tax calculation for nonthly install nment
paynents of estimated tax; relating to interest on nonthly
instal |l ment paynments of estimated tax; relating to limtations

for the application of tax credits; relating to oil and gas
production tax credits for certain |osses and expenditures;
relating to Ilimtations for nontransferable oil and gas
production tax «credits based on oil production and the

alternative tax credit for oil and gas exploration; relating to
purchase of tax credit certificates from the oil and gas tax
credit fund; relating to a mninmum for gross value at the point
of production; relating to |ease expenditures and tax credits
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for municipal entities; adding a definition for "qualified
capital expenditure"; adding a definition for "outstanding
liability to the state"; repealing oil and gas exploration
incentive credits; repealing the limtation on the application
of credits against tax liability for |ease expenditures incurred
before January 1, 2011; repealing provisions related to the
monthly installnment paynents for estinmated tax for oil and gas
produced before January 1, 2014; repealing the oil and gas
production tax credit for qualified capital expenditures and
certain well expenditures; repealing the calculation for certain
| ease expenditures applicable before January 1, 2011; making
conform ng anendnents; and providing for an effective date."

8: 35: 28 AM

KEN ALPER, Director, Tax D vision, Departnment of Revenue (DOR),
on behalf of the governor, continued the presentation, "GOl and
Gas Tax Credit Reform HB247, Additional Mdeling and Scenario
Analysis - Part 1la." He advised that the presentation delves
into the deep sectional [analysis] and reviewing sonme of the
nore conplicated pieces of the bill and how they work. The
presentation goes into nodeling of specific new field scenarios
and the overall economic inpact of the bill. He noted that the
|ast slide of his previous presentation was slide 44, "Section
17(c): Strengthen the Mninmum Tax," which was the end of the
conversation of "strengthening mninmm tax by noving per barre

credits fromnonth-to-nonth or preventing that from happening.”

MR. ALPER turned to slide 45, "Section 18: GVR Can't |Increase
Net Operating Loss (NOL) Credit"™ and said the concept would
prohibit a producer operating at loss who is eligible for the
gross value reduction (GVR) for the new oil benefit from being

used to increase the size of net operating |oss. For exanpl e
he said, this scenario is akin to the current day of |ow oi
price/low cost. 1In the event a producer is |osing noney because

the prices are low, it earns an operating loss credit based upon
its loss but is allowed to increase the size of that credit by

taking the "so-called" gross value reduction (GVR) and
subtracting it fromthe loss to nmake it appear, on paper, to be
a larger |oss. He offered that the result of the change woul d

reduce the credit to 35 percent of the actual net operating |oss
rather than a cal cul ated nunber that is sonmewhat higher. Wthin
t he upcom ng case, he explained, was that the state's liability
woul d be reduced by approximtely 50 percent, or in the context
of a $10,000 taxable barrel per day field, of approximately 7.6
mllion per year.
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8:37:59 AM

MR. ALPER noved to slide 46, "Section 18: GVR Can't |ncrease Net
Operating Loss (NOL) Credit - Current law allows GVR to increase

an NOL credit."” He reviewed the exanple depicted on the table
in a world of $40 oil, and pointed out the follow ng: West
Coast price $10 transportation - shipping and pipeline tariffs

the well head value, which is also the gross value, $30 a
barrel; |ease expenditures - the lifting cost $36; and the |oss
is $6 a barrel. He advised that the nodel being |ooked at is
based on a single barrel of taxable oil, and for the purposes of
this example this producer lost $6 a barrel producing that oil

The way the GVR works, he explained, is to determne the

wel | head value ($30 gross value), and take 20 percent which
equals 6, and subtract it from the net value (negative 6), and
the resulting subtraction equals negative $12. For purposes of
the credit cal culation, under current |aw, although the producer
lost $6, it appears as though it lost $12, and the 35 percent
credit (operating loss credit) applied to that $12 results in a
$4.20 cash rebate for the operating loss credit. The $4.20 is
roughly 70 percent of the $6 a barrel |oss. The bill
contenplates that although the GVR is inportant, for the
pur poses of reducing the tax burden of profitable new producers,
"we don't want that reduction to be useable in the event of a
loss,"” and by by-passing that calculation only the $6 actual
cash flow loss would be eligible for the credit, 35 percent of
$6 equal s $2.10. Therefore, the state's credit liability would
be cut in half - $2.10 per taxable barrel, or when nultiplied
across the year with a 10,000 barrel field, $7.6 mllion a year
in credits instead of $15.3 [million].

8:40:11 AM

MR. ALPER addressed the second exanple on slide 48, "Section 18:
GVR Can't Increase Net Operating Loss (NOL) Credit - Current |aw

allows GVR to increase an NOL credit." He said this exanple
| ooks at a slightly different type of scenario with a higher oi
price, but the conpany may still be | osing noney. He descri bed

it as a quite plausible scenario especially for a new field
because typically the producer drills its first couple of wells,
it begins production and has oil flowing, and the producer
continues to drill maor wells causing additional costs that
could cause cash flow |osses over the course of the first
several years of production. He explained that the scenario
depi cts higher costs based upon field buildout and al so higher
prices, still generating a $10 per barrel cash flow |l oss, and as
the exanple points out the GVR could lead to very high credits.
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He then explained that the scenario started with $80 oil which
is now high priced oil, and pointed out the following: there is
the same expense of transportation, wellhead at GVR of $70,
| ease expenditures at $80 per barrel, and now that conpany | ost
$10 per barrel last year. Based upon the $10 barrel, under
normal circunstances the conpany would receive a $3.50 credit
(35 percent of the |oss) except, due to the application of the
GVR, it is necessary to go back to the $70 well head value, 20
percent of that $70 equals $14. The conpany woul d then subtract
the $14 from the negative $10 to get the red circled nunber of
negative $24. For the purposes of the credit calculation and
only for that purpose, the conmpany is considered to have | ost
$24 a barrel, and apply the 35 percent credit to that nunber,
which results in an $8.40 credit, or 84 percent of its loss is

paid by the state's operating loss credit. He said that by
maki ng the change envisioned in HB 247, the actual credit paid
would be limted to 35 percent of the loss, or $3.50. In this

circunstance, based on a 10,000 barrel field, the difference
would be a savings to the state, or a reduction in the state's
credit liability, of $17.9 mllion.

8:42: 37 AM

REPRESENTATI VE  SEATON surm sed that the state allows a
calculation of net operating loss at 35 percent of the
expenditure, and the purpose is to say that in the calcul ations
the net loss is carried forward and could be no nore than 35
percent of the conpany's | oss.

MR. ALPER clarified that the loss carry forward credit of 35
percent is 35 percent of the loss itself, statutorily. He said
Representati ve Seaton was absolutely correct because the bill is
saying that the anmount the state is paying isn't going to exceed
a nunber greater than 35 percent of the |oss. He posited that
the application of the GVR calculation being used to increase
the size of that loss was an unintended consequence of an
unforeseen circunstance that was in the formula of the previous
legislation that |ead to very high credits. Last year and the
year before, the operating loss credit was 45 percent, and he
said he has seen circunstances where the state was paying
credits of nore than 100 percent of the | oss.

8:43: 57 AM
REPRESENTATI VE JOSEPHSON referred to paying nore than 100

percent of the loss and asked whether a nodel of that 1is
contained wthin the presentation.
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MR. ALPER replied it isn't nodeled in any of the slides because
it's looking going forward with a 35 percent operating |oss
credit. He offered that when getting to the $24 paper |oss, the
calculated loss after the application of GV/R in this status quo
scenario, if a person takes 45 percent of that, it would be
another $2.40 on top of the $8.40 which would be $10. 80. I n
this case, he pointed out, it would be 108 percent of the $10
cash flow loss the conpany actually experienced in its
operation, if it was eligible for 45 percent credit if the
exanple on slide 48 were a 2015 exanple instead of a future year
exanpl e.

REPRESENTATI VE JOSEPHSON responded that within that scenario for
pur poses of production tax only, not property and equi prment or
royalty, the state took absolutely nothing - there's no
production tax in that scenario.

MR. ALPER answered that if the conpany is |osing noney, unless
it is susceptible to the mninum tax of which new oil is not,
the state would generally take nothing. In this circunstance,
the discussion is mnimzing the size of the operating |oss
credit paid rather than any anount of take. Representati ve
Josephson is correct, he stated, in this circunmstance that
conpany woul d not have paid any production tax.

8:45:34 AM

REPRESENTATI VE JOSEPHSON pointed out that during yesterday's
nmeeting, M. Alper testified that he had reviewed the m nutes on
the question regarding the nonthly calculation of tax and the
mgration issue, and that he saw only an exchange between a

former deputy comm ssioner and Representative Seaton. Now, he
pointed out, M. Alper is saying that relative to this "you
didn't say an oversight, but that was the essence of it," and

asked why that is so.

MR. ALPER reiterated that he does not believe there was nuch
contenpl ation of what happens in a very |low cost scenario and
how | osses mi ght be treated. The GVR was specifically discussed
as a nmeans of reducing tax liability for qualified new oil, and
there have been nmultiple hearings on the debate about what
qualifies for new oil, such as new fields, how to define that,
new participating areas expanding, expansions to existing, and
will there be a nenial requirenent. The regul atory process, he
pointed out, was regarding what would qualify but the actual
calculation of how the new oil benefit would be treated in the
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event of a loss was never contenplated. In speaking with
several professionals wthin and outside the division, the
departnent's attorneys, and people who <closely follow the

process, "l've received sonething like consensus that this was
an unforeseen circunstance ... this is not sonmething that we
t hought of ourselves.™ He reiterated that when a credit cane

before [DOR] with this type of calculation, it was stopped in
its tracks and given to the lawers to be certain this was being
treated correctly because it appeared intuitively wong. The
law is the law and it was interpreted strictly, he advised, and
a strict interpretation led to these calculations. Although it

will take noney out of the pockets of several conpanies, that
nmoney is greater than 100 percent or very high loss credits that
[ DOR] believes was outside the intent of the |egislature. He

said he views it as nore of a technical cleanup, although there
is a material value to the state to prevent this circunstance
fromoccurring in the future.

8:48:11 AM

CHERYL N ENHU S, Acting Chief Econom st, Commercial Analyst,
Anchorage Ofice, Tax Division, Departnment of Revenue (DOR),
added that when "we were reviewing this bill, it did cone to our
attention that a ... net operating loss could be increased by
the GVR, and | believe that the adm nistration was nmade aware of
t hat. " Having not been part of the |egislative process, she
said that she does not know what was conmuni cat ed.

REPRESENTATI VE JOSEPHSON asked who "we" represents, and assuned
that if there is a license plate bill, the governor is advised
by the |license plate people whether to sign the bill.

M5. NENHUS stated "Yes, |I'm talking about the previous
adm nistration which could explain why Director Al per my not
know t hat we had those conversations."”

8:49:21 AM

REPRESENTATI VE SEATON related that many of the current nenbers
of the House Resources Standing Commttee were on the conmttee
during the previous adm nistration. He remarked that there was
quite a bit of discussion as to whether the 45 percent net
operating | oss should be allowed because the nunmber was high and
it was limted to tw years as "kind of a ranp-down to 35
percent net operating loss credit.” He stressed there was never
an indication, that the commttee could be discussing the state
picking up 70 percent, 80 percent, over 100 percent of a
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conpany's net operating |loss. That would have risen to a |eve
of high concern and however the nunbers are cal culated here, he
opined, that it was not the intent of this conmttee at any tine
to say that the net operating |oss would exceed 45 percent, and
that only for two years. This calculation needs correction back
to the [prior] conmttee's intent, he enphasized.

8:50: 37 AM

REPRESENTATI VE TARR concurred with Representative Seaton and
noted that the materials and nodeling the previous conmttee
reviewed were well above today's price range and that it was a
shortcom ng on the part of the commttee. She then referred to
the fiscal note from Senate Bill 21, and asked what the
anticipated fiscal inpact of the provisions of that bill were
versus the actual fiscal inpact. Wil e the conparison may not
be available today, it mght be a useful conparison to determ ne
whet her the conmttee "over-shot/under-shot” in terns of the
committee' s expectations.

MR. ALPER described the Senate Bill 21 fiscal note as an
excellent historic docunent, wth a table breaking down the
vari ous conponents of that legislation into its sub-sections,
wherein the departnent tried to the best of its ability to

calculate the fiscal inpact of the specific sections. The
section related to the GVR "bounced around a lot" as the
definitions of GVR changed as the bill worked its way through
the legislative process. At the end of the day, it was
estimated in the early years to be approxinmately a $25 nmillion

fiscal inmpact, neaning a negative revenue on the state, he said.
The ability of the GVR to effect refundable credits was not
contenplated within the fiscal note, which is the circunstance
currently before the conmttee. The fiscal note was based upon
the forecasted price at the tine, he reiterated, which was in
t he | ow one hundreds.

8:52:21 AM

MR. ALPER drew attention to slide 49, "Sections 26-27: Credit
Refund Limtations - Four New Limtations on Cash Refunds," and
said that the bill di scusses restrictions on the state
repurchase of credits. This is different from the elimnation
or the disqualification for «credits because it envisions
circunstances where credits wll be earned but the conmpany wll
not be able to receive cash for those credits. Addi ti onal

requi renents where conpanies would be forced to hold those
credits and either sell them to another conpany, or use themin
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some future year when they owed taxes and had profitable
production, he explained. Under current law, he pointed out
there is a restriction that only one set of conpanies can
attach; those are the conpanies that produce greater than 50, 000
barrel a day, the major producers. He said that "the ability to
refund open-endedly mght be unaffordable for Alaska in the
current circunstances” and depending upon the conpanies that
m ght be attracted to investing in Alaska, sonme nmy have a
greater ability than others to hold credits on their own bal ance
sheets for the future. He pointed out that with some of the
conpanies "we do want to continue to offer nobney to because it
hel ps themwi th their financing and their ongoi ng operations."”

8:53:31 AM

MR. ALPER said there are four different limts that will affect
different conpanies differently, as follows: The first
restriction is that in addition to this 50,000 barrel a day (the
three major producers in Alaska), the world s other major

producers don't need cash for their credits. He conveyed that
if a conpany has gross global revenues of greater than $10
billion in the previous year and should those conpanies be
investing in Al aska, they have the neans and bal ance sheets to
hold their credits wuntil a future date when they have oi

production, and those credits wll retain their value and be

used agai nst their taxes.

MR. ALPER expl ained that the second restriction is separate and
distinct, and is for those conpanies smaller than the $10

billion threshol d. For these conpanies "we are going to say,
"here are your credit certificates, we wll cash themout up to
t he anmount of $25 million per conpany per year.'" He noted that

that nunber was pulled fromthe original credit buyback |anguage
in the production profits tax (PPT) bill (2006 House Bill 3001).
In 2007 it was renoved and HB 247 would restore it to statute
For a conpany in Cook Inlet, for exanple, if the state is
currently paying 50-60 percent of costs and the conpany says it
is investing $200 nmillion this year, "that means we would be
payi ng $100-$120 million of that cost through the refundable
credit program” Under HB 247, he continued, "W're saying
we're only going to issue $25 mllion in cash, the rest of those
credits would be rolled forward, used against the next year, and
it would be a first-in/first-out type of calculation.”

8:55:16 AM
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REPRESENTATI VE JOSEPHSON of fered that he is not saying that it's
not a good policy, but it seens that the fallout would slow
devel opnent and suppress econom c interest.

MR. ALPER recognized that any change inproving the state's
fiscal picture by reducing the producer's fiscal picture will in
some manner affect decision naking. He said he cones before the
commttee nostly fromthe position of affordability, in that the
state is paying hundreds of mllions of dollars a year that it
does not have. Therefore, in looking to conform the systemto
the state's abilities, to ask "what can we do ... we want to
hel p, we want to encourage new devel opnent, we don't want anyone
| eaving, or we don't want to throw uncertainty in anyone's
financing." He said it is inportant to get the limtations
pi nned down because it creates even nore uncertainty if credits
are being issued that the state can't afford to buy back, which
is sonmething that could be occurring before too many nore years.
There is no particular magic to $25 mllion, he reiterated, as
it was the nunber used in the PPT bill. Al of the credits are
transferrable and can be sold, there is a free market in
credits. For exanple, if a conpany has tax liability it can go
to another conpany that has extra credits and purchase credits,
generally at a discounted rate, and the conpany purchasing the
credits would be able to use them to offset its own tax.
Al t hough, he noted, there are certain limts and restrictions on
t hat in existing statute but t hat is another certain
ci rcunstance that occurs.

8:57:11 AM

REPRESENTATI VE SEATON commented that the commttee has seen the
situation where the state has a large liability for a large
percentage of a project which is used as a financing mechani sm
and the conpanies wthout adequate bal ance sheets cone in and
then go bankrupt, thereby l|eaving people in the state on the
hook through the bankruptcy court going back 90 days. The
bankruptcy court then recovers noney from the Al askan supplier
because it was within 90 days of the bankruptcy. He pointed out
that the problemis being stinulated by the excessive anounts of
credits available for people to finance operations when they
don't have balance sheets to support the operation. Then if
sonet hi ng happens, as has happened in Cook Inlet, all of a
sudden the citizens of the State of Al aska who have been doing
business are left on the hook for that. He stressed that
something nmust be done and if the limtation of $25 mllion a
year assists in the situation of ascertaining that the state has
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conpanies wth reasonable balance sheets to support their
activities, it would be helpful but it is not the whole answer.

8: 58: 55 AM

REPRESENTATI VE JOHNSON poi nted out that the conmttee is |ooking
at one portion of the tax. He said he appreciates the
affordability aspect, but asked whether the state can afford to
potentially lose the royalties and property taxes, "basically
what's the total governnent take for lack of a better term"” He

further asked how, if the aforenentioned is |ost, that stacks up
agai nst losing this particular one segnent of the tax structure.
As an overall picture, what happens when a conpany decides it is
not going to do anything, can the state afford that in terns of
those other taxes the state would be missing out on? He asked
that that be part of the calculation as well, including the
cities and state, and the total governnent take, because this
presentation is a small piece of a very |arge puzzle.

MR. ALPER agreed and said the upcom ng presentation starts to
drill into those issues, the total governnent take, how the
royalty fits in, the producers' profitability, and net present
value calculations reviewing cash flow, which is inportant
because the royalties are nore back-loaded and these credit
obligations nore front-I|oaded. Wthout question, the royalty
does conpensate the state, even in circunmstances where the
state's value fromthe production tax m ght be zero or negative.
He noted there is sone danger in that there is no restriction
that these credits have to be used on state lands; therefore

the credits could also be going to projects that do not generate
royalties to the state. He pointed out that it is not a fix
contenplated in HB 247 but it is worthy of discussion.

9: 00: 56 AM

REPRESENTATI VE JOHNSON said it is inmportant to keep in mnd that
when it is all rolled together the total take is still a net
profit even though the discussion has been that the state is
payi ng 100-110 percent of this tax. There is no scenario, he
opi ned, where soneone drills a well, with everything included,
that the state |oses noney. The state loses it in this

particul ar segnent, but overall when sonmeone puts a straw in the
ground and starts producing oil the state does generate revenue.
He asked whether there is a scenario where it wouldn't.

MR. ALPER responded that if the project is unsuccessful the
state could be out the credits and then not have the revenue.
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If the conpany is drilling on state land there may never be
enough revenue just in the property or corporate incone tax to
conpensate for the negative cash flow from the production tax.
Frankly, he pointed out, sone of the snaller producers, the
startup conpanies that Representative Seaton referred to, are
not necessarily "so-called C Corporations,”" and are not paying
the state's corporate incone tax, and then the state is left

with the property tax. Property tax issues are different in
different parts of the state. |In the North Sl ope the state only
receives 7.5 percent of the property tax and the North Slope
Borough gets the rest, in Kenai it is a little closer to 50-50
per cent . For the nobst part, he explained, if there is a
successful project the state will have positive cash flow if

the cash flow is discounted over tine because of the negatives
up front, the state nay not make noney.

9:02: 34 AM

REPRESENTATI VE JOHNSON sai d he knows that "we are a state entity
but we can't discount the noney that we're going to have to cone
up with at sone point for schools and everything el se, that that
property tax that goes to those cities.”" He continued, "So, we
can't discount the fact that when the cities are nmeking a
dollar, that's a dollar we don't necessarily have to deal wth
on a state |evel. So, | don't want to discount the fact that
50-50 or 17 percent, it's all part of that total government."
At sonme point, he said, he would like to see how this fits into
that and take a big picture of a realistic and hypothetical
project and determne what is being jeopardized if one of the
plugs is pulled. He said he wants to nmake it clear that the
total governnment take is an inportant issue as well.

MR. ALPER answered that his current presentation junps around in

the bill and is drilling dowmn at specific provisions because at
the original presentation of the sectional there was a |ot of
confusion in that it is a big technically conplex bill. He said
it is his hope to provide the conmttee nenbers an understandi ng
of the bill's intent and vision. The next presentation has a
total governnent take analysis, how it changes in different
price scenarios with or without the bill, and how the features
of the bill affect the project. The next presentation creates

sonme theoretical field sizes, "what's a 50 mllion barrel field
| ook like, and on the North Slope what's a big field if soneone
finds a 750 mllion barrel field, an Al pine plus type field

how woul d these credit changes inpact their devel opnent."” Now
that the nodel exists it is quite robust and can run additiona
scenari os per any nenber's desire.
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9:05: 07 AM

REPRESENTATI VE JOSEPHSON referred to Representative Johnson's
point and said he |looks forward to that presentation. He
referred to Mddle Earth and Doyon |ands, which he noted is a
different thing in that the state does not receive royalty. He
opined that everyone is a cheerleader of that project because
they are the underdogs who are trying to nmake this happen. He
surmsed that that would be an exanple of no positive incone
t here unless things turn, and Doyon says that things m ght turn.

MR. ALPER replied that the royalty picture varies wldly in
different areas of that state, and Representative Josephson is
correct in that Alaska doesn't have a trenendous anmount of
private |land outside of the urban areas. The various bl ocks of
federal land have different revenue sharing fornulas. For
exanple, on the National Petroleum Reserve-Al aska (NPR-A) the
state receives 50 percent of the federal governnment's royalty,
al though that royalty is currently sonewhat restricted in what
the noney can be used for. The largest private |land owners are
the Native corporations and the state doesn't receive royalty.

9: 06: 38 AM

MR. ALPER resuned his review of the credit refund limtations on
slide 49 and explained that the third restriction is the Al aska
hi re provision. For exanple, if a conpany is eligible for $10
mllion in a refunded credit, the state |looks to the conpany's
| abor statistics for the prior calendar year and if they were 80
percent Alaska hire, only 80 percent of that credit would be
eligible for refund. The rest would not be |ost, but would be
carried forward into the next year and usable against the next
year's taxes.

9:07:12 AM

REPRESENTATI VE JOHNSON opi ned that he had introduced a bill on
oil taxes wherein this was a key portion and he was told
repeatedly that it was unconstitutional. He further opined that
ot her nmenbers introduced a stand-alone bill that did the same
thing, and |legal opinions were that it was unconstitutional. He

asked whether M. Al per had a | egal opinion on this.
MR. ALPER responded that it is obviously a highly controversia

concept and it may not survive court challenge, and should it
survive through final legislation wll alnost certainly be

HOUSE RES COW TTEE -14- February 25, 2016



chal | enged. Governor WAl ker brought this idea forward as it is
inmportant to convey the nessage that the state wants its

partners in the oil industry to hire as many Al askans as
possible. In the event there is a constitutional hook, if it is
a nore constitutional than sone other Alaska hire requirenents,
it's because no one is losing value. The value renmains, a
conpany would just have to carry it forward into a future year
rat her than be cashed out. Structurally, he explained, if the
attorneys leave "a tell"™ behind in the bill -- all of the other

restrictions on cash refunds are in Sec. 26, and this one was
carved out and placed separately in Sec. 27 wth the
understanding that it was a little bit nore chall engeabl e.

REPRESENTATI VE JOHNSON offered that if the state is going to
fight a constitutional battle, local hire is the ground he wants
to be on, and he is not opposed to it.

MR. ALPER appreci ated Representative Johnson's noral support and
said he, too, believes it is a fight worth fighting. |If HB 247
progresses with this language in it, he said, it is inportant to
obtain witten legal opinions on the record. Currently there
are verbal assurances fromthe attorneys that it is plausible.

9:09: 57 AM

MR. ALPER returned to slide 49, explaining that the fourth
restriction on credit refunds is the sunset of the certificates
thensel ves. In the event anything rolls forward a full 10 years
the credits would start to expire and not be useable. He noted
that within nost of [DOR s] nodeling scenarios it did not have a
material i1npact and the credits started disappearing in sone of

the very large fields and very |ow priced scenari os. The idea
is to not have these credits l|last forever and to nmake sure
peopl e use them In addition to the economcs of new field

devel opnent, he noted, anecdotally there is a handful of older
credits on DOR s books that DOR can't seem to get anyone to
claim but DOR can't make them di sappear either, so DOR would to
find a way to erase them

MR. ALPER stated that Sections 26-27 have an estimated fisca
impact in the aggregate of approximately $150 million per year
When | ooking at the suite of work ongoing today - how nuch noney
is being spent and how much will be refunded - [DOR] thinks that

about $150 mllion less will be paid out. Those $150 nmillion
will roll forward and will be used against future years' taxes
with the expectation, frankly, that there will be future years
taxes, that the price of oil wll recover to the level where
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conpanies have a tax liability and could use those carried
forward credits to offset their taxes. The nunbers for future
years will depend on the actual project. He reiterated that the
fiscal note tends to decline in the out years sinply because
DOR s forecasting of the ampunt of spending of conpanies isn't
that precise two, three, or four years down the road.

9:11: 39 AM

REPRESENTATI VE JOHNSON referred to the statenent that the fisca
note declines over future years because DOR just can't predict.
He asked whether M. Alper was sure it's not declining because
"we think it's going to reduce production.™

MR. ALPER replied that the fiscal note for HB 247, as far as
savings in the future, is really tied to the fiscal note for the
future credit spend. He said, "Wiat we're told we're going to
be refunded based upon the know edge that we have, which is
itself based on our estimate of conpany |ease expenditures
that's built into our production forecast. Really, that's our
core mssion." [The departnment's] production forecast data set
comes from the producers thenselves, they have fairly frank
conversations every fall, they tell the state what they plan to
do, but they thenselves don't know what they are doing nore than
a couple of years out and everything gets a bit nore vague
novi ng deeper into the six year fiscal note.

9:12: 48 AM

MR. ALPER noved to slide 50, "Section 31:. Goss Value can't go
bel ow Zero." He rem nded commttee nenbers that the gross val ue
and the tax calculation is the market value, the sales price of
the oil mnus the cost of getting it there, it's the so-called
wel | head val ue. Hi storically, this has never been an issue but
the current nmarket price is approximately $30 a barrel and could
possi bly be going | ower. Under what circunstances could the
state see transportation costs of nore than $30 that would |ead
to negative gross values at the point of production? He said
there are one or two properties where that could start to
approach that, if prices go lower than $20 a barrel nore
properties could be affected.

MR. ALPER turned to slide 51, "Section 31: Goss Value can't go
bel ow Zero - Jan. 2016 TAPS and feeder pipeline tariffs (these
are before adding the $3.37 marine transport costs)." He
explained that this information is for various properties on the
Nort h Sl ope. The $6.13 nunber is just from the Trans-Al aska
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Pi peline System (TAPS) - going from Punp Station 1 to Valdez.
Additionally, the oil must get to Punp Station 1. He wused
Kuparuk Pipeline as the biggest exanple in that Kuparuk's feeder
pipeline is only $0.32 per barrel because there is a |lot of oi

flowing from Kuparuk, plus it's a depreciated pipeline so the
cost of operating it is low enough that it only costs $0.32 a

barrel. The Endicott Pipeline comng fromthe Duck Island Unit
costs $2.22 sinply because there is a lot less oil noving
t hrough that supply pipeline. Before the commttee now is an

unusual circunstance with Pt Thonson which is about to cone
online, in that Pt. Thonson has built a very robust pipeline
designed to carry a larger amount of oil that m ght be produced
in a full field devel opnment circunstance related to the natura
gas pipeline. It as a new, very large pipeline that once it
begins operating will punp a relatively small volune of oil.
Pt. Thonson filed for an approxinmate $19 tariff to nove its oi
from the Pt. Thonson production facility to the connection to
the existing infrastructure at Badam . From Badam it still has
to get to Punp Station 1 and then finally the TAPS pipeline,
leading to a total estimated tariff of $28.49 per barrel, should
it be in production right now.

9:15: 09 AM

MR. ALPER drew attention to slide 52, "Section 31: Goss Value
can't go below Zero - Exanple of gross value potentially going
bel ow zero." Focusing on Pt. Thomson, he said that if a person

presunes on top of that nunmber the $3.37 average of the marine
transportation to get the oil from Valdez to the market, the
refinery or wherever the oil 1is being sold, it leads to
transportation costs of $31.86 against a potential Wst Coast
price of around $30 today. He explained that if the $1.86 |oss
on just the transportation is multiplied by the estimted 10, 000
barrel a day initial production, there would be a negative gross

value at the point of production of negative $5.9 nillion.
Wiile not a massive amount of noney by the econom cs of much of
the North Sl ope, he continued, it is still material and it would

typically be used to offset positive gross values from other
fields, resulting in the state losing taxation from the
conpani es who own that production at about 35 percent of the
difference, which would be a loss to the state of approximtely

$2 mllion. Going back to the Alaska's Cear and Equitable
Share (ACES) bill, he said there is l|language inserted in the
tariff |anguage that says "in the circunstance ... where the

actual tariff 1is not reasonable, we use a reasonable cost
calculation, that reasonable language is tied to arns-length
rel ationships and a few other factors.” Colloquially, it 1is
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being said that "to have a tariff that's nore than the val ue of
the oil itself is not reasonable, that we want to nake the
maxi mum tari ff equal the value of the product itself so that the
gross value can't be reduced to | ess than zero."

9:16: 49 AM

REPRESENTATI VE HAWKER asked how solid the number of $19.17 is
for the Pt. Thonson pipeline tariff.

MR. ALPER responded that it is a filed tariff that the state has
protested so it's in the process of appeals and he believes it
is before the Regulatory Comm ssion of Alaska (RCA) right now.
However, he noted, this is not his area of specific expertise.

REPRESENTATI VE HAWKER advised there are protests on that from
both sides and said the tariff on a cash basis is probably a |ot
nore than that with the very limted production underway and
foreseen there. He asked who nmandated that the state establish
that limted production of 10,000 barrels of condensate.

MR. ALPER replied that the 2012 Pt. Thonson settlenent agreenent
requires that this initial production and reinjection be created
in part as a test and in part to get to production, and also to
provide the infrastructure in expectation of a full field
devel opnent . He offered his belief that there is a decision
point in 2019 regarding Phase Two and whether to expand full
cycling, whether to commt to a mpjor gas sale, or whether to
ship nore gas over to Prudhoe Bay for reinjection.

9:18: 07 AM

REPRESENTATI VE HAWKER asked whet her as part of retaining the Pt.
Thonson |ease the state has demanded and insisted that this
production be created at a |loss knowing the billions of dollars
required to get a mnuscule anmount of oil into the pipeline, and
now the state is going to deny the conpany, that the state
demanded incur this loss, the benefit of that |oss as part of
the conpany's overall portfolio. He expressed his concern with
the state taking that heavy handed approach with anyone. "Quite
frankly,"” he added, "I don't |ike ExxonMbil any better than you
do, but we have to be fair."

MR. ALPER answered he does not dislike ExxonMbil, it is one of
the world' s great conmpanies and has done a lot of inpressive
things over the last 100-plus years. He said it's not about

ExxonMbbi| or about any specific conpany, there are nultiple
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partners there. “I"'m not quite sure 'denmanded' is the exactly
correct word," he said. "There was a settlenment, a |[egal
agreenent, to do that; there was conditional on retaining the
| eases, the previous versions of the Alaska state governnent
fought to take those | eases back beginning and around 2005." He
agreed that [ExxonMobil] would not be able to earn the full
benefit of those |osses should they happen at a |oss, and once
again the state is at a circunstance that was never envisioned.
He pointed out that there are a lot of |osses out there that
were not contenplated, and mninum tax calculations that were
not contenplated. The state is in new territory with all of the
existing statutes that were passed and is trying to determ ne
how to adapt the statutes to the current reality.

9:19:43 AM
REPRESENTATI VE HAWKER said that's his point exactly. He added:

W the state have got to stop changing the playing
field on everybody when we're asking them to nmake |ong
| ead decisions and every tinme sonething cones up that
you don't like, we end up sitting here conpletely

very nuch starting over and redefining things so that
the state gets what it wants, but we are creating
absolutely no certainty, no ability to continue to
attract people to this state. VWiile we may have

issues that we can tighten up here, but again, ny
bi ggest concern and this is a classic exanple, we

incent ... we tell soneone to do sonething in a
settlement and then we literally want to pull the rug
out from under them when we discover that ... the

world has changed around us and now we don't have
what, as you said yourself, the whole notivation
behind this, the state doesn't have enough noney from
our oil fields to continue to operate at the |evels
we're |looking. Frankly, 1'd ask you guys at the state
to start figuring out some ways we can reduce the size
of governnent, rather than trying to chase industry
out of the state.

9:20: 50 AM

REPRESENTATI VE JOSEPHSON pointed to the three lines at the
bottom of slide 52, which read:

This negative GVPP could be used to offset positive
val ues from el sewhere on the North Slope, resulting in
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a tax reduction of 35% of the difference (about $2
mllion)

REPRESENTATI VE JOSEPHSON comented that ConocoPhillips Al aska,
has an interest in Kuparuk and Geater Mose's Tooth. For
purposes of the conpany's final tax paynent, he asked whether
the two are aggregated so that one can be offset by the other.

MR. ALPER responded yes, for the purposes of taxation the entire
North Slope is called a segnent, all of the conmpany's profits or
production tax value are conbined and aggregated. The specific
change here is that it's a multi-step calculation as foll ows:
"First you get to this thing called gross value at the point of
producti on, and then you start subtracting your | ease
expenditures, your operating and capital costs.”™ The change in
Section 31 would nmake the gross value calculation sonmewhat
hi gher by not allowing, in this case, the $5 mllion deduction
for the loss fromPt. Thonson, and therefore the net value would
be, likewise, $5.9 million higher. The end result is yes, it's
all a comm ngled tax for each producer across the North Sl ope.

9:22:17 AM

MR. ALPER noved to slide 53, "Section 37: Mnicipal Uility
Limtation,” and said it is a provision of law that [DOR] is
fairly certain was al so unforeseen and technical in nature. He
said there is |language in the section anended by Section 37 that
says "a nunicipal utility that is a producer gets to the benefit
of their credits ... to the sane extent as any other producer.™

MR. ALPER advi sed that the sonmewhat vague | anguage says that the
muni ci pal utility is also eligible to receive credits.
Typically if a municipal utility owns a gas production, it is
for the utility's own purposes - it has turbines sonmewhere and
wants to burn that gas and generate power for its citizens. In
some cases, if the nmunicipal utility happens in a given day or
given nonth to produce nore gas than it needs to burn in its own
turbine, the nunicipal utility is as free as anyone else to sel
that gas to a third party that m ght need nore gas.

9:23:23 AM

REPRESENTATIVE OLSON said it appears that Pt. Thonmson was
singl ed out and asked why.

MR. ALPER responded that Pt. Thonmson was not singled out. The
specific economics of Pt. Thomson nmde this issue rise to
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[DOR s] attention, but the inpact would affect possibly several
ot her devel opnents, especially the nore renote devel opnents that
m ght have high tariffs associated with them There are a few
pending but currently none of the state's fields have tariffs
that woul d approach $30, let's say, except for Pt. Thonson; so
it was wused for illustrative purposes and was by no neans
singling Pt. Thonson out.

REPRESENTATI VE OLSON asked M. Al per to nane the other fields.

MR. ALPER said he has no idea of the econom cs of ConocoPhillips
Al aska's "string of pearls" as they get deeper into NPR-A, but
in nmoving to Moose's Tooth 1, 2, and all the way out to Bear
Tooth, he guesses that by the tine they get to the last string
of that pearl the tariffs are going to get fairly high to bring
that oil all the way back to Punp Station 1. Cael us Energy
Alaska is investing in its Smth Bay project much further out
along the coast of NPR-A and he is certain that should Cael us
find neani ngful amounts of oil and try to ship it back towards
Prudhoe Bay and TAPS, it's going to be a very expensive project

to get that pipeline built. Ofshore projects certainly will be
expensive. This is sonething the state would need to | ook at as
new projects come on, obviously. But the corollary for these

remote projects and their tariffs is that quite probably none of
them are going to happen if the price of oil stays at $30-$40 a
barrel anyway, so it's an acadeni c conversati on.

9:25:10 AM

REPRESENTATI VE OLSON referred to the first two and comrented
t hat conceivably they will be nuch higher than Pt. Thonson.

MR. ALPER replied that he doesn't know, they will be built for

their expected production. There is an wunusual circunstance
that Representative Hawker spoke correctly to, that the Pt.
Thonson pipeline was overbuilt, it was built for future
production that mght not conme for a substantial nunber of
years, or whatever feeder lines they build in NPRA wll be
sized for expected levels in the near term He reiterated that
everyone gets to deduct all of their tariffs so long as it
doesn't bring them below zero, no one is going to make any
investnent if they expect the value to be zero. As [ DOR s]
nodeling will show, nothing, including the status quo scenari os,
work at $40 oil, which is the current reality.

9:26: 14 AM
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REPRESENTATI VE OLSON asked whether that would be 42 inch or

i nch pipe.

MR. ALPER responded he is happy to say that it is not his job.

MR ALPER returned to slide 53, and said that these are, for

nmost

48

t he

part, small dollar itenms, but they do add up. He presented
a nodel of a basic scenario as follows:

Let's say a conpany produces 20 mllion cubic feet a
day ... and 18 of it goes into their own turbines.
Those 18 mllion cubic feet a day are not taxable,

that is an internal transfer that is not a sale; the
Tax Division of the Departnment of Revenue does not
interject itself into that part of the equation.
However, if they sell 2 of them to sonmebody else, to
soneone else's wutility, that 2 of them is taxable
income and they are paying the production tax |ike any
ot her producer on that 2 mllion cubic feet per day.
So, just working that through the equation, 2 mllion
cubic feet a day, $8 just to pick a price, that's $5.8
mllion a year in revenue subject to taxation. Now,
so, here's the interesting part, let's say their |ease
expenditures are $3 per thousand cubic feet. The way
the current law is structured, they get to take all of
their |ease expenditures on the whole 20 mllion
t hey' ve produced and offset them against ... only the
2 that they sold. So that leads to, if you work your
way down the left hand colum, $21.9 mllion dollars'
worth of |ease expenditures against $5.8 nillion in
sales - they show on paper a $16 nillion dollar
operating loss and would be eligible, using the Cook
Inlet figure, the 25 percent net operating |oss credit
in Cook Inlet, we would be paying this conpany a $4
mllion dollar credit in this circunstance because
they sold a small amount of their gas. Usually this
is a somewhat unreasonable and unintended consequence
of a literal interpretation of statute. The change in
Section 37 is brief, but it says, colloquially, that
we are pro-rating their expenses to the share of the
gas that was actually sold. So, if they sell 10
percent of the gas they get to claim 10 percent of the
| ease expenditures, if they sell 99 percent of the gas
they get to claim 99 percent of the |ease
expenditures. And in the exanple before us here where
10 percent of their gas was sold and they had $21
mllion in |ease expenditures, 10 percent of that is
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$2.1 mllion, that gets reduced fromtheir revenue and
now instead of getting a big operating |loss they have
a small profit that would be subject to the production
tax, although the nunbers are snmall enough that in the
current circunstance, small producer credits and the
i ke, they would not be likely to be paying any actual
taxes and that's fine at this scale. The issue is
that we the state don't feel that we should be paying
a large operating loss credit to a conpany sinply
because they're selling a small anmount of their gas
to a third party.

9:29: 09 AM

REPRESENTATI VE JOHNSON asked whet her this is Ilimted to
muni ci palities or would include a co-op such as Chugach Electric
Associ ati on. He further asked whether it means that because a

muni cipality sells gas to Chugach Electric it is going to get
this tax credit.

MR. ALPER answered it doesn't matter who the nunicipality sells
it to. The idea is that by selling it, a transaction w th noney
is involved, [that is a taxable] event. Regardi ng whether this
would apply if, for exanple, Chugach Electric had its own gas
field, production, and turbines, he said his understanding is
that yes, a co-op would be treated like a municipality in this
change. The co-op would be eligible for the oversize credits.
To his know edge, Chugach Electric does not currently own
production, but he knows it is buying some and so this is going
to be an issue. | f Chugach Electric owns nore production than
it needs and sells sonme of it, [the admnistration] would |ike
to prevent the circunstance where the <co-op IS receiving
di sproportionate credits.

9:30: 24 AM

REPRESENTATI VE JOHNSON asked whether, if the state does this

that would nake that acquisition inpractical, and further asked
whether it is marginal enough that this is the difference
bet ween Chugach El ectric Association becom ng partners which, in

theory, would lower the cost for all consuners. He said he
wonders if by doing this, it would take that off the table and
possi bly cost consuners in his hometown nore noney. He said

that this is sonething to | ook into.

MR. ALPER responded that he cannot answer regarding the
econom cs of a project. He said it is worth asking Chugach
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Electric and the other potentially inpacted players. The
credits are out of scale with the sal es because of the nature of
t he conversati on. These are issues that have been appeal ed and

have been adj udi cat ed. "We're deal i ng Wi th [iteral
interpretation of |aw issues,"” he said. "W certainly don't
want to harm the econom cs of your constituents to get gas, this
one was perceived as sonmewhat excessive and ... 1'd |ike to hear

fromthe individual players how this mght inpact them"™
9:31: 52 AM

REPRESENTATI VE TARR surnmised that this particular instance has
not occurred to date, but that M. Al per wants to prevent this
from happeni ng.

MR. ALPER answered he cannot actually say that because he cannot
tal k about specific credits earned by specific conpanies.

9:32:16 AM

MR. ALPER resunmed his presentation, advising that slides 55-58
were put together by the Departnent of Natural Resources (DNR).
The issue was raised about Cook Inlet gas supply. Because HB
247 | ooks to sunset or repeal sone of the capstone Cook Inlet
credits and reduce the state's support of ongoing devel opnent
from roughly 50-60 percent to 25 percent, the question arose as
whether that is going to affect gas supply. That is one of the
nore inportant questions before the commttee. He continued:

So the first question we asked is, How long can the
known supplies neet the regional demand? And as

DNR are the resource people, they understand rocks,
they wunderstand pipes, they understand things Iike
that much better than any of us at [DOR do. e
nostly understand doll ars. And so they said ... it
depends on how fast the known supply can remain
avai l abl e and by extension how rmuch new supply cones

on. So, they looked at ... rapid response, that's
them saying we gave them a couple days to please
answer these questions for us. W have the known
ready to punp reserves of a bit less than 1.2 trillion
cubic feet ... that's what they call 2P (proven and
probable), all you need to do is drill the well, you
know it's there, the infrastructure is in place, all
of that. And then there are tw new field
devel opnents, and the two new field devel opnents

their nanmes you're all famliar with - the Cosnpo
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devel opnent from BlueCrest and Furie's at |east
[indisc.-technical difficulties] Kitchen Lights Unit
in the deep water in the mddle of the inlet.

Building those ... in round nunbers wthout getting
into anyone's confidential data they can confortably
say we have about 1.6 billion cubic feet avail able,

nunbers that can go up dramatically depending on full
delineation of those fields and how mnuch devel opnent
they do, and future work that would have to.... But
wi th known information we could say that.

9:34:27 AM
MR ALPER conti nued his discussion of slides 55-58:

And then they're looking at three different demand
cases. Now a good nunber to have in our mnd is, Wat
is the actual wutility demand in Cook Inlet in an
average year? That nunber is about 80 billion cubic
feet ... per year or a little over 200 mllion cubic
feet per day. That's the utility and field use and so
on that then ... goes into the existing facilities.
The high end of that would be 140 billion cubic feet,
that would be what we have, and plus the limted
amount of export from the Conoco export facility, plus
the Donlin Gold which would require a dedicated
pipeline from Cook Inlet heading out to Southwest
Al aska where that gold mne is, and then a two train
full devel opnent of the Agrium plant restart. That at
the high end, at least with the medium terns of about
140 billion cubic feet per year. And then you say,
well if we know what we have and we know what we m ght
need, how many years do we have and recreate sone
i fespan scenari os.

9:35: 25 AM

So, Supply Case 1 ... 1.2 trillion or 1,100 billion
cubic feet in the legacy field from the D vision of
al and Gas, 1.6 with the additional bal | par k
estimates for Kitchen Lights and Cosnopolitan.

Demand Case 2 is sort of the mddle. That was the

addition of Donlin and the one-train Agrium The
second-train Agrium brought it from 116 to 140 billion
cubic feet per year. And just to put the nunbers in

perspective too, the flow fromthe AK LNG Project is a
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bit less than 3 billion cubic feet per day. So even
at the full demand level, we're talking less than 2
nmont hs production fromthe North Sl ope should that
proceed to construction and devel opnent.

So, how much gas do we have behind pipe? The current
ci rcunstance, we have 15 years of |ife span. ... And
that's 15 years with high deliverability. That's an
i nportant distinction fromwhere we were five or eight
years ago when there wasn't the storage capacity, the
ability to put gas in in the summer when there is |ess

demand, pull it out in the winter when there is high
demand. So they're telling us that we have about 15
years' worth of current denmand. If the additional
production continues on and cones on line that is

under devel opnent, or about to be under devel opnent
hopefully in Kitchen Lights and Cosnop, that increases
to 15 years. Know ng that, what happens if the demand
increases - if Agrium restarts with a single train,
Donlin Creek noves forward wth what they think is 12
billion cubic feet per year - that reduces what we
have to 14 years. The full devel opnent of Agrium and
Donlin brings it down to 11 years. | f those things
are happening, we're all confident, DNR would agree |
hope, that that would encourage substantial additional
devel opnent of those and additional fields to nake
sure that the supply stays on Iline. But even wth
full devel opnent, which obviously isn't happening
overnight, they're looking at 11 years of supply.

9:37:24 AM

REPRESENTATI VE HAWKER requested M. Alper to explain the
di sclosure in the box under the title of Slide 57, which read:

These supply "lifespan" estimates require significant
continued investnment to ensure reserves and discovered
resources will be produced in tinme to neet demand.

MR ALPER expl ai ned that even when a producer has a gas or oil
field, the conpany nust continue drilling wells due to the
nature of the geology. For exanple, when drinking a Slurpee and
begin sucking air it is necessary to pick up the straw and nove
it over one-half inch to get nore Sl urpee. He related that the
expectation is that ongoing investnent happens, but that is
anong the least risky investnment in the industry because there
is a known proven reserve with a market, and the cost is known,
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and it is known the gas or oil is down there because it is in
bet ween two producing wells. Continuing ongoing investnent wll
absolutely be required because if everyone stopped drilling the
decline curves are inherently nore rapid.

9:38: 25 AM
REPRESENTATI VE HAVWKER sai d:

You Kkeep saying that it's a very attractive basin,
don't worry your pretty little head M ke. vell, |

worry about ny comunity. If it's such a great
opportunity why ... three years ago where we were
having blackout drills in my comunity, literally,
because we were trying to train our public with what
to do because they had no heat or lights on the
col dest days of wnter. If it's such a great

attractive prospect, why were we doing that?

MR. ALPER stressed that he was by no neans saying that
Represent ati ve Hawker should not worry about his comrunity as it
is his job to worry about his community. Represent ati ve Hawker
has done many great things for the energy security in Cook Inlet
through the credits he helped work through the system severa

years ago. Probably the nobst inportant one was the storage
credit. "That storage credit has created essential seasonal
deliverability security that didn't used to exist,” he said,
"especially in the absence of the flexible users |like the export
facility, say, that isn't operating at full capacity." He
offered his understanding that nmany of the issues behind that
bl ackout drill were because of deliverability nore than supply.

Al so, he continued, additional supplies have been discovered
that are nore easily devel opable and there is a very high price.
There were regulatory issues in the years leading up to those
bl ackout drills where gas supply contracts were being denied.
He said he doesn't want to delve into the history and politics
behi nd those.. ..

REPRESENTATI VE HAVWKER interjected that those were fixed in the
Cook Inlet Recovery Act.

MR. ALPER agreed and acknow edged that there was |anguage in
that bill discussing the RCA having to show its work at the very

| east and explain its reasons. Suddenly now, gas supply
contracts are comng at higher |evels, higher dollar values,
that support drilling. He said he has heard from others that

Cook Inlet has anong the nost generous fiscal reginmes and one of
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the highest gas prices in the world. That doesn't say it's
extrenely attractive, just that maybe it doesn't quite need the
sane level of ongoing cash support that it currently enjoys,
which is the state paying 50-60 percent of a conpany's
devel opnment costs.

9:40: 54 AM

REPRESENTATI VE HAWKER noted that M. Al per acknow edged that the
econonm c situation created in Cook Inlet attracted sufficient
investnment to increase production. He posed the question of
significantly taking away, as HB 247 proposes, sone of the
incentives in the basin and how it wll affect continued
investment - how much reduction in investnment Cook Inlet can
expect - and how that will affect these |ifespan cal cul ati ons.

VR. ALPER responded that the type of deci sion nmaki ng
contenplated in the question relates to new supplies in addition
to the supplies stated in this slide. He explained that the
supplies in this slide are, for the nost part, discovered and
should the price support it, "we believe will continue.” |If the
di scussion is regarding the next tranche of supply beyond this,
"we wll come to the commttee with field analysis, wth
economi cs. " It's tricky to look at field economics in Cook
Inl et because a tax reginme kicks in in 2022 that is very high
and unstabl e. It has been discussed that a new Cook Inlet tax
system i s needed. He said he cannot say with certainty whether
a new project will or won't happen, with or wthout the tax
change envisioned in this bill.

REPRESENTATI VE HAVWKER stated that M. Alper just said that it's
going to be all these new discoveries that are going to be the
things that are affected by continued investnents. He asked
whether it doesn't also take continued investnent to maintain
the |l evel of production fromthe known and proven reserves.

MR. ALPER replied that it takes continued investnent but that's
a much less riskier investnment in a proven devel oped field where
it is known what is there. If there is a market and a sales
price, he explained, that is a far less risky investnent than
goi ng out and | ooki ng for new gas.

9:43: 02 AM

REPRESENTATI VE HAWKER recited the adage, "The best place to find
oil is in an oil field." Yet, he argued, there is the |aw of
di m ni shing returns, t 00, where it becones increasingly
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expensive to extract those final resources, the nore-difficult-
t o-achieve resources in the fields. He reiterated that he would
like M. Alper to be able to stand up in front of his entire
community and tell them that his proposal is not going to place
them at risk of having insufficient energy to nmeet their needs
in the foreseeable future.

MR. ALPER responded that a hearing or tw ago Conm ssioner
Hof f beck said sonething along the lines of, "Is it tine to
declare at least partial victory?" Should the state find itself
in a circunstance where supplies are becomng risky to get in
Cook Inlet, he said:

We believe we have sufficient lead tine to reinstitute
certain benefits, certain incentives to go and find
nore gas. Ri ght now there is enough gas, we believe
that given the state's fiscal situation, we cannot
afford to continue to support ongoing devel opnment to
the rate that we have been. W want to continue to
to the extent that we can, to the maxi num benefit of
the community, wthin what is reasonable given the
state's fiscal limtations.

REPRESENTATI VE HAWKER stated that what M. Al per just said
scares himand nmakes himpity the people in his conmunity.

9:44: 25 AM

MR. ALPER referred to slide 58, "Cook Inlet Undiscovered
Resources (USGS resource assessnent, 2011)." He explained that
the map on this slide shows the extent of the Cook Inlet basin,
whi ch has an estimated nearly 600 million barrels of oil. The
green line represents roughly where the oil is believed to be.
The conventional gas is alnmpbst 14 trillion cubic feet and the
unconventional gas is another 5.3 trillion cubic feet on top of
t hat . In the context of the current annual use consunption in

Cook Inlet, as currently fully developed with both heat and
electric wutilities alnmost entirely dependent upon gas, a
trillion cubic feet wll |ast about 12 years. If there are in
fact 13 trillion feet of wundiscovered technically recoverable
gas, there is approximately 150 years' worth of gas in Cook
Inlet currently, and "obviously that is much nore specul ative
and will require far nore additional work to bring any of that
sort of gas to market, but you are living on top of a robust gas
basin, or at |east so the professionals in that field believe."

9:46: 10 AM
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REPRESENTATI VE JOHNSON referred back to his previous question
regarding the utilities and said:

| want to throw Fairbanks in the mx. \Wat does it do
to Fairbanks gas deliverability because they are
involved in the trucking now and ... there's
chal | enged projects both ways north or south on that
one. And right now | think the plan is to truck gas

to the north. What does that do to their
deliverability if these credits.... So maybe you
can't answer these ... we're outside the real m of sone
of the state, but we're very heavily invested in that
Fai rbanks gas utility as a state. So ... | just want
to focus on sone  of things that uni nt ended
consequences ... | want to make sure that we're not

buryi ng Fairbanks or Anchorage or anyone in this, and
all of a sudden we've got great ideas and no gas. So,
| want to make sure that we're dealing with those kind
of aspects. ... 1 don't know where they fit 1in
because | don't know if they're even a utility,
they're not regulated, they may have to pay the full
taxes. | nean there's a |lot of noving pieces in that.
They could end up a lot of difference ways. A
certainly wunderstand that if you want to beg this
guestion for a later time, but I want to at |east put
it on the table.

9:47: 34 AM

MR. ALPER offered to take a first crack at wunderstanding the
transactions enbedded in the aforenentioned scenario by
Representative Johnson. He said that the Fairbanks utility is
not a producer, it's a consuner, and wll be buying gas from
someone. He said he thinks the issue being raised by

Representative Johnson is nore an issue of gross values being
| ess than zero; that whoever is selling that gas and the market
price is low and the cost of trucking it up there is high, the
circunstances could be that the gross value is less than zero.
Al t hough, he advised, he is not certain how trucking fits into
t he cal cul ation of allowable transportation.

REPRESENTATI VE JOHNSON advi sed that he does not need an answer
now, but wants it on the table because it is an issue that the
commttee has spent a lot of time on, and he would hate to see
all of those investnents go to the wayside for |ack of at |east
tal king about them The commttee has not talked about sone
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t hings that have come up - low oil prices, high oil prices - and
he would Iike to get everything on the table this tine.

MR. ALPER agreed and sai d:

We don't want to keep doing this. W want to envision
all of the possible circunstances. ... | like to
think we're spiraling in towards the «center of
sonething rather than zigging and zagging back and
forth. But | don't have a nuanced answer to give
Representative Johnson's question. It is inportant to
contenplate how both the Section 31 and Section 37
changes mght inpact the Fairbanks wutility, and we
will look into that, absolutely.

9:49: 45 AM

The conmmittee took an at-ease from 9:49 to 9:53 a.m and anot her
from9:53 to 9:54 a. m

9:54:19 AM

CO CHAI R NAGEAK advi sed that the next neetings on HB 247 will be
at 1:00 p.m today, and 10:00 [a.m] tonorrow, 2/26/16.

[ HB 247 was hel d over.]
9:55:13 AM
ADJ QURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 9:55 a.m
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