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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 liquefied 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 paynments of estimated tax; relating to
interest on nonthly installnment paynents of estimated 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 [imtations 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 mninmm for
gross value at the point of production; relating to |ease
expenditures and tax credits for mnunicipal entities; adding a
definition for "qualified capital expendi t ure"; adding a
definition for "outstanding liability to the state"; repealing
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oil and gas exploration incentive credits; repealing the
limtation on the application of credits against tax liability
for lease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install ment 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
appl i cabl e before January 1, 2011; nmaking conform ng anendnents;
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
SPONSCR(s) : RULES BY REQUEST OF THE GOVERNOR

01/ 19/ 16 (H) READ THE FIRST 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
02/ 25/ 16 (H) Heard & Hel d

02/ 25/ 16 (H) M NUTE( RES)

02/ 25/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 25/ 16 (H) Heard & Hel d

02/ 25/ 16 (H) M NUTE( RES)

02/ 26/ 16 (H) RES AT 1: 00 PM BARNES 124
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W TNESS REG STER

JANAK MAYER, Chairman & Chi ef Technol ogi st

enal ytica

Consultant to the Legislative Budget and Audit Commttee

Washi ngton, DC

POSI TI ON STATEMENT: As consultant to the Legislative Budget and
Audi t Comm ttee, provided a  Power Poi nt presentation on
enalytica's analysis of the projected inpacts that HB 247 would
have on the oil and gas industry in Al aska.

NI KOS TSAFCS, President & Chief Analyst

enal ytica

Consultant to the Legislative Budget and Audit Conmmittee

Washi ngton, DC

PCSI TI ON STATEMENT: As consultant to the Legislative Budget and
Audit Committee, answered a question about data provided in the
Power Poi nt presentation regarding potential inpacts of HB 247.

ACTI ON NARRATI VE
1: 02: 12 PM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee nmeeting to order at 1:02 p.m Representatives Seaton
Josephson, O son, Hawker, Talerico, and Nageak were present at
the call to order. Representatives Tarr, Johnson, and Herron
arrived as the neeting was in progress.

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

1: 02: 52 PM

CO CHAI R NAGEAK announced that the only order of business is
HOUSE BILL 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 liquefied natural gas storage facility
t ax credit, and t he qgual ified in-state oi | refinery
infrastructure expenditures tax credit; relating to the m ninmm
tax for certain oil and gas production; relating to the m nimum
tax calculation for nonthly installnment paynents of estinmated
tax; relating to interest on nonthly installnent paynents of
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estimated tax; relating to limtations for the application of
tax credits; relating to oil and gas production tax credits for

certain losses and expenditures; 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 mninmum for
gross value at the point of production; relating to |ease
expenditures and tax credits for municipal entities; adding a
definition for "qualified capital expendi t ure"; 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 lease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install ment 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
appl i cabl e before January 1, 2011; nmaking conform ng anendnents;
and providing for an effective date.”

1: 03: 40 PM

JANAK MAYER, Chairman & Chief Technologist, enalytica, and
consultant to the Legislative Budget and Audit Committee, noted
he is before the commttee to advise on matters relating to oi
and gas, particularly comercialization and fiscal systens.
Drawing attention to his PowerPoint presentation entitled,
"I MPACT OF HB 247: NORTH SLOPE ASSESSMENT," he continued his
analysis of the projected inpacts of HB 247 on the oil and gas
i ndustry in Al aska, which he had begun on 2/25/16, 1:00 p.m

MR. MAYER turned to slide 13, "MONTHLY GROSS M N CALCULATI ON:
NEUTRAL OR TAX HIKE." He rem nded nmenbers that at the close of
yesterday's presentation the conmttee was | ooking at the inpact
of the bill's proposed change to nobve from an annual to a
monthly reconciliation of the tax systemin terns of the inpact
of wvarious credits, particularly the Per-Barrel Credit, the
Smal | Producer Credit, the Net Operating Loss (NCOL) Credit, and
how those credits interact with the hard gross mninmm floor.
He explained that the top row of the chart on slide 13 depicts
this calculation being done on an annual basis [for cal endar
year 2014]. The calculation begins with the Al aska North Sl ope
West Coast (ANS WC) average annual price [$97.74] from which is
subtracted the transportation cost, the operating expenditures
("opex"), and the capital expenditures ("capex") to arrive at
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the production tax value (PTV) per barrel [$47.73]. The 35
percent net production tax rate is nultiplied against the PTV
[arriving at $16.71], from which is subtracted the sliding Per-
Barrel Credit, which is $0-$8 for an established producer on the
North Slope and which was $8 in the year 2014, to arrive at a
net production tax of [$8.71] per barrel. The $8.71 is higher
than is the 4 percent gross floor [$3.49], so $8.71 would be the
tax paid per barrel using the annual systemof current |aw.

MR. MAYER explained that if the calculation was to instead be
done nonthly as proposed in HB 247, then in a year |like 2014
when there is a lot of volatility in the oil price, each of the
first 10 nonths woul d have used the net tax cal cul ation, but the
final 2 nonths of the year when oil prices fell to $77 and $60 a
barrel would have used the 4 percent binding gross because the 4
percent gross calculation is higher than the net «calcul ation.
The net effect of a nonthly basis would be to raise the anount
of production tax per barrel from[$8.71] to [$9.31]. Wen this
tax is nmultiplied by the nunber of taxable barrels on the North
Slope, it would result in about $100 mllion in additional tax
that would be taken in by switching from an annual to a nonthly
cal cul ati on. He described this as a tax hike that happens
because the proposed change is a situation of "heads | the
sovereign win, tails it's a draw'. If there is no volatility,
the two things are the sane; the nore there is volatility in the
oil price, the nore this proposed change would work in the
sovereign's favor and the taxpayer's disadvant age.

1: 07:17 PM

MR. MAYER poi nted out that because the cal cul ati on woul d be done
each nmonth it would nean that each nonth a taxpayer nust really
understand what its costs are for that nonth and do that entire
cal cul ati on. It would be alnpost like the taxpayer filing its
tax return nonthly rather than annually. Sone of that would be
trued up at the end of the year, but a taxpayer would need to be
very certain of not understating its costs for the nonth. The
way the language is witten, the sum of the taxpayer's total
cannot be higher than the sumof its nonthlies. So, if it turns
out at the end of the year the taxpayer's costs were higher,
those credits would essentially be lost to the taxpayer forever.
M. Mayer further pointed out that this analysis is focused on
the sliding Per-Barrel Credit of $8 in the world of the |arge

i ncunbent oil producer. However, the floor hardening in HB 247
would apply to both incunbent and new producers by making the
floor binding on oil that is eligible for the Goss Value

Reduction (GVR), as well as binding in that the Net Operating
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Loss Credit and the Small Producer Credit could not be taken
away fromthe floor, which would be a substantial inmpact on [new
pr oducer s] .

1: 08: 57 PM

REPRESENTATI VE HAWKER understood that the nunbers on slide 13
are the actual nunbers as reported for the year 2014.

MR. MAYER confirned that to be correct, broadly speaking. He
explained it is a very high level approximtion that essentially
treats the North Slope as if it were one uniform taxpayer. The
cost nunbers are also fiscal year (FY) 2014, whereas the tax
year is a calendar year; so, it is not a perfect match there
Those are actual nunbers to the extent that a reasonably
accurate picture can be created through "back of the envel ope
hi gh | evel nunbers" versus individual taxpayer nunbers.

REPRESENTATI VE HAVWKER noted that M. Myer's calculation of an
additional $100 mllion in liability is basically the same
nunber as presented by M. Alper, Director of the Tax Division
He requested M. Myer to explain how and why the operating
costs and the capital expense costs sonehow nmanaged to be the
sanme nunber for every single nonth

MR. MAYER replied that in this case it is taking the annual 2014
nunbers and spreading them in even proportion across the year.
In practice as a taxpayer there would be variation and one
difficulty as a taxpayer would be the need to understand nonth
by nonth what those are. The taxpayer would want to be carefu

to err on the conservative side and overstate them and then deal
with that overstatenent at true-up rather than be worried about
understating them in which case the credits that the taxpayer
potentially forewent because of interaction with the floor would
never be able to be gotten back.

REPRESENTATI VE HAWKER said that is not where he was going. He
asked whether the state requires in the calculation that the
taxpayers use a nonthly estimate based on a nonthly portion of
what the taxpayer estimates its annual expenses to Dbe.
Therefore, he surmsed, it would be mrroring the way the tax
cal culation actually works in statute.

MR. MAYER, after confirm ng that Representative Hawker is saying

that the calculation is supposed to take the annual estinmte and
divide it by 12, answered correct.
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REPRESENTATI VE HAWKER concl uded, then, that the nunbers seen on
a nonthly basis here do not reflect the anmount that was actually
being paid by the industry in that nonth.

MR. MAYER replied that the costs in the chart are sinply costs
fromthe Revenue Sources Book spread evenly across the year, and
not actual data.

REPRESENTATI VE HAWKER asked whether that is not the way the
calculation is done within state statute.

MR. MAYER responded that that is his understanding...

REPRESENTATI VE HAWKER observed that M. Alper is nodding, but
said he is going to mss his whole point because he cannot
validate it here.

1:11: 59 PM

REPRESENTATI VE JOSEPHSON asked whet her Representative Hawker is
saying that if the opex and capex actually reflected what was
really going on in the nonth, then the tax depicted in the
second to right colum would be different.

REPRESENTATI VE HAWKER answered that that is exactly his point,
it would be substantially different.

REPRESENTATI VE TARR surm sed that because the ANS WC price is
different on a nonthly basis, the chart illustrates sonme of the
variation in the per-barrel price but not a true reflection of
opex and capex.

MR. MAYER replied that the point being nade is that there are
various elenents of inter-year volatility in the system price
and costs being two of those el enents. He explained that a big
part of the reason for doing an annual calculation is to reduce
that volatility in the same way a person calculates his or her
entire income over the year rather than what was earned in a
gi ven nont h. Rat her than having a volatility snoothing of an
annual calculation, he advised, this proposed change would
assess nonth by nonth and that can only work in the sovereign's
favor. Essentially it can only ever be a tax hike in the event
of price volatility.

1:14: 15 PM
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MR. MAYER nmoved to slide 14, "GVR RAI SES NOL CREDI T ABOVE 35% OF
ACTUAL LGCSS," and specified that HB 247 al so raises the question
of how the G oss Value Reduction (GVR) for new oil interacts
with the Net Operating Loss (NOL) Credit. He advised that the
adm nistration has raised an inportant and valid point that is
useful to debate. Al aska's Clear and Equitable Share (ACES)
[ passed in 2007, House Bill 2001, Twenty-Fifth Alaska State
Legislature] had a hugely varying rate of governnent support,
from 45 percent to over 100 percent. It could vary wildly nonth
by nmont h depending on prices and costs and all the rest. During
consideration of Senate Bill 21 [passed in 2013, Twenty-Eighth
Al aska State Legislature], the thinking was to have a uniform 35
percent support for governnment spending in all circunstances.
The Gross Value Reduction was a way to reduce the effective tax
rate that new oil pays by artificially lowering the way the tax
systens treats the value at the well head. Because everything in
the calculation flows on fromthat, it also affects the way the
net operating loss is assessed.

M. Myer denonstrated how the GVR works by drawing attention to
the scenario depicted on slide 14 for an oil price of $30 under
Senate Bill 21. From the price of $30, the transportation cost
of $10 is subtracted to arrive at a $20 gross val ue at the point
of production (GVPP) before factoring in the GVR The 20
percent GVR is then subtracted to arrive at a GV/PP of $16 after
GVR. The opex [$18] and capex [$18] are then subtracted from
the $16 to arrive at a production tax value (PTV) of a |oss of
$20. Had there not been a Gross Value Reduction the actual |oss
at the wellhead would have been $16. The tax system would
recogni ze the $20 loss. That is inportant at higher prices, and
at all prices, in reducing the effective tax rate. The purpose
of the Net Operating Loss Credit was to say 35 percent support
for governnent spending at all prices. Because it is not
| ooking at the actual loss, but rather is looking at the
production tax value per barrel, the effect is to overstate the
loss. So in this scenario, instead of a credit of 35 percent of
the actual production tax value it is 44 percent of that actua

nunber, because it is based on the nunber after the GVR has been
appl i ed.

1:18:43 PM

MR. MAYER continued discussing slide 14. He said the aimof the
policy direction set under Senate Bill 21 was to have a uniform
35 percent support of governnent spending in all circunstances.
Bet ween passage of Senate Bill 21 and now, a nunber of

i nvestnments have been made under the tax regine in place. Any
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change such as this would seriously inpact those investnents.
If it is thought that this is a substantive matter of policy
that should be addressed, the question of how to address that
and the timng and how that applies and when that applies then
becones critical. This is because nunerous investnents have
been nmade under certain assunptions and spending is actually
happeni ng today. Those assunptions included nodeling this
exactly as it was, and those investnents would be inpacted by
any change like this. It is one thing to look at this and ask
whet her this was what was intended and should this at some point
change. And then another to think about if that should change,
how that should be enacted, what the applicable tineframe is,
and who is inpacted when. Those are all wvery inportant
considerations since any change wll substantially inpact the
econoni cs of ongoi ng investnent.

1: 20: 19 PM

REPRESENTATI VE HERRON i nquired whether it could be created where
the current credit of 35 percent stays with projects that are in
play, and that any future projects would be under a different
tax regi ne such as that under HB 247.

MR. MAYER responded that there are ways of achieving exactly
t hat . For instance, small producers currently on the North
Sl ope could continue to receive the Small Producer Credit and it
could be made so that this credit is not open to new entrants.

1:21: 08 PM

REPRESENTATI VE SEATON asked whether M. Myer is aware of anyone
who, during the discussion of Senate Bill 21, was planning a
project and was counting on being able to sonehow | everage nore
than the 35 percent.

MR. MAYER allowed that this is an excellent question. He said
that when he was first nmade aware of this issue he was shocked
and surprised because he thought it was very clear anongst
everyone that the intent was 35 percent. When he went back to
his own nodels he found that they produced exactly the reginme as
it exists, which is in effect a higher |evel of support for
governnent spending - when the gross value at the point of
production is tweaked, the rest of this falls out. Thi s
oversight is not the result of legislatively polar or a strange
bit of drafting, he said, but rather that it is a conplicated
system and when a change is nmade in one place it affects
numer ous things further bel ow So, whether it was hinself, the
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adm nistration's consultants, or anyone else building nodels at
the tinme, or sonmeone assessing an investnent in the neantineg,
the pieces of the system would be assenbled in a nodel and the
settings would be created. The economics that flowed out as a
result would then be assessed. In the case of a conpany
assessing a project, the conpany would assess things based on
what it sees. Wil e assessing the economcs, a conpany is not
necessarily asking what was the inplicit |evel of governnent
support for spending and whether that was what the legislature
i nt ended. He said he firmy believes that anyone assessing
their economcs on a project on which they took sanction was
doing it on the system that existed and not necessarily on the
basis of |egislative intent.

1: 23:11 PM
REPRESENTATI VE SEATON surm sed that none of the consultants who

were advising the legislature at the tine spotted this and that
no one testifying on the projects that were under devel opnent

spotted this. | f soneone had spotted this they mght have
figured that they could not address it or could tweak it in and
not understand the |egislature's discussions. He said he does

not think [industry] would be surprised if the legislature cane
back and assessed the system that it thought it was passing at
the time. He added he is not suggesting that anybody knew about
it at the tinme and that when talking to legislators about the
system the conpanies were being forthright in telling
| egi sl ators what they thought it did, what the support was, and
what the governnent take was.

MR. MAYER further suggested that when a conpany is evaluating a
project to take final investnment decision, a lot of things are
being | ooking at, such as net present value, internal rate of
return [IRR], long-term cash flow, and various risk and non-risk
scenari os. He said he would be very surprised if anpong those
metrics would be the question of the inplicit rate of governnent
support for spending. In that sense he would be very surprised
if a conpany assessing this would think there was sonething a
bit odd here.

1: 24: 54 PM

REPRESENTATI VE JOSEPHSON offered his wunderstanding that the
prior administration did identify this problem of going under a
tax rate of 4 percent as well as under a 0O percent effective
t ax. Two things strike him he said, the first being that
everyone he has spoken to says that the state is making slightly

HOUSE RES COW TTEE - 10- February 26, 2016



nore revenue now than under the prior regine. Second, what he
is sensing from M. Mayer's testinony, and given that the prior
adm ni stration understood this potential problem is that no one
foresaw this level of [low] price so it was not discussed.

MR. MAYER answered that the point on slide 14 is not about the
gross floor and whether one can go below that. He recounted
that it was a deliberate policy decision to say that because
gross taxes are effectively distorting [the state's] investnent,
a binding 4 percent floor was not wanted on new production. A
del i berate and thought-through decision was nade to nmmke it
bi nding on the |egacy oil because that is where the revenue for
the state needs to be protected, but on new investnent it was
wanted to mnimze the distorting inpact and so that floor was
not made binding in the sanme way as on the |egacy fields.

REPRESENTATI VE JOSEPHSON concurr ed.
1: 26: 57 PM

MR. MAYER continued his response to Representative Josephson.
He noted that in 2013 [as a consultant to the legislature while
enployed with PFC Energy QI and Gas Research Acquisition
(PFCO)], he presented analyses over a range of prices from $40
per barrel to $160, the sane range he is providing today. The
reason for not going below $40 was because, frankly, the math
did not really work below $40 a barrel. At $40, he expl ai ned,
there is no divisible incone to split and netrics |ike
government take do not nean anything as they are all infinite.
When sitting before the commttee three years ago as the initial
di scussions around Senate Bill 21 were starting, he was asked to
prepare several slides around what PFC saw as the short-term and
long-term likely floor price for Alaska North Slope Wst Coast
(ANS WC) crude. Seen at that tine was unprecedented growh in
North American onshore production, as well as the O ganization
of the Petroleum Exporting Countries (OPEC) and Saudi Arabia
being increasingly unable to manage the market in the way they

had in the past. There was rising production from lraq where
the question of what happened with Iran was unknown. Al of
these things, conbined with a weak global outlook, nmeant that
[PFC] saw nore risks to the downside than the upside. When

asked what a reasonable floor price mght be, [PFC] said in the
short run it could see scenarios of strong oversupply and
failure of managenent by OPEC, which could reduce prices to $30
a barrel, and that in the long run there would be a strong
supply response, particularly from North Anmerica, were that to
happen. In the long run, [PFC] could see sonewhere in the range
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of $50-3%70 for the long-term floor price. A big part of the
reason for some of the testinony he gave back then was that much
of the debate in those tines focused on when the price was $140-
$150 a barrel, how rmuch would the state be giving away, and

should the state be taking nore. He recalled advising in his
testinmony back then, "Renenber, the compdity business is
cyclical; remenber that times are high now but there will be | ow

times as well and nore than anything el se you need a system that
is capable of protecting the state's interests in those tines
and that if you have to fight about what are you giving away at
$150 a barrel that's a really nice problemto have.” Now, while
at the bottom of the cycle, he said he offers this advice:

Renenber, again, take that long-term view This is a
cyclical business and the problem now is how do you
mai ntai n ongoi ng i nvestnent even when tines are rough?
And yes, one needs to protect the state's interest
and, yes, one needs to do what one can to plug a very,
very difficult fiscal hole. But if one does that at
the expense of changes in fiscal terns that say to
investors, "Sorry, this isn't the stable jurisdiction
you were hoping for," that potentially has a |ong-term
cost that one needs to think seriously about.

1: 30: 09 PM

REPRESENTATI VE JOSEPHSON posed a scenario in which there is a
defined tinme for when HB 247's refornms would take effect and
asked whether even |easehold investors could say that they
expected X regine and now the state is giving them Y regineg,
even though the lease itself is the birth of the project. He
said it strikes himthat the adjustnent m ght not be nade for a
decade or nore.

MR. MAYER replied it depends very greatly on the specific nature
of the change being made; for exanple, who it inpacts and how,
and what the tinmefrane that works through the systemis. |If the
change is around credits, in mny circunstances the capital
intensive nature of an investnent is in those early years of
constructing facilities and drilling wells. That tails off at
some point, so the inpact is much nore inportant in those early
years than it is later on. If the change is around the overal

rate of tax, the overall rate of tax in |low price environnents
is a change that hurts no matter when in tine it is made. It
conmes back to the question of changes that are fundanental
guestions of policy and wanting to set a sustainable fiscal
system that is sustainable for all parties across a w de range
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of prices versus changes that are related to this year and how
does the state get a little bit nobre revenue. Those are very
different questions that have very different inpacts on the
guestion of how stable the fiscal system in Alaska is seen as
bei ng.

1: 32: 19 PM

REPRESENTATI VE HAWKER cited Alaska Statute (AS) 43.55.023(b)
regarding the 35 percent Net Operating Loss Credit carried
forward. He said this statute very clearly states, as the
| egislature wote it, that a producer or explorer nmay elect to
take a tax credit in the amount of 35 percent of a carried-
forward annual | oss. The statute is very clear even if the
intent was not quite that. He asked whether it is reasonable
for both [the legislature] and industry to expect that industry
will conply with the lawas it is witten.

MR. MAYER responded, "Absolutely, industry takes the statute and
turns that into a nodel and assesses the performance of any
investnment they seek to make against what their nodel says.”
Al though the statute says 35 percent of carried-forward annua
| oss, when thinking about how that annual loss is defined, it
turns out it is defined based on production tax value and that
in turn is defined based on the G oss Val ue Reducti on.

1: 34: 10 PM

REPRESENTATI VE HAWKER said he understands that at these |ower
prices there is a problematic value translation between the net
operating loss and the value of the credit carry forward. The
| egislature passed the law, the legislature said go nake
deci sions based on it. He inquired whether it would not still
be a tax increase from the standpoint of the people being asked
to rely on state statute, even if [the legislature] thinks it is
fixing a mstake it nade.

MR. MAYER answered, "Absolutely, it is wthout question." He
added that the core of his point [on slide 14] is about the need
to balance two things very carefully. The first is the policy

poi nt about what one would like the system to be and what one
i ntended the systemto be. The second is that industry has nade
i nvest ment deci sions based on the system as it is, not as it
mght be in an ideal world and any changes have substanti al
inpact. This needs to be thought about very carefully.

1:35:17 PM
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REPRESENTATI VE HAWKER stated that HB 247 is a conplex approach
that essentially restructures the tax system He suggested that
rather than the 35 percent carried-forward, perhaps a nore
targeted fix - applied prospectively - could sinply be taking
the value of the net operating loss in a given year and
translating it into a carried-forward credit using the margina
tax rate of the taxpayer. This would provide an equa
translation of value, he posited, so there is not this
circunstance of a tax credit that arguably has a greater value
than the deduction was in the year it was incurred.

MR. MAYER replied he will think about Representative Hawker's
suggestion and get back to the commttee.

1: 36: 31 PM

MR. MAYER returned to his presentation. Di splaying slide 15,
"HARDER, HI GHER FLOOR RAI SES TAXES ON LGOSSES, " he said hardening
of the gross floor is one of the biggest of the proposed changes
in HB 247. Under ACES, he noted, the Capital Credit calculation
was applied after the conparison between the net and the gross
systens and therefore was effectively non-binding in nost
ci rcunst ances. Drawing attention to the graph on the Ileft,
"EFFECTI VE PRODUCTI ON TAX RATE," he pointed out that at higher
prices the effective tax rate under ACES (yellow line) was
substantially higher than it is under Senate Bill 21 (red |ine).

The two rates are relatively close [across a broad range of
hi gher prices], he noted, but wunder Senate Bill 21 the rate
cones to a peak of about 35 percent at around $150, whereas ACES
went up and up to nmuch higher levels at the higher prices.
However, in the price range of $120 down to $30, the key
difference is that the effective tax rate under ACES kept com ng
down and eventually came down to zero, whereas the hardeni ng of
the floor under Senate Bill 21 essentially nmeans that it comes
dowmn to about a 10 percent effective tax rate for |egacy
producers, then it bottons out and starts rising until about $60
where it goes up and very quickly asynptotically approaches
infinity. That cones back to the point about the nature of
gross taxes, which is that as the net value in the barrel gets
smaller and smaller, anything that is a fixed anmount of the
total value takes up a steadily larger portion of the value
until it takes up all of the value. Once it takes up all of the
value, the neasure of an effective tax rate or of effective
gover nnment take, becones neaningless since it is all essentially
infinite. The chart depicts the price level at which that
happens versus the price levels of today and, he stressed, that
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is areally inportant point to be able to understand. M. WMayer
said he has heard far too many people state that the effective
rate of production tax cones down and the producers are only
paying a 4 percent rate at the nonment. But, he explained, it is
4 percent of gross and as a share of the net it cones down from
35 percent to around 10 percent and then it very quickly
skyrockets up towards infinity.

1: 38: 58 PM

MR. MAYER continued addressing slide 15, stating that the effect
of HB 247 is twofold and particularly on incunbent producers.
He said the chart on the right, "PRODUCTION TAX $/ TAXABLE BBL, "
| ooks at the absolute dollars per taxable barrel. He pointed
out that in the price range of $40 [and below there is
literally no net value left at all and in fact the producer has
a net operating loss. Currently, net operating |oss can take a
conpany down below the floor, the statute is very clearly
witten that these were specific provisions. The aim of the
hard floor under the Dollar-Per-Barrel Credit was to protect
sone of the state's revenue at the lowest prices while also
being m ndful that gross taxes make life very difficult for the
i ndustry when prices are |ow precisely because gross taxes very
qui ckly take everything and then nore than everything. Once in
an environment in which a conpany has a net operating |oss there
is still the regressive royalty that is taking everything or
nore than everything. In that environnent the state is saying
that it is not sure it should be adding to it with 4 percent of
the gross and so naybe the Net Operating Loss Credit should be
able to take a conpany down to zero. \Wether to change that is
a policy question about the balance of protecting the state at
the low end versus what the state takes at the high end, and
what a sustainable and conpetitive regine |ooks like in how it
bal ances those things.

1:40: 45 PM

REPRESENTATI VE TARR, regarding going to zero, posited that there
are two different scenarios. One would be just zero within that

cal endar year. But, she said, the nore problematic thing that
the state is experiencing is what is carried forward into the
next year so that "we're 100 plus." She said she has been

researching how Alaska conpares to other jurisdictions in
conpetitiveness and trying to find other exanples of a situation
where it goes 100 percent plus. She inquired whether M. Mayer
is aware of any other jurisdictions where this has happened or
how ot her jurisdictions control whether they go beyond zero tax.
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MR. MAYER responded that there are plenty of tax systens that
enable a conpany to carry forward | osses. That is a standard
feature of a great nmany tax systens, with federal income tax
being one. Another is Australia' s net profit-based, cash flow
based production tax system which provides sonme protection for
the sovereign by saying that outflows, nanely the sorts of
things that are credits here in Al aska, are carried forward
against future liability rather than paid out, but that neans
that all negative tax itenms are essentially carried forward.
Thus, the carry forward is not unusual in that sense. [t nust
al so be renenbered that unlike many places, Al aska has the fixed
royalty that is already taking a substantial piece of the pie,
in fact a zero or negative pie.

REPRESENTATI VE TARR offered her belief that what is problemtic
for the state is having the actual expenditure for the Net
Operating Loss Credits. She posited it would give the state
nore protection if the credits were only allowed to be used
agai nst future tax liability, which is contenplated in HB 247.

MR. MAYER answered that HB 247 does not contenplate ending the
cash payout of credits. Currently, cash payout only happens to
conpanies with less than 50,000 barrels a day of production.

The bill would put sone additional restrictions on the cash
payout, including that conmpanies with nore than $10 billion in
revenues would not get a payout. The bill would also cap the

anount that any given conpany can claim He said there is a
strong case for a sovereign protecting itself through a cap of
some sort at sonme point. However, whether it should be $25
mllion, and what tinmefrane over which it applies, is a nuch
nmore difficult question because that has sone very serious
i mpacts, including very serious inpacts on investnents that are
bei ng nmade at the nonent.

1:44: 34 PM

REPRESENTATI VE SEATON asked what the state's tax reginme |ooks
like on federal or private land from which the state does not
receive royalties, but for which the state has a liability.

MR. MAYER replied that Representative Seaton's point is valid,
however he has not done rmuch nodeling on that specific question.
He advised that it nmerits serious analysis particularly in those
i nstances of new investnent projects to which the Goss Value
Reduction (GVR) and other things would apply. In a sustained
period of low prices the value proposition to the state m ght be
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alot less than it is in places where the state has the royalty.
He said he needs to look at this very legitimte concern before
he offers any detail ed advice about it.

1: 46: 05 PM

MR. MAYER resunmed his presentation by turning to slide 16, "HOW
DO CHANGES | MPACT NEW FI ELD DEVELOPMENT?" He expl ai ned that the
two graphs on the slide, |abeled "CASHFLOW AND COVPONENTS" and
"PRODUCTION AND DRILLING " depict a hypothetical North Slope
project that qualifies for the Goss Value Reduction new oil

regime under Senate Bill 21. He outlined the assunptions for

this hypothetical project: curmul atively recovers about 80
mllion barrels of oil; peaks at about 20,000 barrels a day in
production; total capital spend of about $1.3 billion; average
annual operating cost of about $15 a barrel; 30 wells, of which
20 are producers and 10 are injectors; and the wells are drilled

over 8 years. He noted that an analysis of this sort is built
up fromthe granular level, starting with what is thought to be
a reasonable well cost to well type curve drilling profile and a

reasonabl e cost of facilities. The ability to get down to that
| evel becones very inportant in assessing sonme of the project
econon cs. He said the blue bars on the cash flow chart are the

process of facilities devel opnent. Before a single well is
drilled, about $400 nmillion will have been spent on a gravel
pad, pipelines to facilities, and such. In this nodel the
drilling begins in year three and the drilling expenses
("drillex"™) continue for several years. A lot of wells are
drilled up front to get production up, he explained. Once
production is up, drilling occurs at a lower rate for a nunber

of years and sustains a sort of plateau | evel of production.
1:48: 14 PM

MR. MAYER continued discussing slide 16, pointing out that in
the earlier years the investor is substantially cash flow

negati ve. It takes a good many years to get back to zero, he
said, and then the project beconmes cash flow positive and is
generating val ue. There is a corresponding difference in the

profile of governnent take over the course of tine as a result.
Government take is effectively negative in the early years and
that is the inpact of the credits being paid out. In this case
it is the Net Qperating Loss Credits that are being paid out as
cash. In the early years the costs are high and revenues are
low and royalty is probably the only thing being paid. In the
| ater years there is some ongoing sustaining drilling and from
this point on the main costs are sinply operating costs; there
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is therefore a lot nore value and this is where the bulk of the
production tax is actually harvested. When thinking through
t hese debates, he advised, it is useful to remenber that under
al nrost any regine there are tinmes when tax is not paid or where
it is negative, as in this exanple, and there are tines when tax
is paid later in the tail. Thinking through the tinme profile of
that is really inportant in understanding the inpact of all
t hese sorts of things.

1: 49: 51 PM

MR. MAYER returned to Representative Tarr's question regarding
Net Operating Loss Credits. He pointed out that a cap on the
rei nbursed Net Operating Loss Credits would have a huge i npact
on any new investnent, particularly any investnent that is being
made at the nonent. He brought attention to the cash flow graph
on slide 16 and explained that the [dashed] black line is the
after tax cash flow, the cash that the producer receives. The
green color within the bars is the gross revenue, the purple and
blue are the costs, and the red is governnent take. Netting out
all of these things results in the after tax cash flow.

MR MAYER noved to slide 17, "CHANGES BOOST CAPI TAL NEEDS AND
LONER IRR " and addressed the graph entitled, "CUMILATIVE

CASHFLOW " He explained that |ooking at the cash flow on a
curmul ative basis tells a conpany how nuch it needs to spend
before the project becones self-financing. 1In this hypothetica

scenario the conpany wll spend continuously until about 2018
and production will begin about a year before that. In 2018 the
revenue from that production starts to exceed the costs that the
conpany has in its ongoing drilling and the cunul ative cash fl ow
curve starts to turn around. When contenplating whether to

sanction a project one of the first things a conpany, the
investor, needs to understand is the capital structure that is

going to underpin the project - how the project is going to be
financed and what the conpany can afford. In this scenario the
conpany is assessing what is going to be $1.3 billion in tota
spend. But, the conpany does not actually need to have $1.3
billion ready in the bank to make the project happen. Under
current law [solid black line in the graph], the nodeling of

cunmul ative cash flow for this hypothetical project shows that
the conpany only needs to be able to recover $300 million of
total outflow before the project becones self-financing. After
the conpany has spent $300 nillion, the remaining $1 billion
wll cover itself because from that point forward there wll be
production and positive cash flow The conpany's cumnul ative
cash out will switch around and start to conme back up. So, when
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a conpany is looking at how rmuch equity does it need, how mnuch
debt does it need, it is not |ooking at how to finance $1.3
billion but rather how to finance $300 mllion, and that is a
very big difference. The credits have a big inpact there
because they effectively act to reduce that very strongly.

1: 52: 37 PM

MR. MAYER t hen expl ained that the dashed black |ine on the graph
for cumul ative cash flow represents what a cap of $25 mllion in
rei mbursable credits would look like for a conpany with no other
projects. This line shows the conpany would need a total outlay
of $400-$425 nillion, rather than $300 nillion, before it
becomes cash flow positive, neaning the conpany would have to
come up with this additional capital. It is one thing if a
conpany were to just now be starting a project and could take
this into account as it figures out what this investnent | ooks
like and how to finance it. However, it is quite another thing
if the conpany is a year or two into its spend and has already
told its equity investors how nuch they would be putting in and
what sort of return they would be getting, and the conpany has

been to the bank and knows what line of credit it has, and now
suddenly the conpany needs to conme back to all of them and tel
them it needs $100 mllion nore than it previously thought.

That would be a very difficult situation to be in.

MR. MAYER stated that the aforenentioned situation would be even
nore difficult for a producer that already has another producing
asset that still has substantial costs due to a low price
environment, or the ranp-up drilling being wunfinished, or
drilling needed to naintain the production plateau. It would
also be difficult for a producer that may already be claimng a
net operating loss. If a $25 mllion cap per conpany were to be
i npl emented, a producer may already be up against that cap on
its other producing field, in which case effectively the cap
would be zero for a producer's new field. In that case a
producer could go from needing $300 mllion in capital for
making the project work to over $500 million, a 50 percent
increase in the capital base required. It would be a very
difficult conversation to have if halfway through the spend a
producer must conme back to its equity investors asking for nore
capital. Additionally, a producer would find that its interna

rate of return (IRR) is worse because the nunbers under the new
reginme | ook very different from those under the previous regine.

Therefore, concern over capping credits is very valid, he
advised, and sonething that needs to be thought about and
addr essed. Making a change like this and doing it imediately
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could have a potential <chilling inpact on the ability of
investnments to occur and on investnents that have already been
sanctioned or are already ongoi ng.

1:55: 34 PM

REPRESENTATI VE JOSEPHSON said slide 17 is very neaningful to
hi m He recounted reading in Petroleum News |ast year that if
everything went well on the North Slope, every project played
out just the way it would, and every permt from the federa
government was received, that perhaps there was an opportunity
for 100,000 barrels collectively. Meanwhi l e, he opined, the
super-giants are less and |ess super-giants. \Wien he first met
with Pioneer Natural Resources Inc. he was told that the conpany
was drilling 6,000 barrels a day at Oooguruk, and what struck
him was that he was used to 2.1 mllion barrels a day. "Qur
departnment says by 2022 we're going to have 350,000 barrels,"” he
rel at ed. Through no fault of anybody, it is just geology,
Al aska is not producing as nmuch oil. So, he said, his question
is what is he investing in and how can he neasure the net val ue
of that to the people while he nmeasures what is on slide 17.

MR. MAYER responded that nore than anything el se Representative
Josephson is investing in a series of projects. Each one nay be
small, 6,000 to 20,000 barrels a day in initial production, but
each project is a wedge. The Departnment of Revenue's forecasts
for North Slope production over the next four or five years
versus what the forecasts were a few years ago, show a striking
flattening of the [downward] curve, at Ilease for the next
several years. The only way in which that flattening continues
to occur is if a series of those projects keeps comng in and
each one is another incremental wedge that takes the state from
a 6 percent annual decline to a 2 percent annual decline to no
decl i ne. In a world of higher prices and higher investnent, it
m ght even ideally see things turning the other way. Those
things require a comng together of the right price environment,
right fiscal reginme, and all the rest.

1: 58: 48 PM

REPRESENTATI VE HAWKER stated that the refundability of credits
is sinply a matter of shifting the capital requirenent burden
from the state providing investnment capital to the private
sector having to provide its own investnent capital. He
inquired whether, if applied [prospectively], limting the
refundability of these credits could have a desirable outcone.
For exanple, he recounted, sone of the investors in the Cook
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Inlet did not succeed, were undercapitalized, left the state,
hung bad paper on everybody, and then a bankruptcy court cane in
and nmade the paper even worse. Restricting the refundability
could potentially have the advantage of resulting in attracting
stronger, nore capitalized, nore qualified investors rather than
t hose that should not be in the state.

MR. MAYER answered that that is an excellent question. There is
no question, he said, that the North Slope and in particular
Cook Inlet are in the process of evolution that is seen in all
mat ur e basi ns. A series of large established players for whom
this becones a less material region are exiting and new players
are comng in. The conbination of that basic dynamic with very
generous and frequently refunded credits has neant that sone of
the players coming in have been nuch nore thinly capitalized
than they mght have been otherwi se because the credits so
dramatically reduced the capital requirenents. There are many
cases in which refundable credits have nmeant that people who
ot herwi se need additional working interest partners have been
able to get away w t hout having them

[ CO- CHAI R NAGEAK turned over the gavel to Co-Chair Talerico.]
2:01: 20 PM

MR. MAYER further pointed out that there is also the serious
guestion of the sustainability of the refundable credits in
numer ous environnents. He said the nightrmare scenario from the
state's perspective is a price environnent that is not
necessarily as low as today but is back above $50 and in an
envi ronment where prices have cone down. Shoul d a new Kupar uk-
sized field be discovered, there would be the sheer anount of

capital required to develop a resource of that size. It would
potentially be a very, very large outflow to the state if the
people doing that were all eligible for the 35 percent
refundable Net Operating Loss Credit. Everyone should be
worried about that scenario, he advised. He further counsel ed

that having clear rules is always essential in any system The
nightmare scenario wuld be having no clear rules on
refundability. As was seen |ast year, there is a degree of
executive discretion to try to limt the outflow and that is the
wor st possi ble case because there is this uncertainty of the
credit being there under statute and refundable, but in practice
it is unknown whether the credit is going to exist. That is the
scenario which everyone should want to avoid. It is in
absolutely everyone's interest to have clear rules where the
state has said it knows that there are constraints on its
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ability to fund this program and because there are clear
constraints the state wants to set those rules and set them
clearly.

MR. MAYER added that he can see |lots of reasons why refundable
credits provide value in enabling investnents that mght not
ot herwi se go ahead. There are conpanies that are not firmy
capitalized that have solid backing, but for whom the
conbination of the |ower capital requirenments and the higher
rate of return that is received nake a big difference in
enabling a project to be sanctioned. Oher than the question of
sinply protecting people who have al ready made an investnent, he
said is a serious question as to whether $25 mllion is the
ri ght nunmber, whether that could be higher and still protect the
state from some of the worst possibilities that could be
outcones. A systemthat nmakes it clear what is the limt on the
state's exposure is very desirable.

2:03: 54 PM

REPRESENTATI VE HAWKER stated it is inportant that if a change is
made, that it be prospective and not affect decisions that have
al ready been nmade. He inquired as to how strongly M. Mayer
woul d counsel committee nenbers to be careful in that regard

For exanple, he recalled, last year the l|legislature passed its
budgets and made the conmtnent for this capital to these
entities. The governor introduced three separate budgets that
included the reinbursenent for those reinbursable credits. So,
when they were vetoed wi thout any warning, a significant anount
of investnent capital that was commtted to this state went
away. He inquired as to the bal ance between how to snooth out
such a transition so that the rug is not pulled out from under
people's feet.

MR. MAYER replied that noving forward it would be quite
reasonable to put in place a series of additional restrictions
on eligibility for a refunded credit. It would not necessarily
have to be purely through a cap per conpany, or if it were a cap
per conpany it could be higher than $25 mllion. Anot her way
could be to require a vetting process by the Departnent of
Revenue (DOR) or the Department of Natural Resources (DNR) in
the sane way that DNR nust now approve plans of devel opnent
before a devel opnment can occur, or in the same way as all the
financials and the nodels are required to be handed over to DNR
in the case of royalty nodification assessnents. Looking at the
details of a project and approval would need to occur before any
noney was spent.
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2:06: 33 PM

REPRESENTATI VE HAWKER under stood M. Mayer to be suggesting sone
kind of a front-end due diligence process.

MR. MAYER r esponded, "Absolutely.”

REPRESENTATI VE HAWKER opined that from industry's perspective
everyone collectively as the state can be held responsible for
the veto of the credits l|ast year. He inquired how, if
legislation is passed that requires a due diligence process,
assurance can be provided that the state is not going to pull
out the rug from under the industry wth a veto after the
| egi sl ature apparently has nade the conmnm t nent.

MR. MAYER answered that the nost inportant thing that can be
done in both the North Slope and Cook Inlet is commtting to a
regine that the state can denonstrate is sustainable and
sustainable at the prices that are being seen for the future

That the state has thought through all the potential scenarios
of what could happen and has conmtted to a one-tine policy
decision to create a sustainable reginme for the future, rather
than increnmentally saying the state is unsure it can afford this
and so the credits mght be there but not really.

2:08:10 PM

REPRESENTATI VE SEATON stated his appreciation for the discussion
and opined that once a project is sanctioned a conpany has a
commtnent, not when it is a lease sale and a conpany is
exploring and has not reached that |evel of investnent. In
regard to a tinefranme as nentioned by M. Mayer, he agreed it
would be much harder after a project is sanctioned and the
i nvestnment acquired, and so going forward from there would be
much nore problematic. He said slide 17 is looking at the
econonm c inpact from a producer's standpoint, not the state's
st andpoi nt. He requested that M. Mayer develop a slide that
| ooks at the state's investnent via the credits in the early
part of a project and having a reasonable net present value
calculation with a reasonable discount rate so the commttee can
see what the state's value is in the project.

MR. MAYER displayed a slide not in his presentation entitled
"appendi x," wth two charts: one |labeled "NPV 10 to conpany and
government: ACES" and showing a conparison of the old system of
ACES; and one | abeled "NPV 10 to conpany and governnment: SB 21"
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and showing Senate Bill 21 with a Goss Value Reduction. The
charts are not finished, he qualified, but are for the sane
project as profiled [in slides 16-17]. He said the charts
depi ct everyone discounted at a 10 percent rate value overall to
conpany, to federal government, and to the state. He related
that under the previous system of ACES there was astronom ca
value to the state as prices went higher. Rel atively speaking
things ook much nmore simlar at oil prices below $60 because
the effective rate of support for governnment spending has gone
down from 45 percent to 35 percent, and [in the current regine]
the state is slightly better protected on the low end than it
was under the previous regine. He noted that the charts are
| ooking at the production tax as well as the entire fiscal
system and assune a 16.7 percent royalty rate. The point of the
charts is to look at the total fiscal system and total value to
the state across a really w de range of prices. Under Senate
Bill 21 there is a fairly even split of value between the
conpany and the state, and the state is always better off than
is the conpany. A concern under ACES was that when investnents
were |ooked at on an increnental basis there were tines when
investments were value <creating for a conpany and value
destroying for the state. [Under Senate Bill 21] the split is
relatively even and value for the state is higher in al

ci rcunst ances, subject to the assunptions he set out, than the

value is for the conpany. Wiile it can be negative for the
state, it is only in sustained low prices that it is much, rmnuch
nore val ue destroying for the conpany. Overall, Al aska's regine

by and | arge works pretty well.

2:12:52 PM

REPRESENTATI VE SEATON said the commttee is having to |ook at
the investnment of the state and the full field devel opnent. He
questioned whether there are many cases where the state has 16.7
percent royalty and requested M. Mwyer to look at that. He
further requested that M. Myer |ook at private |land where the
state does not receive a royalty. He said it would be hel pful

to know in what circunstances the state is making a good
i nvestment and what circunstances the state may be nmaking an
investment that is going to be a net loss to the state.

MR. MAYER replied that to the best of his know edge, nost GVR-
eligible production is on |eases that are either a 16.7 percent
| ease or a profit-share |ease. By and large, the 12.5 percent
royalty rate is in |legacy fields. However, he allowed, it is a
valid point about places where the lease is held by an entity
other than the state and this should be | ooked at further.
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2:14:19 PM

MR. MAYER resuned his presentation and continued his discussion
of slide 17. He advised that in addition to substantially
increasing the capital requirenent, the other big inpact of HB
247 woul d be either decreasing the rate of return at any given
price or substantially increasing the price level at which a
conpany in assessing its economcs reaches a particular hurdle
rate of return. Dependi ng on whether that $25 nmillion credit
cap is taken or the effective |lower bound of many conpanies
maybe having already <claimed their $25 mllion on other
projects, it would be sonewhere between a $5 and $15 difference
in the price range at which at which a conpany would neet a 15
percent or 20 percent internal rate of return hurdle. Thi s
woul d have a substantial inpact on what projects are sanctioned
and what projects are not.

MR. MAYER noved to slide 18, "CHANGES MAKE REGRESSI VE SYSTEM
EVEN MORE SO " and noted that both charts depict the sane
hypot hetical new project of 80 mllion barrels. He specified
t hat when the proposed changes of the capped credits are stacked
with the nore binding harder floor at |low prices, the inpact is
a series of changes that would nake the current system which is

overall neutral across a wide range of prices but still heavily
regressive when prices are below $60 a barrel, into a nore
regressive system He said each color on slide 18 is a

di fferent conponent of governnent take: red = royalty, yellow =
property [ad valorun] tax that goes to nunicipalities and to the
state, green = production tax, purple = state corporate incone
tax, and dark blue = federal corporate incone tax. When t hese
conponents of governnent take are stacked together, and as |ong
as they are all positive, they add up to the dashed black Iine,
which is the total |evel of governnent take. He recounted that
the idea behind the G oss Value Reduction in Senate Bill 21 was
that for new investnents a system was being targeted that was
effectively neutral across a w de range of prices at an overal

| evel of about 62 percent governnent take.

2:16:53 PM

MR. MAYER pointed out, however, that that starts to change at
the |owest prices because of the royalty's regressive nature.
He expl ained that there is no production tax at those prices and
at those prices production tax is even effectively negative.
Ef fectively negative does not nean the state is always paying
out noney. It means that across the cash flow cycle of the
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project investnment, credits were spent up front and production
tax is at the tail. If the price of oil remained at $40 a
barrel for the entire life of this project the value of those
credits would always be bigger than the value of the production
tax that was generated in the |ater years. At a price of $60
and above the value of the production tax is greater than that
of the credits that were paid up front. But, even when the
effective net inpact of the production tax is negative, there is
still at l|east 62 percent governnment take under the current
system due to all of the other conponents, in particular the
highly regressive royalty. Starting at $50 governnent take
begi ns curving upward, and once at $40 government take rises as
high as 100 percent. This is because even though the state
effectively contributed to the producer through the production
tax, the state is taking in net through royalty all of the val ue
that there is at those |ower prices. Anyone nmaking an
investnment is |ooking at the overall fiscal system he said.
So, the inpact of the proposed changes in HB 247 is that at $40
it would be nore |ike 150 percent government take rather than
100 percent. Thinking about things in that context wll paint a
different and clearer picture, he advised, than sinply thinking
about what rate of tax a given taxpayer is paying at a given
price, particularly when those rates are quoted on the gross.

2:18: 52 PM

MR. MAYER, in response to Representative Hawker, reiterated that
the dark blue within the bars of the graphs on slide 18 is
federal corporate incone tax and the purple is state corporate
i ncone tax.

REPRESENTATI VE HAWKER understood the point of slide 18 is that
production tax is positive and then reaches a point at which it

becones negative and falls below [zero]. He observed that at a
price between $60 and $45 per barrel there is production tax
both above and bel ow [zero]. He surm sed that what is being

shown is the increasing significance of state corporate incone
tax and particularly the state ad val orumt ax.

MR. MAYER responded that even nore than those two is the royalty
itself - royalty is the big regressive el enent.

2:20: 31 PM
REPRESENTATI VE SEATON, in regard to conparing systens, noted

that private royalty in North Dakota is 27-30 percent and said
there are areas in Al aska where the royalty does not go to the
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state. He inquired whether who the royalty is paid to would in
actuality change a conpany's deci sion

MR. MAYER answered that royalties are incorporated for the
perspective of fiscal conparisons. This would also be true in
terms of how a conpany assesses an investnent. It is only in
the Lower 48 that the royalties go to private |andhol ders rather
than to the state. Al nost anywhere else in the world royalties
go to the sovereign. But, in any of those cases the royalty is
effectively treated as if it went to the sovereign even if it
goes to a private |andholder, because it is all cash that goes

to sonmeone el se. In terms of a conparison with North Dakota,
North Dakota tends to have high fixed royalties which absolutely
means that at a given cost level in this sort of price

environnment a conpany is bleeding even nore there than it is
here. The offset to fixed royalties being highly regressive is
that when prices are better [the conpany] is also taking a | ot

nore of the cash. It cones back to the point that in any fisca
system it is all about balance and what the system |ooks |ike
over a wide range of prices. [A sovereign] can be Norway and

take a large share and particularly take a large share when
prices are high. [A sovereign] can be North Dakota and whether
it is the state or the private |andholder really protect itself
on the downside by having a very regressive high fixed royalty
and give away a lot on the upside. That is all about risk and
reward. He el abor at ed:

The high fixed royalty says we the royalty holder
don't want commodity risk or we want as little of it
as possible, and because of that we want to push al
the risk onto the private sector but we're willing to
give away a lot when tines are good as a result.
Profit-based taxation is about saying we don't want
the distorting inpacts at |low prices on investnent.
W want to try to enable all resources that should be
devel oped to be developed and not have our taxation
system be a barrier to that, and we would |ike over
the course of the commobdity cycle to take nore. And
the net profit tax is a way that enables us to do
that, and the tradeoff that we make is in doing that
we understand we're going to have nobre revenue
volatility and that we as a state need to have the
mechanisms in place to manage that volatility.

What you can't do is be both at the sane tine.

2:23:53 PM
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REPRESENTATI VE SEATON said Al aska has both systens, royalty and
not royalty. The discussion is |ooking at governnent take on
these figures and government take is drastically different
between the two systens. He stated that it seens there is not a
decision point in the analysis that is being presented for
changi ng investnent decisions based on governnent take when they
are drastically different between those two kinds of projects

He requested M. Mayer to prepare sonething for the commttee in
t hat regard.

MR. MAYER replied he will think about that and do what he can.
He said that ultimately he will always cone back to the idea of
bal ancing risk and reward. If investing in Norway, a conpany
does it because the conpany knows it is going to have |ess
upside when tinmes are good and knows that things are not going

to look truly ugly when tinmes are bad. If investing in North
Dakota, a conpany does it because the conpany knows it takes a
| ot of risk. In terns of the federal offshore, a conpany m ght
have a huge initial cash bid for a block before it has even so
much as drilled a well. Al of the risk in that case is on the
investor. The investor further knows that if it has a discovery
and wants to go through to production it will do it under this
regressive fiscal regine. That nmeans a conpany is spending
billions of dollars and when prices are low it is going to

really hurt, but the conpany has run its economcs at a really
wi de range of prices and has done probabilistic nodeling and
thinks it is going to nmake enough on the upside that across that
bal ance the project makes sense. In that sense, it is always
about bal ance of risk and reward.

2:26: 05 PM

REPRESENTATI VE SEATON said he realizes the aforenentioned, but
pointed out that this is again being |ooked at from the
producer's perspective. \Wether it is a situation offshore and
the state applies the sane fiscal ternms to it or whether it is a
situation of private royalty that the state does not receive,
decisions are being made and a lot of cash is being put into
credit systenms from which the state may never see any basic

return even in a wde range of prices. If the state expends
tremendous anmounts on credits and has a very conservative
discount rate, the state nmay still never recover its investnent

over the life of the field. He said he is concerned about that
and therefore as the commttee goes forward he would like to see
whether [the legislature's] decision making needs to have a
bi furcation for when sonmething has a full economic return to the
state or when sonething does not have economc return to the
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state but there is a huge liability to the state if it is
extending credits into an area where the state does not get a
fiscal return from royalty. He requested M. Myer to do
nodel i ng of these two regines within the state.

MR. MAYER responded that if he understands the <crux of
Representative Seaton's concern, it is really about the question
of, in particular, new oil under Senate Bill 21 and what that
|l ooks like in places where there is no state royalty but is
either a Native corporation or federal royalty, and what that
| ooks like in ternms of net present value to the state across a
wi de range of prices. He agreed that that is an inportant
concern and said enalytica can do such an anal ysi s.

REPRESENTATI VE HAWKER stated that what the aforenentioned is
really getting to is the significant distinction in the state
between private royalty interests, which is privately owned | and
as opposed to state | and. The state's production tax credit
system provides this whole systemc structure across the entire
spectrum He pointed out that Alaska has an entirely separate
tax structure in statute for private royalty interest. There is
an entirely separate levy for the separate | andowner, which is 5
percent of the gross value at point of production, and that is
the state's sumtotal production tax.

[ Co-Chair Talerico returned the gavel to Co-Chair Nageak.]
2:29:18 PM

MR. MAYER concluded the North Slope portion of his presentation
with slide 19, "KEY QUESTI ONS RAI SED BY HB 247 RE NORTH SLOPE."

He advised that while HB 247 is not a tax overhaul, it includes
a series of major changes that would have major inpacts. There

are sonme absolutely legitimte concerns, such as: whet her the
potential liability fromcredits should be capped and, if so, at
what |evel, and how, and how should that be applied going

forward; what the role is of the gross floor; and how to bal ance
protecting the state on the downside versus the upside that the
state takes by having a net tax-based system The bill also has
a lot of increnmental revenue raising nmeasures that can be
understood in a tinme of strained finances, but which from an
i nvestor's perspective get very scary very quickly. A series of
things in the bill are increnental revenue raising rather than
putting in place a one-tine, thoroughly considered piece that
addresses the question of the sustainability of the system The
scariest for any investor is when every year the sovereign cones
back seeking to take a bit nore here and a bit nore there. Mre
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than anything else that is what scares enal ytica when | ooking at
the proposals in HB 247.

2:31:17 PM

REPRESENTATI VE HERRON requested M. Myer to discuss three
exanpl es: sonmething good that M. Myer |likes in HB 247;
somet hing bad that should not be considered; and sonething ugly,
ugly neaning it is not good and it is not bad but is sonething
t hat needs a | ot of work.

MR. MAYER answered that on the good side he thinks the intention
behind Senate Bill 21 was to say everyone gets 35 percent
support for governnent spending, not in sonme cases substantially
hi gher because of the interplay of the GVR It needs to be very
carefully thought through about how that is inplenmented, but
from point of policy it would be wise to find a way to address
in a way that would not disadvantage people who have nmade
i nvestment decisions assunming that to be the case. On the bad
side are those things that are easy to see as solely increnental
revenue raising mnmeasures rather than thought-through pieces of
policy. This is chilling from an investor's perspective. On
the ugly side is anything having to do with the floor. He said
he understands that protecting the state in low prices is always
going to be a key consideration, but that balance between
protecting the state on the | ow side versus what the state takes
on the high side and the inability to be both Norway and North
Dakota, is a key chall enge.

2:33: 21 PM

REPRESENTATI VE HAWKER returned to the earlier discussion about
private royalty interests. He said the question raised went to
credits under AS 43.55.023 and AS 43.55.025 that are avail able
for a producer working on state-owned |ands and whether those
benefits would be extraordinary and would conpletely distort the
state ever getting a recovery back on the "private royalty
interest royalties, which are by statute AS 43.55.011(i), 65
percent." He offered his belief that all of the .023 and all of
the .025 credits are specifically restricted to activities that
are conducted on state and federal |ands and are specifically
not applicable to private royalty interest.

REPRESENTATI VE SEATON responded that this is a discussion to
find out whether the state has liabilities, not an argunent.

2:34: 51 PM
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REPRESENTATI VE TARR returned to the chart on slide 13 and
recall ed that Representative Hawker had brought up questions in
regard to the opex and capex having been an average for the
year. She requested M. Mayer to prepare this sanme nodel using
a scenario of a nmajor producer on the North Slope that is not
doing nmuch capital work and that the nodel have a nodest
fluctuation from nmonth to nonth rather than an average. She
said she is requesting this because in running her own nunbers
it appears that fluctuations would have a dramatic inpact on the
way that the production tax would work out.

MR. MAYER agreed to do so. He said this is sonething that
clearly requires getting into the details of the actual process
of filing tax returns and those things that conpanies have to
get into.

2:36: 57 PM
The commttee took an at-ease from2:37 p.m to 2:41 p. m
2:41: 23 PM

MR. MAYER began the second half of his presentation entitled,
"I MPACT OF HB 247: COOK | NLET ASSESSMENT. " Drawi ng attention
to slide 2, "THE COOK INLET OL AND GAS MARKET: A SCORECARD,'
he explained that he will start with a high |Ievel assessnent and
will then drill down into the details. He first outlined the
recent history of oil and gas production activity in the Cook
Inlet and noted that enalytica' s analysis is based on data from
the Alaska G| and Gas Conservation Conm ssion (AOGCC) and
ot hers. Ol production has risen substantially, he reported,
froma low of 7.5 thousand barrels a day (nb/d) in 2009 and now
it is as high as 18.0 nb/d. Gas production has not seen the
sanme turnaround as oil, but has stabilized after years of steady
decl i ne. In many ways it could be said that gas production has
seen the same degree of turnaround because it is a restricted
donmestic market that is Iimted to the demand that is avail able.
More than that, the Cook Inlet gas narket has seen a nmjor
adjustrment in recent years. It has gone through a huge
transition in the supply side, the denand side, pricing,
conpetition between various players, and expectations. Sonme of
t hese changes are seen in all mature basins around the world and
sonme of the changes are specific to Cook Inlet.

MR. MAYER reported that DNR has prepared several studies, one
released in late 2015 and one to be released in 2016 wth
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updat ed nunbers on potential resources at the Cosnopolitan and
Kitchen Lights fields. According to DNR estimates, just under

1.2 trillion cubic feet (tcf) of proven and probable reserves
(2P reserves) are in the existing mature producing fields, plus
about 400 billion cubic feet (bcf) from Cosnopolitan and Kitchen

Li ghts. Noting that DNR s estimate is nmuch |ower than what the
operators of those fields have stated, he said DNR s total
estimate of 1.6 tcf of gas in the ground is clearly an
i ntentional conservative estinmate. | f devel opnent occurs at the
Cosnopolitan and Kitchen Lights fields, the current nmarket would
be well supplied for the next decade at the |east. This woul d
be subject to two big provisos: the pace of ongoing drilling
and devel opnent and what it mght require to develop the
resources that are not currently devel oped; and what the role of
the credits in all of that is and what inpacts that can have.

2:44: 56 PM

MR. MAYER pointed out that at current price levels in the Cook
Inlet, brownfield investnent in drilling new wells in mature
producing fields is pretty economc and that would be the case
even under a system with substantially less credits. However,
he added, the economics |look very different when it cones to
devel opi ng new resources, especially new resources that require

major facilities to be built. Potentially, credits have a
strong role to play there, particularly when |ooking at the
difficult constraints that limted demand places on what those
devel opnents mght |ook Iike. The current wuncertainty around

the future of the fiscal reginme exists for nunerous reasons.
One is that the regine as legislated expires in the early part
of the next decade. There is a sort of envisioned review
process between now and then to |ook at what the future would
be. This has been nmade even nore uncertain given the governor's
line item veto |ast year. But even w thout that, the sheer
nunbers of credits and outflow occurring at the nonent raise the
guestion of sustainability of that system From an investor's
perspective there woul d be concern as to whether the regine that
exists on paper today is actually going to be the one that

exi sts when it cones crunch tine. In terns of enabling future
investnment, there are places where credits are inportant and
there are places where they are |less so, he advised. But nore

than anything else, a long-term sustainable system that is well
t hought through is ultimately going to be paranbunt to seeing
ongoing long-terminvestnent in the Cook Inlet.

2:46: 54 PM
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REPRESENTATI VE JOSEPHSON renmarked that it sounds as if M. Mayer
is saying even the investors in Cook Inlet thenselves are
gquestioning whether it is sustainable.

MR. MAYER replied that the sheer amount of credit outflows were
one thing when the state was bringing in billions of dollars of
revenue through the production tax system and there were serious
problems with the future of the Southcentral gas supply. Since
lots of nobney was comng in through North Slope taxes the state
could afford to incentivize activity that it wanted to spur.
But now, mnuch less revenue is comng in from the North Slope

Di splaying slide 4, "Bl G DI FFERENCE BETWEEN NORTH SLOPE AND COOK
| NLET," he said that anyone looking at the nore than $400
mllion spent in Cook Inlet credits in 2015 would question how
| ong that could go on in a constrai ned budget environnent.

2:48: 16 PM

CO CHAIR TALERICO inquired whether he is correct in reading
between the lines that M. Myer is telling the conmttee the
clock is ticking and the commttee will be far better off if it
focuses on this and starts to structure sonething sooner rather
than waiting until the mdnight hour. He surmised it is a good
idea to begin a focus on what legislators will do when that
expires since good decisions are not nmade while in a panic. A
system would be well out in front so that everyone is aware of
what systemw || be in place.

MR. MAYER agreed, but recognized that many factors will make a
di scussi on about the Cook Inlet fiscal system nore difficult
this year than in subsequent years. (Going back to his previous
comments about some of the effective dates in HB 247, he said
changes that inmpact July 1, 2016, potentially have very
difficult inpacts. Drilling programs have been commtted to
that rely on sone of the existing credits and sone of those are
devel opments that one would really like to see happen for the
pressing interest of the state. When an investor does not see
this as a sustainable system it is really hard to nake
i nvestment decisions unless the investor runs a range of worst
case scenarios rather than the actual existing statute scenario.
A conversation needs to start as soon as possible on a really
reasoned effort that says not just what happens if a credit or
two here is scratched, but what the fiscal system for Cook Inlet
shoul d be to be both sustainable and stable for the future. The
right balance needs to be struck between incentivizing the
activities the state wants to see incentivized while doing so in
a sustai nabl e way.

HOUSE RES COWM TTEE - 33- February 26, 2016



2:50:41 PM

MR. MAYER addressed slide 3, "REFUNDED CREDI TS REACHED NEW HI GH
IN FY 2015," and slide 4, "BIG D FFERENCE BETWEEN NORTH SLOPE
AND COOK I NLET." He explained that all of this discussion stens
from the credits having grown substantially. In FY 2015 the
bulk of the credits were spent in the Cook Inlet despite Cook
Inlet bringing in a bare fraction of the revenues of the North
Sl ope, sonething that will always be the case. Wile slide 4 is
a snapshot of a point in time and sonme of those credits may
produce additional revenue in the future, the balance is clearly

off in a way that is difficult to see as sustainable. He
pointed out that in the left bar on the graph the total credit
outflow of mnus $628 million was inadvertently omtted (the sum

of the credit outflows depicted for the North Slope and Cook
Inlet).

2:51: 53 PM

MR. MAYER turned to slide 5, "ACTIVITY HAS RESPONDED | N RECENT
YEARS, " to provide a basic history of the Cook Inlet. He noted
that in 2010 there was real concern about the future of gas
supply in the Cook Inlet, the future of overall activity in
terms of the oil and gas industry as an econom c basis for that
regi on. Key changes related to pricing, storage, and credits
were nmade and resulted in substantial response. Dr awi ng
attention to the left-hand chart on slide 5 depicting the nunber
of exploratory wells spudded each year [since 1950], M. Mayer
expl ained that the green bars are the actual nunber of wells and
the red line is the three-year rolling average. Bri ngi ng
attention to the right-hand chart depicting the actual producing
wells in the year in which they first came on line, he noted
that the three-year rolling average shows a substantial wuptick
[in recent years] to the level that was seen briefly in the
m ddl e of the |ast decade. O herw se, he added, the only other
time that level of activity was seen was back in the 1970s.
That is quite striking and all those things that have happened
have had a substantial inpact on activity in the basin.

2:53:26 PM

MR MAYER noved to slide 6, "COOK INLET OL AND GAS PRODUCTI ON:
BASI C FACTS," to look at overall oil and gas production in the
Cook Inlet using data from the Alaska Ol and Gas Conservation
Comm ssi on ( ACGCC) . He stressed the inportance of separating
oil from gas because what has happened in each is quite
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different. Drawing attention to the chart on the left, he
pointed out that oil production started in 1960, peaked in 1970
at 226 nb/d, fell to 7.5 nb/d in 2009, and after 2010 turned
substantially upward to about 18 nb/d, nore than double the

production in 2009. Bringing attention to the chart on the
right, he noted that gas production has not seen a turnaround,
but has seen a stabilization. Expl aining that gross production
is metered at the well head, he said the red line on the chart is
gross production, the green line is the gas reinjected into
wells, and the orange line is net gas production. Separati ng

things out this way is striking, because gross gas com ng out of
the fields peaked as early as 1990 and declined precipitously
from 1994 to 1998. However, net production plateaued throughout
the 1990s, which was a function of one thing alone - the Swanson
River Gl Field. Swanson River had a | ot of associated gas that
was reinjected for many years, and the green reinjection line is
all Swanson River. Then in the 1990s, production of Swanson
Ri ver gas began and reinjection steadily decreased. | nst ead of
a crisis in the md-1990s there was a tenporary plateau of
stabl e production all the way through to 2005. It was not until
after 2005 that the declines in gas production began to be seen.

2:56: 02 PM

REPRESENTATI VE OLSON recalled that a |lot of onshore and offshore
flaring was going on during the 1970s and 1980s. He asked
whet her flaring was kept track of.

MR. MAYER responded that he will have to |ook at the nunbers to
see how flaring is accounted for. He deferred to his colleague
at enalytica to coment on how flaring is treated historically
in the data.

2:57:16 PM

NI KOS TSAFGCS, President & Chief Analyst, enal ytica, and
consultant to the Legislative Budget and Audit Comrttee,
answered he is unsure about how the flaring shows up. He said
AOGCC has two data bases, one on well production and one on well
reinjection, and he is pretty sure the data is for gross well
production and does not take into account whether the gas is
mar keted, used at the field, or anything else. There may be gas
that does not find its way to the narket due to flaring,
venting, or use at the fields.

2:58: 07 PM
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MR. MAYER addressed slide 7, "OL UP FROM WORKOVERS, NEW VELLS
I N EXI STING FI ELDS," pointing out that oil production turnaround
in Cook Inlet was a function of new wells and, in particular, a
function of a lot of well workover activity. Drawi ng attention
to the left-hand chart depicting gross oil production by well
Vi nt age, he explained that each <colored 1line represents
production froma well that canme on line in a particular decade.
For exanple, the green line is production from wells brought on
line between 1991 and 2000, and the red line is pre-1970. The
green |line shows a striking turnaround in production: from
about 2,000 barrels a day in 2009 to over 4,000 barrels a day
t oday. Wlls that cane on line in the 1990s are now producing
twice what they produced in 2009 due to the substantial well
wor kovers that were done to nmake those existing wells nuch, nuch
nore productive.

2:59: 17 PM

CO CHAI R NAGEAK announced that M. Myer's presentation wll be
continued on 2/27/16.

[ HB 247 was hel d over.]
2:59:39 PM
ADJ QURNMVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:00 p. m
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