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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 mninmm tax cal culation
for nmonthly installnent paynents of estimated tax; relating to
interest on nonthly installment 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 l[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 nunicipal entities; adding a
definition for "qualified capital expendi ture"; 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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02/ 26/ 16 (H) Heard & Hel d
02/ 26/ 16 (H) M NUTE( RES)
02/ 27/ 16 (H RES AT 10: 00 AM BARNES 124

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
Audit Conmittee, continued his PowerPoint presentation (begun on
2/ 26/ 16) on enalytica's analysis of the projected inpacts that
HB 247 woul d 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 Commttee, answered questions related to the projected
i npacts that HB 247 would have on the oil and gas industry in
Al aska.

ACTI ON NARRATI VE

10: 00: 00 AM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee neeting to order at 10:00 a.m Representatives O son

Seaton, Johnson, Hawker, Herron, Tarr (via teleconference),
Josephson (via teleconference), Talerico, and Nageak were
present at the call to order.

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

10: 00: 57 AM

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 the qualified in-state oil refinery
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infrastructure expenditures tax credit; relating to the m ni num
tax for certain oil and gas production; relating to the m ninmm
tax calculation for nonthly installnment paynents of estinmted
tax; relating to interest on nonthly installnent paynents of
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 mninmm 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
limtation on the application of credits against tax liability
for lease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly installnment 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; nmeking conform ng anmendnents;
and providing for an effective date.”

10: 01: 33 AM

JANAK  NAYER, Chairman &  Chi ef Technol ogi st , enal yti ca,
Consultant to the Legislative Budget and Audit Commttee,
continued his analysis (begun on 2/26/16) of the projected
i npacts that HB 247 would have on the oil and gas industry in
Al aska. He resuned his PowerPoint presentation entitled,
"I MPACT OF HB 247. COOK | NLET ASSESSMENT, " by turning to slide
6, "COOK INLET OL AND GAS PRODUCTI ON: BASIC FACTS." Review ng
the history of Cook Inlet oil and gas production and the
evolution of the basin over tinme, he rem nded menbers that oil
peaked in 1970 and then steadily declined to a trough of 7.5
t housand barrels a day (nb/d) in 2009. Since that tinme oil has
had a substantial uptick and is now at 18 nb/d, nore than double
what the inlet produced |ess than a decade ago. (Gas production,
however , has not seen that resurgence in production in
particul ar because gas is limted by l|ocal demand conditions.
But, there has been a flattening of the gas decline and a
plateau. An initial decline in gross production occurred in the
1990s, but then plateaued into the 2000s. The pl ateau was due
to production of gas that had previously been reinjected at
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Swanson River Ol Field. A decline then began after 2005, and
in the last half decade there has been stable production as a
result of newdrilling in mature fields.

10: 04: 07 AM

MR. MAYER noved to slide 7, "OL UP FROM WORKOVERS, NEW VELLS I N
EXI STING FIELDS," to discuss the cause of the oil turnaround
post - 2010. Drawing attention to the chart on the left, "COXK
I NLET: GROSS O L PRODUCTI ON BY VELL VINTAGE," he explained the
chart depicts which decade a well conme on line as well as the
total production of all the wells. He noted that production
fromwells drilled between 1991 and 2000 (green line) cane down
to a trough of about 2 nb/d in 2009, then production began a
substantial uptick. That uptick was not new wells, but rather
i ncreased production from mature wells that had had substantia

capital spent on workovers, the result being nore production now
than a decade ago. This sane increase from workovers also
happened with wells drilled pre-1970 (red line). Subst anti al

new drilling began in 2011 (purple line), he pointed out. So,
new oil production is comng froma mxture of workover work and
the new drilling that began in 2011

MR. MAYER then brought attention to the chart on the right side
of slide 7, "COOK INLET: GROSS O L PRODUCTION BY FIELD. " He
poi nted out that each of the mgjor oil fields has a substantia
uptick in the latter years, the biggest uptick being in the
McArthur River Ol Field. However, he noted, alnost all of the
fields conme from a fairly low base and have substantia
increases in the last half decade.

10: 06: 52 AM

MR. MAYER di splayed slide 8, "GAS FLATTENING FROM NEW VELLS IN
EXI STING FIELDS," and stated that gas production is a slightly
different picture than oil. Drawi ng attention to the |eft-hand
chart, "COOK |NLET: GROSS GAS PRODUCTI ON BY WELL VINTAGE," he
expl ained that the increased production, or at least flattening
of decline, is nore a question of new wells drilled rather than
wel |  workovers. The previous vintages by and large continue a
constant decline curve relatively speaking; there 1is no
discontinuity of a nonent in tinme where suddenly a lot of new
capital was being spent on old wells. Rat her, a nunber of new
wells were drilled in the post-2011 period that have conme on
I ine and boosted production and that has hel ped flatten out that
decl i ne. M. Myer turned to the chart on the right side of
slide 8, "COOK INLET: GROSS GAS PRODUCTI ON BY FIELD," and noted
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that an increase can be seen in only a handful of fields. I n
particular, sone growmh occurred in the Kenai and Beaver Creek
fields; a new field, Kenai Loop, came on line in 2012; and sone
i ncrenental production occurred in Swanson River. Not shown on
this chart is the initial production fromthe first well at the
Kitchen Lights Unit that began in Decenber 2015.

10: 08: 20 AM

REPRESENTATI VE SEATON said the reason HB 247 is before the
| egislature is tax credits and the value on the tax credits. He
inquired as to how nuch per barrel of oil and how nuch per
t housand cubic feet (Mf) of gas the $400 mllion in Cook Inlet
credits translate into. He explained he would |ike to know what
the state's cost-to-benefit ratio is for this production.

MR. MAYER replied he does not have these figures due to the
limts on publicly available data. The Departnent of Revenue
(DOR) is restricted on what it can release in terns of namng
specific taxpayers and what specific activities the credits go
t o. Teasing out is a big part of the problem - a substantial
amount is spent on credits in Cook Inlet and undoubtedly a | ot
of that is spent on oil production and exploration. A large
part of the concern when it <cones to credits is insuring
adequacy of gas supply for Cook Inlet. However, it is very
difficult fromthe publicly available data to tease out what is
being spent on developing new gas resources versus what he
suspects is a lot of the spending, which is either on
incentivizing new oil production, exploration, or a range of
activities that do not necessarily translate into increased gas
security for Southcentral Al aska.

REPRESENTATI VE SEATON remarked that there should, at the |east,
be the ability to get the gross anobunt paid by the state and the
gross anount of per barrel oil equivalent (BOE) or Mf and, if
there is increased production, how nuch that i ncreased
production cost the state in refundable tax credits.

10: 11: 06 AM

COCHAIR TALERICO surmised that the chart on slide 4, "BIG
DI FFERENCE BETWEEN NORTH SLOPE AND COOK | NLET," depicts the
credits in their entirety for the North Sl ope and for Cook Inlet
and does not distinguish between gas and oil .

MR. MAYER responded correct, and said a |lot of that undoubtedly
goes towards incentivizing new drilling for oil exploration or
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other activities that are not necessarily directly related to
the question of gas supply for Southcentral Al aska. The focus
of his presentation is on the question of maintaining credits
he explained, but in regard to policy concerns there is no
question that the current reginme and carriage of spending is on
a lot of things that are not necessarily tied directly to gas
supply for Southcentral Al aska.

10:12: 15 AM

MR. MAYER returned to his presentation and reviewed slide 9,

"COOK | NLET GAS HAS GONE THROUGH MAJOR TRANSI TION. " He outlined
the nmajor transition that has taken place in the Cook Inlet gas
mar ket over the |ast several decades. He described the old Cook
Inlet gas market as one with a substantial degree of gas surplus
that could be exported via liquefied natural gas (LNG or the
(now closed) nitrogen facilities owned by Agrium US., Inc.

("Agriunt). There was period of |ow wellhead prices where the
Regul atory Conmi ssion of Al aska (RCA) |ooked at contracts that
proposed pricing based on the Henry Hub. The RCA said the Henry
Hub was nuch too high and could not be done, which is very
different than today's world. The overall market view was that
gas was long and plentiful and it was an era where gas was
produced by |arge international players. The old market was
also one where Southcentral utilities Jlooking to ensure
stability and security of supply could get very long-term stable
contracts that gave the utilities exactly what they needed. In
addition to long-term contracts the producers were willing to
offer the utilities a high degree of seasonal flexibility. That
seasonal flex largely canme from supplies, the fields thensel ves
could flex up and down to quite a substantial degree in a way
that they no | onger can. But, M. Mayer continued, the new Cook
Inlet gas market is the opposite of the old. There is now very
l[imted surplus. In off-peak periods there is still sone degree
of export, but by and large gas is all absorbed into the |oca

mar ket . Today has high wellhead prices, a general market view
that gas is short. It is now a gas narket where the producers
are nostly smaller nore focused players. Sales contracts
bet ween producers and utilities are for nmuch shorter terns.

10:14: 45 AM

REPRESENTATI VE OLSON sai d anot her variable at that point in tine
was the long-term gas contracts with the Japanese. During the
four to six weeks of cold snaps, he recalled, the British
thermal unit (Btu) content going to Japan could be shorted and
then made up for on the next load; this was basically done over
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t he phone. There was enough supply in Japan to be able to
absorb that readily and it worked out for years.

MR. MAYER answered that in ternms of where supply flexibility
occurred in the past versus where it occurs now, there was
enornous supply flexibility solely on the upstream side.
Looki ng across the years between the sumer and w nter nonths
and what was exported by the Kenai LNG Plant [owned by

ConocoPhillips Al aska, Inc. and Jlocated in Nkiski], the
difference between those two was pretty nuted until just the
| ast three years. In the last three years the Kenai facility

has suddenly becone a big seasonal conmponent of how the seasona
nature of demand can be managed in a way that it was not
necessarily in the past.

10: 15: 59 AM

REPRESENTATI VE HERRON asked whether the old should be w shed for
or whether the newis just as good.

MR. MAYER replied the old would always be very nice to have

back, but wunfortunately it is not always possible. Soneone
responsi ble for planning, contracting, and purchasing gas at a
utility would be very nostalgic for the old. The new is not

i mpossible to live with, it is just harder to figure out what
needs to be done to get the security of supply that is needed.

REPRESENTATI VE SEATON requested that as M. Myer continues his
presentation he point out if it makes a difference on what the
state's policy goal is. For exanple, if the policy is securing
long-term gas for in-state usage and whether that creates
definitely different policy options, or if policies are being
enacted to allow people to export nore gas or to privately
mar ket other than within the |ocal supply.

MR. MAYER responded he is aware of those as critical questions
and will delve into those as much as he can in |l ater slides.

10: 17: 47 AM

MR. MAYER returned to slide 9 and continued his review of the
transition from the old to the new Cook Inlet gas nmarket.
Fundanmentally, the nmature fields have nuch |ess seasona
flexibility than they used to have and that flex in what can be
delivered largely instead now cones from the storage side now
that there is the Cook Inlet Natural Gas Storage Al aska (Cl NGSA)
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facility and then other demand factors including for instance
seasonal cargoes from Kenai LNG Pl ant.

MR. MAYER di spl ayed slide 10, "MATURE BASIN HAS LI M TED SEASONAL
PRODUCTI ON FLEX," to el aborate on the nmuch nore Iimted seasonal

production flex seen today as conpared to the past. Bri ngi ng
attention to the left-hand chart, "COOK I|INLET: GAS PRODUCTI ON, "
he specified it depicts gross production [red line], reinjected
gas [green line], and net production [orange |ine]. It is the
same chart as that on the right-hand side of slide 6, he noted,

but instead of |ooking at the production in a snoothed annua

data series it looks at a nonthly data series so that the intra-
year volatility in production can be seen. [ Bet ween 1970 and
about 2006] there was a really w de degree of variation versus a
much tighter band of what can be produced at the wellhead in the
| ast decade or so. Turning to the right-hand chart, "COX
| NLET: SEASONAL SWNG (MAX MONTH - MN MONTH)," he explained
that the red line represents subtracting the mninmm nonth of
the year from the maxi mum nonth of the year to see the annua

degree of swing of flexibility of what could be delivered from
the upstream fields thenselves. Between the early 1990s and the
|atter part of the |ast decade, a huge amount of ability was had
to deliver seasonal flexibility. The gap between the m ninmum
and the maximum could be as high as 200 or 250 mllion cubic
feet per day (Mrcf/d), so a lot of seasonal variability in the
structure of demand could be accommodat ed. Directing attention
to the end of the nobst recent years depicted on the chart, he
stated that the large peak seen is probably an artificial one
that has nore to do with an outage than a long-term pattern. In
terms of a long-term pattern, the swing capacity at the upstream
end is now down to about 50 Micf/d as opposed to the al nost 250
Mrcf/d that was had a decade ago.

10: 20: 13 AM

MR. MAYER noved to slide 11, "DEMAND HAS, MEANVH LE, BECOVE MORE
SEASONAL, " to review the reasons for why demand has becone nore

seasonal than ever before. He explained that the |[|eft-hand
chart, "ALASKA: GAS DEMAND BY SECTOR, " breaks down the denmand
bet ween residential, conmmercial, industry, and power generation,

while the right-hand chart, "ALASKA: GAS DEMAND," depicts the
sum total of those four sectors. As would be expected, the big
sources of seasonality in demand are residential and comrerci al

Power has its own degree of seasonality but is nmuch nore nuted
conpared to residential and comercial consunption of gas. The
i ndustry sector was of major inportance prior to 2006/ 2007; the
shutting of Agriumis nitrogen facility being the big difference
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since then. There are two big inpacts fromthat. 1In the early
2000s there was very little seasonality to the nature of the
i ndustrial demand and, because that demand was such a big piece
of the total and was fairly stable, in general the total was
nore stable. A period of short gas supply began in those mddle
years of the previous decade and industrial usage then becane
effectively counter-seasonal, it was being used primarily in the
of f-peak nonths of the residential and comercial sectors,
thereby essentially balancing out the seasonality of the
residential and commercial denmand. But now that industrial is
no longer a mmjor piece of the pie, the overall picture is
dom nated by the residential and conmercial sectors which is

where the overwhelm ng seasonal nature of the demand is. As
seen on the right-hand chart, the seasonality of overall demand
has gone from a nuch tighter to a nmuch broader swing - going

from less than 150 WMrcf/d to nore than 250 WMwrcf/d of total

demand. So, there is now nuch |ess seasonal deliverability on
the wupstream side, but yet nuch nore seasonal consunption
patterns on the demand side. Getting these things to match is
obviously a key difficulty for utilities to neet that seasona

demand profile. That is why the Cook Inlet Natural Gas Storage
Al aska facility (CINGSA) and the ability to use the Kenai LNG
Plant in off nonths have becone critical in trying to nanage
sonme of these things.

10: 23: 15 AM

MR. MAYER reviewed slide 12, "RECENTLY, EXPORTS HAVE OFFERED A
SEASONAL QUTLET," reporting that in recent years exports have
started to offer a seasonal outlet. He said the chart on the
left, "US LNG EXPORTS FROM KENAI," depicts [the volune] of
exports from the Kenai LNG Plant during the tinefranes of
October to March (red line) and April to Septenmber (green |ine)
[for the years 1975-2015]. Wen the two lines are identical, he
explained, it is a non-seasonal export profile - export in the
winter nonths is largely the same as in sunmrer nonths. When the
two lines diverge is when the seasonality is seen in the use of
that export facility. By and large those two lines track each
other pretty well wuntil about 2013. It is in 2014/2015 that
that the export facility becones a substantial conmponent in the
seasonality of demand and being counter-cyclical in terns of
provi ding demand during the otherwi se off-peak periods for the
residential and commercial sectors. In 2014 and 2015 the Kena

LNG Plant exported 13 and 16 Bcf, respectively, which helped
support the seasonal flexibility that is required.
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MR. MAYER then directed attention to the right-hand chart on
slide 12, "KENAI LNG PRI CE OF EXPORTED CARGCES," and noted that
until the end of 2014 the Kenai LNG Plant received $14-$16 per

million British thermal units (MVBtu). It is easy to see how
that was profitable business even if the plant was buying gas in
the Cook Inlet rather than producing the gas itself. However,

[ begi nning in 2015] prices dropped into the range of $6-3$8/ MvBtu
and in nore recent nonths have been rmuch closer to $6 than $8.
Thought nust be given about the conbination of two things: 1)
ConocoPhillips' divestiture from its Cook Inlet assets that
produced the gas historically used for export through the Kena

LNG Plant, and 2) the question of how the future conmerci al

structure works - whether that gas is being tolled or whether
ConocoPhillips is buying it at the well head. He said he does
not know enough about those structures to comment, but warned
that if the low prices for exported cargoes continue for a
substantial period of tinme there is a real question as to how
viable that is as a route to manage seasonality.

10: 26: 13 AM

MR. MAYER addressed slide 13, "GAS PRICES HAVE R SEN
CONSI DERABLY POST 2004," stating that pricing has clearly been a
maj or factor in enabling additional flattening of decline in gas
producti on. Referring to the left-hand chart, "COOK |INLET GAS
PRICE VS HENRY HUB," he related that, historically, prices in
the Cook Inlet (red line) have usually been substantially bel ow
the Henry Hub (green line), or sonmetinmes equal to the Henry Hub

He recalled the "fanobus" Regulatory Conm ssion of Al aska (RCA)
price-maki ng case where the RCA | ooked at the idea of Henry Hub-
based pricing and thought it was outrageously expensive. It is
now ironic to see that in recent years the Henry Hub price has
been about $2 per thousand cubic feet (Mf) |ower than the Cook
Inlet prices, which have stabilized during these recent years.
This price stabilization, he explained, is in part the result of
the "consent decree" [between Hilcorp Alaska, LLC, and the State
of Al aska, approved by the Al aska Superior Court on 1/17/13] and
the set prices put in place under a nunber of gas contracts

Price stabilization is also related to the RCA having to take
into account in making pricing decisions the changes that were
made by the Cook Inlet Recovery Act [House Bill 280, passed in
2010 by the Twenty-Sixth Al aska State Legislature]. The average
Cook Inlet prevailing price is around $6/ Mf.

MR. MAYER then brought attention to the right-hand chart on

slide 13, "ENSTAR ANNUAL GAS SUPPLY CONTRACTS," and expl ai ned
the data source is from publically available information about
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ENSTAR Natural Gas Conpany's ("ENSTAR') gas contracts from its
RCA cost of gas adjustnment determ nation. The chart shows the
supply stack by volunme and it can be seen that the $6 figure
conceals a big variation. A substantial amount of gas is being
bought at prices as low or |ower than $4/Mf, an even bigger
amount is in the range of $7-$8/ Mf, and there are sonme smaller
contracts with the price as high as $14/Mcf. At this point the

consent decree prices are nostly at $7 plus/Mf. O her
jurisdictions have tried to put in place higher gas pricing to
incentivize sone of the nbst expensive production around. For

exanple, Argentina trying to incentivize expensive shale and
Egypt trying to incentivize expensive offshore deepwater gas.
Prices of $5, $6, and $7/Mcf have in nobst of those cases been
sufficient to produce sone of that nobst expensive gas. There is
no question that the increase in gas pricing in Cook Inlet has
played a major, major role in the flattening of the decline that
has been seen and incentivizing the discovery and devel opnent of
some of the new resources that is being seen at the nonent.

10: 29: 48 AM

MR. MAYER di scussed slide 14, "GAS SUPPLY AND DEMAND DYNAM CS I N
COOKX I NLET." On the supply side, he said, gas production in 2015
was [103] Bcf. Recent studies by DNR estimate the proven and
probable reserves ("2P reserves") from the l|egacy fields at

about 1.2 trillion cubic feet (Tcf). Additionally, the
departnment estinmates about 400 Bcf at the Kitchen Lights and
Cosnopolitan fields. Presumably, the departnent's estimate is

intentionally conservative, because it is very different from
the statenments that have been made by sone of the operators of
those fields. However, if DNR s figure is used for the nonent,
the estimate of 2P gas reserves adds up to about 1.6 Tcf.

MR. MAYER qualified that when it cones to the anmount of gas at
Kitchen Lights and Cosnopolitan, he has no nore data than anyone

el se. He advised that since DNR is clearly authoritative and
intentionally conservative, the departnent's nunber should be
| ooked at nore than any other. He recounted that at the

Septenber [2015] hearings on the state's overall credit system
a representative of Furie Operating Al aska, LLC, ("Furie")
testified that Furie currently has one well w th peak production
at about 18 Mrf/d, but that in principle Furie could be
drilling many, many nore wells and be producing 200 Mwf/d for

15 years. Doing the math for the gas resource that would be
required to produce 200 Mrcf/d for 15 years, he estimated the
size of the resource to be about 1.5 Tcf. So, he counsel ed,
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there are substantial questions yet to be answered in any
authoritative way as to the nature of that resource.

10: 32: 26 AM

MR. MAYER then addressed the demand side for Cook Inlet gas

saying he will use DNRs figure of 1.6 Tcf to think about what
that nmeans in ternms of the overall supply security situation.
He noted that the 2015 consunption of 100 Bcf pretty much
mat ched the supply [of 103 Bcf]. O that, 80-85 Bcf was in-
state demand and another 13-16 Bcf in 2014-2015 was exported
t hrough the Kenai LNG Pl ant. According to the Alaska Gasline
Devel opnent Corporation's (AGC) forecasts out to 2030, demand
could rise to 115-130 Bcf/year, he related. He offered his
understanding that that is nostly not a growing demand in the
current areas, but rather additional penetration/new uses of
gas. If the nitrogen facility were to restart, AGDC estimates
that that would add another 28 Bcf/year per train, or alnobst 60
Bcf/year given the facility has two trains.

MR. MAYER expl ai ned that one set of math could be to take either
1.2 or 1.6 Tcf of gas in 2P reserves and divide that by current

or forecast future denand. However, he continued, enalytica
hesitates to do that because gas is not produced at a nice
constant plateau, but rather on a decline rate. Just Dbecause

there are reserves that could be produced at that rate at the
nmonment does not necessarily nean it can be done into the future.
But, if both Kitchen Lights and Cosnopolitan are able to be
devel oped, it seens there is enough currently known resource to
nmeet current levels of demand at |east for the next decade and
beyond.

10: 34: 42 AM

MR. MAYER pointed out, however, that the market side continues
to hold its long-tinme perception and deep concern of gas supply
shortage. On the other hand, the public testinony of devel opers
of new resource, such as Furie and BlueCrest Energy, Inc., is
that the challenge is lack of demand and the inpact of |ack of
demand in devel oping their resources. At first blush this seens
hard to reconcile and hard to understand. He said this was the
question that nost perplexed him and M. Tsafos when they first
began this analysis. He explained that the nodeling on the next
several slides spell out that picture and why both of these
things can be true at the sane tine. The analysis starts with
sonme hypot heses. For exanple, is market timng the issue? |Is
the market currently covered by existing contracts so there
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isn't an opening for new producers now, but there will be a
wi ndow in the future that mght enable |arger scal e devel opnent?
Is this a natural negotiation process between buyers and sellers
who are still trying to figure out the right pricing point to
enabl e devel opnment of this resource? How nuch of it is about
fundanmentally different views on resource certainty? VWat is
actually at some of these new fields and how reliably
deliverable is that gas? Al these questions are part of what
play into the uncertainty on both sides of this picture. The
next several slides are the results of sone high |evel econonc
nodel i ng done by enalytica to understand what this picture |ooks
like, particularly for someone currently trying to devel op new
gas resource in the Cook Inlet.

10: 36: 49 AM

MR. MAYER showed slide 15, "PRQIECT #1. MARKET CONSTRAI NED
(ASSUMPTI ONS) ," and stated that the nodeling does not represent
any particular project and is not based on any particular data
other than sone publically nade statenents by sone of the
conpani es around spending on such things as facilities and

wel | s. Referring to the left-hand chart, "PRODUCTION AND
DRILLING " he outlined a hypothetical scenario in which the
conpany has spent $400 million on a facility because it does not

have any existing mature fields with production. As an entirely
new devel opnent, a platform pipeline, and other facilities had
to be built. The conpany nust size the developnment to
eventually produce a substantial gquantity of gas. The
devel opnment could produce, say, 150 WMrcf/day for 10 vyears.
However, the constrained gas market wll only allow for the
contracting and selling of 15-20 WMmxf/d, so the conpany only
drills one well. (For exanple, last year Furie testified it
drilled one well that could produce on about 18 WMrtf/d.) So,
because of the constrained demand in this hypothetical scenario,
the conpany only drills that one well for the first several
years. Several years later the conpany attains the ability to
sell 25-30 Micf/d and it takes several nore years to hit the
mark of 30 Mrcf/d. The conpany therefore spends a whol e decade
during which it only drills four wells.

MR. MAYER, continuing his discussion of Project #1, turned to
the right-hand chart on slide 15, "CASHFLON AND COVPONENTS:
$6/ MCF," to review the economcs of the hypothetical project.
He expl ained the economcs |look really, really difficult because
the conpany had the upfront capital expenditure ("capex") of
$400 mllion (blue bars) for building the platform and other
facilities. However, the after tax cash flow ("ATCF") (black
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dashed line) is nowhere near as negative as capex; this is due
to the inpact of the substantial credits that are avail able.
Stacking the 25 percent Net Operating Loss (NOL) Credit with the
20 percent Capital Credit results in 45 percent of that cost

being borne after the fact by the State of Al aska. The
remaining 65 percent is borne by the conpany. That ratio
changes for drilling expenditures ("drillex") where it is as
high as 65 percent effective support for spending. Even with
the inpacts of those <credits, he continued, it is stil

difficult economcs to nmke work, because the conpany nust
struggle with the big upfront capital expenditure that had to
happen and cannot produce at anything like an optimal rate to
justify that capital expenditure due to the constrai ned demand.

10: 40: 11 AM

MR. MAYER brought attention to slide 16, "PRQIECT #1: MARKET
CONSTRAI NED (RESULTS)," to look at the six charts summari zing
the economic results for this hypothetical project. He noted
that the top three charts depict the split of net present value
(NPV) across a range of price cases discounted at a 10 percent
rate between the conpany, the federal governnent, and the state
[one chart representing the status quo under Senate Bill 21,
passed in 2013, Twenty-Eighth Alaska State Legislature; one
chart representing HB 247 for NOL only, and one chart
representing Senate Bill 21 with the Goss Value Reduction
(GVR]. He further noted that the bottom three charts depict
[the investnent netrics] of governnment take and investor
internal rate of return (IRR) [under the status quo, HB 247 for
NOL only, and Senate Bill 21 GVR]. He explained that under the
status quo there is: no tax on oil, although this hypothetica

scenario is looking at a dry gas developnent; 45 percent in
stacked credits for facilities capital spending; and 65 percent
in stacked credits for drilling expenditures. As seen by the
investnment nmetrics chart for the status quo, Alaska s fiscal
regime is one of the nbost generous in the world with 40 percent
or less in governnment take, but the project's rate of return is
still quite challenged. At [lower] prices the rate of return is
bel ow 10 percent and at higher price levels the return goes into
the high teens. Sonme of those price levels are enough for a
| arger, nore established player that can get cheap financing to
sanction a project. However, smal | er pl ayers w thout
substantial assets nust |ook for nmezzanine financing, which is
possibly 20 percent or nore. It would therefore be really
difficult for smaller players to make this project happen even
with the existing substantial credits. It would be possible

but would require further tweaking and optim zation and a whole
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range of other things to make it happen. Drawi ng attention to
the chart for the split of net present value under the status
quo, M. Mayer pointed out that [at well head gas prices between
about $5 and $7/Mcf] this project over its lifespan would be net
present value negative, value destroying; and at prices [over
$7/Mcf] such a project would be net present value positive,
value creating for the conpany. The federal governnent would
al ways be well protected. The State of Alaska, across all the
depicted prices for this project, would be in a pure subsidy
zone, the state in-net would be handing over cash. The credits
are always greater than the conbination of the royalty and the
m neral production tax, the state would in-net be handing over
cash on a net present value basis in order to incentivize gas
devel opnent, essentially it would be a subsidy.

10: 43: 01 AM

MR. MAYER, continuing on slide 16, reviewed the two charts
depicting the economc summary of what HB 247 would do in the

Project #1 scenario of a constrained nmarket. Rat her than the
45-65 percent in credits, there would only be the 25 percent Net
Operating Loss Credit. In those years before production occurs

and assum ng the conpany does not already have production and is
able to claim a Net QOperating Loss Credit, the inpact would be
to further reduce internal rates of return. The return would go
down into the low single digits at the |owest prices and would
only get above a 10 percent rate at the highest prices. At nost
of the depicted prices, governnent take would be in the zone of
50 percent rather than 40 percent, and would get up towards 60
percent at the [highest prices]. The state would be value
negative at sone prices and value positive at others, and the
conpany woul d only | ook value positive in the highest prices and
woul d be loss nmaking in all the rest.

MR. MAYER turned to the two charts for Senate Bill 21 with the
GVR, explaining that the charts are included here not as a
recommendation, but sinply as an interesting point of conparison
for how things would look if the North Slope reginme for new oi

was extended to the Cook Inlet. In this case there would be
hi gh governnent take of around 60 percent across all prices,
which is pretty much what that reginme was designed to do.
Conpared to the internal rates of return under the existing tax
structure but with only 25 percent net operating |oss, the rates
of return don't look all that different. They are a little bit
| ower, but relative to the difference in governnent take they
are not much lower and the reason is that this is a regine with
a 35 percent net operating loss rather than the 25 percent. On
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the other hand it is a regime with an actual tax liability at
the end when a conpany is producing cash. The basic idea is
that if a conpany is a smaller producer that cares in particular
about internal rate of return rather than the value that is
created over the life of the project, a higher credit at the
outset has a bigger inpact than the cash in the tail. That is a
different set of priorities than would apply to a larger and
better capitalized conpany. The basic story here is that when a
conpany is facing market constrained demand and has to spend
hundreds of mllions of dollars on a new facility, the econom cs
| ook really, really tough even with credits at this level. The
basic inpact of the credits is to nake what isn't a very
mar gi nal i nvestnment naybe just possible.

10: 45: 36 AM

MR. MAYER noved to slide 17, "PRQIECT #2: MARKET UN- CONSTRAI NED
(ASSUMPTI ONS) ," and posed a second hypothetical scenario wth
the sanme resource base as Project #1. For hypothetical purposes
he stated the assunptions of 600 Bcf of gas, that there would be
a plateau rate, and that the resource would be developed in an
opti mal manner of about 130 Mrcf/d of gas. Rather than drilling
one well every couple of years, three wells a year would be
drilled for the first three years to reach that plateau rate

To maintain the plateau rate of production, another one well a
year would be drilled for the next many years. Referring to the
ri ght-hand chart, "CASHFLOWN AND COVPONENTS: $6/ MCF," he pointed
out that this change in drilling profile |ooks much healthier
for cash flow and is nore recognizable as the cash flow profile
of an oil and gas investnent.

10:46: 37 AM

MR. MAYER turned to slide 18, "PRQIECT #2: MARKET  UN-
CONSTRAI NED (RESULTS)," to look at the six charts summari zi ng
the economc results for this second hypothetical project.
These nunbers all |ook rmuch healthier, he said. The interna
rate of return under the status quo would range from 20 percent
[at a wellhead gas price of $5/Mcf] to 40 percent [at $9/Mf],
making this a very attractive investnment, and the split of net
present value would be positive for everyone. Under the status
quo, the conpany would be highly positive relative to the state,
a function of a fiscal regime with only 50 percent governnent
take at those prices along with the substantial credits. Those
credits, he continued, are clearly essential to get a project
that is constrained by market demand to happen; if the market
constraint was solved the credits are nuch | ess necessary.
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MR. MAYER next | ooked at the summary charts for Project #2 under
a scenario of HB 247 with only a Net Operating Loss Credit. He
noted the rates of return would be substantially reduced, going
from 15 percent [at $5/Mcf] to 30 percent [at $9/ Mf]. If a
conpany could make a devel opnent |ook like that, had certainty
when it started the initial investnment, and was capitalized to
do so, "it's hard to see that that wouldn't be an economc
i nvestnment sort of under that sort of structure,” he continued,
he said. Regardi ng what Project #2 would look like under a
scenario of Senate Bill 21 wth the GY/R he advised that the
same sort of |esson would apply. The upfront credits would be
slightly higher, but there would al so be higher take in the tai
years. Again, lower total value for the conpany and higher
total value for the state, but not fundanentally dissimlar
internal rates of return.

10: 48: 27 AM

REPRESENTATI VE HAWKER observed hypot hetical Project #1 assunes a
very constrained marketing ability, limting the frequency and
nunber of wells that can be pursued. Hypot heti cal Project #2

assumes an unconstrained gas nmarket where wells are drilled
every single year and keeping growi ng production, clearly the
economc differential. When Cook Inlet had the consunption by
Agrium and the operating/production buffer of exports, it was
essentially a conpletely unrestrained narket, he said. As much
gas could be noved out of the inlet as could be produced. Today
there is not the luxury of that regular export. He asked
whet her M. Myer has any suggestions for how today's narket
coul d be unconstrained or whether export or a new anchor client
are the only choi ces.

MR. MAYER replied that to truly unconstrain the market he thinks
export or a new anchor client generally are the only choices.
He added that there is possibly sone degree of a chicken and egg
problemin that an export anchor client would need a substanti al
degree of certainty of supply before it would be willing to
invest substantial noney in reopening a facility and the
devel oper of new gas would need to know that that demand is
going to be there to nmake the investnents required to prove that
the gas can be delivered. There is a role in that world for
government to bridge that gap, he advised, whether it is wth
credits or |oan guarantees or other things that can cone
t oget her and nake that happen. But at the nonment, he continued,
there is substantial spending on a very targeted and tail ored
set of things in Cook Inlet through the credit program
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10: 50: 13 AM

REPRESENTATI VE HAWKER sai d another elenment that might be at play
here is prospectivity. Until a few years ago, producers were
operating off the five mmjor gas dones, essentially all it took
to get gas was to punch down another straw in those najor dones.
However, those nmjor dones are now approaching or are depleted.

Wiile the argunent is nmade that there are trillions of cubic
feet of gas in the inlet, it is an entirely different effort to
go find it. He asked whether the conmttee should consider the

prospectivity factor.

MR. MAYER responded that that is absolutely an excellent point.
For the next decade or decade and a half of gas security for
Sout hcentral Al aska, he said, it seens that overwhelmngly the
bi ggest <challenge is sinply developnment of the known but
undevel oped resource base. But, |ooking out beyond that [tine
period], it is always inportant to keep that in mnd as well.

10:51:21 AM

REPRESENTATI VE OLSON rel ated that the val ue-added plant, Agrium
was shut down six or seven years ago, but in the summers of 2013
and 2014 the conpany |ooked at the plant to see what it would
take to bring it back online. The plant was found to be quite
deteriorated and wthout state assistance in one form or
anot her, he said, he doesn't think the plant will be re-opened.

MR. MAYER answered that he understood and pointed out that part
of what makes the next level of analysis really tricky is to
understand the cost-benefit anal yses. If targeted neasures of
governnent support are wanted to enable and ensure devel opnent
of these resources to provide gas supply to Southcentral Al aska,
what is the nost effective and efficient nmeans of providing
that? |Is that effectively subsidizing one or two devel opnents
to ensure that even though they would otherw se be uneconomni ca
they can happen without a gas anchor tenant for additional gas
demand? Is it providing instead a different neasure of subsidy
to enable an anchor client? Wat are the costs and benefits of
sone of those things? Those are very difficult and tricky
guestions that are major progranms for analysis.

10: 52: 53 AM

REPRESENTATI VE SEATON stated that the unconstrai ned assunptions
would be a situation in which supply was available so there
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woul d be conpetition for contracts. When the Agrium plant was

operating it relied on |ow cost gas, he recounted. I n | ooking
at the export costs previously given by M. Myer, if the export
mar ket after Iliquefaction and transportation is the sane price

or less than the donestic supply market, then that neans the
only way a conpany could do that is to have its own gas or else
it would |ose noney. He inquired as to how nuch of what is
being tal ked about wi th adding sonewhat nmassive credits into a
system is intentionally disrupting the supply and demand market
to get cheap gas to enable a project to go forward that cannot
stand on its own econom c feet.

MR. MAYER replied those are excellent points and good questions.
Regarding role of pricing versus role of credits, he said there
clearly is sone interchangeability between these two things.
The lower prices are, the nore things require credits to be
viable; the less there are credits in this schene, the nore that
hi gher prices are needed instead. Looking at the curve of
internal rate of return in the world of full credits versus the
world of only a Net Operating Loss Credit, he advised there
would not be many investors willing to do projects this risky
for a 10 or 15 percent rate of return. However, he continued,
i mgi ning that as possible, there is ultimately a gas price - a
hi gher gas price - that is capable of delivering the equival ent
return as in the world of full credits. Therefore, the credits
allow a project to go forward at a gas price at which the
proj ect otherw se would not have happened.

10: 55: 53 AM

REPRESENTATI VE SEATON said he is trying to ascertain whether the
hi gh anpbunts of credits to get an unconstrained nmarket actually
distort and lower the price so that the effectiveness of |ower
price goes away unless legislation or regulation are used to fix
a higher price in order not to dimnish that incentive for all
of the other players.

MR. MAYER responded that that depends on a |lot of factors. The
gas price in Cook Inlet is currently one of the few commodities
in the world that hasn't fallen dramatically over the |ast
several years, a nice environnent to be in. Suddenly, sone
initial contracts have been signed between utilities and new
sources of supply at slightly lower prices than the consent
decree pricing that has governed the mjority of those
contracts. That said, when it conmes to the question of exports
and export availability, all of those prices remain on the high
side as conpared to the export pricing for LNG to Japan that is
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seen on slide 12. So, at least until LNG into Asia or other
export uses of gas have a nmuch higher value, it is hard to see
that prices in the Cook Inlet are artificially low Relative to
the rest of the world, they remain artificially high.

10: 58: 07 AM

REPRESENTATI VE SEATON clarified he is trying to get to the
interacti on between the credits which have the goal to stimulate
production that isn't sold locally and so is exported or used
i ndustrially. That excess supply is going to change the price
t hroughout the market, because nore players having nore gas wll
| ower [the price]. "I would think that you would have that
mar ket condition,” he said, "but it seens |like we're changing
the market condition solely with by applying the credits.”

MR. MAYER answered that if it were possible to devel op sone of
t hese resources at substantial scale and there were nowhere el se
for that gas to go, that would clearly have an inpact on market
prici ng. The bigger question is whether it is possible to
devel op these resources wthout a substantial external source of
demand in the first place. He deferred to his colleague, Nikos
Tsafos, to further answer the question.

10: 59: 22 AM

Nl KOS TSAFCS, President & Chief Analyst, enalytica, Consultant
to the Legislative Budget and Audit Conmittee, explained how he
| ooks at the supply and demand picture by turning to slide 14.
Recalling the constrained and unconstrained nmarket scenarios
previ ously discussed, he said it is clear that an unconstrai ned
mar ket would be great and all these things would be economc.
Al aska is sort of stuck in this world of having a lot of credits
but also pretty high prices relative to the rest of the world.
On the one hand it is being said that Alaska has to get this
mar ket going. The challenge with that proposition, he said, and
to which he does not yet have an answer, is that if AGDC thinks
there is market demand in the state that could go up to 115-130
Bcf/year once sone of the potential demand in the Interior is
added, plus another 50-60 Bcf/year of nitrogen demand, it is
hard to reconcile that demand picture with the supply picture of
1, 600 Bcf. It is alnost like saying if the demand was there
this resource could be developed now, but if this resource is
devel oped now it would probably run out nuch sooner and maybe
not have the supply security for soneone like Agrium Agriumis
not going to reopen the plant on the basis of five years of
supply, Agrium would probably need |onger-term supply. The
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guestion goes back to what M. Myer asked about whether the
right nunber is this 1,600 Bcf or 1,800 or 1,200 or 2,000.
Drawing attention to the bottom half of slide 14 about tim ng,
M. Tsafos discussed how this market would ultimately devel op
under the assunption that both the supply and demand picture are
correct. The base market would be pretty well covered by the
resource and the existing fields with new wells would be able to
nmeet demand. At sone point that will run out and will create a
wedge for new fields to be able to conme in and capture that
demand. It is simlar to discussions about the Al aska LNG (AK
LNG Project, which is that the project couldn't be brought on
line now, but looking out to 2024-2025, sone of the existing
supply will have fallen, some of the new demand will have cone
in, and there will be a w ndow.

MR. TSAFCS said if the aforenentioned nunbers are correct, that
woul d be the market way to resolve this. Essentially there is
stranded gas, gas that doesn't have a clear narket right now to
come in but is not big enough to create that market. It is nore
than just a chicken and egg thing, there is also a tine
conponent which makes it a little nore conplicated. Going to
Representative Seaton's question, there is clearly sone market
i nconsi stency and inefficiency here - there is only a handful of
buyers and there is only a handful of sellers and there is a
price discovered process and there is a time process and that
can get nessy. |If this is the resource base, it is difficult to
see how it would be said to bring in all this demand, unless it
was thought that by virtue of bringing this demand it would
incentivize exploration that gets into the undiscovered
resource. Folks looking at this market right now would say that
there is nowhere to sell the gas that they mght find because
they would be fourth in line, whereas if a new nmarket for the
gas is created then nmaybe those folks would think differently.
So, that is the only dynam c aspect to that.

11: 04: 05 AM

MR. MAYER added that a big part of the aforenentioned is what
the nature is of the known but undevel oped resource base. |If it
is the size of DNR's current estimate, then it is really talking
about mechanisns to aid the econonm cs of devel oping the resource
in a constrained gas market because it is not really sufficient
to provide long-term supply at the | evel of demand that would be
had, for instance, with the reopening of the nitrogen facility.
If it is substantially bigger than that, and the operators of
those places have nmade sone clains that are nuch higher than
DNR s nunbers, then higher levels of production and export
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demand start to nake sense. What is the optimal solution to
that problem depends a lot on what is the nature of the known
but undevel oped resource base.

11: 05: 04 AM

REPRESENTATI VE SEATON stated he is trying to get to the crux of
the question, which can be seen in the top left chart for the
status quo on slide 16. In every price scenario shown, $5-
$10/ Mcf wellhead gas price, the State of A aska has a net
present value |oss, neaning the state's credits are so |arge
that the state will never recover its investnent. It may be
t hat sone additional production could be stinmulated by
subsidizing all of that production. In other words, the state
i s paying an unknown anount per Mf for production that will go
somewhere other than to the |ocal supply base. It is swtching
profitability from the state to an exporter, whether exported
t hrough industrial use or through LNG Those credits are giving
the state a net present value loss for the entire value of the
project even at the highest prices, and that is what commttee
menbers are here considering - are the credits needed in
addition to the price being the highest price in the world? |If
a price of $5-%$6 is sufficient to develop the highest priced gas
fields in the world, as stated by M. Mayer, should the state
doubl e up when the entire double up on the credit systemin the
status quo is a total net loss to the state and not necessary to
achieve the goals of even higher priced gas devel opnent? These
slides get to the crux of that question, he opined, and he sees
that as the only question that the conmittee is here is to

answer : Have the credits done their job and are they necessary
t hough for future production unless the state is just trying to
help sone private export project? It is fine if [legislators]

want to do that, he said, but the credits are not showi ng up as
necessary for donestic production.

11: 08: 13 AM

REPRESENTATI VE COLSON commented that when Cook Inlet was
operating nost efficiently it wasn't really relying on the tax
incentives or anything else. It was a situation where one of
the major producers in the inlet owed the urea plant for 20 or
25 years, the producer always had enough gas one way or another,
and the producer always made noney on both sides. |t worked out
really well until the producer started shutting assets and
Agrium picked up the property for five years and was unable to
do the sanme thing. There was also additional denmand com ng from
the Anchorage utilities at that point in time. It was extrenely
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profitable without a whole |ot of assistance because it was
basically a nmonopoly on the stranded gas with the exception of
the export. He said he thinks Agrium then the export, and then
the Anchorage utilities was the way the pie was divided. It
wor ked extrenely efficiently, he opined, but it probably won't
be seen again and it probably wouldn't be allowed by the state.

11: 09: 22 AM

REPRESENTATI VE HAWKER i nquired whether enalytica's nodeling is
of exact circunstances and specific cases that actually exist in
the Cook Inlet or is of hypothetical cases.

MR. MAYER replied they are very nuch hypothetical nodels. He
guoted statistician George Box who said, "All nodels are wong,

some nodels are wuseful.” Continuing, M. Mayer said these
nodel s are definitely wong, but he hopes they are useful. The
nodel s are not based on any confidential detail of any actua
existing project. They are a set of educated assunptions as to

what various scenarios mght |look |like and are intended to give
a directional idea as to the nature of certain circunstances and
the basic directional conclusion that says market constrained
devel opment is very, very difficult. Mar ket  constrai ned
devel opment may well be NPV negative for the state, but it is
effectively a subsidy to make a devel opnent possible that is

still only barely possible with that subsidy. Unconst rai ned
devel opnent certainly looks a lot nore viable, and potentially
viable, wthout the degree of support. Pure drilling wthin

mature fields is generally quite econonic in nost circunstances.
That, he said, is the high level nature of the conclusion that
shoul d be drawn fromthese.

11:11: 07 AM

REPRESENTATI VE HAWKER conpared slide 15, "PRQIECT #1: MARKET
CONSTRAI NED (ASSUMPTIONS)," to slide 19, "PRQIECT #3: DRILLING
IN EXISTING FIELD (ASSUMPTIONS)," and surmised that the sane
data set for production and drilling is used for both slides.

MR. MAYER responded that he used a |ower assunption on initial
production froma well. The key differences, he explained, are
no upfront capital spend and lower initial production fromwells
frommature fields versus wells in conpletely new reservoirs.

MR MAYER then addressed slide 19, "PRQIECT #3: DRI LLING IN

EXI STING FI ELD (ASSUMPTIONS)," stating the final idea here was
to make exactly those two changes. What does it look like if
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there is no upfront capital spend of $400 million and if the
wel | productivity is reduced sonewhat because they are nature
reservoirs with less reservoir pressure? He reiterated that the

nodeling is not anyone's actual infill drilling program rather,
it is a series of very level assunptions. It ignores entry or
acquisition costs and treats those as sunk. People actually

owni ng these assets entered at sone point, paid a substantial
anount of noney for those assets, and made those investnent
deci sions based on a tax reginme and a tax reginme extending into
the future, he said, and those are all inportant provisos.

11:12: 57 AM

MR. MAYER noved to slide 20, "PRQIECT #3: DRI LLI NG I N EXI STI NG
FI ELD (ASSUMPTIONS)," to look at the six charts summarizing the
econom ¢ results for this third hypot het i cal pr oj ect .
Addressing the bottom left chart, "INVESTMENT METRICS," for the
status quo, he pointed out that the internal rates of return
woul d be enornously high. Once a 50 percent rate of return is
exceeded, he explained, those nunbers are no |onger particularly
meani ngf ul because it is really just about the nature of a smal

initial upfront capital investnment and the cash flow that cones
afterwards. No one should quote these as knowi ng what the rates

of return are for additional drilling in Cook Inlet; that is not
t he purpose of this. Enal ytica's conclusion from testing these
assunptions over a wde range of drilling costs, wel |

productivities, and the other key variables, and treating the
past as sunk and |ooking solely towards the future, is that it
is hard to see circunstances under which drilling additional
wells in mature fields in Cook Inlet isn't profitable even
w thout credit support.

11:14: 08 AM

MR. MAYER showed slide 21, "THE COOK INLET OL AND GAS MARKET:
A SCORECARD, " to summarize his presentation. Q| production has
turned around dramatically and gas production has stabilized but
not turned around, he said, and part of that is due to
constrai ned denmand. There has been a mmjor change in the basic
structure of suppl vy, demand, prices, conpetition, and
expectations in the Cook Inlet market. Looking at the future
in nost circunstances and particularly circunstances under which
t he known but undevel oped resource could be devel oped, there is
a degree of security of supply for the next decade and beyond.
But, understanding how to ensure that resource is devel oped and
best devel oped requires a better sense of how substantial is the
resource base and whether it is best incentivized by credits, or
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by other neans of subsidizing the developnent, or trying to
provi de access to a substantial external source of demand. Lots
of these variables depend on better understanding the nature of
that resource base in ternms of how it can be best incentivized
for devel opnent. Enalytica's final conclusion is that based on
the amount of revenue currently generated from Cook Inlet and
the amount spent on credits, it's hard for anyone to |ook at

that and think it is a long-term sustainable picture. Pl us,
addi tional uncertainty was injected into the picture |ast year
through the line-item veto and all the rest. Currently, there
is enornmous uncertainty over the future of what this regine
| ooks |ike, how bankable these credits are, and what actual
econonmics to apply even to sonething |like additional drilling in

existing fields, because it is unknown what the tax reginme wll
be next year or the year after. That nore than anything else is
possi bly the biggest inhibitor to ongoing investnent and ongoi ng
devel opnent. Finding a way to set a stable and sustainable
system that investors know will stay as the regine for the next
decade plus is crucial and absol utely paranount.

11:16: 33 AM

REPRESENTATI VE HERRON, regarding the statenent on slide 21, "Gas
production has stabilized after years of steadier decline,”
interpreted "steadier” to nmean no fluctuation decline.
Regarding the analysis of HB 247 related to Cook Inlet, he
inquired what is good about this proposed |egislation, what is
bad that should be discarded, and what is ugly that needs work.

MR. MAYER answered that on the good side he would say it is tine
to be having a serious conversation about Cook Inlet credits -
what the state's policy ainms are through those credits, what the
nost efficient way to achieve those ainms are, and whether the
current credits fulfill that aim He said it is hard for himto
see that there aren't potentially nore efficient ways of doing
that than the existing system On the bad side, he continued

he would say renoving the Capital Credits that exist at the
nmonment, and particularly nmaking that effective July 1, 2016,
seens |like a rash decision given there are a nunber of producers

at the nonent that have conmtted to drilling progranms for this
year and those drilling prograns rely on the credit systemas it
currently exists being in place. A nunber of those cases are

devel opnents that one would really like to see go ahead and he
thinks July 1 is probably inadequate lead time to enable that
adj ust nent . Regarding the ugly side, M. Myer noted that the
proposal in HB 247 is to |leave everything as it currently is,
whi ch includes sunsetting of the reginme in 2022, taking away the

HOUSE RES COW TTEE - 26- February 27, 2016



Capital Credit, and leaving in place the Net Operating Loss
Credit. He said the fundanmental question here is, Wiat is the
optimal fiscal reginme for the Cook Inlet in the long term and
what is the optimal neans? |f subsidies are necessary to enable
certain activities to occur, what is the optinml neans of
delivering that? Being worried about the outflow of credits and
sinply saying to get rid of the Capital Credit because that
nostly goes towards sone of the ongoing devel opnent of mature
fields rather than to new developnent is a crude answer to that
guestion. Mre analysis and a nore refined approach is possibly
required to say not just what can be cut now so the state wl|
be okay, but to say what is actually necessary to provide by way
of subsidy and how to target those as intelligently as possible.
How to craft, not a reginme that sunsets in 2022, but an ongoi ng
stabl e and sustainable regine for the inlet that achieves all of
t hese neasures?

11:19: 56 AM

REPRESENTATI VE SEATON said he is trying to get to an
understanding that an unconstrained market is not going to be
created in the inmmediate term He continued:

And if we don't and if we spend a |ot of state cash on
credits to allow greater production, are we actually
turning around and saying, "Ckay, we are going to make
a surplus that has no market in Cook Inlet to drive
down prices whi ch are actually going to be
counterproductive in incentivizing other well drilling
prograns or other supply prograns that have been
effective around the world of having higher prices
actually neaning the market conditions drive the
exploration instead of us artificially trying to cone
in and basically pick wnners and |osers, whether it's
going to be old fields or new fields, ... and giving
cash to it.... Can the effect of supplying huge
amount of credits be that we distort the market into
an effect so that we don't get additional market-
driven drilling and exploration?

MR. MAYER deferred to M. Tsafos for an answer.

11: 21: 45 AM

MR. TSAFCS responded that he and M. Mayer have spent the | ast
nmont h pouring over data and he still has no clear answer to sone
of these questions. What happened in Cook Inlet is sonething
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that happens in a lot of places: big basin, big export, then a
decline starts, and then it transitions to nostly |ocal supply
of market from big conpanies to small conpanies. That is pretty

typi cal around the world. Having said that, it is also pretty
clear that sone of the nore natural nmarket forces that come in
to help make that transition didn't quite work here. Wet her

tal king about having a contract between a buyer and seller that
is not approved by the regulator and therefore <creating
uncertainty for both sides about what the price structure is,
for sone reason getting new players to cone in and take over
assets from bigger conpanies, sonething that happened in the
United Kingdom (UK) and Norway, happened a little bit later
her e. There is a pretty clear need to think about how to get
this nmarket to work better as a narket. Regarding price
signals, Cook Inlet has very high pricing but it is not clear
that there is enough liquidity of conpetition that these prices
are as dynam c or send as nuch of a signal as would be |iked.

MR. TSAFCS said enal ytica has been thinking about, but does not
yet have an answer to, the question of, How can a better market
be nade? This is followed by the question of, How can policy
interventions be made along the way to correct distortions in
the market? The distortions over time seem to have been nore
important than the core market nmechanisns, he continued, and
that makes it difficult to figure out exactly what that market

woul d 1 ook 1iKke. The narket answer would be that [the inlet]
has stranded gas that doesn't get developed and that is not a
really good answer. It may be the answer, but it is not a very

pl easant or satisfactory answer to come to because people have
been incentivized to conme in and spend noney and then it is said
t hat nothing can be done with this gas.

MR. TSAFOS stated that figuring out the answer, which he is
still trying to do, goes back to the core principles of how to
build a real nmarket here, how to reinforce the market approach
of this. As was stated by M. Mayer, the taking away of sone
credits would raise the equilibrium price at which things nmake
sense. The current price is fairly good for some investnents
and not particularly good for others. The question is whether
there is enough of the luxury on the resource base to see how it
could play out for a few years, to which he does not know the
answer because there is an enornous anmount of uncertainty over
the resource base. He said it seens there is enough of a
cushion for a few years to see how those market forces could
pl ay out and whether there is a pricing system that could bring
both the buyers and the sellers together to find a nice
conprom se and enable sone of these investnments. He offered his
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general agreenent with Representative Seaton that rather than
trying to just artificially prop up a market that isn't quite
working, to try to think nore generally about how to make this
mar ket work better.

11: 26: 18 AM

REPRESENTATI VE HAVWKER pointed out that in |ooking at the real
mar ket today, Cook Inlet has one really significant player and a
few small er players around the edge. The one significant player
has been operating under essentially governnment price controls
that came about through the consent decree in order to enter
this nmarket. Regarding creating distortions in a market, he
said he is wondering whether it is really known how the inlet
woul d work today or if it is being distorted by those governnent
inmposed price controls in the consent decree. He inquired
whet her the market would be different wthout those price
controls and, if so, howdifferent would it be.

MR. TSAFCS replied that Representative Hawker's question is what
he was saying before: there are enough factors getting in the
way of what would normally be thought of as a well-functioning
market, there just aren't have enough buyers and sellers. I n
the Cook Inlet's case, an overwhelmng majority supplier in the
market is not going to lead to a very well-functioning market.

But, going back to basic economics, if a higher price is
ultimately being charged then other folks would cone in and
undercut that mjor supplier. As has been seen, sone of the
recent contracts are below the consent decree, so in sone ways
that response is happening although not very speedy. The

bi ggest challenge is that the market signals and the market
forces are there but they are just not operating very quickly.
The evolution nust be seen before sone of these distortions or
restrictions can be corrected. Representative Hawker is right
that in the current structure it is not clear that there would
be a much different system based on the reality of who the
buyers and the sellers are and how the market is structured in
Cook Inlet. The question is how to go beyond the current
structure and think about what could be a different structure
that doesn't require the sane |evel of state support but stil
has a goal of a well-functioning gas market in the inlet.

MR. MAYER added that clearly one of the biggest inpacts of the
consent decree has been to substantially raise the gas price
that has been paid over that period. Activity levels were |ow
before that. The higher prices of the consent decree and the
changes included in the Cook Inlet Recovery Act for how the RCA

HOUSE RES COW TTEE -29- February 27, 2016



assesses pricing decisions, have all been key and as inportant,
if not nore so, as the credits in the level of activity that has
been seen since then. Because it is one l|large supplier and
because it is an essentially imovable and regulated price
decision, it is not one that necessarily responds well to market
forces and it is hard to see, other than through sone of the new
contracts that have been signed, what sort of underlying market
signaling that m ght be.

11: 30: 28 AM

REPRESENTATI VE HAWKER noted that this discussion is about
distorted markets, market inefficiency created with the limted
buyers and limted sellers, and the unknown inpacts of the
consent decree. He recalled that M. Tsafos spoke about a need
to relook at the tax structure and systemin the Cook Inlet. He
posited that the Cook Inlet not currently operating in truly a
free market would argue that [legislators] ought to be carefu

about making system c changes now and to | ook at what needs to
be done sonetine, say, after 2018 when things actually are
working in a free market environnent. Care nust be taken not to
throw a disruption into a market that wll be changing by the
expiration of that agreenment and how that mght affect buyers
and sellers.

VR. MAYER answered that Representative Hawker raises an
excel l ent point and enalytica would say that any changes need to
be crafted with a view of not just |ooking at the tax system but

the overall functioning of the market and how the overal
functioning of the market can be inproved and that that
particular point in tinme is clearly Kkey. In a range of price

environnments and price mechanism scenarios, there are probably
better and nore efficient ways of targeting state support to
achieve the aim of security of gas supply than the existing
system But it is inportant to take tine to think through what
that optimal system is, he continued, and set that for the
future rather than make imediate tweaks today sinply because
one can and because one is concerned about the cash outflow
which is substantial. This needs to be thought about as a
holistic package of reforns rather than a one-tine change.

11: 32: 44 AM

REPRESENTATI VE HERRON, follow ng Representative Hawker's train
of thought, noted that HB 247 proposes to make sone of these
adj ust nent s. So, follow ng Representative Hawker's coment, he
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requested exanples of pitfalls in HB 247 about those proposed
adj ust nment s.

MR. MAYER answered the biggest pitfall cones from the July 1,
2016, effective date. He presuned there will be testinony over
the comng weeks of investnent prograns that are currently
committed to by conpanies on the basis of the existing credits
and are progranms that one would like to see carried forward
Because in principle it is thought that this can be wthdrawn,
and therefore it should happen on July 1, poses sone substanti al
risks in his opinion.

REPRESENTATI VE HERRON t hanked M. Mayer for that reinforcenent.

11: 34: 00 AM

REPRESENTATI VE JOHNSON stated he is troubled by this whole plan.
However, sonething that he keeps thinking about and that has not
been discussed, is that to pay these credits [the state] 1is
actually borrowing the noney. No one has talked about that
opportunity loss, the cost of borrowi ng that noney whether it is
from the permanent fund, earnings reserve, or the Constitutional
Budget Reserve (CBR). If the state had the noney on hand that
woul d be one thing, but this is going into savings to pay these,
and so he is troubled by changing it and he is troubled by
having to borrow to continue with it. It is very perplexing and
not an easy decision to be |ooking at. He said consistency is
probably the nost inportant thing the state could offer, but he
hates to borrow the nobney to be consistent, because it is
| everaging the state's future, which is what is being done wth
the tax credits anyway. It is therefore concerning.

MR. MAYER agreed those are very difficult choices to nake, not
only in and of thenselves, but also in terms of the way the
broader market sees what is going on and responds. It is
difficult to see that set of choices and think that the current
system is stable or sustainable for any significant period into
the future. Al of those things are reasons to be thinking now
about all of the detailed analysis that needs to occur to set a
sustainable reginme for the future and to try to nake that happen
sooner rather than later. That nay not necessarily be the sane
thing as making an i mMmedi ate cut to a credit this year.

11: 36: 02 AM

REPRESENTATI VE SEATON posited that there are two forces intended
to disrupt the market - the consent decree and the credits. The
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guestion is whether they conflict with each other. Based on
enal ytica's exanples of the net present values and what works in
the three [hypothetical] exanples, it seens it is being said
t hat under al nmost no scenario are the credits needed for infield
drilling; that those can be supported and are economc entirely
on their own wthout those credits. He inquired whether the
following is what M. Myer is suggesting would nake nore sense:

if we are looking at ... changing that credit, we
do a timng so that such as infield credits which
can be supported on their own, are economc, aren't
relying on the credits to make the project econonic.
That those could be July 1 and then at a later set
date we could be |ooking at certain other projects
that are already sanctioned and going forward and the
credits through that to a certain date, not ... too
long in the future, but through the projects that are
al ready sancti oned.

MR. MAYER replied he would place a nuance around that. VWi | e
enalytica's analysis suggests it is hard to see circunstances
under which ongoing drilling in mature fields is not economc
even without credit support, a number of other things need to be
taken into account in thinking about that. One of those is the
sheer degree of uncertainty that exists around the future of the
entire tax regine and what that nmeans for anyone rmaking

i nvestment decisions even in terns of drilling in the mature
fields. \What are the other inpacts of credits on that activity?
If nore than 60 percent of a conpany's drilling cost is

effectively borne by the state, the tineframe the conpany is
|l ooking at in ternms of neasuring those economics is probably
short enough that it doesn't really care if in a year or two the
entire fiscal system changes because relatively speaking there
is so little upfront cash that the conpany is worried about. If
that is not the case, the conpany probably cares a lot nore
about what happens in year two, three, four, five, and beyond of
this system |If he had a concern about withdrawing credits from
those activities, it would be that to ensure those activities
continue one would want to know that a stable, conpetitive,
sustainable fiscal regine was in place that applied to those
activities that when conpanies made investnment decisions about
what they were doing, they were doing it based on that regine,
not on a wldly risked set of assunptions because they are
sinply not sure about what the future | ooks Iike.

11: 39: 54 AM
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REPRESENTATI VE SEATON argued that if the consent decree is in
pl ace through 2018, then there is certainty anmong the price
support. If the price support was sufficient around the world
to get that, especially if some of these are being offered | ower
but sone much higher price contracts for gas, why would there be
an expectation that that price support which is being sustained
t hroughout the donestic market would go away, he asked.

MR. MAYER responded that his problemis |ess about pricing as it
is about the rest of the fiscal structure. Is a producer
running its economcs assumng the ongoing system of no
production tax on oil and $.17 on gas? O is a producer saying
it has no idea what next year or the year beyond this fisca
system |l ooks like? |Is the producer having to nake a series of
assunptions as to what it could be and a series of worst case
assunptions as to what it could be as opposed to know ng what it
actually |l ooks |like and the economcs of that activity | ook very
different in those two scenari 0s?

11:41: 07 AM

MR. TSAFOCS added that high prices and strong state support
provi de a doubl e support for this system So, intuitively, one
woul d say that |less of either of those two things could be done.
But, regarding the economics that enalytica ran on the last few
slides, there is a big disclaimer on slide 19 that it is all
poi nt - f orwar d. For a conpany to be drilling at a field it has
to be in the field - it has to have platforns, the assets, and
the people to do that to begin with - and the mmj or producers in
Cook Inlet canme in recently based on a fiscal system that they
were nodeling and they were expecting. Wiile enalytica's
nodeling is ignoring those costs that are sunk, they are not
sunk from the perspective of the conpany and what it is that
brought them here. Going back to Representative Johnson's
coorment, it is really tough because if nothing is done it is
clear it is unsustainable and it is clear everyone agrees it is
unsust ai nabl e. No one can neke an investnent decision based on
this system because no one believes this system is going to

| ast. Not doing anything creates an enornous uncertainty and
just pushes it down the line. At the sane tine it is not really
cl ear what kind of interventions or changes would be best. But

it is clear that [the state] mnust conme to sonmething that is
going to be seen as durable and sustainable. Cook Inlet is much
nore difficult than the North Slope to begin with, especially
fromthe gas side. So, it is not hard to see how the enthusiasm
of folks in the Cook Inlet disappears very quickly if sone
substantial changes are nmade to the system
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MR. TSAFCS reiterated that the transition from big internationa
players to smaller players probably took a little bit |onger

than it took other places. That could have been based on the
mar ket's perception of Alaska, the risk profile, the opportunity
set. These things matter. |Investors are |ooking closely around

the world about who is raising taxes and who is cutting taxes.
The UK has conme out with a tax break. Russia was thinking about
rai sing taxes and chose to raise sone and not to raise others.

Rio de Janeiro cane out recently with a tax hike. In today's
gl obal environnent investors are super sensitive to thinking
about what kind of changes Alaska is making. It is going to be
a very tough bal ance. Sonmething has to be done to nmake it
sustai nabl e, otherwi se no one believes it. At the sane tine,
what ever is done nust be grounded in enough analysis and reason
to do as little harm as possible. It is going to be a tough

bal ance. Even with all the tinme spent analyzing these things,
enalytica is not quite there yet.

11:45: 20 AM

REPRESENTATI VE SEATON said he hopes [the state] gets there
sonetime because it is spending $400 mllion a year that it
doesn't have and a decision nust be made soneplace as to where
that goes. \Wether the high gas price is the consent decree or
what people are willing to pay, he continued, he has not heard
from his constituents any objection to the price they are
paying, which is $1 nore per Mf than elsewhere in the Cook
Inlet basin in order to support the building of a transm ssion

line down to Homer and Anchor Point. He said he challenges the
idea of needing to stinulate to get a lower price on gas for
donmestic use. Maybe people in Anchorage are telling folKks

different things, but he has not heard any conplaints or
concerns on the gas heating bills being received wthin

Sout hcentral . He said he does not know where the pressure,
other than oversupply, would be to drastically |lower prices
unl ess oversupply is driven. |If these credits are used to drive

oversupply and drive down prices, that would cause all those
smal ler players to not participate in the inlet and further

concentrate the supply in one person. He noted the conmittee
has requested nore analysis from enal ytica regarding nore of the
policy decision and exactly how those intermngle. He offered

his appreciation for all of the testinony.

11:47: 40 AM
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REPRESENTATI VE JOHNSON stated he hasn't disagreed wi th anything

that has been said. However, he said, he would like for the
focus from the admnistration or future presentations to be on
the consequences of now, the consequences of later, the

realities of now, and long termversus short term Right now he
is not convinced that the legislation before the commttee wll
acconplish the things that the commttee has heard need to be
done. He would therefore like to concentrate on what sone of
those solutions are and concentrate on the doable as opposed to
the presented that is in front of the commttee. He urged that
the commttee focus on ways to touch this that do the | east
damage and that solve the problens so this does not have to be
revisited by future | egislatures.

11:49:12 AM

CO- CHAIR TALERI CO spoke in regard to M. Myer's point about
maki ng a change when the state has nade a prom se and people are
| ocked into a system He posed a scenario in which a person
with a honme nortgage is told by the lender that the l|ender's
fiscal situation has changed and so now the lender is raising
the interest rate despite the starting agreenent. He said he
sees that as being a horrible image for the State of Al aska and
it wll make the state | ook unstable. He recounted that he has
| ooked into the criteria the state has structured in order to
bring investors into the region. Al though he wasn't in the
| egislature then, it appears fromthe history that consideration
was given to ensuring everyone was treated fairly. There have
been sone failures in Cook Inlet that have cost the state nobney
as well as the private sector. He asked how i nmportant M. Myer
thinks it is for the state to establish particular criteria to
get a stable and sustainable system that goes out in future
years. He further asked whether tightening that up is sonething
that M. Mayer definitely recomends.

MR. MAYER answered enal ytica would certainly say that no one can
| ook at the ampunt of cash outflow and think it is a sustainable
pr ogr am It is very difficult to look at the sheer anmount of
cash outflow al so conpared to what probably is, in nost cases, a
relatively limted cash need to assist devel opnent of resources.
| f the overwhel mng public policy purpose of this programis to
stabilize and provide security of supply to Southcentral gas, it
is a much smaller subset of needs than the cash currently goes
to. Precisely because of the uncertainty that exists around the
future regime and precisely because of the difficult cash
position that the state finds itself in, it is worth trying to
do as nuch analysis sooner rather than later to try to figure
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out what that regine is. It is also better to take the tinme to
do that analysis and set a sustainable regine for the future
rather than to make changes as soon as possi ble because one is
concerned about the cash and everything el se is secondary.

11:52: 45 AM

CO CHAI R NACGEAK said the aforenmentioned discussion needs to be
taken into consideration. He requested M. Mayer to follow up
in this regard and thanked M. Mayer and M. Tsafos for their
present ati on.

CO- CHAIR NAGEAK apol ogized to the Departnment of Revenue for
running out of time for the departnent's presentation and
announced another time will be scheduled in the near future.

[ HB 247 was hel d over. ]

11:54: 01 AM

ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 11:54 a. m
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