ALASKA STATE LEG SLATURE
HOUSE RESOURCES STANDI NG COWM TTEE
March 19, 2016
1: 00 p. m

VEMBERS PRESENT

Represent ati ve Benj am n Nageak, Co-Chair
Representative David Tal erico, Co-Chair
Representati ve Bob Herron
Representative Craig Johnson
Representative Kurt O son
Represent ati ve Paul Seaton
Represent ati ve Andy Josephson
Representative Geran Tarr

Representative M ke Chenault, Alternate

VEVMBERS ABSENT
Representative M ke Hawker, Vice Chair
COMWM TTEE CALENDAR

HOUSE BI LL NO. 247

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

definition for "qualified capital expendi ture"; adding a
definition for "outstanding liability to the state"; repealing
oil and gas exploration incentive <credits; repealing the
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l[imtation on the application of credits against tax liability
for |ease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install 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
applicabl e before January 1, 2011; meking conform ng anmendnents;
and providing for an effective date."

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

02/ 25/ 16 (H) RES AT 8:30 AM BARNES 124
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
02/ 26/ 16 (H) Heard & Hel d
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02/ 26/ 16 (H M NUTE( RES)

02/ 27/ 16 (H RES AT 10: 00 AM BARNES 124
02/ 27/ 16 (H Heard & Held

02/ 27/ 16 (H M NUTE( RES)

02/ 29/ 16 (H RES AT 1: 00 PM BARNES 124
02/ 29/ 16 (H Heard & Held

02/ 29/ 16 (H M NUTE( RES)

02/ 29/ 16 (H RES AT 6: 00 PM BARNES 124
02/ 29/ 16 (H Heard & Held

02/ 29/ 16 (H M NUTE( RES)

03/01/ 16 (H RES AT 1:00 PM BARNES 124
03/ 01/ 16 (H Heard & Held

03/ 01/ 16 (H M NUTE( RES)

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

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

03/ 02/ 16 (H) RES AT 6: 00 PM BARNES 124
03/ 02/ 16 (H Heard & Held

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

03/ 07/ 16 (H) RES AT 1:00 PM BARNES 124
03/ 07/ 16 (H Heard & Held

03/ 07/ 16 (H M NUTE( RES)

03/ 07/ 16 (H RES AT 6: 00 PM BARNES 124
03/ 07/ 16 (H Heard & Held

03/ 07/ 16 (H M NUTE( RES)

03/ 08/ 16 (H RES AT 1: 00 PM BARNES 124
03/ 08/ 16 (H Heard & Held

03/ 08/ 16 (H M NUTE( RES)

03/ 09/ 16 (H RES AT 1: 00 PM BARNES 124
03/ 09/ 16 (H Heard & Held

03/ 09/ 16 (H M NUTE( RES)

03/ 11/ 16 (H RES AT 1: 00 PM BARNES 124
03/ 11/ 16 (H) -- MEETI NG CANCELED - -

03/ 14/ 16 (H) RES AT 1:00 PM BARNES 124
03/ 14/ 16 (H Heard & Held

03/ 14/ 16 (H) M NUTE( RES)

03/ 14/ 16 (H RES AT 6: 00 PM BARNES 124
03/ 14/ 16 (H Heard & Held

03/ 14/ 16 (H) M NUTE( RES)

03/ 16/ 16 (H RES AT 1: 00 PM BARNES 124
03/ 16/ 16 (H Schedul ed but Not Heard
03/ 18/ 16 (H) RES AT 1:00 PM BARNES 124
03/ 18/ 16 (H Schedul ed but Not Heard
03/ 19/ 16 (H RES AT 1: 00 PM BARNES 124

W TNESS REG STER
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GARY ZEPP, Staff

Represent ati ve Benj am n Nageak

Al aska State Legislature

Juneau, Al aska

POSI TI ON STATEMENT: On behalf of the co-chairs of the House
Resources Standing Commttee, introduced the proposed committee
substitute (CS) for HB 247, Version P.

MS. RENA DELBRI DGE, Staff

Representati ve M ke Hawker

Al aska State Legislature

Juneau, Al aska

POSI TI ON STATEMENT: On behalf of the co-chairs of the House
Resources Standing Commttee, provided a summary of changes and
a sectional analysis of the proposed committee substitute (CS)
for HB 247, Version P.

KEN ALPER, Director

Tax Division

Departnent of Revenue (DOR)

Juneau, Al aska

POSI TI ON STATEMENT: On behalf of the governor, answered
guestions related to the proposed conmttee substitute (CS) for
HB 247, Version P.

JANAK MAYER, Chairman & Chi ef Technol ogi st

enal ytica

Washi ngton, DC

PCSI TI ON STATEMENT: As consultant to the Legislative Budget and
Audit Conmttee, Alaska State Legislature, provided a Power Point
presentation, "CS HB 247: | npact of Proposals,” regarding the
proposed conm ttee substitute (CS) for HB 247, Version P.

ACTI ON NARRATI VE

1: 00: 27 PM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee neeting back to order at 1:00 p.m [the neeting was

previously recessed at 2:21 p.m on 3/18/16]. Represent ati ves
Johnson, O son, Seaton, Josephson, Herron, Talerico, and Nageak
were present at the call to order. Representatives Tarr and

Chenault (Alternate) arrived as the neeting was in progress.

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

HOUSE RES COW TTEE -4- March 19, 2016



1: 00: 55 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 Departnment of Revenue; relating to interest applicable to
delinquent tax; relating to disclosure of oil and gas production
tax credit information; relating to refunds for the gas storage
facility tax credit, the liquefied natural gas storage facility
t ax credit, and t he qual 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 ninmm
tax calculation for nonthly installnment paynents of estinated
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 mninmum 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 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; naking conform ng anendnents;
and providing for an effective date.”

1:01: 09 PM

COCHAIR TALERICO noved to adopt the proposed conmmttee
substitute (CS) for HB 247, Version 29-GH609\P, Shutts,
3/ 18/ 16, as the working docunent.

REPRESENTATI VE JOSEPHSON obj ect ed for purposes of discussion.

1: 01: 57 PM
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GARY ZEPP, Staff, Representative Benjam n Nageak, Alaska State
Legi slature, on behalf of the co-chairs of the House Resources
Standing Conmttee, said the proposed work draft is the result
of 20 commttee hearings. The conmmittee heard from the Wl ker
Adm ni stration; independent |egislative consultants; explorers,
devel opers, and producers operating in Alaska's oil and gas
i ndustry; representatives of support services organizations; and
the public. These are difficult tinmes for Alaska and for the
oil and gas industry. Al aska has serious budget problens in
light of low oil prices. The oil and gas industry is operating
at losses in Alaska, it costs nore to get barrels of oil out of
the ground than is being received for the oil. The co-chairs
recogni ze Alaska's budget problenms and want to support a
bal anced resource policy that protects investnent, maintains
production, and provides state revenues over the short term and
into the future. The right balance between exploration and
production is critical. The exploration success over the next
three to five years becones the production for twenty years and
into the future. The revenues support Alaska's governnent
servi ces. The co-chairs requested and received permssion from
Representati ve Hawker to have Ms. Rena Del bridge assist the co-
chairs and their staff in the technical provisions of this
| egislation and to assist the co-chairs and staff in devel oping
the CS. He said Ms. Delbridge will provide a summary of the
changes and a sectional analysis for the CS

1: 03: 50 PM

RENA DELBRI DGE, Staff, Representative M ke Hawker, Alaska State
Legi sl ature, on behalf of the co-chairs of the House Resources
Standing Conmittee, reviewed the sunmary of changes included in
the proposed CS, Version P. She explained that overall for the
North Slope, Version P would nmaintain the existing fiscal system
that was put into place in 2013. Version P would not nmake
changes to the gross mninumtax or to the tax floor. Version P
woul d prevent the use of the gross value reduction (GYR) for new
oil fromincreasing the size of a loss. Version P would provide
that statewi de the state can reinburse each eligible conpany per
year a maxi mum of $200 million from the oil and gas tax credit
fund. For Cook Inlet and Mddle Earth, Version P would reduce
the well |ease expenditure credit from 40 percent today, to 30
percent in 2017, and to 20 percent in 2018. For Cook Inlet and
Mddle Earth, Version P wuld reduce the 25 percent net
operating loss credit to 10 percent effective January 1, 2017.
Version P wuld mintain the current transferability and
refundability options subject to the annual cap of $200 nillion

per conpany.
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M5. DELBRI DGE explained that Version P would also maintain the
current interest rate on delinquent taxes at three points above
the Federal Reserve rate, which today is an interest rate of
about 4 percent. Version P would change fromsinple interest to
interest conpounding quarterly beginning in 2017. Version P
woul d ensure that municipal entities that are producers are
eligible for credits only in proportion to the production that
they have that is subject to production taxes; the work draft
woul d require themto proportion those | ease expenditures to the
t axabl e production. In case of conpanies with an outstanding
liability to the state related to their oil and gas activity,
Version P would allow the Departnent of Revenue (DOR) to

withhold the amount of that liability from any repurchase of a
credit certificate. The applicant would be able to authorize
the paynent of that liability out of that anmpbunt wthheld so

that DOR could make that payment on behalf of the taxpayers.
For Cook Inlet, Version P would create a legislative working
group to develop system reform for evaluation by the full
| egislature in 2017; this would be a conprehensive review of the
entire Cook Inlet and Mddle Earth fiscal systens.

1: 06: 42 PM

M5. DELBRIDGE reviewed the sectional analysis for Version P.
She said Sections 1-5 provide conform ng |anguage that relates
to the repeal in Section 28 of a Departnment of Natural Resources
(DNR) exploration program that applied pre-2007 [AS 41.09];
t hose provisions were also in HB 247. She said Section 6, page
3 of Version P, relates to interest and provides that the
interest rate on delinquent taxes remains at the current anount
of 3 percent [three points above the Federal Reserve rate], but
woul d be conpounded quarterly beginning in 2017. Section 7,
page 3 of Version P, provides conform ng | anguage related to the
new outstanding liability to the state provisions that are in

Section 17. Section 7 applies to the natural gas storage
facility credit so that the new Section 17 rules would apply to
that credit as well. Section 8 likew se provides conformng to
the new outstanding liability |anguage; it ensures that for the
purposes of the liquefied natural gas (LNG storage facility
credit, the outstanding liability |anguage in the new Section 17
apply. Section 9 simlarly applies the new Section 17
outstanding liability provisions to the in-state oil refinery
infrastructure expenditures credit. Sections 10 and 11 provide

conform ng | anguage related to the repeal in Section 28 of the
two Departnent of Natural Resources exploration credit prograns
[in AS 38.05.180(i) and 41.09].
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M5. DELBRI DGE expl ained that Section 12, page 5 of Version P,
makes sonme of the key changes related to this |egislation.
First, for the area south of 68 degrees North latitude, this
section reduces the ampunt of the carried-forward annual |oss
[tax credit] from 25 percent to 10 percent. Second, |ines 19-22
on page 6 ensure that the application for a gross value
reduction (GVR) for new oil on the North Slope is not used to
i ncrease the anpunt of a |oss. In regard to Section 13, she
noted that later in this legislation the qualified capital
expenditure (QCE) credit of 20 percent in Cook Inlet is
mai nt ai ned, but the work draft sunsets that credit with the rest
of the Cook Inlet reginme in 2022. The sunset of the QCE and the
well |ease expenditure (WE) credits in Cook Inlet in 2022
results in a great nunber of reformng sections to this bill
The current definition of a qualified capital expenditure in
many sections of the tax statute says the definition in the QCE
credit is how a QCE expenditure is defined. So, if the credit
is repealed in 2022, any place where the credits definition is
used nmeans that a new definition nust be created and conform
those statutes to that new definition. Section 13 provides
conformng to the change in placenent of the QCE definition [in
Section 27] related to the QCE [credit] repeal [in Section 29].
Section 14 provides conform ng | anguage to the repeal of the QCE
credit in 2022.

1:10: 41 PM

M5. DELBRIDGE said Section 15, pages 7-8 of Version P, is
material in that in Cook Inlet it reduces the well |ease
expenditure (WE) credit from 40 percent to 30 percent begi nning
January 1, 2017, and from 30 percent to 20 percent on January 1,
2018. Section 15 also nakes a conform ng change related to the
repeal of the two DNR exploration credits. Ms. Del bridge
rel ated her understanding that the co-chairnmen nay in the future
be offering an anmendnent to this section as it was an oversight
to retain the 20 percent WLE stepdown into 2022. She expl ai ned
that the WLEE credit is an additional anount of incentive for a
segnent of the work that is already covered by the QCE credit.
So, once the WE credit reaches 20 percent, it is in effect no
different than the QCE credit at 20 percent; the anmendnent
repeal the WE credit once it reaches 20 percent and not wait
until 2022.

MS. DELBRI DGE noted that Section 16 is also a material change

For di sbursenents fromthe oil and gas tax credit fund when DOR
purchases a credit certificate, DOR would not be able to
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purchase a total of nore than $200 mllion in tax credit
certificates froma single entity per year. She drew attention
to the portion of Section 16 on page 8, lines 29-31, and said
there is concern that a cap per conpany on the anmount of overal
credit refunds that a conpany can get from the state, could
notivate a conpany to split into nultiple versions of that sane
conpany for the purpose of getting the cap several tines instead
of once. This |anguage protects against such splitting by
ensuring that if DOR finds that a single entity has divided into
multiple entities for the purpose of trying to evade this cap
per conpany, DOR does not need to pay from this fund. The
| anguage is very simlar to existing provisions related to the
smal | producer credit already in statute.

1:13: 22 PM

M5. DELBRIDGE specified that Section 17 is the new section
related to outstanding liability. Section 17 provides that if
an applicant seeking refund from the state for a tax credit
certificate has an outstanding liability to the state that

relates to the conmpany's oil and gas activity, DOR may purchase
only that part of a tax certificate that exceeds the outstanding
liability. The effect is that DOR would withhold from refund
the amobunt that is outstanding in liability sonewhere else in

the state. Wth the taxpayer's consent, DOR can actually use
that withholding to pay off that liability on behalf of the
t axpayer. If the departnent does that, it is clear in these

lines that that does not affect the applicant's ability to
contest that liability.

REPRESENTATI VE SEATON inquired whether the rest of the tax
credits would still remmin transferable.

M5. DELBRIDGE replied that this would only apply to the
refundability. The conpany would get refunded for the anount
less the liability that it owes.

REPRESENTATI VE CHENAULT asked whether that liability would go
just to liability related to state issues or would it include
any liability, such as a liability to subcontractors,
contractors, or other private corporations that have done
busi ness with the conpany in question.

M5. DELBRIDGE responded it relates strictly for the applicant's

liability to the state; if a conmpany has an outstanding
liability, something that has been assessed and not been paid,
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then that would apply. She said she wll get back to the
conmmittee as to how broad that is related to subcontractors.

1:15:41 PM

MS. DELBRIDGE resuned her sectional analysis. She reiterated
that Section 17 allows DOR to pay on behalf of the taxpayer to
another entity and said it also allows the departnment to enter
into contracts or agreenents with other departnents in order to
do that. She noted that Section 18 is conformng to the 2022
repeal of the QCE and WE credits in Cook Inlet. Section 19
conforms to the change in placenent of the QCE definition since
the QCE credit would be repealed in 2022. Section 20 conforns
to the change in placenent of the QCE definition in relation to
the QCE repeal. Section 21, page 11, of Version P, conforns to
the repeal of AS 43.55.165(j) and (k) in Section 29. These are
sections of statute which include the QCE definition issue;
however, they apply to tax years prior to 2010, so Legislative
Legal and Research Services recommends they be repeal ed rather
than to change the definitions. Section 22, page 12 of Version
P, also confornms to the change in placenent of QCE definition
Sections 23 and 24, page 15 of Version P, conform to the 2022
repeal of the QCE credit. Section 25 conforns to the change in
pl acenent of the QCE definition related to the 2022 repeal.

MS. DELBRI DGE expl ained that Section 26, page 16 of Version P,
requires nunicipalities that are producers to allocate their
| ease expenditures and their tax credits between their taxable
and exenpt production. The effect is that a municipality would
not receive credits for production that is not subject to
production taxes. Section 27 provides the new definition for a
gqualified capital expenditure, which is necessary because of the
repeal of the QCE credit where a capital expenditure 1is
currently defined. Section 28 repeals two DNR exploration
credit prograns. The AS 41.09 credit was sunset in 2007, but
remai ns on the books. The AS 38.05.180(i) program provides the
authority for DNR to create a credit program but it was never
created and therefore this is a good time to repeal that.
Section 29 repeals the QCE credit and the WLE credit in January
1, 2022, and repeals AS 43.55.165(j) and (k), which applied
bef ore 2010.

1:19: 17 PM
M5. DELBRI DGE specified that Section 30, page 17 of Version P,

creates a legislative working group that is charged with a
t horough analysis of the existing Cook Inlet fiscal reginme for
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oil and gas. It is tasked with recommendi ng changes to the ful

| egislature for <consideration during the regular session in
2017. It is asked to account for a nunber of provisions: a tax
structure that |ooks to the unique circunstances related to oil
versus gas; consideration of all phases of oil and gas activity
from exploration to devel opnent and production; consideration of
Al aska' s conpetitiveness in attracting new i nvestors;
consideration of the unique market features, or |ack of market
features, related to |ocal energy supply; eval uation of
alternative nmneans of state support for that exploration

devel opnment, and production phases that m ght not be direct cash
support via credits but may be prograns where Al aska Industria

Devel opnent and Export Authority (AIDEA) mght be able to
provi de sone financing or support; evaluation of the need for
public disclosure of sone confidential information related to
t axpayers and confidentiality in credits. The working group
woul d be conposed of |legislative nenbership only and would be
led by two co-chairs, one appointed by the speaker of the house
and one by the president of the senate. Those co-chairs would
determ ne the nunbers and needs of the working group. Specific
provisions are provided so co-chairs can create an advisory
group to the working group that would include nenbers who are
not legislators but have expertise to bear on the industry,
fiscal systens, and the unique gas supply issues related to Cook
I nlet. The expectation is that consultants already under
contract through the Legislative Budget and Audit Conmittee
woul d be able to support this working group in its activities.

1:21:45 PM

MS. DELBRIDGE said Section 31, page 18 of Version P, provides
applicability language related to the new requirenents in
Section 17 for purchasing transferrable tax credit certificates

through the oil and gas tax credit fund. Section 32 provides
transition l|language for the January 1, 2022, repeal of the QCE
and WLE credits. The effect is to ensure that expenditures

incurred before the repeal date are eligible for the credits
even after the repeal date. Section 33, page 19 of Version P
provides transition |anguage related to the Section 29 repeal of
AS 43.55.165(j) and (k). Section 34 provides transition
| anguage that would enpower the Departnent of Revenue and
Departnent of Natural Resources to adopt regulations related to
this bill. Section 35 provides transition |anguage related to
retroactive regulations. Section 36, page 20 of Version P,
provides for an imrediate effective date for the legislative
working group and for the authority of DOR and DNR to wite
regul ati ons. Section 37 provides a delayed effective date of
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January 1, 2022, for the repeal of the QE credit and the WE
credit; this applies to sections [13, 14, 18-25, 27, 29, 32, and
33] . Section [38] is an effective date of January 1, 2017, for
all other bill sections.

1:23: 31 PM

REPRESENTATI VE SEATON, regarding Section 12, asked what the
effect is of reducing the net operating loss (NOL) credits from
25 percent to 10 percent, but then maintaining the QCE credits.

MS. DELBRI DGE answered that the three aforenentioned itens are

the three levers to be pulled in Cook Inlet. The co-chairs
| ooked hard at what degree those levers could be pulled and
still protect the supply of gas for l|ocal consunption and to

mai ntain as nuch support as possible for current investnents
w thout entering into a situation in which +the state's
substantial credit program offers incentive for whole newconers
to now enter Cook Inlet and undertake new activities that rely
very heavily on this currently high level of 65 percent state
support. The co-chairs had heard clearly from the |egislative
consultant, enalytica, that that 65 percent is high for what the
state may be realizing in return for that work. So, the attenpt
was to bring the overall state support down. Right now wth
t hese changes after the WLE steps down, it would be up to about
30 percent. The NOL in particular is sonething that a non-
producer, soneone still in that early devel opnent stage, may be
| ooking to. By reducing that, the intended effect is that while
the Cook Inlet regine is examned in 2017 there is a limted
nunber of newconers to Cook Inlet that conme strictly for the
attractiveness of that credit system The QCE is work rel ated,;
it is for |ease expenditures that are happening to develop
production and it is very nmuch a key supporting credit for work
that is currently underway. Li kew se, the WE credit, which is
a super-credit for a certain segnment of QCE work, has proven
very helpful in acconplishing the goal of energy security in
Cook Inlet and is used fairly consistently. So the hope is to
stepdown that WE credit while maintaining that QCE |evel of
support for that ongoing investnent to maintain what 1is
happeni ng today, and to bring down that NCOL | ever as well.

REPRESENTATI VE SEATON remarked that he really wants to figure
out the interaction because taking the net operating loss to 10
percent sounds |like the state is not interested in anybody else
com ng in. He said he wants "to get a very fine definition on
who and what types of conpanies that maintaining the qualified
capital investnment credit relates to instead of them using as a
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net operating loss and qualifying that same kind of investnent
as ... the net operating loss credit."”

1:27:25 PM

REPRESENTATI VE CHENAULT clarified it is Section 38, not 36, that
provides an effective date of January 1, 2017, for all other
bill sections [not included under Sections 36 and 37].

M5. DELBRIDGE confirmed that it is a typographical error on the
| ast page of the sectional analysis and she will correct it.

1: 28: 30 PM

REPRESENTATI VE JOSEPHSON, in regard to Cook Inlet, understood
that Version P would reduce the state's outlays to roughly 40
percent effective January 1, 2017, and 30 percent effective
January 1, 2018.

MS. DELBRI DGE requested the question be repeated.

REPRESENTATI VE JOSEPHSON noted the subtraction in the credits is
40 percent effective nine nonths from now and the credits would
drop to 30 percent by January 1, 2018, fromthe 65 percent.

M5. DELBRIDGE replied yes, because in 2018 the WE [credit]
woul d have been stepped down to 20 percent, so the renaining
credits avail able would be the 20 percent QCE and the 10 percent
net operating | oss.

REPRESENTATI VE JOSEPHSON recalled that the governor's origina
proposal would cut the state's deficit by $500 million, and by
sone accounts it could be $600 nmillion. He inquired whether it
is Ms. Delbridge's obligation to find out what the result would
be under the CS

M5. DELBRI DGE responded, "The fiscal note will be sonething that
is forthcomng from the departnent. W have a general sense
based on the reductions of overall support, that this would have
reductions to the outlay of state credits that would then
certainly affect the state's budget."”

REPRESENTATI VE JOSEPHSON said he sees sonme things that are
interesting for him from his perspective, but that the state's
problem is now as well as 2022. He asked whether there is any
sense of what Version P would do to the budget.
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M5. DELBRIDGE answered that HB 247 as presented by the
adm nistration had imediate and retroactive effective dates.
The imredi ate effective dates would have occurred in July 2016,
which is the mddle of the tax year. The direction fromthe co-
chairmen was that changes should be responsibly nmade to the
effect of providing conpanies anple tinme to adjust their
i nvestment and spending for a tax year, and therefore provisions
should not take effect until the beginning of the new tax year
in January 2017. That would then have the inpact of not having
i mredi at e budgetary inpacts for the state's budget this year.

1: 31: 59 PM

REPRESENTATI VE JOSEPHSON, regarding Version P, said he does not
understand the sequence of nmaking very serious changes to the
Cook Inlet credit system and then later doing a [legislative]
wor ki ng group.

M5. DELBRI DGE responded that the co-chairs heard clearly from
enalytica, the legislature's consultant, that the current Cook
Inlet direct state support is excessive and the state may not be
receiving benefit proportional to its direct investnent through
the credit system This is an attenpt now to inmediately curb
that direct state support while providing sone |evel of
protection for current investnents during the undertaking of a
whol esal e regi ne evaluation. The reason the co-chairs wanted to
establish the [legislative] working group is that they heard
equally clearly fromthe consultants that a good regine that is
stable and predictable and lasts 10 years is the right thing to
do to maintain industry's investnent and interest in Al aska and
the production that is needed. To establish the kind of regine
that is going to have lasting power of 10 or nore years requires
time and great deliberation and a very serious deep inquiry.

Doing this over the interim with it comng back to the
| egislature in 2017 provides a grace period to ensure that
everything is being examned top to bottom related to this
regime - gas supply, gas security, gas rates, oil, and the rest
of the world. The co-chairs were also hesitant to nake
whol esal e regi ne changes right now in a very challenging fisca

envi ronment under which industry is suffering greatly due to | ow
oil prices. The existing Cook Inlet regine sunsets in 2022 per
statute. Having a working group undertake this evaluation
sooner rather than Jlater so as to have sonething under
evaluation by the legislature in 2017 allows tinme for this
working group to determne how to phase in or neke effective
t hose changes that have the |east damaging effects possible on
current investnment and activity.
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1: 35: 08 PM

REPRESENTATI VE TARR addressed the selection of <credits that
Version P is choosing to use. She noted that the original bil
moved much nore to the net operating loss framework while
Version P would keep several credits. She requested M.
Del bridge to talk further about why the preference of keeping
all three credits rather than consolidating into net operating
| oss as a sinpler way to address that.

M5. DELBRIDGE answered that the net operating |oss concept as
kept in the original version of HB 247 would sort of mrror what
is in existence on the North Slope. However, on the North Sl ope
there is also a tax of substance and the net operating loss is
designed to be equivalent to that sanme production tax. I n Cook
Inlet there is very little to no production tax, although the
state receives benefit via royalties and econonm c gains of jobs.
There are certainly conpanies that may not be in a |oss position
necessarily in Cook Inlet should oil prices increase a little

bit, but that may still need to draw on a degree of state
support to continue building their business in Cook Inlet and
continue their investnent. So, maintaining that level of a QCE
credit that supports that capital investnment and continues work
underway seenmed |ike a reasonable route forward to the co-

chairs. Once a Cook Inlet reginme is established, understandably
there may be a tax and nmaybe a proportional |oss provided as
wel | .

1: 37: 20 PM

REPRESENTATI VE JOSEPHSON, relative to the [legislative] working
group, asked whether the intent in Version P is that provisions
such as the January 1, 2017, stepdown of the WE [credit], for
exanpl e, could be undone "if the facts would take us where they
lead us" and that the credit system as it exists nmay be nade
fully whole if the case is made that it should be. He said he
is saying this in the context where in 2008 the state paid $53
mllion and this year it is $650 million, which he thinks is a

1,200 percent increase. He further asked whether that is
sust ai nabl e. Responding to Ms. Delbridge, he clarified that for
the term "fully whole” his is neaning that if this bill becane

law, soon into the Thirtieth Al aska State Legislature this work
woul d be undone and the WLE be nade 40 percent again.

M5. DELBRIDGE replied the co-chairs felt that while a whole
regime change is being undertaken it is appropriate to stepdown

HOUSE RES COW TTEE -15- March 19, 2016



the WLE [credit] in particular. The WLE [credit] is an extra
benefit for a segnent of work that cane about through the 2010
Cook Inlet Recovery Act. It was in a sense a fire-alarmpul
energency measure related to rolling browouts and a fear of
serious gas supply shortages and the prospect of inporting LNG
to Southcentral. It acconplished the desired effect and Cook
Inlet has pulled out of the situation sonewhat with gas under
contract nostly for the next 10 years or so. The co-chairs were
equally clear that they do not intend to pull the rug from
under neat h busi nesses that are doing work in exchange for that
benefit. Stepping it down was therefore a logical thing to do
through that interim period. Qher than to present the plan to
the legislature in 2017 regular session, there are no
requirenents in the working group's direction as to whether its
new y devel oped regine should not take effect until 2022 when
the current reginme sunsets, whether it should take effect
i medi ately for some reason, or whether it should al so phase in.
On the North Slope, Senate Bill 21 [passed in 2013, Twenty-
Ei ghth Al aska State Legislature] had a provision for sort of a
two-year interim period. Transitional investnent credits were
also offered for the production profits tax (PPT) [passed in
2006, Twenty-Fourth Al aska State Legislature] to Al aska' s Cear
and Equitable Share (ACES) [passed in 2007, Twenty-Fifth Al aska
State Legislature]. So, it is not unconmon to phase sonething
in or out. This starts to stepdown that support, acknow edges
that the WLE [credit] has worked to a large degree related to
energy security and was an anplified benefit for a special
reason that can start being stepped down.

1: 40: 59 PM

REPRESENTATI VE SEATON noted that Section 16 of Version P would
[imt the repurchase of tax credits to $200 mllion [per conpany

per year], while the |limt in the original bill was $25 mllion
He questioned whether that nunber is at all effective, whether
it is any limt at all. For exanple, he pointed out, four or

nore players on all of the major fields would bring the total to
$800 million per year.

M5. DELBRI DGE suggested this question be posed to enal ytica, but

said the thinking of the co-chairs was that $200 mllion is a
generous |imt and rather than being an i medi ate-year budgetary
protection it is intended to cap the state's potential liability
agai nst an outlier developnent, a developnment that is on a nuch
greater scale than the work seen to date. Mul tiple conpanies
could certainly be participating, it would not be capped per
proj ect . The $25 million cap was the starting point brought
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forward by the Departnment of Revenue in the admnistration's

bill. She believed the nunber to be simlar to the nunber in
the PPT era, adjusted for inflation naybe $40 mllion today;
Version P says $200 mllion. For as many partners as soneone

brings in to a field, she continued, those partners would all be
needing to spend a great deal of noney in order to receive up to
$200 mllion of a net operating |oss, and each partner brought
in would further dilute the original conpany's reward. So,
while it is a possibility that eight players could be brought in
so that all eight players can get $200 million apiece, it mght
be hard to truly identify a situation where a partner wll feel
that it is in its interest to bring in that nmany partners that
then reduces its reward in the end.

REPRESENTATI VE SEATON pointed out that the current nmjor fields
all have nore than four partners. He said he would like the
commttee to |l ook at the aforenentioned as it goes forward.

1: 44: 17 PM

REPRESENTATI VE SEATON noted that Section 27 would repeal the QCE
credit and inquired why qualified capital expenditures would be
redefined if they are no | onger being used for credits.

V. DELBRIDGE replied that the term "qualified capital
expenditure” is used in conjunction with other tax provisions

not related to the credit. For other tax purposes Al aska
statutes say that certain things nust be a qualified capital
expendi t ure. Instead of defining it on its own, the bill says
that neans what it neans in the credit. So, if qualified

capital expenditure no longer exists defined in the credit, a
definition of what that is needs to be supplied elsewhere in
statute so that it can continue to apply to the other sections
of tax statute. Responding further to Representative Seaton,
she agreed to provide the commttee with a listing of those
ot her places in statute.

1:45: 29 PM

REPRESENTATI VE HERRON commented that Senate Bill 21 |ooked at
credit reform on the North Slope while [HB 247] looks to the
Cook Inlet. Neither the admnistration's bill nor Version P
address other credits that are expiring soon, he noted, and
those expiring credits are going to save the state noney and
reduce cash-back credits. Regardi ng the proposed [legislative]
working group, he said the target audience is actually the
| egislature because of the state's deficit and so the

HOUSE RES COW TTEE -17- March 19, 2016



| egislature is who the target audi ence has to be. He agreed the
wor ki ng group should be done during the comng interim He
requested that M. Alper be able to provide an initial coment
on Version P |later today.

1:47:10 PM

REPRESENTATI VE TARR addressed the "very generous"” $200 mllion
limt and the possibility of it encouraging unwanted behavior.
She recalled that a criticism of the ACES regine was that the
capital credits were not linked directly to production and |ed
to spending that did not result in new oil production. In this
current |low price environnment, she continued, it has been said
that this system is still encouraging activity and she would
like to know why [the co-chair's] would feel confortable saying
that this would not occur should prices reach $50-$60 and a
conpany has not yet reached a profit point.

M5. DELBRIDGE understood that Representative Tarr's concern is
about a situation of not a rock bottom price but not quite good
profitability yet, and what would prohibit sonmeone from spending
a lot of noney to hit that $200 mllion cap on production.

1: 48: 47 PM

REPRESENTATI VE TARR pointed out that [the cap] is not directly
linked to production, but to overall spending. She questi oned
whether it is being ensured that it is not so generous that it
encourages spending that is not directly linked to production, a
criticism of ACES, and the state would then have a substantial
liability related to that. She asked whether this was thought
about when $200 nmillion was recomended as the right nunber.
Responding to Ms. Del bridge, she confirnmed that her question is
referring to what used to be called "the gold plating."

MS. DELBRI DGE responded by |ooking at what the $200 million cap
woul d actually apply to. It only applies to refunds per year.
A |l egacy producer with nore than 50,000 barrels of production a
day does not get any refunds, so this producer can be taken off
t he table. That |eaves a small producer with a loss that can
get a refund or a newconer wthout any existing production that
i s devel oping sonething. A conpany's continued expenditure on a
devel opnment might not be directly related to the current price
of oil, but to the conpany's expectation of profit and
expectation of oil price farther out into the future. There did
not seemto be a real concern that there would be anplified gold
plating because this credit limt is quite high and, based on
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what is seen in the Revenue Sources Book, nost likely is not
necessarily something that is being reached anyway. To have
this situation occur it would have to be assunmed that a conpany,
because there is now a limt that it has not reached yet anyway,
woul d be spending nore. She urged that this question be posed
to enal yti ca.

1:51: 20 PM

REPRESENTATI VE TARR, regarding North Slope [I|egacy producers],
noted that even though the state is not making a cash outlay, it

is essentially not getting noney. She posited that this does
i mpact the overall budget picture because those are dollars that
woul d otherwi se be paid as production tax. She surm sed that

for the North Slope [the co-chairs] feel confortable that [a cap
of $200 million] would not encourage gold plating.

M5. DELBRIDGE answered that that was not a concern because in
such an instance the conpany is at a |loss position already, so
it seemed difficult to construe of a conpany interested in
driving itself deeper into a loss situation in order to get nore
of a credit that is going to be applied against its future tax
liability. There are rules related to how a conpany can take
the 35 percent net operating |oss deduction and for what.
Mai ntai ning that status quo of a conpany's ability to calculate
that loss and to carry it forward was sonething that the co-
chairs wanted to maintain.

1:52:46 PM

REPRESENTATI VE JOSEPHSON on this sane subject, recalled Director
Al per using Arnstrong Ol & Gas Inc.'s Pikka unit as an exanple
of a 75,000 barrel nodel where in the out-years the people of
the state would benefit if it all canme to fruition, but in the
near termthe state would be out well over $1 billion. In this
case, he mmintained, the state would owm it netaphorically - the
state would becone attached to this field and burdened by that.
Wiile the state could tighten its belt and try getting through
those tough years to the golden egg at the end, it would be
tough to do. He expressed his concern that Arnstrong m ght
delay its developnent slightly in order to benefit from $200
mllion a year

M5. DELBRIDGE replied that generally speaking industry that is
invested far nore than the state's contribution in devel opnent
is going to want to get production as soon as possible to start
realizing that benefit. The $200 million would certainly be a
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cap against what is the state's exposure related to that kind of
a devel opnent. She said she believes there was not real concern
that a conpany mght delay developnent to be able to continue
incurring a loss when it had production in sight that was going
to help start the returns on its own investnent, which is
multiple tines what the state's investnment would have been, in
cashing out a | oss.

1: 55: 00 PM

REPRESENTATI VE HERRON noted the governor's proposal [of a $25
mllion cap] was nuch less than $200 mllion. He asked why $200
was chosen and not $175 or $150.

M5S. DELBRI DGE responded there was nuch discussion about this

Utimately the co-chairs' approach was not to set sone arbitrary
l[imt that would potentially have inpact on today's activities,
but sinply to protect against an outlier, sonething that is so
much bigger than what is known as regular business today and
could be beyond the reach of the state to continue supporting.

The $200 million was not neant to curtail what anyone today is
able to receive in that refundability, but to protect against
outliers. The $200 mllion is a generous cap, but the approach

is from a resource devel opnent perspective as opposed to an
i mredi ate deep cut related to the state's budget.

1: 56: 46 PM

REPRESENTATI VE TARR inquired whether the proposed |egislative
working group is envisioned to be bi-partisan, given the
| anguage does not designate seats for nenbers of the mnority.

M5. DELBRIDGE offered her belief that an assunption was nade
that the tw chairs of this working group would be very
responsi ble that way and be reflective of the legislature as a
body, which would account for respecting that there are mgjority

and mnority menbers in the |egislature. This was a fairly
broad starting point to provide the tw co-chairs a lot of
discretion as to nunbers and things like that. She i magi ned

that the co-chairs would entertain an anendnent being nore
explicit about the nmenbership.

CO CHAIR NAGEAK added that there was deliberation regarding
i ncl udi ng as many peopl e as possi bl e.

1: 58: 01 PM
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REPRESENTATI VE SEATON, regarding the |egislative working group
coomented that there will be sone select legislators who are
going to work on this when the |egislature has commttees that
have this as their responsibility. There are conmttees that
are already forned that have people who have been working on
this issue for nonths. There is the possibility of having
| egislators who are just starting to get up to speed on this
issue and it seens like it mght be a commttee process that
m ght need to be there as well. He urged that at sonme point it
needs to be determined why the commttee structure cannot work
on the problemin the way that is being proposed.

CO- CHAIR NAGEAK replied it is always nice to get other ideas
from people not related to this subject, but said the suggestion
will be taken under consideration.

1:59:11 PM
CO- CHAI R NAGEAK recogni zed M. Ken Al per

KEN ALPER, Director, Tax D vision, Departnment of Revenue (DOR),
explained he is here today to answer questions [on behalf of the
governor]. He said the Departnment of Revenue will be providing
a structured presentation on 3/21/16.

1:59: 31 PM

REPRESENTATI VE HERRON understood that in devel oping the proposed
CS the co-chairs asked questions of M. Alper. He requested M.
Al per to provide an initial reaction to the proposed CS

MR. ALPER clarified he is not before the commttee as hinself
but as a representative of the admnistration and to his
know edge the governor has not seen the proposed conmttee

substi tute. He explained that [DOR] needs to speak to its own
superiors before providing any formal reaction. He noted that
the administration's bill had four sets of things that the

adm ni stration was | ooking to change. One related to the North
Slope regime and certain limtations on repurchase, one related
to the Cook Inlet regine, one related to the mninum tax, and

then a nunber of mscellaneous provisions. Therefore, any
reaction he mght have is going to be sonewhat different in that
the elenments of the bill have been capped or nodified somewhat

differently related to the four different thenmes. Regarding the
North Slope side, he said he appreciates the co-chairs’
determ nation to nmaintain the core provisions of Senate Bill 21.
Senate Bill 21 was very nuch of a North Slope tax change and was
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protected and defended through the referendum process, and there
was limted desire to make those changes. He further said he
appreci ates the maintenance of the gross value reduction (GVR
and net operating loss comngling issue that M. Myer [of
enalytical] referred to as sonething of an unanticipated
circunstance and that will maintain val ue.

MR. ALPER said he has some concern with the use of a $200
mllion per conpany per year limt. Addr essi ng Representative
Seaton's concern about the potential for this being multipliable
through nmultiple partners in the sane project, he recalled that
[during the conmittee's 1:10 p.m neeting on 3/7/16] he provided
a life cycle analysis of sonething conparable to what the
Arnstrong project [Pikka Unit] would |ook |ike. This analysis
showed the state's credits peaking at about $800 million per
year. Wth a couple of partners that does not nmake that nuch of
a material difference in a $200 mllion limt. Yest erday, upon
receiving a preview of Version P fromthe co-chairs, he revi ewed
historic records to see where that sort of |imt had been
approached in the past and found one instance in a prior year
where a single conpany received nore than $200 mllion in a
single tax credit refund. He therefore expressed his hope that
the conmmttee m ght consider something of an in-between nunber.

2:02: 32 PM

MR, ALPER, in regard to the Cook Inlet side, offered his
appreciation for the desire to phase things in. He said the
adm nistration was l|looking for a much nore immedi ate effective
date with two major changes. The administration was |ooking to
go froma level of 65 percent at max to 25 percent. [Version P]
would go to a 30 percent level and would provide about an 18-
nonth delay in getting to that 30 percent level, but that is not
a trenmendous hurdle. In regard to nenbers earlier questions
about what the difference is between offering a 25 percent
operating loss versus a 30 percent conbo-credit that includes
the capital, he said the nmain difference has to do with who
woul d be benefitting fromit. Specifically, the admnistration
was |ooking to reduce to zero any benefit through cash to
producers that were in production earning a profit not paying
taxes due to the tax cap but wunder current law were still
eligible to receive the well |ease expenditure and capital
credits. [Under Version P], those sorts of entities would
continue to be able to earn credits at the 20 percent |evel even
if profitable and not paying taxes. In his opinion that is the
primary difference between the two different structures, the 5
percent difference between the 25 and 30 being | ess material.
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MR. ALPER said the adm nistration cane before the commttee with
changes to the mninum tax and given that those have been
el i m nat ed whol esale from Version P there is really not a lot to
comment on. He added he does think there is a very substantia
difference between the conversation over going between 4 and 5
[ percent], which did in many ways speak to core provisions of
Senate Bill 21, and certain hardening of the floor issues. | f
he were to try to debate and pushback, he would personally be
pushi ng back on the hardening provisions, but he does not yet
have his direction from above.

MR. ALPER, regarding the mscell aneous provisions, offered his
belief that Version P does a very good job of preserving sone of
the smaller less material issues that the adm nistration raised
as technical issues that were discovered in current statute,
such as the nmunicipal credit pro rata issue and the other
liability to the state issue. Stating his belief that conpound
interest was an oversight in the last commttee substitute of

Senate Bill 21 when it was in the House Finance Commttee, he
offered his appreciation for the restoration of conpound
interest, but said he personally believes the rate is still too

low. Alaska is entering a world where state governnment is going
to be operating on the earnings fromthe state's savings. There
isS an opportunity cost to that, he pointed out, and an interest
rate tied nore closely to opportunity cost is an appropriate
mechanism He said he will provide nore details on 3/21/16.

2:05:38 PM

REPRESENTATI VE JOSEPHSON understood it would be illegal for M.
Alper to tell the commttee who the single conpany was that
recei ved over $200 million [in a single tax credit refund].

MR. ALPER replied correct.

REPRESENTATI VE JOSEPHSON said his sense is that the $500 nmillion
in savings mght be reduced in the comng fiscal year to |ess
than $100 million. In that event, he surmsed, the only
conprehensive fiscal plan that he has seen, the governor's plan,
does not balance and sonmething would have to change about the
governor's change.

MR. ALPER responded that the conprehensive fiscal plan the
governor brought to the legislature had nine different bills as
well as certain expectations about the use of savings in the
future, and it did not get to balance until 2019. [ Version P]
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woul d certainly be a rollback fromthat bal ancing point and wll
require other neasures. O her caveats are that all nine bills
do not seem to be noving this year. Not hing that DOR will be
providing the legislature and the public a spring revenue
forecast update on 3/21/16, he said the other issue is that it

wll be seen that the state has |less noney than was thought
because the price of oil is lower than was expected when the
update was done in Decenber. There is going to be a nunber of

updates to the bottom line and how that mght inform the
di scussion for how to balance the budget in years to cone.
Regarding the total fiscal inpact of this bill, he said he does
not want to get into nunbers prematurely because that is ongoing
work. The $500 million that DOR suggested as an initial inpact
of HB 247 was an initial year nunber, it decreased in the years
going forward sinply because of DOR s limted know edge of what
the credit spend is going to be two, three, and four years from
NOw. The departnent does not know and cannot predict conpany

behavi or, the departnent only knows what the conpanies tell it.
That baseline nunber itself is going to be changing due to the
forthcomng spring forecast update. O the nunber that DOR
brought before the conmttee, about $100 [million] was on the
revenue side related to the mninmum tax, and he can confortably
tell the conmttee that the new nunber is zero. He confirned
that the other $400 mllion, which is the savings from reduced
or deferred credit paynent, is going to be a substantially

smal | er nunber.
2:08: 28 PM

REPRESENTATI VE TARR noted that Version P has no provisions about
confidentiality or sharing of information, and asked whether M.
Al per has an initial reaction to that. She said the conmittee
has heard that this mght be difficult because the structure of
HB 247 relied nore on the net operating loss credit and what
that mght tell about the entire conpany profile. G ven Version
P would maintain the QCE and WLE credits, she surmised it would
be easier, then, to get at that confidentiality.

MR. ALPER concurred that Version P renoves the provision in the

governor's original bill that would have nade public certain
i nformati on about which conpanies receive tax credits and how
nmuch. He shared that DOR was concerned that in a world of

al nost entirely net operating |losses the reporting of the anount
of a net operating loss credit would effectively enable soneone
to back-in to the size of a conpany's loss, which is currently a
t axpayer confidential nunber. Version P would have a broader
mx of credits remaining, possibly aneliorating that problem
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somewhat. He suggested that M. Del bridge m ght have additiona
insight into what the thinking mght be in regard to future
potential |anguage on the confidentiality issue. He pointed out
that Version P also renpves the original bill's data sharing
provision relating to the Departnment of Natural Resources (DNR)
and the exploration and seismc data. He said his understanding
of why is because sonme of that authority remains in the existing
AS 43.55.023(a), which is no |longer being repealed. However, he
qualified, he does not fully understand the details of that
since he has not yet spent that nuch time with Version P

2:10:24 PM

M5. DELBRIDGE confirmed that the sharing of certain information
about conpanies that are receiving credits is not included in
Version P. She said there were concerns about whether requiring
a taxpayer to waive confidentiality that is essentially provided
by the federal and the state constitutions had broader
inplications; it certainly concerned the taxpayers a great deal
The co-chairs acknow edge that the net operating loss (NOL) is a
greater concern, as was stated by M. Al per. The NOL is stil
there on the North Slope as the sole credit avail able. I n that
instance there would always be those concerns related to
confidential information and what M. Al per described as the way
for someone to back-in to a conpany's proprietary information
related to disclosure of the NOL. In Cook Inlet the NOL remains
but is decreased, and the well |ease expenditure [credit] would,
via a forthcom ng anendnment from the co-chairs, be gone in a few
years. The qualified capital expenditure [credit] would remain
and certainly that is one credit remaining to which sonmeone nmay
want to | ook. In regard to the significant list of other
credits that will sunset in statute this year through inaction
to renew them rather than through this bill, she said those
certainly were very targeted and sonme very generous, and w t hout
those in place there may be less of a need to understand
precisely what in a public forum

2:12:13 PM

M5. DELBRIDGE noted that in regard to data sharing provisions,
the 30-40 percent alternative credit for exploration expires
this year for both the North Slope and Cook Inlet, but continues
until 2022 in the Mddle Earth. Use of that significant credit
has resulted in data sharing for exploration and seismc work to
DNR As M. Alper testified, the discontinuation of that credit
drove the desire to backfill some of that with data sharing via
other credits. This was discussed at |ength. The qualified
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capital expenditure (QCE) credit and the well |ease expenditure
(W.E) credit both have two parts to them The first part is for
| ease expenditure work and the second part is for exploration
and seismc. Expl orers applying for those two credits would
still be incunbent to abide by the data sharing provisions in
statute in AS 43.55.025(f)(2), the data sharing provisions for
the alternative <credit for exploration. Current statute
provides that for exploration and seismc work a conpany is
still subject to that data sharing, there would still be credit
incentives that through the statute "subs" directly relate to
expl oration and seisnc. |f fewer people are doing this work
and getting credits for it because of the sunset of the big
credit, the alternative exploration credit, there mght be a

reduction in that data. The Alaska G| and Gas Conservation
Comm ssion (AOGCC) receives data from conpanies for producing
wells and well developnents on existing |leases that is not

expl oration and seismc. Most of the data is publically posted
on AOGCC' s website within 30 or 60 days, she believed, and
extensive information is also available on AOGCC s website for
t he non-explorer seismc. Because AOGCC does not have duties
and responsibilities related to seismc activity it does not get
the seism c data.

2:14: 42 PM

REPRESENTATI VE HERRON agreed that Section 30 probably needs sone
nore detailing done to it. He inquired whether there should be
a review of repealing the G| and Gas Conpetitiveness Review
Board that is currently in place.

MS. DELBRIDGE answered that the Gl and Gas Conpetitiveness
Revi ew Board has multiple m ssions, one being the ongoing review
of the state's conpetitiveness on the North Slope regine. She
said it is certainly up to the commttee to determ ne whether
the value of that is ongoing. This board was al so specifically
tasked with considering the Cook Inlet regine. In | ooking at
this there was a desire to be nore inmediate and |egislatively
focused as to a 2017 examination of the Cook Inlet regine.
Therefore the review board's task for Cook Inlet my be
acconpl i shed through the [l egislative] working group proposed in
Version P. The review board's big mission related to Al aska's
conpetitiveness with jurisdictions around the world for big
i nvestment dollars on the North Slope is separate fromthat.

REPRESENTATI VE HERRON stated that in his questioning he forgot

that he wanted it to be narrower about |eaving the duty to study
Cook Inlet and for the board to do the global review which he
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knows is necessary. He asked M. Al per whether the review
board's task on the Cook Inlet should be suspended and to |et
the legislature review it because the target audience is the
| egislature given it is an inportant policy call.

MR. ALPER qualified he is speaking off the cuff, but that there
is a fundanental difference between the North Slope and the Cook

I nlet. The primary mssion of the Cook Inlet has historically
been to provide energy for Alaskans, although there is certainly
an export conponent and an industrial conponent. [ The m ssion]

of the North Slope is being Al aska's big revenue generator. So,
there are different mssions in trying to attract investnent.
The existing Gl and Gas Conpetitiveness Review Board is in nmany
ways kicked to the admnistration, it is staffed out of the
Depart ment of Revenue and DOR works in researching and reporting
with legislative entities, whereas the [proposed |egislative]
working group would very nuch be a legislative-led conmttee.
He said he does not know that there is necessarily a need for
two, maybe just a need for consensus over how to structure it
and what is the appropriate forum in which the analysis should
be done. He said he is nore than happy to not take on a mmjor
new task inside the Tax Division in an era of mgjor budget cuts.

2:18: 25 PM

REPRESENTATI VE JOSEPHSON, relative to the [proposed |egislative]
wor ki ng group, recalled that Senator G essel had a working group
that net about six tinmes, generally three hours per neeting.
The House Resources Standing Conmittee has nmet 20 tines. The
commttee also nmet in N kiski around June 16 [2015] for severa

hours, at which M. Al per and the conm ssioner testified as did
the legislature's consultant, enalytica. Senator G esse

invited basically anyone from industry who wanted to appear and
they did. A large report was witten. As soneone who believes
in scholarship, he said he believes it is great to keep asking
guestions and be searching. He inquired whether the proposed CS
was designed to transition the WLE [credit] slower because of a
belief that the working group was essential given this
background where there is now 900 pages of docunments and scores
of hours of hearings.

M5. DELBRIDGE replied that to sunset the WE [credit] slower
woul d essentially nean to withdraw it conpletely now. The
proposed CS would stepdown the WE [credit] beginning in 2017,
reducing it from 40 percent to 30 percent, and the next year it
woul d be 20 percent. As nentioned, there was an oversight in
Version P, it would potentially be amended by the co-chairs to
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repeal at that point. So, it is a slow stepdown over two years,
this year and next year. It is not tied to the working group's
activities. The stepdown was related to the concept that
conpanies are using this today in Cook Inlet to provide gas and
oil. [ The co-chairs] would like to noderate the conpanies

potential changes in investnent behavior by stepping it down
over these two years rather than withdrawing it all at once. It
is correct that [Senator G essel's] working group has spent a
great deal of tinme and work and the WLE [credit] stepdown is not
related to those tinelines.

2:21: 07 PM

REPRESENTATI VE SEATON noted that at about $700 million a year
the oil and gas tax credits is one of the |argest expenditures
in the state's entire budget. He said he thinks $73 mllion is
allocated in the house and the senate budget for this. He
argued that the proposed CS would not nake significant budgetary
progress for fiscal year 2017, because it does not start to make
any difference in Cook Inlet until halfway through fiscal year
2017 and there is no difference at all in the refundable tax
credits for the North Sl ope. He said he is having difficulty
with the slow ranp-down in Cook Inlet and the exclusion of any
effect at all on North Slope refundable tax credits as to where
the state wll get those funds because those funds nust be
generated from sonewhere. He added that he is having a very
difficult time with taking $1,000 from every person's dividend
and then using it to go right back out to pay tax credits. Sone
nmenbers will be thinking things are too nmuch and somre thinking
too little. Reduci ng refundable tax credits on the North Sl ope
cannot be ignored in any bill that the commttee goes forward
wi th, because that is a huge budgetary expense. The talk is
about needing to do budgets and alnbst no budget cuts are seen
her e. He urged that as the commttee goes forward the
paranmeters be |ooked at for what needs to be done for the
state's budgetary situation and to nove things a little quicker
and nore holistically across both basins.

M5. DELBRI DGE answered that the direction from the co-chairs to
the staff who hel ped develop the CS was to be cognizant of the
state's budgetary situation. However, the co-chairs are not in
a position on this commttee where they are hearing fiscal bills
as a whole picture and there is then a balancing act to | ook at.
In this commttee the co-chairs wanted to focus somewhat on
responsi bl e resource devel opnent policy. So, while aware of the
budgetary concerns, the potential inpacts to industry of
i mredi ate and dramatic changes in order to resolve a short-term
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or imedi ate-term budget problem could have fairly significant
effects to the state's production in future years where, for
better or worse, the state is still looking to a single industry
for the majority of its revenue conming in. The co-chairs were
clear that there is this balance to be had at sone point. | f
the bill progresses fromthis conmttee it would go to the House
Finance Commttee, which is hearing a nunber of fiscal related
bills and is perhaps in a position to truly assenble the pieces
in a manner in which the ultimte package has the inpacts that
Representative Seaton is articul ating.

2:25:44 PM

REPRESENTATI VE SEATON cl arified he was not at all knocking staff
or saying that staff was not following direction, rather he is
tal king about the commttee's work in the direction of the CS
He reiterated that sonme people will think it is too nuch and
some will think it is too little as the conmttee goes forward.
As a legislature, nenbers are involved in a nunber of these
topics to figure out where to make cuts and where the revenues
are going to be, and this is one of the nost significant places
to look for cuts. He understands staff is followng direction,
he continued, but he is not sure the conmttee can afford to
ignore that direction. If these oil prices are maintained, he
is not sure the statenent is correct that oil is going to be the
significant funder of the state; that may not be revenue the
state can rely on when deficits are three times nore than
revenues. Therefore, he is drawing nenbers to that as the
committee considers the bill going forward.

CO CHAI R NAGEAK responded that that is what is being done and
the co-chairs are cognizant that the biggest funder of the state
is in dire straits also. Somet hi ng nmust be done, a discussion
has been started, and the co-chairs are continuing on with the
conversation knowing that if nothing is done there will be even
nore problens |ater. Everything nust be discussed that drives
the state to cone up with sonething that will be workable with
al | concerned. It must be a deliberate process, everyone mnust
be heard fromif the state is going to continue working with tax
credits and other things, and it mnust be ensured that everyone
under stands why this is being done.

2:30: 10 PM
REPRESENTATI VE TARR, regarding where the commttee is headed

with Version P, recounted that a criticism of ACES was that it
made small producers winners over the "big three" on the North
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Slope. Senate Bill 21 was supposed to correct some of that and
did not really deal with Cook Inlet. She said it appears that
Version P would create winners and losers in Cook Inlet and
woul d di scourage any new entrants over this two-year period as
things are scal ed back. The proposed stepping down is so that
conpanies currently doing work are not disadvantaged, but the
net effect could be that it disadvantages new entrants going

forward. This concerns her, she continued, because in the
commttee's discussions about gas supply it was stated that 10
years of supply are wunder contract. However, it has been

stressed that exploration, developnent, and production all need
to be encouraged at all tinmes to preclude a lag in the supply
chain. Those early stages of work nust be ensured, particularly
if the market becones |ess constrained due to reopening of the
Agrium plant or the ConocoPhillips [LNG export] facility.

VMS. DELBRI DGE agreed that sonething |ike Agrium reopening or the
renewal of exports because prices changed would be a gane
changer for people who have currently made big investnents in
Cook Inlet, particularly those with gas having potentially a
difficult tinme finding a market for that gas. She recalled M.
Webb of Furie Operating Alaska, LLC, ("Furie") testifying that
as of a few weeks ago Furie had only one contract at that point
in tinme for its gas and that the revenue to Furie from that gas
is insufficient for Furie to neet its debt. Since then, she has
seen a contract from Furie at the Regulatory Conm ssion of
Al aska (RCA), and while not for a huge volune, every bit helps.
The co-chairs' position is not to discourage new entrants; it is
to suggest that if it is felt that 65 percent support upfront in
cash by the state is too nuch, then it is a concern to bring new
entrants into Cook Inlet to produce gas that people producing
now cannot necessarily find a market for or to find oil for
which the state nmay get royalty income and jobs but no
production tax revenue from To noderate that |evel of state
support now while examning the entire regine would be the
responsi ble action so that the state is not putting out terns
saying it wants to continue paying 65 percent state support to
newconers when the state is suggesting that the gain resulted
from that is not what the state was perhaps targeting.
Certainly the co-chairs' intent is not to discourage new
investnment, but sinply to do it in a way that does not require
that high level of state upfront support and becones attractive
to conpanies where the system |ooks sustainable, fair, and
bal anced for |ong-term busi ness deci si ons.

REPRESENTATI VE TARR said a tineline needs to be put out of when
these other <credits are going to expire. Anot her of her
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concerns, she explained, is that as a policy it is being said
that once a conpany is nmaking a profit the state is going to let
the conpany have credits. The North Slope is a bit different.
In sone ways it is a lack of consistency, she continued. It has
been heard repeatedly that the state is trying to create systens
that have sone stability or durability to them She surm sed
that Ms. Delbridge is acknow edging not getting there today by
including a [legislative] working group in the proposed CS. To
the extent [the legislature] can get closer to that, she said
she feels strongly about how hard [legislators] should get to
wor k there because that dom nates so nuch of their tinme and al so
because [legislators] have other inportant matters to think
about relative to the entire budget.

2:35:48 PM

CO CHAI R NAGEAK asked whet her Representative Josephson maintains
his objection to adopting Version P as the working docunent.

REPRESENTATI VE JOSEPHSON nmintained his objection to adopting
Version P as the working docunent.

2:36: 05 PM
The conmittee took a brief at-ease.
2: 36: 28 PM

REPRESENTATI VE JOSEPHSON wi thdrew his objection to adopting the
proposed conmttee substitute (CS) for HB 247, Version 29-
GH2609\ P, Shutts, 3/18/16, as the working docunent. He noted he
is wthdrawing his objection in anticipation of further
di scussion of anmendnents in the com ng week. There being no
further objection, Version P was before the commttee.

2:36:48 PM
The commttee took an at-ease from2:36 p.m to 2:43 p. m
2:43: 54 PM

CO CHAIR NAGEAK announced that enalytica, the |legislature's
consultant, will provide a presentation on Version P of HB 247.

JANAK MAYER, Chairman & Chief Technologist, enalytica, as

consultant to the Legislative Budget and Audit Commttee,
provided a PowerPoint presentation, "CS HB 247: | mpact of
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Proposal s. " Drawing attention to slide 2, "CS HB247 SUMVARY, "
he addressed the North Slope provisions included in Version P.
On the North Slope, he explained, Version P would keep intact
the overall architecture of Senate Bill 21, but two key changes
woul d be made. The first change would renove the inpact of the
gross value reduction (GYR) in calculating the net operating
l oss (NQL). This refers to the issue raised by M. Al per that
under current statute it is possible to effectively get nore
than 35 percent NOL support for North Slope spending in certain
ci rcunstances, in particular for a new devel opnent on the North
Sl ope because the gross value reduction was included in the way
the net operating |oss was calculated. The provision in Version
P would end that possibility. The second change woul d provide a
per conpany cap of $200 mllion on refundability of credits.
This wuld not have a mmjor inmpact on the anmount of
refundability that occurs at the nonment, but would protect
agai nst potential |arger devel opnent in the future.

MR. MAYER continued on slide 2, next discussing the Cook Inlet
provisions included in Version P. Three principle credits apply
in the Cook Inlet, he said: the 20 percent qualified capita
expenditure (QCE) credit; the 40 percent well |ease expenditure
(W.LE) credit; and the 25 percent net operating loss (NO)
credit. Version P wuld maintain the 20 percent QCE credit. It
woul d reduce the WE credit to 30 percent in 2017 and would
effectively phase it out after [2018] by meking it the sane

level as the qualified capital expenditure credit. As per M.
Del bridge's testinony, he understood that a future anendnent
woul d sunset the WLE credit at that point since the well |ease

expenditure is a strict subset of the work that is eligible for
the qualified capital expenditure. Version P would reduce the
net operating loss credit from25 percent to 10 percent.

MR MAYER continued on slide 2 and reviewed the three overall

general provisions included in Version P. He said the first
would provide for conmpound interest, as opposed to sinple
interest, on delinquent taxes. The second would provide the

ability to withhold from refundable tax credits the existing
liabilities to the state that a conpany has fromits oil and gas
production. The third provision would establish a [|egislative]
working group to look at a [new] Cook Inlet tax reginme and
present that to the 2017 regular [l egislative] session.

2:48: 08 PM

MR MAYER turned to the chart on slide 3, "BlIG D FFERENCE
BETVWEEN NORTH SLOPE AND COCK | NLET," and | ooked at the credits
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refunded by the state versus the total revenues brought into the
state under the current fiscal system He said there is a very
big difference between the revenue that conmes from the North
Slope in production taxes, and especially royalties at these
price environments, versus the |low to nonexistent production tax
in Cook Inlet and small anpbunt of royalty that cones from the

much hi gher production volunes in Cook Inlet. In general when
| ooki ng across the years there is a fairly even bal ance between
the amounts of credit refunds in those two places. But, for

fiscal year 2015, which the chart depicts, credit refunds are
hi gher in Cook Inlet than the North Slope - $[404] million in
Cook Inlet versus $224 nillion on the North Slope. "The
difference in those two situations,” he continued, "is a key
reason for the difference in those two inpacts of the two areas
interms of what this bill does.”

2:49: 34 PM

MR. MAYER noved to slide 4, "GYR RAISES NOL CREDI T ABOVE 35% OF
ACTUAL LGOSS," to discuss the North Slope changes and i npacts.
One of the two key areas on the North Slope, he said, is the
guestion of the interaction of the gross value reduction and the
net operating loss. The aim of the gross value reduction is to
| oner the effective tax rate on new production. It does that by
focusing on the gross revenue part of the equation rather than
the actual tax rate itself. Because Al aska's tax system does
not ring fence, does not distinguish on the project |evel
between different projects, it is very hard to take a new
devel opment and say it should receive a lower tax rate.
However, those differences can be tracked at the |level of
production out of revenue. The surprising and counter-intuitive
effect [of the gross value reduction is that it raises the

effective rate of the NOL credit]. Current statute describes
the NOL as the ability to deduct costs against production tax,
and that production tax level is calculated using the gross
val ue reduction. The effect is to cascade that gross value

reduction into the way the net operating loss credit is
cal cul ated, which neans that rather than 35 percent of an actual
operating loss it is possible in sonme circunstances for a
conpany to be reinbursed for 35 percent of a gross-value-
reducti on-enhanced operating |oss, one that exists as a function
of that allowance, not because it is an actual | o0ss.

MR. MAYER provided an exanple of the aforenentioned by bringing
attention to the two graphs on slide 4. He explained that the
|l eft chart | ooks at the after-tax cash flow of a new devel opnent
at a price of $70 per barrel and the right chart |ooks at that
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same devel opnent at a price of $40 per barrel. In both these
cases there is a small difference in the cash flows under the
current |law of Senate Bill 21 versus Version P. The difference
in the two lines on the chart is the inpact of addressing this
issue with the interaction of the gross value reduction and the
net operating | oss. This is sonething that applies at a wde
range of prices, but is particularly exacerbated at |ow prices.
The issue here is that in the early years of a new devel opnent
by a new conpany with no existing tax liability, there is no
effect of the gross value reduction because the conpany has no
production and no revenue. The gross value reduction goes into
effect once production starts, once the conpany has revenue.
During the early years of production with ongoing drilling, a
conpany's costs are greater than the revenue the conpany
receives from production, making a net operating |oss. However
the effect of the gross value reduction is to further |ower the
gross value of that production, the production tax value, and
all the rest, and when that flows on into the NOL it increases
the value of the NOL. So, the difference in the dotted I|ines
bet ween what Version P would do rather than current law, is that
the NOL would remain in place but would be strictly 35 percent
support for governnent spending and is the sane as any other
company. He added that this would be consistent with what he
thinks was the legislative aim of Senate Bill 21, which was to
say uni form 35 percent governnent support for all actors.

2:53:19 PM

REPRESENTATI VE SEATON, regarding the graph at the price of $40,
observed that the difference between the lines for Senate Bil
21 and Version P goes both above and below zero. He asked
whether zero is the point at which a net operating loss is
generated so that everything above zero is no effect at all.

MR. MAYER replied that things are counter-intuitive here because
a few pieces affect this picture. One is how state, federal

and corporate inconme tax are treated; these are applied "further
down the stack"” after calculation of production tax and the net
operating loss there. Mst of enalytica s nodeling assuned that
a conpany with a new devel opnent still had other broader federa
tax liability and that therefore |osses a conpany nekes could
possibly be of benefit to the rest of its operations, and so
from an overall conpany perspective that it is possible
essentially to receive negative federal incone tax. Thus, there
may be tinmes when from a production tax value perspective a
conpany is at a net operating |oss but nay be very slightly cash
flow positive after considering the inpacts of federal incone
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tax on the overall operations. So, zero is not a strict line in
terms of the way things on this graph are represented at which
an NOL is no |onger payable, but it is very close to that and is
something slightly above zero at which a conmpany no |onger
becomes NOL eligible. Exactly how far depends on the direction
of nunerous different bases of the system

REPRESENTATI VE SEATON understood the graphs represent after-tax
cash flow for a new developnent and are from the conpany's
perspective, not the state's perspective for |osses of revenues.
The graphs are from the conpany's perspective as far as the
conpany's cash flow instead of this interaction with the net
operating |l oss and the gross val ue reducti on.

MR. MAYER responded correct, although the difference between
these two things is attributed to one thing only - the treatnent
of the gross value reduction. The point of slide 4 is to say
that the inpact of this is much greater at |low prices than at
hi gher prices. The new devel opnment depicted in these graphs is
of the sort that enalytica nodeled and previously presented to
the committee, which is $1-$1.5 billion in capital spending and
peak production around 20,000 barrels a year. At a price of
$40, the inpact of this difference is less than $10 mllion a
year for nost years and is limted to those years of ongoing
drilling in the early years of production. That difference
across the tinme period is sort of between $0 and $10 million a
year, and in nobst cases between $0 and $5 mllion a year. I n
the graph for $40, the difference between those two lines is the
additional revenue to the state that would conme from a project
such as this.

2:57:35 PM

REPRESENTATI VE TARR commented that due to the X axis being in
increments of $50 million it is hard to determ ne the difference
between the two |ines. She understood M. Mayer to be saying
that generally that is about $5 mllion.

MR. MAYER answered that broadly speaking it is between $0 and $6
mllion for this particular nodel at these prices. He directed
attention to the fifth line of text on the slide that states an
i mpact of less than $10 million a year.

2:58: 19 PM

MR. MAYER resuned his presentation. He addressed slide 5,
"REFUNDABI LITY LIMT FOCUSED ON FUTURE LIABILITIES," regarding
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the second of the two key areas on the North Slope. He said the
key aim of the refundable net operating loss is to provide the
same benefit to new devel opers that existing producers have in
the way they are inpacted by the tax system \Wat this nmeans in
the vast mpjority of circunstances is that the inpacts of a new
devel opment on the producer, as well as the state, are the sane
as if that new developnent had been done by an incunbent
pr oducer . For exanple, if the hypothetical project nodeled by
enalytica of $1-%$1.5 billion in capital costs, 800 nillion
barrels in recovered resources, and 20,000 barrels a day at peak
producti on was undertaken by an incunbent producer, all of those
costs would be deducted against the producer's liabilities and
woul d reduce the producer's taxes paid to the state by that

anmount. |If a conpletely new conpany devel oped that hypothetica
project, the state would instead pay the conpany the refundable
net operating loss credit. In the vast mmjority of potentia

price circunstances those two things are conpletely equival ent
to the state. The cash paynment to the small producer is exactly
the sane as the reduction in taxes for the |arger producer.
El abor ati ng, M. Mayer noted that the big inpact of
refundability [on the North Slope], particularly in a |low price
envi ronment when the budget is strained, is a timng issue nuch
nore than an absolute spending issue. For instance, the
original version of HB 247 provided a very tight cap on how nuch
could be refunded. But a bill could provide that the net
operating loss is not refundable at all. |If, over the course of
the entire project life, prices were sufficient to enable that
credit to be recovered from project revenues further down the
line, the total cost to the state (not considering the tinme
value of noney) for an upfront refund versus a deferred credit
taken against future taxes is identical in the vast majority of
price cases. In that sense, this is a question of timng and
when those costs occur, and the fact that for a new devel opnent
they occur now versus a nunber of years into the future. Thi s
has a big inpact essentially on who can nmake devel opnent on the
Nort h Sl ope work.

3:01: 36 PM

MR. MAYER illustrated the aforenentioned by bringing attention
to the left chart on slide 5 depicting cunulative cash flow of
this hypothetical new developnent with and w thout refundable
credits [on the North Slope at a price of $70 per barrel]. A
conpany devel oping this project under the current system of a 35
percent refunded net operating |loss credit mght need about $300
mllion in total capital to enable the project to occur. But ,
if the NOL is non-refundable, a conpany m ght need $500 nillion
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or nore to nake the project occur. Because this is all about
the timng of cash flows, not the total value across the project
life, the fact that for a new devel oper these cone early rather
than later at the tail of the project means that, although the
total cash flows are identical, the internal rate of return
(I1RR) is nuch higher under the current refundable scenario than
under a non-refundabl e scenari o.

MR. MAYER stressed that those cash flows comng early lead to
substantial inpacts. Maki ng the NOL non-refundable or |owering
the limt to $25 nmillion per conmpany, and nmaking it effective
i medi ately or very soon, would have a major inpact on projects
that are presently being devel oped. There are two possible
solutions to that, he advised: one would be to take stricter
action but find ways to grandfather in existing devel opnents;
the other would be to do sonething that does not place such a
tight Iimt on refundability. Tight imts on refundability,
whether that is a low per conpany cap or no refundability at
all, have a big inmpact on what sort of conpanies can undertake
investnments on the North Sl ope. In particular, smaller |ess
wel |l capitalized conpanies and conpanies that rely on private
equity participation for a substantial part of their investnent
structure, require solid rates of return. Some of those
conpanies are currently able to make projects work on the North
Sl ope, but would be much less likely to be able to do so w thout
the refundable credits.

3:04: 18 PM

MR MAYER noted that the approach in Version P of $200 nmillion
is avery high limt relative to the $25 mllion proposed in the
original bill. This would effectively avoid inpacts on current
investnment while, in principle, offering some protection agai nst
future outlier projects. There is an inportant discussion to be
had as to what exactly that limt is and should be and what sort
of project there is concern about in the future, he said. There
was discussion earlier in commttee about a hypothetical new
devel opment roughly the magnitude of another Kuparuk, which to

date has recovered nore than 2.5 billion barrels. A
hypot heti cal new devel opnment of 2 billion barrels that required
as low as $12 per barrel of reserves to develop would be a $24
billion devel opnent. If one-fourth of that spending was on
facilities capital expenditures that would be spent before major
drilling started and before this field began production, then
that would be $6 billion in pure net operating |oss refunds.

Thirty-five percent of that $6 billion would be $2.1 billion in
total credits, which is a big nunber and one to be concerned
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about in ternms of potential future inpact. That would not al

be in one year. For exanple, spread across three years it would
be $700 mllion a year, which is about the sanme nunber the Tax
Di vision tal ked about when it foresaw $800 mllion as a possible

future risk, and in which case the question is, How many
conpanies is that split between and what is the optimal |evel of
a limt that seeks to mnimze its inpacts on current projects
but constrains sonme of the state's potential liability in that
scenari 0? That s an inportant discussion to have, he
reiterated.

3:06:45 PM

REPRESENTATI VE SEATON asked whether the purpose of the net
operating loss is to deform the narket so that conpanies do not
have to take other partners and can proceed w thout needing
other <capitalization, but that the Iimt wuld be the exact
opposite which would force conpanies to take other partners so
that they could get the $200 million limt in multiple partners.
He further asked whether these two objectives are a kind of
j uxt aposi tion.

MR. MAYER replied he would not say that the net operating |oss
credit and its refundability distorts the market. In principle
it exists to nake the econom cs of a new devel opnent, the inpact
of the tax system and the actual tax that is received by the
state, the sanme for a new developer without a liability as it is
for a larger developer wth a liability. The alternative of
protecting the state by not offering the NOL in a refundable
formis to say that the state understands that the economcs are
substantially nore difficult for projects to be devel oped by new
conpani es than by incunbent ones. That the economics naturally
| ook much better for incunbent conpanies than for new ones and
that the support, the cash that is provided through the tax
system is effectively higher for incunbent conpanies than it is
for new ones. That is certainly a policy call that can be made,
he said, and he does not think there is an absolute right or

wrong on that. The purpose of refundability is not to distort
the system as nmuch as it is to make the inpact as even as
possi bl e. It certainly nean that projects by snaller conpanies

are possible that m ght not be otherwise. An inportant question
to consider if this were to be changed is, Wat would be the
inmpacts in terns of the resource base on the North Slope to be
devel oped? Who might come in? Wuld things that are currently
being developed or mght potentially be developed still be
devel oped in those scenarios? Regarding the possibility that a
[imt of $200 mllion could encourage splitting up a ngjor
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proj ect between nore conpanies, M. Myer said that when the
really low limt [of $25 million] was being discussed, he was
| ess concerned about this because it would be really hard to
bring in enough conpanies to make that work. But, at a limt of
$200 mllion, he can certainly see a case where a devel opnent
that mght otherwi se be undertaken by two or three conpanies
could end up being done by, say, four or five. It is a valid
guestion to raise, he advised. A further look in statute could
be taken as to whether there are ways to protect against that or
whet her the amount of the limt needs to be considered further.

3:10: 43 PM

REPRESENTATI VE TARR addressed the right chart on slide 5 show ng
the internal rate of return (IRR) sensitivity under the current
law of GVR with refundable NOL versus a nonrefundable NOL. She
interpreted the graph as showing that to achieve a 15 percent
| RR woul d push it out from[a price of $70 under current law to
a price of] $80 under Version P

MR. MAYER responded no, this would be if a stricter approach was
taken on refundability. So, if there are no conpanies wth
exi sting devel opnent that are neeting that $200 mllion limt at
this nonment, "then you're still on the solid black line of the
refundabl e net operating loss world."” The purpose of these two
[graphs] is to say if one took a stricter approach, whatever
t hat stricter approach is, whether that was conpletely
nonr ef undabl e or sone type of cap, one is starting to push out
al ong those |ines.

3:11: 54 PM

MR. MAYER returned his presentation. Showi ng slide 6, "COVPOUND
| NTEREST AND CREDIT W THHOLDI NG " he explained that the bill's
key feature of nobving to conmpound interest rather than sinple
interest would increase the penalty for delinquent taxes. At
the current effective interest rate of 4 percent and the current
six-year statute of limtations, that inpact would be pretty
small, a couple of mllion dollars. However, it would be a very
big difference under a tinmeframe of nultiple decades. He said
he agrees with M. A per that going from conpound to sinple
interest was an oversight in the drafting of Senate Bill 21;
conmpound interest is alnost standard and nmakes nuch nore sense.
M. Myer said another key feature of the bill relates to
concerns around refunding credits to taxpayers that have
existing liabilities related to oil and gas production, for
exanple on royalties. It would not be that no refundable credit
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woul d be given, but rather that that liability would be w thheld
from any certificate issued and the taxpayer presunably would
have the option to then say that that wthholding is the way in
which that liability will be discharged.

REPRESENTATI VE JOSEPHSON questioned what would actually change
here if in the state's view there is a delinquency or a contest.
He argued that a taxpayer would not agree to the discharge
because in not paying it the taxpayer is clearly contesting it.
He surmsed that the advantage to the state is that this is
essentially a sort of escrow system where nonies are subtracted
and held in abeyance pendi ng resolution of the contest.

MR. MAYER agreed the aforenentioned seens |ike a reasonable way
to characterize it.

3:14: 44 PM

MR. MAYER continued his presentation. Addressing slide 7,
"REDUCTI ON I N COOK | NLET SPENDI NG SUPPORT," he said the biggest
i mpact of Version P is in ternms of the level of overall support
for spending in Cook Inlet. He rem nded nenbers that support on
the North Slope primarily means how nuch can be deducted agai nst
an existing tax rate. However, he continued, support in Cook
Inlet is much nore about credits that are a form of subsidy
provided to incentivize investnent against a nunber of ains, in
particul ar security of supply of gas to Anchorage, not effective
investnment that will be recouped through the tax system Cook
Inlet [currently] has three credits: the 25 percent net
operating loss (NOL) credit that is then stackable with either a
20 percent qualified capital expenditure (QCE) credit or a 40

percent well |ease expenditure (WLE) credit that is applied to a
subset of capital expenditures specifically related to drilling
wel | s. That neans a conpany receives either 45 or 55 percent

support, depending on how nuch of its spending qualifies at a 20
percent |evel capital credit and how nuch of its spending
qualifies at the 40 percent well |ease expenditure level. [|If an
even split is assuned, then on average, total support is about
55 percent under the status quo assumng that the conmpany is
eligible for all of these things including the net operating
| oss. For an incunbent producer not eligible for net operating
| oss, support is about 20, 30, or 40 percent depending on how
much of the producer's spending is QCE-eligible versus WE-
el i gi bl e. Version P would change this to 10 percent net
operating loss credit for the carried-forward annual | osses,
stackable with effectively just a 20 percent QCE credit. The
intervening year of 2017 would have a 30 percent WE credit and
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after that the only credit renmaining other than the 10 percent
NCL is a 20 percent qualified capital expenditure credit.

3:17:35 PM

REPRESENTATI VE JOSEPHSON recalled that there was testinony
limted to the question of the WE [credit] being redundant in
terns of what it covers or subsuned into the QCE [credit]. He
expressed his concern about the effective phase out, noting that
[ Version P] does not technically phase it out in |anguage, but
says it beconmes 20 percent in 2018. G ven he is not an expert
in what a W.E is and has only been told that it has something to
do with deep water in the mddle of the inlet, he inquired how
he is to know the WLE [credit] is going to be phased out because
it covers the sane thing as the QCE [credit].

MR. MAYER answered he understands an anmendnent will be offered
that would sunset the WE credit after 2018 or in 2018. The
reason is because expenses that are eligible for the WE
[credit] are a strict subset of those that are eligible for the

QLCE [credit]. To be eligible for the QE [credit] an
expenditure has to be a qualified capital expenditure and there
are definitions under the tax code as to what that is. To be

eligible for the WE [credit] it nust be both a qualified
capital expenditure and neet sone other definition of intangible
drilling costs under the Internal Revenue Service tax code. By
definition one is a subset of the other.

MR. ALPER suggested that Representative Josephson my be
confusing this wth the so-called jack-up rig credit, the

deepwater Cook Inlet credit. He explained that the well |ease
expenditure is a broad credit for all well related expenditures.
The term of art used in statutes is "intangible drilling costs.”

The key point is that to qualify for the 40 percent WE [credit]
a qualified capital expenditure nust otherwise qualify for it
plus neet these additional criteria. The intent of Version P is
to step-down the WLE [credit]. Ms. Del bridge was trying to say
that at the nonent where it hits that 20 percent |evel
effectively there is no difference; to be a WE it nust already
be a QCE, so whether it is kept in statute or repeal ed becones
immaterial at that point.

REPRESENTATI VE JOSEPHSON asked whether M. Al per agrees with M.
Del bri dge.

MR. ALPER responded, "Ms. Delbridge and | have discussed and we
agree that to be a WE ... it is a subset and nust also qualify
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for a QCE; so if the intent is to maintain 20 percent support it
shouldn't natter whether or not we repeal and it would be
cl eaner for statutory purposes to sinply repeal the WE at the
point when it hits 20 percent."

3:21:13 PM

REPRESENTATI VE  SEATON surm sed that i f the well | ease
expenditure is a subset of the qualified capital expenditure,
then when the 40 percent well |ease expenditure [credit] 1is
elimnated at the start of the fiscal year, all of the projects
would still qualify at that point in tine for 45 percent tax

credit because they would have the 20 percent qualified capita
expenditure [credit] plus the 25 percent net operating |oss
[credit], which are stackable. He inquired whether he is
correct in his understanding.

MR. MAYER asked whether Representative Seaton's question is
meaning if one maintained the NOL [credit] at its current |evel.

REPRESENTATI VE SEATON replied yes, if at the start of the July 1
date the NOL [credit] was maintained at 25 percent and woul d be
stackable with the qualified capital expenditure [credit], then
that would be 45 percent state support for the project at that
point in tine.

MR. MAYER responded that if there were no WE [credit], then,
yes, that is correct.

3:23:01 PM

REPRESENTATI VE SEATON restated his question for Ms. Del bridge to
answer. He posed a scenario in which the 40 percent well |ease
expenditure [credit] goes away because it is a subset of the
qualified capital expenditure [credit], and there is still a 25
percent net operating loss |[credit] and a 20 percent QCE
[credit] on July 1, the start of the state's fiscal year. He
asked whether the state would still at that point be providing

45 percent support for a project.

M5. DELBRIDGE replied she realizes the state's fiscal year
starts in July, but explained that Version P would not have
things effective until January 1, 2017, to coincide with the new
tax year. If in fact the WLEE [credit] is not in place, and a 25
percent NOL [credit] is retained and a 20 percent QCE [credit]
is retained, then under her understanding a taxpayer could have
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up to 45 percent state support if that taxpayer actually is
eligible for a loss. It would be a conpany-specific situation.

REPRESENTATI VE SEATON understood, then, that if a conpany was
maki ng noney and did not have a net operating loss, it would at
that point in time qualify for a 20 percent qualified capita
expenditure [credit].

MS. DELBRIDGE responded that if a conpany is not eligible for
the NOL then it would have the ability to use the 20 percent QCE
[credit] for certain |ease expenditures. Rephrasing her
statenent, she said there are ways that a conpany "m ght be able
to be making noney and still have a loss in the sense of making
noney i s one thing and having production tax ..."

REPRESENTATI VE SEATON restated his question by noting that if a
conpany has a net operating loss it is not neking noney. "You
coul d be maki ng noney and ..."

MS. DELBRIDGE answered that if a conmpany is eligible for a net
operating loss, it has | osses.

3:26: 05 PM

MR. MAYER resunmed his presentation and summarized slide 7,
"REDUCTI ON I N COOK | NLET SPENDI NG SUPPORT. " He expl ai ned that
for new devel opnents the producer would be eligible for a net
operating loss [credit], wparticularly in the early years of
capi tal spending when there is not yet production or spending is

greater than the production revenue that is occurring. Under
Version P, support for new developnents in nobst circunstances
woul d be 30 percent - 20 percent qualified capital expenditure
[credit] plus 10 percent net operating loss [credit]. That
conpares to 55 percent in those circunstances under the status
guo or 25 percent in the original bill. Under Version P,

support for current production which in alnost all circunstances
is not eligible for a net operating loss credit, would be 20
per cent . That conpares to the status quo of somewhere between
20 and 40 percent, say 30 percent on average, or 0 percent in
the original bill because the original bill would provide
ongoi ng support only through the 25 percent net operating |oss
[credit] versus the qualified capital credit. El aborating, M.
Mayer said the approach taken by the original bill was that any
ongoi ng amount that is spent should only be effectively on new
devel opnents by new taxpayers. The approach taken by Version P
is that this should be broad-based, that there should be 20-30
percent support for all conpanies undertaking this sort of work
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regardl ess of whether they are eligible for the net operating
loss [credit]. So, it is not that new developnents are
di sadvantaged in Version P, they would receive 30 percent
support for spending versus 25 percent in the original bill.
Version P would also provide spending support for those not
eligible for a net operating loss credit, which was not the case
in the original version of HB 247.

3:28:42 PM

REPRESENTATI VE SEATON surm sed that enalytica s reconmendation
or analysis here, even in these tines of the state not having
the noney and having to raise other taxes to do it, is that
state support should be given on an equity basis between ongoing
production that is making noney and new operations that are
having a net operating |oss; not because it is necessarily
needed, but because it is an equity kind of situation.

MR. MAYER replied that this is not something enalytica is making
a recommendation on, but sinply enalytica' s analysis of what the
original bill did and what Version P would do. He said
enalytica's previously presented analysis |ooked at three types
of projects in Cook Inlet, as do [slides 8-13] in today's
present ati on. One type is conpletely new devel opnents that are
being developed to produce and sell gas into a highly
constrained market that is currently well wmtched in supply
capacity and that is only going to change slowy over tine.
Projects in a highly constrai ned market have difficult econom cs
in alnmost all circunstances; credits make that slightly better,
but they are still nuch challenged projects. Anot her type is
unconstrai ned demand for such a new project, either because a
maj or new use of gas is found, such as export, or because sone

ot her maj or custoner cones into existence. In this instance the
econom cs of a new devel opnent |ook pretty workable in nost
ci rcunst ances. If there is a need for support it is nmuch |ess

in this type of environnent and high prices can probably go much
of the way to nmking those projects work. The third type of
project is ongoing infill drilling and other capital work in
existing mature fields and enalytica's analysis is that this is
pretty solidly econonmic in nost inaginable circunstances.

MR. MAYER continued his answer, advising that the next question
is really a policy call. G ven the inportance of gas security
to Southcentral Alaska, given the state's Ilimted financial
resources, and given the desire to wite a new regine, he said
the question is how quickly to wthdraw support, whether that
should be done across the board, and whether +to target
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specifically for new devel opnent. Clearly, there is a strong
argunment to be mde that conpletely new developnent wll
ultimately be what is needed to bring online the next tranche of
supply that is nost difficult to develop at the nmonment but will
be nobst essential in five or ten years' tine. That is a
difficult policy call to nake. One could have the alternative
view that presently nost of the supply is being nmet from ongoing
investment in the mature fields, but be concerned about whether
that will continue to the extent it has in the past if support
is cut off too quickly. That work is solidly economc in nost
i magi nabl e circunstances, according to enalytica' s high |evel
econoni ¢ analysis. However, M. Mayer cautioned, he cannot tel
the commttee that therefore it wll continue on an ongoing
basis if there is much |ess support, particularly if that
support is wthdrawn inmediately. Also, there is no certainty
as to what the ongoing fiscal terns are, at |east for another
year. The sponsors of the commttee substitute have taken a
cautious approach here, but this is all about a judgenent cal
as to what one thinks the right bal ance is.

3:33:34 PM

REPRESENTATI VE SEATON asked whet her his understanding is correct
that the balance, or maintaining qualified investnent credits as
a larger portion of this mx, would enable credits to flow to
profitable conpanies, whereas if it was nore net operating |oss,
then profitable conmpanies would not receive the credits.

MR. MAYER responded that broadly speaking this characterization

is correct. | f support is channeled solely through the net
operating loss credit, then only conpanies that mnake a net
operating loss would be eligible to receive that support. | f

support is channeled through the qualified capital expenditure
credit, then all conpanies that spend, regardless of whether
t hey have substantial production and profits, would receive it
and that is spent nore broadly on a wider range of activities.

3:34:43 PM

REPRESENTATIVE TARR, in regard to avoiding the picking of
wi nners and | osers between new entrants and producers, asked why
not have a 25 percent NOL [credit] and a phase out of the WE
[credit], but have the QCE [credit] be 25 percent. She posited
that this would nake the opportunity match up better for the
conpany not in production as well as the conpany that is.
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MR. MAYER answered that there are difficult trade-offs to nake
and many good argunents for numerous possible structures. He
said he does not see this as picking w nners. The proposed
| evel of support for new devel opments is higher in Version P (30
percent) than in the original version of HB 247 (25 percent)
The original bill's approach of solely channeling support
through the net operating loss credit was very nuch about
pi cking winners and |osers because only conpanies making a net
operating |loss would receive support, although this approach may
have sonme nerit. The effect in Version P is to make this be
broader based, to |less pick w nners, because the overall support
is nore simlar between conpanies that nmake a | oss because they
are devel oping new projects versus conpanies not making a |oss
because they have substantial existing production.

3:37:0 5 PM

MR. MAYER recommenced his presentation, noting that slides 8-13
are updates of the nodeling work for the three types of projects
that enalytica previously presented to the commttee. He said
slide 8, "COOK |INLET #1: MARKET CONSTRAI NED (ASSUMPTIONS),"
nodel s a new developnment in a constrained market. [ Because of
the limted ability to sell gas], a well can only be drilled
every few years. Referring to the left chart, he said that in
this nodel the developer drills four wells, two in the early
years and then another two to maintain the plateau. Pr oducti on
in the early years is 15 mllion cubic feet per day (Mrcxf/d),
rising to 40 Mrcf/d in the later years. This is really
difficult economics to make work, he said. Referring to the
cash flow chart on the right, he noted that the [purple] bars
represent the spending of about $400 million in total capital
expenditure for a big facility to produce the gas. However,
because only a few wells can be drilled, this large initial
capital spending is only very marginally recovered even at a gas

price of $6 per thousand cubic feet (Mf). Even though the
econom cs of this are pretty marginal, a net operating |oss only
occurs for those first three years. What this means in net

operating loss credits versus capital credits is that for a new
proj ect being done by a conpletely new devel oper, the devel oper
would be eligible in those first three years for the net
operating loss credit, whether that is 25 percent or 10 percent.
In the subsequent years, additional spending is primarily on the
drilling of wells when the conpany is no longer eligible for a
net operating loss [credit]. If the only support that is given
is through the net operating loss [credit], then that additional
wor k does not receive any support. If the support is through
the qualified capital credit, that work would continue to
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receive 20 percent support. Under the original bill, a project
like this would receive 25 percent through the net operating
loss [credit] just for those first three years. Under Version
P, a project like this would receive 30 percent for all of this
work rather than just the first three years.

MR. MAYER turned to the six graphs on slide 9, "COOK |INLET #1:
MARKET CONSTRAI NED ( RESULTS). " He pointed out that under the
status quo the |evel of governnent take is low with a negative
value to the State of Al aska, yet still a very strained project
in terns of ability to generate value for the conpany. Under
the original HB 247 with just a 25 percent NOL [credit], this
project would becone nuch nore strained; only at very high
prices of $8.59/Mcf or nore does this project become net present
value (NPV) positive in terns of internal rate of return. Under
Version P, this project wuld be slightly better due to
(indisc.) and the fact that it would be 30 percent for all of
t he spending, not just the first three years in devel oprment.

3:41: 03 PM

REPRESENTATI VE SEATON referred to the top row of charts show ng
the net present value split for the status quo, the origina
version of HB 247, and Version P of HB 247. He observed that
the state would have a net operating loss at prices up to $7/ Mf
under HB 247 and up to $9.50/Mf under Version P. He inquired
whether he is correct in concluding that at the current gas
price of $8.19/Mf which goes through the year 2023, there would
be a net operating loss to the state for any project devel opnent
in a constrai ned nmarket.

MR. MAYER clarified that these charts are about the net present
value to each of the parties. It is not talking about net
operating |osses, but rather whether the overall value received
in discounted terns is positive or negative. He confirmed that
Representative Seaton is correct. Under the status quo, the
credits that are spent on a project like this are pure subsidy
and are a net cash flow loss in terns of the value of that cash
over tine to the state. The credits are provided as a subsidy
for other purposes, not as a neans of recouping revenue in the
future. Under both the original bill and Version P, that is
noderated to sone extent insofar as there are prices under which
it could eventually be present value positive for the state.
Because the credits are slightly higher in the CS than in the
original bill, the price at which that occurs is substantially
hi gher under the CS than under the original bill.
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3:43: 20 PM

MR. MAYER resunmed his presentation. Moving to slide 10, "COX
| NLET #2: UN- CONSTRAI NED ( ASSUMPTIONS)," he explained that this
nodel is for the same project, but in a hypothetical un-
constrai ned worl d. If there were the ability to sell gas to an
additional custonmer, then this project with the same upfront
facilities investnment could go ahead with full field devel opnent
and produce an optimal anount of gas, in this case a plateau of
around 140 or 130 Mhicf/d. Drawing attention to the six charts
on slide 11, "COOK |INLET #2: UN CONSTRAINED (RESULTS)," he

continued his discussion of this project. Under the status quo,
he noted, this project would be a net present value positive
i nvestnment for a conpany. The rate of return would be solid,

especially with all the currently existing support for spending.
[ Under the provisions of the original version of HB 247], nost
of that support would be withdrawn and would be limted only to
the 25 percent net operating loss [credit], which would occur
only in those first three years or so of devel opnent. In this
case the project would be less highly valuable but would still
|l ook like an investnment that could work across a fairly broad

range of prices in that environment. Under the provisions of
the CS, Version P, things would be simlar. The econonics | ook
very marginally better for the conpany and very marginally worse
for the state. It is all differences at the margin and that is
because the core difference between Version P and the origina
bill is 30 percent support rather 25 and support throughout all
of the years of ongoing drilling as opposed to support only

during the first three years of new project developnent for a
conpany that does not already have production.

3:45:40 PM

MR. MAYER reviewed slide 12, "COOK |INLET #3: DRI LLING EXI STI NG
FI ELD (ASSUWMPTI ONS)," explaining that this type of project is an
existing mature field where there is already infrastructure so
no noney needs to be spent for starting capital. Expenditure is
limted to the cost of drilling and higher operating costs.

Moving to slide 13, "COOK |INLET #3: DRILLING EXI STING FIELD
(RESULTS)," he continued his review of an existing field. He
said this type of project would be solidly economc in a wde
range of gas price environnments, wth double digit internal

rates of return. The original version of HB 247 would provide
no credits for this type of project because in alnobst any
circunstance drilling in an existing field would not be making a
net operating |oss, but according to enalytica' s analysis it
woul d still be solid economc work to undert ake. Under the CS
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Version P, there would be a 20 percent capital credit [and again
woul d be econom ¢ to undertake].

3:47:41 PM

REPRESENTATI VE JOSEPHSON conpared slide 9, constrained market
to slide 13, drilling existing field, and understood that a
constrained market is the world of Cook Inlet today.

MR. MAYER replied correct.

REPRESENTATI VE JOSEPHSON surmised that at today's prices and
| oner, the conpanies that are producing would enjoy a [net
operating loss (NOL) credit].

MR. MAYER responded that slide 9 is not about any given year for
eligibility of an NOL. The charts on slide 9, particularly the
top row of charts, are about total value to the conpany, federa
governnent, and state governnent over the entire |lifespan of the
proj ect . In regard to the eligibility for an NOL, he brought
attention to the right chart on slide 8 for the cash flow at a
price of $6/Mf and noted that a conpany is definitely eligible
for an NOL for those first three years in which it has strongly

negative cash flow from having spent $400 million on building a
facility. After that point the conpany probably does not have
negative cash flow and may well not be eligible for a net

operating loss at any point after that point in tinme. That does
not change the fact that under the status quo at $6/Mf, this is
still a value destroying project if the cash flow is discounted
at a 10 percent rate of return.

3:50:15 PM

REPRESENTATI VE JOSEPHSON directed attention to the top mddle
graph on slide 9 and observed that [for a new project in a
constrai ned market wunder the original version of HB 247], the
conpany would enjoy an NOL of 20 percent. In the top mddle
graph on slide 13 [for drilling in an existing field under the
original version of HB 247], there would be no credits because
the project would be in the black. He requested M. Mayer to
expl ain further.

MR. MAYER pointed out that slides 9, 11, and 13 are presenting
the sanme series of charts for three different scenarios of
devel opment. The left colum on all three slides is the status
quo, the mddle colum is the original version of HB 247, and
the right colum is the CS for HB 247, Version P. Slide 9
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depicts the developnment of a conpletely new project in a market

constrained environment. In that circunstance a devel oper would
have a net operating loss credit in the first three years and
under the original bill that is the only credit the devel oper
woul d have. Slide 13 depicts drilling in an existing field,
which neans drilling wells but never having to spend $400
mllion of capital up front to build an entirely new platform
pi pelines, and all the rest. They have very different econom cs
because they are very different projects. The m ddle columm

depicts the projects under the original version of HB 247. This
colum on slide 13 says no credits because this is a conpany
that would under npbst circunstances have substantial existing
production and substantial existing profits, and would never be
eligible for the NOL credits. This colum on slide 9 includes
the NOL credits because it is a new devel opnent and that new
devel opment would be eligible for the net operating loss credits
in those first three years of spending on all those facilities.

3:53: 09 PM

REPRESENTATI VE TARR addressed slide 8 and noted that in year two
[the capital expenditure] reaches alnost $200 mllion. She
observed that in this type of developnent the conpany would
approach [Version P's] proposed $200 million cap, whereas that
cap was $25 million in the original bill. She asked M. Mayer

for his thoughts on what the inpact would be if the cap was
somewhere in between those two numnbers.

MR. MAYER answered that the thing to renenber is that the cap is
on the refundability of the credit and the credit itself is 25
percent under existing statute and under the original bill, and
is 10 percent under Version P. If it is assunmed that the peak
spendi ng year, the second year, of developnent is alnost $200
mllion, then a 25 percent net operating loss credit would be
$50 mllion and a 10 percent net operating loss credit would be
$20 million.

MR. MAYER noted that he had finished his presentation and was
avai |l abl e for questions.

3:54:57 PM

CO CHAI R NAGEAK advised that commttee nenbers have until WMarch
21, at 5:00 p.m to review and propose anendnents. Al
anendnents nust be drafted by Legislative Legal Services and
Research Services based on [Version P], and given to both co-
chair's offices.
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3:55:22 PM

REPRESENTATI VE CHENAULT asked whether the commttee will neet at
1:00 p.m on Mnday to hear fromthe adm nistration.

CO CHAI R NAGEAK agreed, and said the commttee is scheduled to
hear fromthe Departnment of Revenue on [Version P].

3:55:49 PM

REPRESENTATI VE SEATON requested that at sone point the comittee
give consideration as to whether the state would really want to
invest its limted resources in a scenario of no market for the
gas. The state would be expending tons of noney that it would
never recover in any price scenario. In his opinion, this type
of project [a new devel opnent in a constrained market] should be
taken off the list. |If there is not a market identified for the
gas so that once the wells are drilled the producer can sel
that gas, then he does not think the state, in its constrained
fiscal system can be putting noney into a developnent from
which the state will never recover its resources.

CO CHAI R NAGEAK responded, "So noted."
3:57:15 PM

REPRESENTATI VE TARR remarked that under Version P there would be
great variability in the provisions depending wupon if the
| ocation is the North Slope, Mddle Earth, or Cook Inlet. She
asked M. Mayer whether that variability is a cause for concern,
given it is often heard that it is inportant to have
predictability and durability in the state's systens.

MR. MAYER replied that having two different fiscal reginmes by

itself is not a cause for concern. Many places have distinct
defined reginmes that apply to either distinct geographic areas,
di stinct types of production, or other distinctions. It is very

clear, he said, that the basic fiscal regine in Cook Inlet is
not sustainable and is unresolved, and trying to resolve that
sooner rather than later is very inportant to the ongoing
ability to attract investnent into that basin.

3:59:10 PM

REPRESENTATI VE JOSEPHSON understood that M. Myer just stated
it is not sustainable in Cook Inlet and then said sonething
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about incentivizing devel opnent into that basin. He requested
M. Mayer to restate what he said.

MR. MAYER noted that slide 3 shows the picture of revenue and
spending in Cook Inlet versus the picture of revenue and
spending on the North Sl ope. He said he does not think anyone
can look at that picture and think that it is a sustainable
pi cture. A certain anount can be done at the nonent sinply
through trying to lay back some of those credits, but in the
long run for the health of ongoing investnent, producers need to
understand that all of these questions are resolved not just in
terms of marginal changes here or marginal changes there, but
from an overall |ook at the Cook Inlet fiscal regine and the
ability to set a regine for the long term that everyone thinks
is both fair and stable and durabl e.

[ HB 247 was hel d over. ]
4:00: 39 PM
ADJ OURNNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 4:00 p. m
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