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HOUSE BI LL NO. 247

"An Act relating to confidential information status and public
record status of certificates from the oil and gas tax credit
fund; relating to a mninmum for gross value at information in
the possession of the Departnment of Revenue; relating to
interest the point of production; relating to | ease expenditures
and tax credits for nunicipal applicable to delinquent tax;
relating to disclosure of oil and gas production tax credit
entities; addi ng a definition for "qualified capital
expenditure”; adding a definition for information; relating to
refunds for the gas storage facility tax credit, the liquefied
"outstanding liability to the state"; repealing oil and gas
exploration incentive credits; natural gas storage facility tax
credit, and the qualified in-state oil refinery repealing the
l[imtation on the application of credits against tax liability
for lease infrastructure expenditures tax credit; relating to
the mnimumtax for certain oil and expenditures incurred before
January 1, 2011; repealing provisions related to the gas
production; relating to the mninmum tax calculation for nonthly
installment nonthly installnment paynments for estimated tax for
oil and gas produced before paynents of estimated tax; relating
to interest on nonthly installnent paynents of January 1, 2014;
repealing the oil and gas production tax credit for qualified
capi tal estimted tax; relating to I|imtations for the
application of tax credits; relating to oil and expenditures and
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certain well expenditures; repealing the calculation for certain
| ease gas production tax «credits for certain |osses and
expendi t ur es; relating to limtations for expendi tures
applicabl e before January 1, 2011; nmaking conform ng amendnents;
and nontransferable oil and gas production tax credits based on
oil production and the providing for an effective date."
alternative tax credit for oil and gas exploration; relating to
purchase of tax credit

- <PENDI NG REFERRAL> -

SENATE BI LL NO. 130

"An Act relating to confidential information status and public
record status of certificates from the oil and gas tax credit
fund; relating to a mninmum for gross value at information in
the possession of the Departnment of Revenue; relating to
interest the point of production; relating to | ease expenditures
and tax credits for nunicipal applicable to delinquent tax;
relating to disclosure of oil and gas production tax credit
entities; addi ng a definition for "qualified capita
expenditure”; adding a definition for information; relating to
refunds for the gas storage facility tax credit, the liquefied
"outstanding liability to the state"; repealing oil and gas
exploration incentive credits; natural gas storage facility tax
credit, and the qualified in-state oil refinery repealing the
l[imtation on the application of credits against tax liability
for lease infrastructure expenditures tax credit; relating to
the mnimumtax for certain oil and expenditures incurred before
January 1, 2011; repealing provisions related to the gas
production; relating to the mninmum tax calculation for nonthly
installment nonthly installnment paynents for estimated tax for
oil and gas produced before paynents of estimated tax; relating
to interest on nonthly installnent paynents of January 1, 2014;
repealing the oil and gas production tax credit for qualified
capi tal estimted tax; relating to I|imtations for the
application of tax credits; relating to oil and expenditures and
certain well expenditures; repealing the calculation for certain
| ease gas production tax credits for certain |osses and
expendi t ur es; relating to [imtations for expendi tures
applicabl e before January 1, 2011; nmeking conform ng amendnents;
and nontransferable oil and gas production tax credits based on
oil production and the providing for an effective date."
alternative tax credit for oil and gas exploration; relating to
purchase of tax credit

- HEARD & HELD
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PREVI QUS COW TTEE ACTI ON

BILL: SB 130
SHORT TITLE: TAX CREDI TS; | NTEREST; REFUNDS; O & G
SPONSOR(s): RULES BY REQUEST OF THE GOVERNCR

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

04/ 04/ 16 (S) RES AT 3:30 PM BUTROVI CH 205
04/ 04/ 16 (S) Heard & Hel d

04/ 04/ 16 (S) M NUTE( RES)

04/ 05/ 16 (S) RES AT 3:30 PM BUTROVI CH 205
04/ 05/ 16 (S) Heard & Hel d

04/ 05/ 16 (S) M NUTE( RES)

04/ 06/ 16 (S) RES AT 3:30 PM BUTROVI CH 205
04/ 06/ 16 (S) Heard & Hel d

04/ 06/ 16 (S) M NUTE( RES)

04/ 07/ 16 (S) RES AT 3:30 PM BUTROVI CH 205

W TNESS REG STER

JARED GREEN, President

Enstar Natural Gas Conpany

Anchor age, Al aska

PCOSI TI ON STATEMENT: Rel ated history of Enstar's presence in Cook
Inlet, how that market is different than the Lower 48 narket,
and the effects of SB 130 and tax credits there.

MO RA SM TH, Vice President and Ceneral Counsel

Enstar Natural Gas Conpany

Anchor age, Al aska

POSI TI ON STATEMENT: Related Enstar's conplicated demand/ supply
systemin Cook Inlet and its effect on gas contracts.

BOB PI CKETT, Chairman

Regul at ory Comm ssion of Al aska (RCA)

Anchor age, Al aska

POSI TI ON STATEMENT: Related how gas regulatory issues affect
Cook Inlet consuners relative to SB 130.

TONY |1 ZZO, Ceneral WManager

Mat anuska El ectric Associ ation (MEA)

Pal mer, Al aska

PCSI TI ON STATEMENT: Commented on the Railbelt utility industry
relationship with the gas industry in Cook Inlet relative to SB
130.
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RANDY HOFFBECK, Commi ssioner

Depart ment of Revenue (DOR)

Anchor age, Al aska

PCSI TI ON STATEMENT: Avail able for questions on SB 130.

KEN ALPER, Director

Tax Division

Depart ment of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT: Expl ained the inpact of tax credits on the
North Sl ope, Cook Inlet and Mddle Earth relative to SB 130.

ACTI ON NARRATI VE

3:30: 29 PM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Commttee neeting to order at 3:30 p.m Present at the call to
order were Senators Stedman, Mcciche, Coghill, and Chair
G essel .

SB 130- TAX; CREDI TS; | NTEREST; REFUNDS; O & G

[ Cont ai ns di scussi on of conpanion bill HB 247.]

3:30: 55 PM

CHAI R G ESSEL announced consideration of SB 130 [version 29-
GS2609\ A was before the commttee]. She said today the conmittee
woul d hear from the utilities and the Regulatory Conmm ssion of
Al aska (RCA) before going back to the Departnment of Revenue
(DOR) for nore fiscal nunbers. She wel coned the Enstar Natural
Gas representatives to the table.

3:31:32 PM

JARED GREEN, President, Enstar Natural Gas Conpany, Anchorage,
Al aska, said Enstar is the largest purchaser of natural gas in
the Cook Inlet. Utimately their custoners are a beneficiary of
the tax credit program that has been in place since 2012. Their
custoners depend on natural gas from Cook Inlet to heat their
hones, their busi nesses, their school s, hospi tal s, and
i ndustries. Fundanmentally, Enstar's interest is in fostering a
stabl e and appealing natural gas environnent in the Cook Inlet.
Their nunber-one priority is safe reliable service to its
140, 935 natural gas customers.

3:32:36 PM
SENATOR STOLTZE joined the comm ttee.
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MR. GREEN said, on average, their custoners burn 33 Bcf/year
(power corporation load is separate), but this varies from as
little as 30 Bcf to 35 Bcf/year. He said overall production
com ng out of Cook Inlet is about 80 Bcf/year.

He said that Enstar has high seasonality gas needs with a ratio
of 12:1 wnter/sumer gas along wth substantial daily
variability due to weather. Wth their current custoner base
there is a potential daily demand of 287 mmtf/day and that is
nost likely to occur on a cold January date of any given year,
but, depending on weather, that sane January date could be under
100 nmcf/ day.

When Enstar plans its natural gas portfolio it |ooks many years
in advance, M. Geen said. It operates in a closed supply
system and, therefore, very long lead tinmes are needed. Firm gas
contracts need to be lined up and in place at least two years in
advance. Anything less than that puts their 141,000 custoners

over half the popul ation of Alaska, at risk of supply shortages.
To put the customer count in context, that nunber represents
over half of the South-central population in Al aska.

There is no doubt Cook Inlet is challenged, he said, and between
the producers and Cook Inlet Natural Gas Storage Al aska
(CINGSA), 287 mmctf/day needs to be available, although it is not
needed every day. This neans producers need to have the
operational capability to ranp up production, but also the
capability to throttle it back when it's not needed.

MR. GREEN said Cook Inlet is a very different world than what is
in the Lower 48. Wth the integrated transm ssion and storage

net wor k, producers down south can sinply drill a well and open
up their taps and the large market sinply absorbs the gas. The
utilities have an easy role also: they have a |line-up of

mar keters who are trying to sell them gas from various places
and if a contract that a utility has is not being fulfilled, the
utility sinmply goes back to its marketing stream and source gas

from any one of the thousand other producers who are willing and
able to supply them gas. Cook Inlet does not have that | uxury;
it is avery small and illiquid marketpl ace.

3:35:42 PM

SENATOR COSTELLO joined the commttee.
MR. GREEN said Cook Inlet has a handful of buyers and an even

smal l er nunber of suppliers. The fact that ConocoPhillips is
selling its assets to ML& w Il take another supplier out of the
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mar ket pl ace, but then M& wll be self-supplied. That places
Enstar in a sonmewhat delicate position with respect to supply.

However, Enstar is in a nuch better position now than in 2012.
They have transitioned from a time of supply and deliverability
shortages to signing a contract with Hlcorp that takes them out
t hrough 2023. However, that 2023 date would be just outside the
range of short-term planning. This contract is now before the
Regul at ory Conm ssion of Al aska (RCA) for approval.

3:37:54 PM

Enstar has fairly good visibility for gas needs out through
2021, M. Geen said. Wth continued activity by Hlcorp and
Furie along with hopeful growmh and added stability from Cook
Inl et Energy and Al X, and the new players - BlueCrest Energy and
others - he is optimstic that he can see the supply horizon
nmoving out into the 2025s. But that hinges on fostering an
envi ronnent that keeps both existing and new producers engaged.

MR. GREEN said he feels strongly that the utilities in the Cook
Inlet have a very large responsibility for providing reliable
gas, and Enstar has designed its portfolio to balance their
nunber-one priority of safe, reliable gas service with the need
to foster the long-term viability of the Inlet. Enstar has put
their support behind Furie's devel opnent of the Kitchen Lights
Unit and signed a three-year contract with them that is now
before the RCA This is a core underpinning to their
devel opment. Enstar has left about 10 percent of its supply
portfolio open for other producers to be able to cone in.

He said that since 2012, the state has provided huge support to
the viability of Cook Inlet gas supply and that Enstar is
conscious of the state's budget crisis. They would |ove to see
the state continue to encourage this marketplace in whatever
formit can to keep it an attractive investnent for producers.

MR. GREEN said finally, Cook Inlet is in a good place right now,
but they have had the advantage of two very warm years in a row
and 2016 |ooks like another. If Alaskans had experienced three
cold years in a row, the current facilities mght have been

stretched. Today there is only one well in the Kitchen Lights
Unit and there are no gas productions wells in the Cosnbo Unit,
as BlueCrest is purely focused on oil. Cook Inlet has four |arge

fields, which are aging every year. Wth cold weather or even if
one of the existing platfornms or fields had an issue, it has no
| arge contingency of backup alternatives. As this conmttee
knows, M. Geen said, Alaska has no interties to the Lower 48
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or Canada; it is 100-percent dependent on this small, illiquid
mar ket to keep half of the state's popul ati on warm

3:41:12 PM

MJ RA SMTH, Vice President and Ceneral Counsel, Enstar Natura
Gas Conpany, Anchorage, Alaska, said slide 3 was an actual
representation of daily supply/demand in each day in 2014 and
2015 and illustrates why Enstar is a conplicated custonmer. She
noted the extrene daily variability and how their job is to have
the gas in the pipeline to neet the custoners' denmand when they
turn the thernostats up or down in winter and sunmer.

M5. SMTH said they have contracts wth Al X (succeeding
Buccaneer's bankruptcy), wth Cook Inlet Energy, wth Anchor
Poi nt Energy (which sold its assets to Cook Inlet Energy), wth
Hlcorp and ConocoPhillips. Al of those contracts supplied
their custoners in each of the days in 2014/ 15.

She also noted how injections from the Cook Inlet Natural Gas
Storage Alaska (CINGSA) plays a critical role in Enstar's
ability to nmeet its custonmers' needs on a day-to-day basis by
allowing themto inject gas in the sumer tine.

CHAI R G ESSEL asked if CINGSA is owned by Enstar.

M5. SMTH replied that Enstar's parent conpany, SEMCO, owns 65
percent of CINGSA, along with First Alaskan Cook Inlet Region,
I ncorporated, and a subsidiary of Berkshire Hathaway. She said
the top of the chart reflects the maximum daily peak
deliverability Enstar requires fromthe marketplace in the event
of a super-cold day.

3:44: 03 PM

This event cones along every once in a decade and has only
happened four tinmes in Enstar's history, but when that day
comes, Enstar's obligation is to ensure that the gas is there
for its custonmers, Ms. Smith said

Slide 4 is a further illustration of the seasonality of Enstar's
demand on an average day in each of the nonths in 2019 through
2021. She noted that the dark blue lines represent firm vol unes
Enstar will take under the Hilcorp contract. Optional volunes,
represented by light blue, are stacked on top and are also from
the Hlcorp contract. The dark green are the firm volunes take
fromthe Furie contract and then light green, which are optional
vol unmes from Furi e.
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M5. SMTH said Enstar worked very hard in their new gas supply
portfolio to ensure that they not only have their base |oad
contracts in place, but options for nore volunes. So, on any day
they can choose to withdraw from CINGSA instead of drawi ng on
the firm volunes. This allows the flexibility to manage their
storage volune and ensure they have sufficient storage to get
them through each winter, but at the sane tine buy from the
mar ket as needed. The expected daily injections from Cl NGSA were
represented in orange on the chart.

3:45:46 PM

She said slide 5 illustrates what Enstar was thinking when they
sat down in 2014 to issue their request for proposal (RFP) for
supply contracts through 2023. Enstar's gas portfolio for 2016
and 2017 consisted of relatively small contracts, and because
they knew that every gas supply contract would expire in 2018
in late 2014, they sent out an RFP to all comers in Cook Inlet
who were either actually producing gas, had publically stated
their intention to produce gas, or even were in the process of
doing seismc work or exploring for oil, to try to ensure that
anyone who m ght have gas avail abl e was able to respond.

Then, Ms. Smith said, Enstar engaged in intensive and protracted
negotiations with these entities throughout 2015/16, the first
priority being to secure an anchor contract at reasonable
prices, which would form the foundation for gas supply in the
post-2018 world. These negotiations took over one year and
resulted in APL-14, the new contract with Hilcorp that was filed
with the RCA in February.

She explained that APL-14 was signed on Decenber 23 and
represents approxinmately 70 percent or 110 Bcf of Enstar's gas
supply needs from 2018 through 2023. It wll supply around 22
Bcf/year. The contract has optional volunes, which allow Enstar
a great degree of flexibility to nanage the weather variability
they deal with not only on a daily basis but also on an annual
basi s.

Anot her key element of this contract is its reasonable price. In
2013, the State of Alaska entered into a consent decree, which
resolved an anti-trust investigation and set price caps that
escalate at 4 percent annually. The weighted average annual
price under APL-12, which is Enstar's contract with Hlcorp that
was based on the consent decree prices, during its last contract
year will be $8.33 ntf. By contrast, the weighted average annua
price per firmdelivery during the first contract year of APL-14
will be $7.56 ncf, alnost a 10-percent decrease.
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3:.48: 26 PM
SENATOR STEDMAN asked if a conversion for a btu equivalency to
oil was avail abl e.

M5. SMTH said yes and that she would follow up on that. She
noted that inportantly, this contract doesn't neet all of
Enstar's gas supply requirenents and as of Decenber 23, 30
percent of their portfolio was left open for other producers to
fill. As a public utility, Enstar values safety and reliability
above all else, but they also understand that in the Cook Inlet
mar ket they have to have a diversified portfolio. This contract
not only diversifies supplier risk, but it also helps to foster
investnment and drilling, which are good for the long term
stability of Cook Inlet supply.

3:49: 13 PM
SENATOR W ELECHOWBKI joined the commttee.

M5. SMTH said that Enstar also entered into a second contract
with Furie, which begins at the sanme tine as APL-14 and goes for
three years. It wll supply 20 percent of Enstar's annual gas
supply needs, and like the Hlcorp contract, it offers both firm
and optional volunmes. Both contracts are pending before the RCA
for approval. These two contracts ensure that Enstar has 90
percent of its needs net through 2021. To ensure the entire
mar ket had yet another opportunity to participate in selling gas
to them Enstar sent another RFP to producers at the end of
February to recruit participants for the remaining 10 percent of
their open portfolio starting in 2018.

3:50: 11 PM
M5. SMTH said they believe that the Hlcorp and Furie
contracts, if approved, represent a huge neasure of stability in

the Cook Inlet gas market. They will be the nobst significant gas
contracts entered into in 15 years, laying the foundation of
Enstar's gas supply well into the next decade. G ven where they

were just three years ago, they consider this to be very good
news.

MR. GREEN added that they are working in a very delicate market

with a small nunber of buyers and a very snmall nunber of
producers. Enstar has contracts that neet nost of its needs out
to 2021 and 2023, but extensions will have to be negotiated in

the next couple of years. It is inportant to all of Southcentra
Al aska to have a capable producer narketplace to be there to
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provide the gas and the deliverability that their custoners
need.

3:51:17 PM

SENATOR COSTELLO said over the state's history, gas contracts
have spanned decades and asked him to explain how things have
changed with the shorter contracts.

MR. CGREEN replied that a few decades ago, from Enstar's
perspective, the utility was in "the place that a utility wants
to be." They were a tiny percentage of what the overal
mar ket pl ace was producing and buying, and their significant
seasonal needs were easily absorbed by the large assets and
| arge production that was occurring with the big players in the
mar ket pl ace. They were alnobst inconsequential to the |oad
chall enges that were going on. Wth that, opportunities were
available for very long term contracts. They were also sitting
with four very large reservoirs of significant reserves that
were easily devel opable, especially along with the large wells
com ng off of both Agrium and the LNG export facility.

Today, Agriumis closed and only a couple of |oads of LNG went
out in the last couple of years. He was surprised when LNG hit
the high $8-range and then went down to under $5, recently.
Enstar is now the largest buyer in the marketplace, and its
variability requirenents make it a challenge to be there. It's
tough for producers to commt to make their assets available to
hit the peaks for a 10, 15, or 20-year period, because the
production Enstar actually pays them for is significantly |ess
than that. He said it nmakes |longer term contracts a little nore
difficult and Enstar is very happy with the five-year contract
they have in place, because it is significantly |onger termthan
what they could see back in 2012. This contract is showing a
measure of stability, and a 20-year commtnment just isn't
avai l abl e ri ght now.

3:54:27 PM

BOB PICKETT, Chairman, Regulatory Comm ssion of Alaska (RCA),
Anchorage, Al aska, said he had been a conm ssioner since 2008
and that the RCA is involved in a nunber of very critical
proceedi ngs regarding Cook Inlet gas. They have the Hilcorp
purchase agreenent with extension options before them a five-
year agreenment that <covers 106 Bcf/gas, and a three-year
Hi | corp/ Enstar contract with extension options of approximately

19 Bef. In a little over a week, the RCA wll have a hearing
concerning Minicipal Light and Power's (M&P) and Chugach
El ectric's proposed purchase of ConocoPhillips's interest in the
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Bel uga River Unit, so he would not be able to comment on those
matters.

He said the RCA does not have a position on the specifics of SB
130, but it's fair to say, that the conm ssion realizes the
positive role the tax credits have played in the Cook Inlet gas
mar ket over the last few years. A couple of years ago the
conditions were nmuch different and conditions in 2009/10 were
much wor se

3:56: 56 PM

The RCA absolutely does not regulate the producers of natura
gas in Cook Inlet, M. Pickett said, nor do they regulate the
well head price of natural gas. However, they do evaluate gas
sal e agreenents between the utilities and the producers. In the
standard review they consider whether the utility acted in a
prudent manner, whether the terns of the gas supply agreenent
are reasonable, whether the process to secure offerings to
provide gas to the various utilities was reasonabl e, and whet her
the gas supply agreenent assures reliable and reasonably-priced
utility service.

A big contention in Cook Inlet historically is that it has not
been an open and transparent natural gas market, particularly in
2001-2009. In 2001, the RCA approved what was terned a "Henry
Hub Order," which included a variety of pricing proxies that
were considered by the utilities, the producers, the attorney
general, and the RCA. But from 2001 to 2009, not a single one of
those pricing proxies resulted in an RCA-approved gas supply
agreenent that delivered gas to utility custoners. That led to a
bit of a marketplace issue that was reflected in investnent and
the nunber of wells being drilled, and ultinmately, and the exit
from the marketplace of Mirathon and Union. In 2010, the
utilities were concerned about where they would get their gas,
and in 2010 Enstar, Chugach Electric and M&P contracted wth
PetroTechni cal Resources of Alaska for a study. The concl usions
at that tinme were quite alarmng. In part, the legislature
responded by giving direction to the conmission as to how to
evaluate gas supply agreenents and nodified a section of AS
42.05.141 dealing with the general powers and duties of the
commi ssi on addi ng section (d) as foll ows:

3:59:51 PM
Section (d) when considering whether the approval of a
rate or a gas supply contract proposed by a utility to
provide a reliable supply of gas for a reasonable
prices in the public interest, the conm ssioner shall
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(1) recognize the public benefits of allowing a
utility to negotiate different pricing nechanisnms wth
different gas suppliers and to maintain a diversified
portfolio of gas supply contracts to protect custoners
fromthe risks of inadequate supply or excessive costs
that may arise from the single pricing nmechanism and
(2), consider whether a utility <could neet its
responsibility to the public in a tinmely manner and
W thout wundue risk to the public if the comm ssion
fails to approve a rate or a gas supply contract
proposed by the utility.

MR. PICKETT said this general guidance has been hel pful over the
past six years and a nunber of gas supply agreenments were
approved within that timeframe with a great variety of pricing
and peaking nechanisns, as evidenced by the nost recent
contracts before them He comended the utilities for
recogni zing the inportance of leaving a slice of business open
for the smaller producers to becone part of the solution to the
needs picture.

He shared M. Green's concerns about where they will be in 2023,
because it will take significant investnment for gas to continue
bei ng produced in Cook Inlet.

SENATOR STOLTZE asked what some of the triggers are that concern
him as an advocate for consuners and what cautions should
| egi sl ators consider on a policy |evel.

MR. PICKETT answered that one of the nost inportant things on a
policy level is to make decisions that encourage stability and
novenent towards a nore conpetitive gas market in Cook Inlet
One of the things that has helped the Cook Inlet natural gas
market is the rationalization of the pipeline system which was
very fragnented, Bal kanized system That wll mneke it easier
over time for smaller producers to access the pipeline system
and to know what the rules of the road are and what the
aggregate tariff is on that.

It would be nice to have nore conpetition, too, M. Pickett
said, but the RCA has to play the hand that it is dealt. The
| egi sl ature has strongly cautioned the comm ssion to not reject
contracts on the belief that sonething better nay come when
there actually is nothing better in the tinmeframe for which the
contracts are being proposed. It is a very tough thing to say,
because at the end of the day it is the ratepayers who end up

payi ng.

SENATE RES COW TTEE -12- April 7, 2016



MR. PICKETT also said he would be cautious with the tax credits
and that the RCA had not taken a position on SB 130. But the
exi sting investnent decisions that have been nade in the Inlet
are based on the fact that they can get utility contracts they
can count of for some reasonable extended period of tinme. The
credits paid a role in those investnent decisions.

SENATOR STEDVAN asked if he knew the Btu crossover is between
natural gas and oil, so they could have an idea of a benchmark
in the price of the energy source.

MR. PICKETT responded that he didn't know off the top of his
head, but he would get that information in the next day.

CHAIR G ESSEL thanked M. Pickett for taking the tine to talk
with the conmttee today and invited the next presenter to
testify.

4.07:22 PM

TONY 12ZZO, General WManager, Matanuska Electric Association
(MEA), Palner, Alaska, said he had been in the utility industry
for 30 years and was with Enstar Natural Gas from 1999 through
2007 and was president for a period of tine.

4:08:46 PM

H s PowerPoint presentation was |labelled "MEA Natural Gas
Supply, Senate Resources Conmmttee, April 7, 2016." M. 1lzzo
said MEA is the oldest electric co-op in the Railbelt and wll
celebrate its 75th anniversary this year. They are now serving
the second | argest population center in the State of Alaska with
over 62,000 custoners, a service area the size of Wst Virginia.
Their generation portfolio is 90 percent gas and 10 percent
hydr o.

He said the last two bullets provide sone perspective in terns
of how much gas MEA buys. It is sonmewhat unfortunate, based on
his experience, that MEA is the third |argest gas buyer in the
Cook Inlet today. It is a reflection of the fact that even
Enstar was kind of background noise in conparison to the two
large industrial wusers, the Kenai LNG plant and the Agrium
facility. At 6 to 6.5 Bcf, for MEA to be the third |[argest
electric utility is significant. Their annual cost is in the
$45-t0-$46 mllion range, not including the transportation. This
is a significant nunmber for a wutility |ike MEA, because it
represents 40 percent of the total cost of a kilowatt hour for a
cust oner.
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MR, 1ZZO said he woul d answer three questions (slide 3):

1. What is MEA's gas supply forecast?

2. What has changed in the Inlet over the past five years?

3. How have tax credit prograns in Cook Inlet affected gas

suppl y?

4:11:11 PM

He said MEA is comng off a period when it was very difficult to
contract for up to two years of supply (slide 4). They have al
the supply they need through March 31, 2018 (green), and that is
the year the unnet requirenents (red) start, going out to 2026

MR, 1ZZO said MEA negotiated a supply contract that has board
approval, and they are preparing a filing for RCA approval that
will fill up the red through 2022 and the first quarter of 2023.

He said slide 5 addresses what has changed in the last 5 years
in Cook Inlet. Five years ago, gas supply was available in smal
quantities and for short terns. He was at Enstar in 2001 when
they signed an agreenent that was linked to the Henry Hub that
was capped at 450 Bcf. This large agreenent was |linked to a
three-year trailing average of the Lower 48 prices. In response
to some concerns, in 2005, they filed their next agreenent,
which was a 12-nonth trailing average of Lower 48 prices that
would have filled up all of the gas utilities' needed
requi renents through 2016. That contract was not approved in
2005/6. If those were in place today, prices in the Lower 48 are
in the $2 range and South-central utilities are currently paying
in the $7.42 range, which is the consent decree price negotiated
by the Attorney General.

4:14:59 PM

MR. 1ZZO said the reason he raises the issue is when the
contract was rejected, Mrathon and others slowy decreased
investnment and interest in the region, eventually devolving to a
point where they left the Inlet entirely once their contractua
obligations were either net and/or sold to others. That's what
took themto the point of five years ago, but it's an inportant
poi nt, because he would hate to repeat history. Uilities could
not support things |like extended LNG export, industrial growh,
or exporting gas to other parts of the state. It was not a sign
of success; it was a sign of dysfunction. A narket is needed
that is grow ng, expanding, and attracting investnent.

The nost significant positive change in the last five years has
been the Hilcorp investnment and the consent decree. The best
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price he could get four or five years ago was $10 for 20 percent
of MEA's supply. He also joined with the other wutilities in
| ooking for LNG inports. However, another significant change
brought multiple new players into the Inlet who have invested
significant capital, one of thembeing Hilcorp.

MR 1ZZO said all of the gas MEA has wunder the existing
contracts are through 2018, and nmaybe beyond. They are from the
same three or four mature fields that were discovered in the
late 50s and 60s. It's Hilcorp's core conpleteness in increasing
production from mature aging fields conbined with the investnent
that has made the significant change in Cook Inlet.

MR. 1ZZ0 said all can agree that what has not changed is that
t hey know where gas is in Cook Inlet: the Cosnopolitan Field off
of Anchor Point and the Kitchen Lights Unit, which Furie has
begun producing. The concern he has as a buyer is that he has to
look at gas in terns of if it's behind pipe and commercially
avai l able for himto get deliverability.

He said that slide 6 illustrated the inpact of the tax credit
program on Cook Inlet. The good news is that nultiple new
investors are available for gas supply discussions, the lives of
mature fields have been extended, and sone additional proven
reserves have been put behind pipe. Another bit of good news is
energy security, but that is tenporary. Part of the bad news in
terms of the inpact of the tax credits is that significant new
reserves are not behind pipe and doing so wll require
significant current and future investnment, and very long |ead
times. The inpact of the tax credits has brought on access to
gas that has been behind pipe for a long tine and naybe wasn't
produci ble or economc to produce and sinply required a |ot of
i nvest ment .

4:20:42 PM

MEA is an island in the sense of energy infrastructure (slide
7). They are the only climate with both seismcity and a sub-
Arctic climte, which nmeans curtailing rolling blackouts to
preserve supply, which nost Lower 48 markets find unacceptable.
Finally, he sunmarized that uncertainty is the eneny of energy
(security). Exploration and production risks are not typical
core conpetencies of a regulated utility.

MR 1ZZO stated that if he finds hinself in a situation I|ike
four or five years ago, where it's going to take $4-5 nmillion
for exploration and production and a pipeline connection to
maybe get gas into an area where he has no core conpetence
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versus inmporting LNG for a price that is a little bit higher, he
believes - as he did prior to the consent decree - that
inportation would be in the best interest of his custoners.

He said that bringing new gas reserves to the point that they
can be prudently purchased by a regulated utility requires
extensive investnent and many years. Because he spent so nuch
time in the private sector part of this investor-owned utility
busi ness, he believes in nmetrics. If a program is designed to
deliver a result, there should be sone key netrics to determ ne
what the results are. In terns of Cook Inlet and the inpact of
the tax credits the real nmetric is investrment, and when that
went away in 2005/6, there were rolling blackouts and energy
curtailment drills. The Cook Inlet Recovery Act and ClNGSA
turned things around. He doesn't want investnment to go away,
because getting it back will take a long lead tinme and be a
capital intensive activity.

4:23:49 PM
SENATOR STOLTZE asked M. 1lzzo for a narrative about cooler
winters and the dynamics that will lead to MEA's ability to

provide power if there is a shortage. |Is there a prioritization
of howthe utilities supply for space heating over electricity?

MR 1ZZO answered that M. Geen's 12:1 ratio sw ng between
sutmer and winter load is consistent with his experience. He has
seen an extrene case of alnbst 19:1. For an electric utility
like MEA that 1is 94 percent residential custoners, the
difference in demand between summer and winter follows daylight
al nrost nore than weather. For that they see a 2:1 ratio.

He explained that prioritization is subject to a nunber of
factors, but deliverability is king. That is the neasure of
being able to get the volune of gas at the nonent that is
needed. Sonetimes it's based on production at a well, or
conpressor capacity, or pipeline capacity. It can be based on
where the demand is |ocated. Most jurisdictions in the Lower 48
use a variety of measures. One thing is for sure, if the gas
goes out, there is a nuch l|onger process of shutting off,
repairing, purging, reintroducing gas, and unlocking neters.

Therefore, MEA would curtail power, because it is the right
thing to do. He said MEA is not a signatory to what is called
the 2009 Gas Energency Letter, an agreenent anongst the

utilities that rather than let the gas system go out, they would
attenpt to reduce demand through a process of rolling blackouts
a couple of hours at a tine, and noving it around the system |If
that were to occur, his nenbers and ratepayers would becone nuch
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nore concerned about what plans are in place to address that.
The Lower 48 gas utilities have access to inports from Algeria
to Massachusetts, and it can be trucked and stored for when it
i s needed on those col dest days.

4:29: 04 PM

MEA is designed differently for a variety of reasons, M. 1|zzo
said, and they probably wouldn't build a second one like it, but
their engines are dual fuel and are run at an efficient range of

RPMs. It's ultimate efficiency, unlike others, does not occur
when the plant is running full throttle. They store about 1
mllion gallons of diesel, which would provide enough backup

power for approximately 4.5 days of peaking days and to offset
any rolling blackouts. And if it's not too presunptuous, because
it is something they purchase, he stated that one needs 7.3
gallons of diesel for 1 mllion Btus to equate to 1 Mf/gas. He
is buying diesel right now in the range of $1.38, which neans he
is paying about the equivalent of $10.07/8 per Mf for an
equi val ent Mcf of gas, which is costing him $7. 42.

SENATOR STOLTZE said up wuntil sonetine in 2015, he attended
regul ar neetings of the Energy Security Conmmttee led by the
Municipality of Anchorage and Mat Su Borough and asked if those
types of neetings are still being held or if the crisis is over.

MR. 1ZZO answered that he was chair of the mayor's Energy Task
Force and al ways appreci ated seeing Senator Stoltze there. Wth
the change in admnistration, that group was able to shift its
initial focus away from the immediate crisis, partly because of
having the availability of supply, and the Mnicipality of
Anchor age utilities conti nue to neet in unpr ecedent ed
cooperation for contingency planning. He feels very confortable
because all of their generation units are |inked; each unit can
see what the other is doing. The daily nunber of transactions -
buying and selling the nost efficient energy back and forth -
has increased from zero or one a year ago to five and seven per
day. These transactions are purely based on w n-win economcs
between the electric utilities. If that coordination continues,
he is confident in their ability along with Enstar to address
any type of energency.

SENATOR STOLTZE said he appreciated the information.
4:32:26 PM
SENATOR STEDMAN commented that energy supply is clearly a

function of price; when the price gets low the supply dries up
and vice versa. If the gas into the Railbelt is sonmewhere around
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$1.00, the so-called cheap hydro energy in Southeast is still
about $3.50/0il. He remarked "if $3.50/0il is cheap, $1/o0il nust
be free!™ He said that places like Iceland have a flat energy
price around their whole island to levelize the econonic
advant ages or di sadvantages that each section has.

CHAI R G ESSEL thanked M. 1zzo for joining the conmttee today.

4:33: 55 PM

CHAIR JdESSEL invited the Departnent of Revenue (DOR)
representatives to continue their presentation from the previous
neeting on oil and gas tax credit reform in SB 130 I|abelled
"Additional Mdeling and Scenario Analysis.”™ She noted that
| egislators have a "quick reference" summary of the statutes
addressing the credits.

4:34:12 PM
RANDY HOFFBECK, Conmi ssioner, Departnment of Revenue (DOR),
i ntroduced hinsel f.

4:35:13 PM

KEN ALPER, Director, Tax D vision, Departnment of Revenue (DOR),
i ntroduced hinmself and related that he had added a colum for
North Sl ope production beginning in FYO9 and forecasted forward
through FY25 onto slide 4, which nmade it slightly nore conpl ex
but naybe nore understandabl e. Because they had an "alternative
reality"” that was leading to FY16, they then said, if they are
going to really forecast, they have to reset the present day to
zero and |l ook at the issues of stacking-up, carried-forward, and
net operating loss (NOL) credits from there. The new orange row
is FY16 as it is and what the future will [ook |like based on
certain assunptions.

4:36: 09 PM

MR. ALPER said yesterday they tal ked about the history and what
woul d have happened had they only appropriated noney per the cap
t hrough the guideline |anguage in AS 43.55.028. The general idea
was to endow a fund and build up a balance approaching $600
mllion, spend that down in FY15, and then be right around where
they are in FY16, the difference being perhaps a different |evel
of expectation and assunption as to the nature of the state's
role in funding ongoing tax credits. He had updated this slide
with information from the final version of the spring forecast,
whi ch the comm ssioner released at about 2:00 today. It doesn't
make a whole |lot of difference, just sonme snmall differences in
revenue assunptions.
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Looking down into the FY17 row at the end of FY16, no nmatter

what is done, the credit account wll be zero. The governor
vetoed the nunmber at $500 million |last year and $500 mllion was
transferred to the fund. By the end of the year it wll have
been spent. There wll be roughly $775 mllion of clainmed

credits in FY17. Should the |egislature appropriate either the
$73 mllion that is in the current budget or the $29 nillion
that is the revised figure from the credit cap, obviously the
fund woul d be highly short-funded by over $700 million.

4:38:13 PM

Continuing along those lines, M. Al per said, the forecasted
credit spend (columm known as "Actual Cained Credits") starts
to stack up. The appropriated colum is called the "Credit Cap
per AS 43.55.028," and the credits that are owed by the state
start to stack up going from year to year. Meanwhile, happening

alnmost in parallel to this, is the idea of non-cashable NOL
credits, the credits earned by the major producers. Those
nunbers have a couple of small revisions. The departnent

switched from an accrual systemto a nore cash-based system In
other words, they are not going to count any credits that are
earned at the end of FY16 until the end of calendar year 2016
(CY16), because they are NOLs. Because of that, there is a zero
in the FY16 row. The $618 million NOLs represent the operating

loss credit really for CY16. Those credits will have to be paid
some day indirectly, nmeaning that once the price of oil
recovers, the nmjor producers wll subtract that nunber from

their production taxes to the state.

Wen will that noney be paid? The chart indicates roughly in
FY21/ 22, when the big nunbers go down from $600 nmillion to $100
mllion. In those years the difference is there will be a tax
l[iability to subtract the NOL credits fromand the taxes will be

paid in smaller rates as the NOLs are "billed down."

MR. ALPER said the last colum on the right is the sumtotal of
both the cashable credits plus the non-cashable credits that are
awai ting the return of higher oil prices. At the end of the day,
the state would owe $2.8 billion in FY25.

SENATOR W ELECHOWBKI said it |ooks |ike the FY17 nunbers have
been revised to the actual clainmed credits of $775 mllion. Then
the state receives a production tax of $59 mllion, which |eaves
the state paying out $715.6 million nore in tax credits than it
is receiving in production taxes. He asked if this math is
correct.
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MR. ALPER answered yes; so long as he is just tal king about the
production t ax.

SENATOR W ELECHOWBKI asked if any other jurisdiction in the
worl d pays out nore in credits than it receives in taxes.

MR. ALPER answered not to his know edge, but he didn't claimto
have a conprehensive know edge of world tax reginmes. Al aska has
an unusual system and it's an unusual time given the collapse in
oi |l prices.

SENATOR STEDMAN said it's a conplex subject, so it's nice to see
it in black and white. H's concern was that in the future, the
state would have to pay off its projected liabilities of around
$2 billion, and then it will be hard to explain to public the
advancing prices wthout advancing revenue to the state. How
will they deal with that?

COWM SSI ONER HOFFBECK responded that the Revenue Sources Book
projects revenues separate from expenditures. The cashable
credits are not going to show up as a negative against the
revenues. A line itemshows them as an expenditure.

MR. ALPER added for exanple, last year when the departnent
anticipated nore credits than there was noney appropriated, that
$200 mllion shows up in this year's forecast as part of the
$775 mllion. Should sonmething simlar happen at the end of this
year when they are doing the revenue forecasting in the fall
that one-tine carry-over nunber wll roll into the FY18
forecast. It is hard to forecast credits nore than one year
ahead, he said.

4:44: 37 PM

SENATOR W ELECHOWSKI went back to his sane question about how
much nore the state is paying out than it is taking in and said
it looks like in FY15 the state paid $628 mllion in tax credits
and brought in production tax of $363 million. So, the state
| ost noney in FY15/16, and it is projected to pay out nore in
production tax credits than it receives in production taxes all
the way out to 2024. Is that correct?

MR. ALPER answered yes; that is the way the chart reads.
SENATOR W ELECHOWSKI said then in 2025 the state is projected to

pay out $250 million and to receive $275 mllion in production
t axes, but then when the «credits are applied against
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liabilities, the state is still projected to have a |oss that
year. |Is he reading that correctly?

MR. ALPER answered no, and explained that the $275 mllion is
after subtracting the credits against liabilities. The reason
for that is the colum to the right of that has $370 nillion,
which is the tax liability based on the calculation and then the
$95 mllion would come off of that in various credits against
liabilities, and $275 million would actually be received by the
st at e.

CHAI R G ESSEL asked what percent of decline is being projected.

MR. ALPER answered if the production is at 300,000 barrels in
2025, the difference between 500, 000 and 300, 000.

COWM SSI ONER HOFFBECK added that anobunts to a 4-5 percent
decl i ne per year.

CHAIR G ESSEL asked if he based the projection on the assunption
that conpanies that are losing noney now wll continue to
invest, and that the state will have the projected 4-5-6 percent
decline, when in fact if conpanies stop work, the state would be
| ooking at 12-15 percent per year decline rate. Has the
conmi ssioner taken any of those "rational decisions" that a
conmpany | osi ng noney woul d nake into account?

4:47: 27 PM

COWMM SSI ONER HOFFBECK answered sone of that is already enbedded
in the forecasted decline. They only project investnent that is
currently ongoing or that is planned and sanctioned. Any new
investnment is not part of the forecast. As for the 15 percent
decline, he explained that fields decline at a hyperbolic rate
and kind of flatten out as they age. He didn't know where the
field is on that decline curve.

4:48: 24 PM

CHAIR G ESSEL said before SB 21, the state was experiencing a 6
percent decline and that was wth significant investnent to keep
that decline at only 6 percent. Wth the wthdrawal of three
rigs, which she didn't know was in his calculation, that decline
curve will accel erate.

MR. ALPER responded that the spring forecast does sonmewhat

account for the withdrawal of the three rigs announcenent nmade
by the Prudhoe Bay operator earlier this spring.
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SENATOR COSTELLO said at some point wi th conpanies experiencing
net operating |osses, that the anpunt of revenue the state wll
get from royalty will exceed the production tax, and asked if
t hat was correct.

MR. ALPER answered that is currently the case.

SENATOR COSTELLO asked since conpanies are paying incone,
royalty, and property tax in addition to the production tax, if
it would be possible to have a colum showi ng the conplete tax
pi cture of what the state is receiving fromthe conpanies.

MR. ALPER answered yes, and added that the nunbers had been
"thrown around” in the last couple of weeks since the spring
forecast and there had been sonme controversy over what the
appropriate nunbers are, and he wanted to make sure they have
the right ones. Sone attention has been paid to the idea of
total unrestricted general fund petroleum revenue, because for
the first time that nunber is below the credit forecast. There
is also the entirety of petroleum revenue, which includes such
things as the Pernmanent Fund deposits fromroyalty, CBR deposits
from assessnents and that kind of thing and his preference was
to put both of those additions into colums.

CHAIR G ESSEL said nenbers have the docunent that was rel eased
this afternoon on their desks and revenue comng in fromall of
t hose things was on page 14.

MR. ALPER responded yes, and added that the nunmber shouldn't be
terribly different from what they had a couple of weeks ago. He
just hadn't had tine to | ook at them today.

4:51: 27 PM

SENATOR STEDMAN said in 2012 under Alaska's Cear and Equitable
Share (ACES), SB 21 wasn't even a concept; testinony in Senate
Finance during that time stated production was approaching the
2-3 percent decline rate, and there was testinony in Senate
Fi nance about the parabolic curve. No testinony was brought
forward to the coomittee at that tine about getting off of that
parabolic curve. The geology of the basin can't be changed by
changing tax codes, he said. This parabolic curve has been
studied for decades and it can be brought forward in tinme, but
no nore oil can be created in the ground. As policy has changed,
production has increased in the near years, but the rate of
decline also increased, and that has becone a problemwth a | ot
of sovereigns around the planet. That 2-3 percent decline curve
was forecasted in testinmony in Senate Finance in 2012 and maybe
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2011, because they spent two years having hearings on ACES as
they tried to restructure it.

SENATOR W ELECHOMNSKI recalled the many advertisenments saying
that the "drop was stopped” after passing SB 21. In fact, the
bill was |abelled the "Mre A aska Production Act." Production
in the last year of ACES (2012) was 579,000 barrels and
production is forecast to be 302,100 barrels in 2025. He asked
if it is fair to say under the Mre Al aska Production Act the
drop was neither stopped nor production added.

COWMM SSI ONER HOFFBECK responded that the decline has continued
but it is not justifiable to say production has not been added.
There has been added production, but not enough to totally stop
t he decli ne.

CHAIR G ESSEL asked if he was confortable with the commttee
checking the Division of Gl and Gas on that statenment related
to production.

COWM SSI ONER  HOFFBECK answered absolutely, but he was just
trying to parse the difference between the two.

SENATOR W ELECHOWMSKI  said virtually all production is new
production and asked Conm ssioner Hoffbeck if he would agree
that 302,000 barrels of oil being produced in 2025 is |ess than
579,000 barrels that were produced in the year before the Mre
Al aska Production Act was passed.

COWM SSI ONER HOFFBECK answer ed yes.

CHAI R @ ESSEL asked Comm ssi oner Hoffbeck how certain he was of
t he production forecast out to 2024.

COW SS|I ONER HOFFBECK answered that the forecast uses a |ot of
conservative assunptions.

CHAIR G ESSEL asked if he had considered the Repsol/Arnmstrong
field that is potentially comng on line in the next five years.

COWMM SSI ONER HOFFBECK responded that it is not in the forecast.
SENATOR COSTELLO asked if he knows the opportunity cost to the
state of capping the Tax Credit Fund and not providing cashable
credits.

4:56: 27 PM
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MR. ALPER answered that it's hard to project what mght not
happen. Later in this presentation they show how project
econom cs mght affect a particular project going forward or
not. However, the opportunity cost is only a cost if sonething
doesn't happen and that is what becones very hard to cal cul ate.

SENATOR COSTELLO asked if he was suggesting that there are no
opportunity costs in sone scenari os.

MR. ALPER answered no; he was just saying that on one hand there
is the opportunity cost of spending noney on credits that
weren't necessary if the project was going to happen anyway, and
then a cost in the other direction is when the state has paid
money that it is going to get the sanme revenue on in the future.
He was just saying there are too many variables to conclusively
say what will and will not happen with the changes. That is why
t hey have a deliberative process.

CHAIR G ESSEL asked M. Alper if he feels that hardening the
floor will help or exacerbate the carry-forward issue that is
illustrated on his chart.

4:58:12 PM

MR. ALPER answered that hardening the floor was conceived of as
an issue |last year when the departnent realized significant NOL
credits were going to be used against the floor. Oher states in
a gross tax regine (like Alaska) actually get their gross tax,
and Al aska mght be getting to a place where it mght not be
getting it. Now suddenly, they are seeing a new variable: the
stacking up of carry-forward |osses. To answer her question
directly, no, hardening the floor actually nmakes it worse. |If
conpany X earns $500 nmillion in carry-forward |osses and they
can use $200 million to offset their mninmm tax and therefore
carry forward $300 mllion, the state would be asking them to
carry forward all $500 million, and therefore the inpact in the
future when prices go up would be even nore. This |arger problem
of the NOLs is not being addressed in this |egislation.

4:59:13 PM

SENATOR STEDVMAN commented the he thought he saw a narginal
increase in production since 2011/12 versus what was expected,
but it would be interesting to neasure how nmuch and conpare that
to what was going to be done anyway. That is hard to do because
corporate politics are involved in slowing down particular
projects to get a benefit in the tax structure. Cearly the
nunbers are going down and even if production were flat at
490,000 or 500,000 barrels it would still lead to the state
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taking carry forward OL credits very seriously and there has to
be sone sort of plan to deal with them

COWMM SSI ONER HOFFBECK responded that in regards to the forecast
of production, they need to be cognizant of the fact that |aying
down the rigs and those kinds of things are being driven by the

oil price. The state can do very little wth credits to
overwhel m $38 o0il. The decisions being nade are sinply because
conpanies can't produce with a profit at $38/oil. It has nothing

to do with the state's tax policy.

5:01: 43 PM

SENATOR STEDMAN said it |looks like laying down rigs wll inpact
production at sone point, and it would be nice to get a briefing
on that just for general know edge. You can't lay down rigs and
have it be beneficial for production; he also understands that
getting them up takes a while. It looks like what is going on

today will affect production four or five years out, and at the
same time the state is trying to deal with the NOLs - "And we
end up in the pickle." Maybe that can be mtigated through

| egi sl ation.

SENATOR STOLTZE apol ogi zed since his question was not a hardball
guestion, such as whether 300,000 is less than 500,000. He
apol ogi zed further, since he forgot the question in light of the
conpl exity of previous questions.

SENATOR M CCICHE said the decline rate for 15 years follow ng
FYl4 is an absolute flattening for seven years, even wth
conservativism designed into the nodel, and if that is the nost
they acconplish in forward tax policy dealing with sone of the
credits and hardening the floor and other options, it 1is
certainly a better direction than where we are heading.

CHAI R G ESSEL pointed to 2025 with 300,000 barrels and said, "W
will be in areally bad place regardless of what the price is."

SENATOR W ELECHOWSKI clarified he will not ask anynore hardball
questions, and asked if conpanies can wite off the cost of
| aying down rigs or are they eligible for tax credits.

MR. ALPER answered that he knows the departnent has denied
credits for rig standby fees and his expectation is that those
sorts of costs won't be allowed to be deductible, but he would
find out the precise way that is done.
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SENATOR STEDMAN said as long as they were "digging up old bones
and throwing them around the table,” he would like DOR to run
the current tax structure at $40 relative to the economic limt
factor (ELF) and ACES at $40.

MR. ALPER replied that he would do that and that ELF wll
probably win at $40 oil. But one thing the departnent has
st opped doing over the last couple of years is track and project
what the ELF multiplier is on a field-by-field basis. So, they
are left with a little bit of theory about what the ELF tax rate
woul d have been had it been in place all these years. To the
extent they can "fake that a little bit based on past trend
lines" they should be able to answer his question.

5:07:46 PM
At ease

5:08:16 PM
CHAIR G ESSEL called the neeting back to order and M. Al per
continued with slide 5.

MR. ALPER said slides 4 and 5 were both supplenental slides
added after questions after he had gone through an analysis of
the credit applications that were before the Tax Division on
April 2. The request was made to break them out into Cook Inlet
and Mddle Earth versus North Slope, which was done. They worked
from the nunber of $675 million in credits, consisting of the
so-called older NOL «credits versus the older exploration
credits. The big pile of credits from the end of |last year
reverses a little bit of the trend line for the prior two years,
which was a very Cook Inlet-heavy spend. In 2015, $335 nmillion
in credits were NOLs from North Slope spending and $217 nillion
from Cook Inlet and Mddle Earth, in general; breaks into about
a 50/50 split. Conpanies that get the drilling credits and can't
be split out on a chart, because that would inpinge on their
confidentiality, because there aren't too many of them

The last mnute exploration credits were tied to the sunset and
were particularly relevant in the North Slope area, because it
had 85 percent credit support for a limted w ndow of time (40
percent exploration credits, stackable in CYl5 wth the 45
percent NOL). H's sense was that conpanies were saying if they
were going to drill an exploration well in the next few years
they mght as well do it in 2015, Dbecause the system was
calibrated to their maxi mum benefit. The few credits that are
going to be refiled are North Slope heavy, but the general
thrust is $422 mllion versus $253 million. He offered to keep
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the conmittee updated through the year, but that is the best he
knew at the nonent.

5:10: 56 PM

MR. ALPER said slides 6 and 7 have the neat and detail of SB
130. Section 7 is on the topic of interest rates, not an oil and
gas specific section, but general statutes of the DOR descri bing
how interest is charged and how delinquent taxes are dealt with

The historic interest rate was quite high, 11 percent and
conmpounding in the 70s. SB 21 reduced it froma fixed 11 percent
to 3 percent above the federal discount rate. However, there was
an awkwardness with SB 21; it did not have enough votes in the
Senate to pass an effective date clause. That neant when the
bill got to the first House commttee, they needed sonething of
a workaround, and "applicability |anguage" was used. It said
production prior to January 1, 2014 is X; prior production after
January 1, 2014 is Y. The new interest was in the after section,
but meanwhile, even though the conpounding |anguage found its
way through the system in all versions including House
Resources. There was a technical error in House Resources. The
| ast committee substitute (CS) in House Finance (slide 8) fixed
that technical error, but added back the higher 11 percent
| anguage that was in the original law with the conmpounding
| anguage.

He explained that for nost big bills after the work draft CS is
put on the table there is often a technical anmendnent by the
chair that cleans up a lot of the smaller provisions in the bil
that are brought to the chair's attention. This amendnent was by
Chai rman Austerman and contai ned six or eight different changes,
m ner things. But in doing so, while elimnating the annual rate
of "11 percent whichever is greater phrase"” it also deleted the
"conpounded quarterly as of the last day phrase.” No one caught
it and the bill passed the House, was concurred wth in the
Senate, and becanme |law, and |ow and behol d, Al aska no | onger had
conpound interest on any of its taxes for the first tinme in 30-
some years. So, that is the state Alaska is in now, which is a
sinple interest <calculation on all delinquent taxes. This
quarter, the nunber is 4 percent (1 percent federal discount
rate plus 3 percent).

CHAIR G ESSEL asked if this interest rate applies to other
i ndustries as well as oil and gas.

MR. ALPER answered that it applies to other taxes as well:
corporate incone tax, tobacco, mning, fish, etc. etc.
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5:14:56 PM

He said the intent of the legislation was to find mddle ground
(slide 9) between the historic 11 percent and the current
effective 4 percent. The underlying idea is that right now the
state is funding the budget out of its savings. That is the
reality; therefore a dollar that is not received in taxes is
anot her dollar out of those savings. Consequently, when the
state finally gets paid that dollar because it has gone back to
the taxpayer in whatever industry and said this is the tax you
owe plus interest, the interest should in sone way conpensate
the state for the cost for not having had it in savings for the
intervening years, effectively the opportunity cost. So the
intent of section 7 was to try to find a nunber that roughly
approxi mated what the Permanent Fund expected to earn on its
noney, because that is the biggest savings account the state has
that mght in the future be used to fund ongoing governnment
operations. The Permanent Fund estimtes that nunber to be about
7 percent right now.

CHAIR G ESSEL pointed out that the sane also applies if the
state has collected too nuch tax; the state owes it back plus
the interest.

MR. ALPER agreed with that and said this applies not just if
sonmeone overpays their taxes but if soneone pays the anount the
state assessed and contests it, goes through the process, wns
or even partially wins, and the state pays them back; the sane
rate of interest fromthe original assessnent is used.

COW SS| ONER HOFFBECK added that the intent was not to nmake it a
revenue source or revenue loss, but to mke it as revenue
neutral as possible.

5:17:10 PM

MR. ALPER said slide 10 attenpts to nodel that wth the
expectation of a July 1, 2016, effective date. For exanple, if
the state had $1 mllion in debt for the first two quarters, at
4 percent per year, that is a straight $10,000 per quarter. So
over the six quarters in the current law, there would be $60, 000
worth of interest, but beginning in the third quarter of 2016,
with the anended version of the |anguage, first the interest
woul d double to roughly 8 percent and, second, the interest
woul d be applied not to just the original $1 mllion, but to the
$1 million-plus interest that was accruing.

MR. ALPER said the commttee has to mmke two decisions in
addressing section 7: should the state switch to conpound
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interest in the first place, the deletion of which he believes
was an inadvertent technical error, and secondly, should they
increase the rates to nmake interest sonmething nore of a revenue
neutral phenonmenon for the state.

CHAIR G ESSEL asked how the interest is conpounded: nonthly,
quarterly, annually.

MR. ALPER answered quarterly.

5:18:44 PM

He said slide 11 sunmarized the interest change section and that
it's hard to quantify revenue inpact, because they don't know
what they are going to assess. The departnent conpleted the CY09
production tax assessnments |ast week and the total was $132
mllion, about one-third of that was interest. This is a change
that will build up value over tine; there is very little near-
terminpact. Wen it conmes to oil and gas, it doesn't go to the
General Fund (GF) anyway. Any tax conflict/appeal noney goes to
the Constitutional Budget Reserve (CBR). The only GF inpact from
this change will be the other industry taxes the chair referred
to earlier.

CHAIR G ESSEL asked if the Tax Division took the full statutory
l[imt to conplete 2009 audits.

MR. ALPER answered yes and explained that they had to slow down
their audits for a few years to build up to the new software and
catch up wth sonme things. They are doing 2010 and 2011
concurrently and shoul d be caught up one year from now.

SENATOR STEDMAN said when they take noney out of the CBR they
are technically borrowing it and asked when they put interest
back in, does that count as a partial repaynent back to the CBR
or is the whole amount owed from sonme other source. It's a
nuance and he was curi ous.

5:20: 25 PM

COWM SSI ONER HOFFBECK answered that those woul d be new deposits
to the CBR, so the liability would remain. However, he would
confirmthat.

CHAI R G ESSEL said she saw anot her appropriation to upgrade that
sof tware nore.

MR. ALPER answered that the software contract was in excess of
$25 mllion originally; the full appropriation was $34 million
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and change to cover other costs involved with inplenentation and
consulting services. The fiscal note for this bill is $1.2
mllion. He explained that all DOR bills have sone degree of a
fiscal note involved in the reprogranmng and testing. It is a
| aborious process. This one is bigger, frankly, because it is a
nmore conprehensive bill, and because they are going to be
changing the interest rate fornmulas in all 25 of the state's
taxes nmakes it nore of a conprehensive task.

5:21:40 PM
MR. ALPER said slide 12 illustrates what increasing the m ninmm
tax does. A couple of different sections of the bill deal wth

the mninmumtax itself, but section 12 is purely about the raise
from 4 to 5 percent, as proposed by the governor. This slide
shows the 35 percent production tax under SB 21 and both a 4
percent and 5 percent mninmumtax after credits for FY17.

SENATOR STEDMAN asked if this slide takes the NOLs i nto account.
MR ALPER answer ed no.

SENATOR STEDVAN said at sonme point they will want to see the
i mpact fromthe NCLs.

MR. ALPER responded that if the NOLs were accounted for on this
slide, in the second or third year of |ow prices the revenue
woul d turn out to be about zero. This is a snapshot of the first
year. |If you start using NOLs against taxes, depending on how
high the stack of NOLs is, it's going to drag the overall
revenue curve down in the future years. That would not be so
much a function of this year's price, but it would be a function
of last year's NOLs.

SENATOR STEDVMAN said that he therefore shouldn't expect revenue
in the mllions because at sonme point the potential couple
billion in credits are going to be accounted agai nst the state.

MR. ALPER agreed and said this graph assunes there isn't that
drag of the NCOLs fromthe past.

5:25:42 PM

He explained slide 13 was just nore graphics showi ng the fiscal
i mpact of increasing the mninmum tax. G oss value at the point
of production is roughly the equivalent of market price mnus
$10 for the transportation cost to get it there. About $160
mllion taxable barrels per year are produced, so 4 percent of
what ever that would be, and then the additional 1 percent at
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$30/0il is about $20 mllion, and it goes up as the price of oil
increases to upwards of $80 million at $75/0il and then it drops
off. And the reason for that is past $75 to $78/0il they are out
of the mnimum tax and into the regular tax, and so at higher
prices there is no inpact fromincreasing the mninmum tax; it's
purely an acaden c exerci se.

He related that for all the years the state had a m ninmum tax,
it never kicked in until the last nonths of 2014. That's roughly
the fiscal inpact of this specific section of the bill; for
sinple terns they have called it $50 million, but it is actually
a somewhat variable nunber tied to the price of oil.

5.:27.:12 PM

Meanwhi l e, el sewhere in the bill, M. Al per explained that nore
conpl ex sections "harden” the mninmum tax. He explained that SB
21 made the mninmum tax stronger than it previously was, and it
did so by saying that the sliding-scale zero to $8/per-barrel
credit for legacy oil on the North Slope (AS 43.55.024(j) cannot
go below the floor (slide 14). However, the other credits
(arrows) can in fact wunder many circunstances go below that
nunber all the way down to the so-called basenent, to the zero
percent production tax. Those include the Net Operating Loss
Credit, the GVR eligible per barrel credit (fixed $5/barrel for

new oil), as well as the small producer credit, and the
alternative credit (exploration credit). Al of those can go
below the floor, and the intent of the bill is to harden the

floor, neaning those credits should also be held to 4 percent
m ni mum tax rate.

CHAIR G ESSEL asked if small producer credits and alternative
credits are both going away, true or fal se?

MR.  ALPER answered that 1is true; the snmall producer and
exploration credits would have a very limted short duration
inmpact if the floor were hardened (slide 15).

5:28: 30 PM

He explained that the exploration credits will be gone one year
from now except for Mddle Earth and the small producer credits
will be phased out over the next seven, eight, or as mny as

ni ne, years.

MR. ALPER said there are really three different policy decisions
before the commttee and they all pertain to the North Sl ope:

1. Should the producers who have an net operating loss credit
(NOL) be able to use those to go below the floor and should this
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be retroactive to January 1 (the only section of the bill they
have asked to be retroactive because of the current circunstance
this year of receiving paynments below the mninum tax and are
hoping to backfill that (in the governor's original proposal))?
2. Should new oil production be allowed to pay at the zero rate?
3. Shoul d everyone be forced to pay the m ninmum tax and not just
t he maj or producers?

CHAIR G ESSEL thanked M. Alper and said slide 17 was a good
br eaki ng poi nt.

[ SB 130 was held in conmttee.]

5:30:11 PM
CHAI R G ESSEL adjourned the Senate Resources Standing Conmittee
meeting at 5:30 p. m
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