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COW TTEE CALENDAR

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
04/ 07/ 16 (S) Heard & Hel d

04/ 07/ 16 (S) M NUTE( RES)

04/ 08/ 16 (S) RES AT 3:30 PM BUTROVI CH 205
04/ 08/ 16 (S) Heard & Hel d

04/ 08/ 16 (S) M NUTE( RES)

04/ 09/ 16 (S) RES AT 9:00 AM BUTROVI CH 205

W TNESS REG STER

PATRI CK FOLEY, Sr. Vice President

Al aska Operations

Cael us Energy Al aska

Dal | as, Texas

PCSI TI ON STATEMENT: Commented on how SB 130 woul d inpact Cael us
Al aska operati ons.

BRUCE WEBB, Sr. Vice President

Furie Operating Al aska LLC

Anchor age, Al aska

PCSI TI ON STATEMENT: Commented on how SB 130 woul d inpact Furie's
operations in Al aska.

CHRI S COCK, Director

Fi nance

Aht na, | ncorporated

Anchor age, Al aska

POSI TI ON STATEMENT: Commented on how SB 130 woul d inpact Ahtna
operations in the Copper River Basin.
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PAT GALVIN, Chief Commercial Oficer and CGeneral Counse

G eat Bear Petrol eum

Anchor age, Al aska

PCSI TI ON STATEMENT: Commented on how SB 130 would inpact G eat
Bear's operations on the North Sl ope of Al aska.

MR J. BENJAM N JOHNSON, President and CEO

Bl ueCrest Energy

Fort Worth, Texas

POSI TI ON  STATEMENT: Comrented on how SB 130 would inpact
Bl ueCrest's operations in Cook Inlet.

ACTI ON NARRATI VE

9:00: 16 AM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Commttee neeting to order at 9:00 a.m Present at the call to
order were Senators Costello, Mcciche, and Chair G essel.
Senator Stoltze joined the commttee right after the call to
order.

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

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

9: 00: 49 AM
CHAI R 3 ESSEL announced consi deration of SB 130.

PATRICK FOLEY, Sr. Vice President, Al aska Operations, Caelus
Energy Al aska, Dallas, Texas, said he is responsible for all of
Cael us' Al aska operations. He was sorry to not be present
physically this norning. He was at their world-w de headquarters
in Dallas resolving sone "very significant enploynent issues” in
planning for their 2016 operations. He would be back in the
Anchorage office on Monday to deliver a very unpleasant nessage
to about 25 percent of his workforce.

He said the slide presentation is the sane series of slides that
he previously presented and testified to in other conmttees on
this sanme bill. He would not go through that pack page by page,
but he would focus on key issues. He would al so enphasize sone
of the points raised in President and CEO of Caelus Energy, Jim
Mussel man's, letter to the Governor on Friday.

CHAI R G ESSEL noted that nenbers had received that letter

9:03:15 AM
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MR. FOLEY said Caelus, conbined with their Pioneer heritage, had
spent an aggregate of $2 billion in the State of Al aska,
produced 23 mllion barrels of oil, and last year had a drilling
capital budget of roughly $300 mllion. That work activity has
earned them about $100 million in transferable tax credits.

Over the last several years, Caelus had enpl oyed about 300 hard-
wor ki ng Al askans focused on four projects: Oooguruk (offshore
the Colville Delta), a conpanion onshore project called Nuna, a
400,000 acre acquisition of |easehold and exploration activity
on those |eases, and they have shot two very substantial 3D
progranms. In this last week they drilled two very expensive
exploration wells at Smth Bay on their Tulimaniqg Project.

9:04: 45 AM

"On the bright side," M. Foley said, Caelus produced about
18,000 barrels of oil at Oooguruk yesterday and over the next
month they wll conplete stimulation activities on all the
wells, so that production will grow to over 20,000 barrels/day.
Then production will deplete normally over the next 30 years.

He said the results from the two wells at Smth Bay are very
encouraging and they plan to be out there next wnter to
continue with an appraisal program He hopes to be able to tell
t hem about devel opnent plans at sone point in the future.

"On a significantly less bright side,” in response to the |ow
oil price and tax uncertainty, M. Foley said, Caelus has been
forced to make very imediate and drastic changes to business
operations and | ast week announced suspension of drilling "grass
roots" wells at Oooguruk. This neans that their Nabors 19 AC
drilling rig that has been drilling 365 days a year since 2008

will cease. That project enploys nearly 300 contractors and
those jobs will be tenporarily, he hopes, put on the shelf. In
addition, they will lay off nearly 25 percent of their workforce

next week. The Nuna Project remains on hold.

Sinply put, M. Foley said, Caelus is struggling to survive and
this is probably the story of many other oil conpanies in the
United States today. Survival uses a fairly comon fornmula:
elimnate waste and reduce all the costs wherever possible. Now,
the only tools that renmain available to them are a reduction in
their capital program and adm nistrative expenses. Sinply put,

they cut payroll. They will do these things and at the sane tine
maintain their wells and facilities and continue with the sane
excellent AHFC program They wll just have to find a way to

acconplish their objectives with fewer people.
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9:08: 20 AM

MR. FOLEY said their business has been funded for the |ast
several years by conbining all of their available cash with any
free cash flow that is available and all of their earned tax
credits. They take that noney and drill wells. The reality is
that the conpany has limted capital and no excess revenue over
their costs at this tinme, and in the future if the tax credits

are reduced they will have even less capital. That is why they
deci ded to suspend drilling operations.
9: 08: 58 AM

SENATOR W ELECHOWSBKI j oi ned the conmitt ee.

MR. FOLEY said slide 6 denonstrated how the current |egislation
woul d inpact Caelus. It used today's pricing, $36 or $37/barre

in 2016, and increased that to $52 over the next five years

They tried to portray what their base business is and then
applied the various elenents of the bill.

9:09: 50 AM
SENATOR STEDMVAN j oi ned the comm ttee.

MR. FOLEY continued that the G/R "fix" would no |onger allow the
gross value reduction (GVYR) to be included in the calculation of
a net operating loss (NOL). That sinple piece actually erodes
the value of his business by about 13 percent and adding a 4
percent hard floor erodes the value of his business even nore by
a total of 31 percent. A $25 mllion transferable credit limt
woul d erode the value of his business by 77 percent and raising
the hard floor to 5 percent would erode the value by 83 percent.
Then his business would be worth "17 cents on the dollar."

He al so calculated the inpacts of the bill that just canme out of
the House. It used a 2 percent hard floor, a $100 mllion cap on
transferable tax credits, and limted the GVR applicability
period to 5 years. Its provisions are nore favorable, but stil
reduce the value of his business by nearly 50 percent.

The Nuna Project (slide 7) is the kind of project that is "on
the bubble,”™ M. Foley said. It needs sonme price recovery in
order to go forward and it would also require sone kind of a tax
credit system But if it does go forward, it represents about
100 mllion barrels of oil and peak at production of 20-25,000
barrels/day. It would enploy nearly 300 full-time enployee
contractors for two years of construction and for about four or
five nore years of a drilling program That would result in
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future royalty payments of nearly $900 million to the state and

future net profit share paynments of $500 million. There would be
$250 million in future production tax paynents and about $100
mllion in ad vel oremtax paynents.

MR FOLEY said this project would be entitled to earn about $150
mllion in future NOL cash paynents from the state. At today's
prices, this project won't go forward, but in the neighborhood
of $70/barrel it would. Then they would receive $250 mllion in
credits and that would be offset by future production tax
paynents to the state in a simlar anmount. But over and above

that, the state would bring in nearly $1.5 billion in other
revenues.

9:14: 34 AM

MR. FOLEY said he appreciates that the Al aska State Legislature
is in a fiscal crisis, like his conpany. Because of the econom c
conditions his conpany faces, he will be reducing the payroll by
25 percent, but they would "find ways" to acconplish their
objectives with a smaller workforce. On Monday, he wll have the

very unpleasant task of sitting across the table from very
smart, hardworking, caring, dedicated, hopeful people, many who

are his friends, and he will explain to themthat in a matter of
days their enploynment will end. "And | can assure you that no
matter what side of that table you find yourself, it'll be

sinmply horrible..."

He said the oil industry has borne the vast mgjority of the
state's tax burden since the early devel opnent of Prudhoe Bay
and that may have been appropriate in the prosperous days of the
past, but those days are behind us now. The price has collapsed
by 70 percent in just this last year alone and at today's oi
price, his conpany | oses noney with every barrel it produces.

MR. FOLEY said there is a lot of talk about a need to diversify
revenue sources to help balance the budget and he advised that
it would be wise to seek a fair and bal anced approach that takes
all the necessary neasures to adequately protect the well being
of the nost vulnerable. Many of the tax credits contenplated in
the original bill attack the nobst vulnerable in industry, even
if they are oil conpani es.

9:18:12 AM

CHAIR GESSEL noted that Senator Welechowski and Senator
Stedman had joined the commttee. She also noted that Deputy
Comm ssi oner of DOR, Jerry Burnett, was in the audience.
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SENATOR COSTELLO said she appreciated slide 6 that laid out how
the different conponents of the bill wll inpact his conpany and
asked him to coment on the logic that previous |egislatures
have wused to try to incentivize his and other conpanies
activities, and now say they were successful and now it's
prudent to pull back on sonme of that because the state is facing
budget chal |l enges.

MR. FOLEY responded that SB 21 found the right balance of tax
and credits. It was a sinple bargain that said we're going to
hel p struggling new conpanies by offering tax credits upfront.
I n exchange, those projects will generate royalties, production
tax, and in his case, net profit share paynents, as well as
ot her paynents to the state. So, SB 21 did exactly what it was
intended to do. It allowed Caelus to purchase the Pioneer
assets. The biggest driver that brought them to the state was
the tax credit system Al aska has always been known for being a
hi gh cost environment, but with tremendous rocks and trenendous
reservoir properties and the tax credit program hel ped bal ance
t hose costs.

9:21:21 AM
SENATOR COSTELLO asked how the investnent comunity has
responded to this |egislation.

MR. FCOLEY answered that the investnment comunity is "terrified.”
They need favorable fiscal terms, but nore than that, they need
stability and predictability. They need to know that the rules
in place when investnent decisions were nmade will stay in place
for the life of a project. Pioneer canme up in 2002 and Oooguruk
commenced production in 2008. So, they were "sort of born during
the ELF environnment." There have been five or six significant
tax reginme changes since then. Nowhere else on the planet
changes its fiscal policy so frequently. Wen the investnent
community looks at that it gives them grave concern in making
future investnments. You can't blane everything on the tax
policy, but along wth the depressed oil price, it nakes
attracting future investnent "very, very difficult."

SENATOR COSTELLO asked the total governnent take at the QOooguruk
field.

MR. FOLEY answered that sinply put, government take is a share
of the profits, as are the costs. The conpany take is what is
left over and at today's prices, he has no profits. H's take is
zero. CGovernnent take could be described as 100 percent, neaning
they take royalty paynment despite profitability. Property tax

SENATE RES COW TTEE - 8- April 9, 2016



paynents are made despite profitability, as well - although that
is part of their contract. The issue today is that there are no
profits and the bill before themtries to take a greater piece
of the noney that is avail able.

CHAIR G ESSEL said sone fol ks assert that the rig being down and
| ayoffs would have happened for Caelus anyway in today's price
envi ronment .

MR. FOLEY responded that there is an elenment of truth to that,
but the facts are that the price is horrible, Caelus is not
profitable and can't continue to nmake investnments to drill
wells. To finance drilling of wells they take the cash they have
available and add future tax credits to that. As they |ose
confidence that they are going to continue to receive and earn
those tax credits, their future forecasts for capital that would
be required to continue drilling wells is higher than it
ot herwi se would be with those tax credits.

9:25: 24 AM

Their rig is idle, but hopefully, they will see price recovery
and be able to start it back up again. He didn't know the exact
price at which that would happen, but he did know that if
changes are nmade to the tax credit system and other elenments of
the state's fiscal policy, the price required to restart goes
hi gher than it would otherwise be if the tax policy remained as
it is today.

CHAI R G ESSEL thanked him and asked if he had received a reply
to the letter he sent to the Governor.

MR. FOLEY replied that the letter was sent by Jim Miussel man and
he was not aware of a reply.

SENATOR W ELECHOWSKI asked him if Al aska should be lowering its
taxes or providing nore tax credits to keep conpanies like his
from |l eaving Al aska.

MR FOLEY answered that he believes the balance found in SB 21

is appropriate. Caelus was able to drill two exploration wells
out in Smth Bay wunder it, which also earned exploration
incentive credits (EIC). It is also a program that wll sunset.

He appreciates that it costs the state noney to fund the credits
earned for exploration, but he also believes nore wells were
drilled because of those credits. |If those go away, he suspected
there would be | ess exploration activity in the future.
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SENATOR W ELECHOWSKI asked if it's appropriate for the state to
take nore than 100 percent (that M. Foley had testified it was
t aki ng under the current tax structure).

MR FOLEY answer ed no.

SENATOR W ELECHOWSKI asked if he was saying in order to change
that, the tax needs to be | owered.

MR. FOLEY answered under today's price Caelus make no profits.
Hopefully, the price wll go up and they wll again nake
profits. They nade previous investnent decisions under SB 21
rul es and they woul d continue maki ng those investnent deci sions.

SENATOR W ELECHOWSKI asked what percentage of the exploratory
work was paid to Caelus with state tax credits.

MR. FCOLEY answered that tax credits haven't been paid for
anything yet. The work has been done and all of the bills have
been paid by Caelus; that work enabled them earn tax credits
whi ch they have not received. Specifically, Caelus has earned
tw forms of tax credits: NOL and EIC credits, and the
conmbination of those two equals nearly 75 percent of their
costs.

SENATOR W ELECHOWSKI asked if any other oil jurisdictions in the
worl d provide 75 percent in tax credits incentives.

MR. FOLEY answered no, but the bargain struck under SB 21
offered credits up front in exchange for a bigger piece of the
profits down the road. If there is no project, there are no
profits.

9:29: 57 AM

SENATOR W ELECHOWBKI said the director of the Tax Division
testified earlier that the state wouldn't receive nore in
production taxes than it is paying in tax credits until 2025 and
asked if Caelus received any royalty relief in any of its
proj ects.

MR. FOLEY answered yes; their Oooguruk project enjoyed royalty
relief. It is one of the highest royalty and NPSL projects on
the North Sl ope. He explained that royalty nodification
basically encourages a project to go forward by inproving the
econom cs. Pioneer was encouraged at the time to nmake its
original investnments with a flat 5 percent royalty until the
proj ect becane profitable.
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As to the second question about credits being greater than the
state's revenues, and the point he tried to nake with slide 7 is
that there is coincidentally an absolute balance between the
credits that are earned by the Nuna project and the future
production tax paynents. But production tax is not the only

revenue that the state gets; it also gets nearly $1 billion in
royalty payments and about $.5 billion in net profit share
paynent s.

SENATOR W ELECHOWSKI asked if any of Caelus' ©projects are
eligible for the GVR which reduces the production tax down to
zero.

MR. FOLEY replied that the Oooguruk field qualifies for a 20
percent GVR reduction that allows them to elimnate 20 percent
of the revenue in the calculation of their tax bill and NOL. In
this instance he is not yet profitable, so he does not pay a
production tax. The GVR doesn't necessarily nean that each and
every GVR field would not pay a production tax.

SENATOR W ELECHOWSKI said the State of Al aska paid 75 percent of
their exploration costs and asked what ©percent of the
devel opnment costs the state picked up through devel opnent
credits and deducti ons.

MR. FOLEY answered that it is a matter of semantics, but no one
has paid 75 percent of the costs. Caelus paid 100 percent of the
cost and that work will earn them credits, but they don't have
them now. Tulimaniq wasn't an exploration project and is not in
devel opment. Oooguruk is a field that does have a net operating
loss and it does earn NOL credits. He rem nded them that Pioneer
cane to Alaska in 2002 and spent $2 billion and the project has
yet to make a profit. So, they are in a net operating |oss
position. Some people may ask how they can have been here for so
long and still not make a profit - they nust not be very good

The reality is under the production tax system the net operating
|l oss sinply nmeans that they spend nore noney in the state than
they bring in. That is typical of any new grow ng business where
all your noney is plowed back into future capital projects, and
dowmn the road they will becone profitable. And down the road
Cael us woul d pay a production tax.

9:35:16 AM

SENATOR W ELECHOWSKI asked if the state were to nake no changes
to its oil tax structure or the tax credit system would he
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commit to reverse his decision to cut the workforce and cut back
on sone of their drilling.

MR. FOLEY answered that price of oil forced them to nmake that
decision, but they hope for price recovery, and if the tax
system becones |less favorable, it wll take a higher price in
the future for themto resune drilling activities.

SENATOR W ELECHOWBKI asked if they did nothing to the tax
structure this year, would he stay in Al aska and keep current
work levels as they are.

MR. FOLEY answered that Caelus has no plans to | eave Al aska and
wll continue to produce the Oooguruk field, but they are not
able to nmake continued capital investnent. So, the real question
is if the tax laws stayed the same, would they continue to nake
capital investnents, and the answer is that they still need
price recovery. But if the tax law changes the price has to
recover to a higher |evel

9:37: 26 AM

SENATOR M CCICHE said the second page of Caelus' letter to the
governor talks about the constant barrage of anti-industry
rhetoric, but those that worked on the current tax reginme are
al so under attack. "So, we get it." For sone reason sone folks
just don't like the oil industry and that's just the reality.
They |ike sone |arger conpanies that provide them products that
perhaps are optional, but they strongly dislike energy conpanies
that provide products that are necessary.

The letter says the state is struggling to evaluate its entire
fiscal system right now, because it has a problem called the
$4.1 billion fiscal gap. He didn't like the "w ser heads in
Juneau"” comment. He found it offensive. He advised that as the
| egislature struggles through this problem for people to
provi de hel pful comments on sone of the ways the state could
better nmanage its way through a | ow price environnent.

SENATOR M CCICHE noted the slide that says "Nuna, A Project on
t he Bubble" could have said "The Energy Industry, a Sector on
t he Bubble," because every nenber in that sector is feeling the
pain right now and M. Foley had clarified that their decisions
were based largely on the econom cs.

SENATOR M CCICHE said he had personally sat in on sonme very

pai nful discussions over the last year and a half with industry
and he has always counted the State of Alaska as a partner,
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because it is "our econony." Unfortunately, the state is not
diversified and is very dependent on the revenue that cones from
oil and gas. He concluded that he would love to see a letter
with some suggestions on how to manage through a low price
environment and that he had asked the state's industry partners
for the sane. He would love to hear fromthem but hasn't had a
response.

VWhat he gets from the Misselman letter is that the legislature
and perhaps the adm nistration has been largely irresponsible on
some of their decisions, and he would like to see that turned
around to: "If | were in your position, being an industry
expert, what | would suggest is that you |ook at sonme of these
suggestions. "

9:41:12 AM

SENATOR M CCICHE said nost of U S. oil is just trying to manage
its way through a very low price environnment and hoping for an
i nprovenent in the future. He thought M. Foley would agree with
that. He asked if Caelus has any production that |ooks different
than slide 5 right now

MR. FOLEY replied that Oooguruk is the only field that Caelus
operates in Alaska and right now Alaska is the only place they
operate. Senator Mcciche is exactly correct, the whole industry
is struggling whether they are in Alaska or the Lower 48. He
uses his conpany as an exanple of all of the newer snaller
conpanies, but in reality none of the conpanies are profitable
at today's oil prices.

In response to Senator M cciche's comment about industry com ng
forward with suggestions, M. Foley said he was invited to
testify as an expert in the oil industry, and his point is that
the oil industry doesn't have any excess profits to give. They
are struggling for survival just like the State of Al aska.

SENATOR M CCI CHE said that was fair and he agrees. However, sone
suggestions mght be ideas on how to nanage through a |ow price
envi ronment together and ways that mght soften the effect on
the general fund when things are inproved. Think about it that
way, he advi sed; these are tough deci sions.

CHAI R G ESSEL thanked M. Foley for his testinony.

SENATOR W ELECHOWBKI said Caelus alleged that there is a
constant barrage of anti-industry rhetoric and asked if M.
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Musselman or M. Foley could provide a list of the constant
barrage of anti-industry rhetoric in witing.

CHAIR G ESSEL supported the request and asked M. Foley to
submt that request in witing. She then invited M. Bruce Wbb
fromFurie Alaska to testify.

9:46:18 AM

BRUCE WEBB, Sr. Vice President, Furie Operating Al aska LLC,
Anchorage, Al aska, said Furie took over |eases from Escopeta Ol
Conpany in 2010, and with the State of Alaska as partner, they
went down the road of putting in a new devel opnment in the Cook
I nl et. For the last five vyears they have drilled five
exploration wells; one was converted to a developnent well on
their new platform They have also put in about 16 mles of sub-
sea pipeline and a new processing facility.

Prior to 2015, they had spent about a half billion dollars, and
| ast year al one, they spent $200 nmillion to put the
infrastructure in place. They enployed about 300 Al askans during
that project. They are very proud of the two gas contracts that
give them a brighter future. When they started this they had no
gas contracts and no way to repay their debt. Furie is here for
the long run, he said. Sonme conpanies have gone bankrupt and a
couple large conpanies decided to |leave Cook Inlet, but Furie
decided to stay. They view the State of Alaska as a partner and
hope they continue their partnership into the future.

9:48: 12 AM

MR. WEBB said the tax credits are very inportant to the oi

i ndustry; they provide investnents and jobs to Alaskans and
supply revenue to the state. He explained that because Furie is
in Cook Inlet it doesn't pay production tax, but they do pay
| ease rentals and royalties, property tax and other paynents
that directly benefit the state. They have already invested $700
mllion and have enployed 300 people in Al aska. Their wutility
contracts have begun to reduce energy costs in the Cook Inlet.

He pointed out t hat 100 percent of every tax credit
rei nbursenent Furie gets is reinvested directly into their
project. None of the tax credit noney has left Al aska. Wthout
the tax credits Furie will have to significantly reduce their
exploration and devel opnent that will ultimately result in the
reduction of jobs. He showed a couple pictures of their onshore
facility at N kiski and the offshore platform He reiterated
that they had | owered the price of energy in Cook Inlet and have
i ncreased revenues to the state of Alaska, as well as addi ng new
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jobs. The tax credit lowers the risk of shortfalls of natura
gas in the future and it may be short-sighted to end that 15-20
year supply of natural gas right now or they nay be back to
where they were in 2008/09.

9:50: 46 AM

He had heard that Cook Inlet benefits only the people around
Cook Inlet, but that is not correct. Everything that goes to all
the communities in Al aska cones through Anchorage. Cook Inlet
has what is called sweet light crude; it is taken to the |ocal
refinery and turned into gasoline, diesel fuel, jet fuel,
heating oil and propane. This |ocal energy reduces the cost of
transportation of ever yt hi ng: f ood, bui | di ng mat eri al s,
aut onobi | es, and everything that is shipped to the vill ages.

In March 2014, the Chanmber of Conmerce comm ssioned a study with
Nort hern Econom cs that concluded that Cook Inlet oil and gas
production directly benefits the rest of the state to the tune
of $2.4 billion. So, for people who say otherwise, it's just not
correct. Wthout the lowered transportation costs, everything in
all the other villages and communiti es woul d be nore expensive.

MR. WEBB said the current tax credit program as it exists today
is crucial to their business. They use the 20 percent qualified
capital expenditure, the $25 million carry forward |oss, and the
40 percent |lease operating costs. Wthout this tax credit
structure, Furie would not have been able to nake it in the Cook
Inlet. The price of doing business there is about three tines
hi gher than anywhere else in the United States, and add the
of fshore environnent to that where you can only drill six nonths
out of the year and nust pay for storage the other six nonths.
The wupside is that the resource is larger. So, there is the
prospect of being profitable in the future and they hope to see
a profit under the current tax structure until 2018 when the
Enstar natural gas contract comes into effect.

During the peak of construction last year, M. Wbb stated,
Furie enployed 300 people. They paid $2.9 million in property
taxes to the state, cities, and borough in 2012-2015. Those sane
paynents this year are going to be in the neighborhood of $4.8
to $5 mllion. So, local comunities are already seeing an
increase of inconme. The l|lease rentals paid to the state since
2011 are $1.6 mllion; estimted royalties are about $300
mllion for the life of the project under the current reserves
if they don't develop any nore. He provided a "short list" of
100 | ocal businesses they supported during this project.
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In terns of lowering energy costs, Homer Electric (supplying
30,000 custonmers in the Kenai Peninsula), stuck wth them
through the entire process. Wen they started the devel opnment,
Hi | corp had absorbed the whole gas market. The attorney genera
instituted what was called "consent decree pricing." Their
contract with Honmer Electric started just a few days ago and now
Furie supplies all the gas for the Kenai Peninsula. In 2018,

those costs will decrease by about 16 percent over what they
woul d have been had Furie not been in the Cook Inlet. Just
recently, they signed the Enstar contract, which wll decrease

energy costs by 17 percent to Cook Inlet and the Railbelt
comunities. That isn't just Furie, though; the Chugach/Hil corp

contract in 2018 will decrease energy costs by 8 percent. That
i s because Hilcorp now has conpetition. Across the board, energy
prices in Cook Inlet will go down as wll the transportation

costs to other communities in Al aska.

MR. VEBB said the tax credits were put in place for them to do
what they have done. But they are not done yet. Wth the $200
mllion Furie has invested, the State of Alaska is a partner
that will be going down this road with them The tax credits are
like energy bars, and occasionally the state gives them an
energy bar and says keep going. Taking those energy bars away

will slow things dowmm a lot. "W're still going to make it over
the finish line, but we're just not going to be running as
fast."

MR. WEBB had sonme general coments: Furie synpathizes with the
situation the state is in with budget deficit and hopes to work
out a good conpronise. They think CSHB 245 is a good solution

it would be like the state not giving them as nmany energy bars.
Sayi ng, "Hey, we have to cut back; slow down your pace; conserve

your energy. We'll help you get over the line." But, if you
just take them away it wll be devastating to the entire
i ndustry.

9: 56: 36 AM

MR. WEBB explained the process behind their |low cost capita
structure. He said they go to Wall Street and talk to banks |ike
Bank of Anerica and ING and finance the tax credits. The
certainty of the tax credits and their historic performance has
brought their cost of capital down from 17 percent to 5 or 6
percent. Before the governor's veto of the $200 mllion tax
credit appropriation |ast year, conpanies were financing 90 to
95 percent of the tax credit's face value at an interest rate of
5-7 percent. Recently these sane conpanies are wlling to
finance only 50 percent of the tax credit certificate at 17-20
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percent. It's a huge difference. That noney is received upfront
and provides them the liquidity to invest in a project. Then
they get the tax credit and pay it back. It's a constant, fluid
notion of nmoney conming in and going out of the conpany.

SENATOR STEDMAN asked if a finer distinction could be mde on
the credits' effect on their cost of debt, not their cost of
capi tal

MR. VBB answer ed yes.

SENATOR STEDMAN said nornmally a 20 percent capital credit is
offset with sone tax collection mechanism So, it |ooks |ike an
i mbal ance in Cook Inlet where they have left the capital credit
in place but there is no viable nechanism for the severance tax
portion to do the offset.

MR. WEBB responded that Furie doesn't pay severance tax on oil
or gas production under the current tax reginme, and they are not
opposed to paying their fair share. However, they do pay the
royalties, which are nmuch nore significant than the property tax
would be. Their cost of capital has gone down and with the
sunsetting of this project at the point of paying off all their
debt, the prospect of paying tax in the future isn't exactly a
negati ve.

SENATOR M CClI CHE asked for a coupl e-sentence description of how
the 2015 credit veto affected Furie.

MR. WEBB recalled that he was in Kenai for an economc forum
when the governor vetoed the credit appropriation and a |ot of
cell phones started ringing, not just his. The reaction was
i medi ate: Wall Street and European investors were calling the
owners and CFGs to find out what was going on. That veto sent a
ripple across the finance world that imrediately started pulling
back funds and |ooking at higher interest rates. Their coments
were the worst thing they can deal with is instability.

SENATOR M CCICHE said, "W're proud to have you there, and |
definitely believe a deal is a deal. W need to have clear-cut
policy going forward and not provide a ganme changer in the
mddle of the season...Thanks for being there. W're excited
about what you are doing."

10: 01: 28 AM
SENATOR STEDMAN said the legislature can nmke additiona
appropriations into that credit fund and asked M. Whbb how he
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t hought the state could handle funding the credits to control

their inpact on the treasury. Should we have open-ended
appropriations? Should we follow the appropriation cap |anguage
which is currently at $73 mllion?

MR. VEBB responded that the state is in a tough spot, but the
industry needs stability. It nakes raising additional debt or
equity much easier. The $25 mllion cap in the bill is not
enough for Cook Inlet or his conpany. He would |like to see a
$100-200 mllion range, sonething that they know will be there
and will be enough to get through 2016 and into 2017. Once that
happens, a reduction in the anmount of the tax credits is
sonething they can plan for. Tinme is needed for planning; abrupt
change is hard to adapt to.

SENATOR STEDVAN said the cap is calculated off of the gross
production tax revenue and they are in the mninum tax arena
Sonmebody has to pay it just to get the calculation to work. But
tying the credits to the revenue side from a policy perspective
also works together in a system H's concern was that sone
delinking is going on that is creating some instability. The
state is in a very peculiar position.

10: 05: 36 AM
MR WEBB said in the past there has always been a special
appropriation, and it would be nice to continue that. He would
ask his CFOto wite a response with suggestions. "He's a pretty
sharp guy."

SENATOR STEDVAN said he thought that would be a good policy
di scussion to have at the table, because in the mninum tax
arena the whole concept of the tax fornmula gets turned upside
down.

CHAIR G ESSEL said that formula is based on production taxes
com ng from anot her basin and asked his thoughts on a production
tax for Cook Inlet noting that the House Finance Conmittee
Substitute had a 35 percent production tax for Cook Inlet
incorporated into it.

MR. VBB answered that he thought Caelus could manage that if it
becones effective in 2017, so it could be planned for.

CHAIR G ESSEL thanked him for testifying today and invited M.
Cook to testify.

10: 07: 51 AM
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CHRIS COOX, D rector, Finance, Ahtna, Incorporated, Anchorage,
Al aska, said Ahtna is using AS 43.55.025(a) tax credits - the
Frontier Basin tax credits and Mddle Earth tax credits -
currently to explore the Copper River Basin. Ahtna would not be
doing that exploration if these incentives were not available
due to the high risks of exploration and financial risks.

He said their current drill site is on state |and. The upside
for the state for this activity is royalty and production taxes,
| oner rural energy costs, and comrunity and econom c devel opnent
in the Ahtna region. The purpose and need for gas in the Copper
Ri ver Basin is to develop and produce energy for |ocal residents
and utilities by conducting exploration in the basin which
includes drilling the Tolsona 1 in the next several nonths and
potentially future targets in the area. He said Ahtna hopes to
be able to reduce the cost of energy in the area and that would
encourage business and therefore, reduce out-mgration of the
popul ation. They also hope to build infrastructure in the
region.

10: 10: 44 AM

Ahtna has drilled 11 exploration wells since the 1960s in the
Copper River Basin. The nost recent well was drilled by Rutter
in 2005 and then they canme back in 2008. So, there is a
potential for energy exploration and production in that area.

10:11: 13 AM

MR, COOK said Ahtna's originally acquired sone Arbco seism c and
over the last several years has been working their exploration
program off of that. Ahtna has submitted its data to the DNR and
obtai ned prequalification to utilize the 025 tax credits. Their
seismc program has targeted drilling the Tolsona 1 in the next
several nonths on state |land. The site is about 10 mles outside
of dennallen heading toward Anchorage; the pad 1is being

installed now. A road is being built that will be also be used
for public access to the Crosswnd Lakes Trail. He explained
that the well is expected to be about 4500 vertical feet deep

and targets the Nelchina sandstone. They have had natural gas
shows in nearby wells, which indicates a great potential for a
| ocal fuel source.

10: 12: 46 AM

MR. COOK said the Tolsona 1 project team is 100 percent Ahtna.
Al t hough Ahtna prefers having good partners to work with, their
partners wth Copper R ver Basin experience are not able to
participate in this well due to | ow energy prices (slide 8). The
Tol sona Exploration Gl and Gas Conpany has a |ot of Al askan
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conpani es working for it: Ahtna Construction is putting in the
pad right now, Restoration Science and Engineering is working on

permtting; HXR Drilling Services is doing the well engineering;
M chael L. Foster Goup conpanies are providing some of the
services; and nmany state, local and federal agencies are

supporting themin getting the well ready to go. As an exanpl e,
the DNR Division of Ol and Gas director has visited the region
and the project site.

10: 14: 02 AM

MR. COOK concluded with their request: to extend 025(6)(a) and
(7) tax credits from July 2, 2016 to July 1, 2022, simlar to
other tax credit expiration dates. Ahtna also supports keeping
the 023 and 025 (a)(1-4) Mddle Earth tax credits in place as
incentive to explore and develop energy in that region. He
t hanked the commttee, the Alaska Legislature, the Governor and
his staff, and the citizens of Alaska for their support.

10: 15: 04 AM
SENATOR W ELECHOWBKI asked if their exploration is targeting oil
or gas.

MR. COOK answered that it is targeting gas.

CHAIR G ESSEL finding no further questions, thanked M. Cook and
invited M. Glvin to testify.

10: 15: 23 AM

PAT GALVIN, Chief Commercial Oficer and General Counsel, G eat
Bear Petroleum Anchorage, Alaska, related a quick history of
the conpany (slides 2-3) and then tal ked about their project and
how the state tax credit program affects it. He said G eat Bear
was founded in 2010 when it picked up alnost 500,000 acres of
oil and gas |eases just below Prudhoe Bay and Kuparuk. They are
exclusively focused on Alaska's North Slope and have offices in
Anchorage; all of their enployees work and live in Anchorage.
They currently hold the original acres, but have brought in
additional partners that has raised the total area to 590,000
acres. They have acquired 500 square mles of 3D seismc over
the last four winters and are currently acquiring another 450
square mles of seismc. They have drilled three exploration
wel | s.

He said the Geat Bear story really starts with the shale play
and the idea that the North Slope has trenmendous opportunity,
because of prolific shale intervals that are stacked on top of
each other. The expectation is that those can serve as a source
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for the kind of shale play that has been successfully devel oped
in basins in the Lower 48.

Geat Bear drilled its first two wells with the intent of
pursuing that type of a play, but discovered that the 2010-2014
cost structure on the North Slope would prohibit that type of
devel opnent . Then the question becane how to get the initial
investnment in infrastructure in place in order to make such a
project economc. Fortunately, during that tine they were able
to acquire the 3D seismc which allowed them to identify
conventional plays for a devel opnent project that would support
the infrastructure capital costs thus laying the infrastructure
for the future shale play. They still believe that a shale play
is a potential in the long termon the North Slope, but it wll
have to be built upon the foundation of a series of conventional

pl ays.

MR. GALVIN said wth that transition, the G eat Bear
organi zation significantly changed its nanagenent team and
expanded its geoscience and technical capabilities. They
anal yzed the seismc data and devel oped a prospect inventory
that increased their confidence where even in the current |ow
price environnment they saw opportunity.

10: 20: 47 AM

He said the nanagenent team was expanded to include operations
expertise that it previously did not have; their new CEO and
president, Mke Mason, is a petroleum engineer and has a |ong
history and career of drilling throughout the world. At one
point he was the top petroleum engineer at BP. He ran Apache's
Egypt operations immedi ately before comng to G eat Bear.

The Chief Operating Oficer is Cark Cement who is one of the
| eaders in hydraulic fracturing. He has drilled all over the
world and has significant experience in developing new
t echnol ogi es and unl ocking the potential in different fields.

MR. GALVIN said their acreage sits due south of Prudhoe Bay and
Kuparuk; Dead Horse sits just above them The TransAl aska
Pipeline (TAPS) and the Dalton H ghway cut right through it
provi di ng a signi ficant advant age as an est abl i shed
transportation corridor. Earlier, Geat Bear fornmed a strategic
partnership with Halliburton that becane a 25 percent working
interest owner of the leases and paid for the first two wells
and sonme seismc. Recently, they struck a deal with Borealis
that was subsequently purchased by Oto Energy, an Australian
publically traded conpany that purchased an 8-10 percent working
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interest in nost of their |easehold in order to bring them bel ow
the acreage |imt.

MR. GALVIN explained that there are three primary shale or
source rock intervals on the North Slope and they are al
present within Geat Bear's |easehold. Mst recently there has
been a lot of talk about the QHRZ, because of the Icew ne well
that has been drilled just to the south of their acreage. That
is one of the potential source rock intervals Geat Bear is
| ooki ng at.

The Shublik is considered to be potentially the nost prolific of
the source rock intervals. Wth the 3D seismic and the wells
they have drilled, they have also identified reservoir rock that
has been produced el sewhere on the North Slope present on their
acreage as well. Those sit nested between the source rock
intervals, which is an ideal situation. Their objective is to
| ook sonewhere between a conventional and an unconventional play
within these various nested rock intervals and find out where
the oil may be trapped and where it may be producible given
particul ar rock properties.

The bright line terns for conventional versus unconventional
have really been blurred over the |ast decade or so, he said,
with new technol ogies being used on a nore conventional basis.
The particular reservoir properties they are |ooking for have
shifted significantly over t hat time and have created
opportunities to develop fields that previously would have been
consi dered unecononi c.

10: 25: 05 AM
MR. GALVIN said that Geat Bear sees the opportunity to use
unconventional technology (horizontal drilling and hydraulic

fracturing) to develop a range of fields that would be
consi dered somewhere between conventi onal and unconventi onal .

10: 25: 31 AM
SENATOR COGHI LL joined the commttee.

10: 25: 48 AM

MR. GALVIN said slides 8 and 9 were a representation of the
nodel i ng that had been done previously on the North Slope as the
oil is produced towards the south in the source intervals and
then mgrates north into the fields that are currently being
produced. It recognizes that nost of the oil being produced out
of Prudhoe Bay and Kuparuk actually originated south of their
acreage and has mgrated over the mllennia into their current
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fields. The G eat Bear concept recognizes that this oil has
nmoved through their area or was produced under it and goes back
to the source and to see if it can be produced there. Because
nost of the time, oil remains trapped within the reservoir or
the first rocks that created it. Al so, there are likely traps
along the way where the oil has pooled, another opportunity to
pr oduce.

10: 26: 54 AM

He said Geat Bear has spent four winters shooting seismc and
has acquired 500 square mles across the center portion of their
acreage position. This winter they have conpleted the western
bl ock and are currently shooting the eastern block with hopes of
conpletion before the season ends. Once this is in hand, they

will have a conplete inventory across their primry contiguous
acr eage, a significant tool for identifying conventiona
pr ospects.

In 2012, M. @Glvin said, they drilled two wells along the Haul
Road and permtted six sites that are all adjacent to gravel
access roads to TAPS, which neans the sites can be accessed
year-round (slide 10). The Alcor and Merak wells were drilled in
the sunmer of 2012 primarily to test the shale intervals and to
pull whole <core sanples from them to provide significant
informati on about the shale play opportunities. Subsequently,
using 3D seismic they were able to identify conventional targets
and drilled the Alkaid well about 3.5 nmles west of the Haul
Road on an ice pad in the wnter of 2015. They were hoping to
drill two other sites that winter, but the short season as well
as operational issues precluded that and they were only able to
conplete the one well.

10: 28: 32 AM

Going forward (slide 11), he said that Geat Bear plans to
conplete their seismic program this year and develop a priority
list of prospects that will be drillable and ready to pursue
They will execute a multi-year, nulti-well exploration program
to pursue those conventional prospects. And through that they
hope to achieve nore cost-effective services in the exploration
si de.

10: 29: 06 AM

He said there are four nyths about how the North Slope
exploration works in that environment and the tax credit issue.
1. That exploration conpanies are "financed" by Al aska tax
credits.
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2. That exploration conpanies don't have skin in the gane on
t hese expl oration pl ays.

3. That Al aska could get the sanme |evel of exploration activity
with | ower exploration tax credits.

4. That tax credit paynents can be delayed with little inpact to
expl orati on conpani es.

10: 30: 22 AM
MR. CGALVIN said the truth is that conpanies have to actually
spend the noney up front to be eligible for the tax credits

They will pay for their enployees, their offices, all their
rentals, and all of their contractors, and then sonme of those
expenditures wll be eligible for tax credits in different

anounts. Great Bear's seismc activities between the EIC and NOL
prograns are potentially eligible for up to 75 percent credit
this year. It will drop to 35 percent in June 2016.

He explained that an explorer can currently borrow on the
expectation of getting those tax credit paynents back from the
state. That's really the only borrowing that an exploration
conpany can do, because it's the one certain cash flow com ng
back from the operation. Exploration conpanies have a better
than 50/50 chance of not seeing any cash flow from their
exploration expenditures and no one wll Ilend noney on that.
Money is borrowed only through having equity.

10: 31: 51 AM

At no time does an exploration conpany nake noney off of
exploration activities in Alaska, at least as it relates to tax
credit reinbursenent fromthe state, M. Glvin said

SENATOR STEDMVAN said M. Glvin was in kind of a unique position
being an ex-conm ssioner of the Departnment of Revenue (DOR),
understanding the politics of the building, and having his
current background. So he has a pretty good feel for what they
are struggling with on both sides of the table in trying to neet
payrolls and fi nanci ng t he credits Wi th open- ended
appropriations versus the appropriation cap nmechanism that
i npacts industry and exposes the treasury, and he was wondering
if he had any comments on that particul ar issue.

MR. GALVI N responded that he disagreed with the characterization
of the statutory |anguage as a "cap." It was never intended to
be a cap in any way. It was intended to basically be a flow of
automatic noney that would go into the fund in order for it to
be legally recognized as a source of funds from the state. The
expectation throughout the devel opnent of the tax credit fund
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was that there would be annual appropriations based upon what
the expected cash flow obligations of the state to that fund
woul d be. Alnost immediately it was set up as an open-ended
appropriation in order to forestall the risk that the state
would not be able to neet the obligations of a credit
certificate being submtted to it for reinbursenent.

10: 34: 41 AM

He explained that the reinbursable tax credit program was al ways
seen as a cash flow obligation of the state and it was expected
to be part of the cash flow structure in terns of the plan the
state would develop in order to neet its obligation. Right now
with the low oil price, the state is in a significant cash flow
challenge, but "it is just that: a cash flow challenge,” he
sai d.

MR. GALVIN said he had testified a nunber of tinmes with regard
to the oil production tax, that the expectation was at high oi
prices the state would sock away the surplus in order to be able
to nmeet its obligations during the tines of low oil prices. The
state is dependent upon a cyclically priced commodity and it has
to plan accordingly. This happens to be one of the npbst extrene
periods of having to neet that obligation.

SENATOR W ELECHOWSKI said the original ACES |egislation had a
| oner progressivity than the ultimte ACES. a 25 percent tax
rate and .2 percent progressivity after $30, but it also had a
10 percent floor for legacy fields. As the bill negotiated its
way through the process, the producers said they had to get rid
of the 10 percent floor, which they did. But they increased the
progressivity at the high end, too, to .4 percent. Now, they've
taken away the progressivity at the high end and have decreased
the floor to 4 percent, which can go below zero. He asked M.
Glvin if he thinks it was appropriate at the tinme and is it
appropriate now to have a 10 percent floor on | egacy fields.

10: 38: 00 AM

MR. GALVIN replied he had testified a nunber of tines on behalf
of the Palin admnistration that the state accepted the
elimnation of the floor solely because of the addition of the
progressivity; it was a trade-off. Elimnation of the 10 percent
floor resulted in basically falling back to the previous floor
that existed; it wasn't putting a new floor in. That was seen at
the tine as the appropriate deal for that |egislative session.
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SENATOR W ELECHOWSKI asked now that we no |onger have the
progressivity levels that we had, would he agree that it's
appropriate to reconsider a higher floor. He recapped:

The way the deal works, we no |onger have the
progressivity we had under ACES. The original deal was
we get a 10 percent floor, |ower progressivity. Ql
conpanies said no we don't want that. W got the
hi gher progressivity; got rid of the floor for the
nost part. Now that we've got rid of progressivity at
the high end like we had, it would seem appropriate
that we go back to a 10 percent floor on the |egacy

fields.
MR. GALVIN responded that he understands the logic, and he had
accepted that trade-off in the wearly ACES structure as
| egitimate, but now there are a nunber of di fferent

considerations with regard to the tax system besides just those
two noving parts.

He said Great Bear and its partners had spent a total of $220
mllion on exploration activities and are eligible for and
expect to recover $140 mllion from the state in tax credit
paynments. Great Bear investors had contributed $80 million that
will not be reinbursed. As an exploration conpany, none of the
tax credits go back to their investors; they are all put back
into the ground to do nore expl oration.

10: 41: 29 AM

This exploration is valuable to not only Geat Bear but to the
state, because it is developing state resources. Their seismc
is inmediately available to the state and will eventually be
available to the public after their lease term The well data
goes straight to the state of Alaska and becones public after
two years, as well. This is a trenendous resource for the state
in its ability to identify future oil to be produced. This is
i nportant because there is a vast anmpunt of oil that has not
been discovered on the North Slope and the only way the state
can get to it is to invest the noney to acquire the information
to determne where it nmay be and where it nmy be economcally
devel oped. So, the tax credits, particularly the exploration tax
credits, were a very conscious decision on the part of the
state's resource managers to try to incentivize the investnent
in this exploration activity that is otherw se very risky.

10: 43: 00 AM
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As to the question of whether or not lower tax credits wll
still result in the same anmount of activity, the truth is that
the decision making process for an exploration conpany just
doesn’t work that way. As an exanple, he used a scenario where a
conpany |like Geat Bear has $100 million frominvestors wlling
to put that into exploration activity. So, with the ability to
borrow on the tax credits they anticipate getting back from the
state (35 percent tax credits), they can plan for a $140 nmillion
exploration program Their equity noney wll pay for Geat
Bear's portion of the well. The rest will be borrowed and be
paid back at the end of +the day wth +the tax credit
rei nbursenent. A finance charge is associated with that and so a
bit of noney goes out of the system to the financers, but the
rest of it goes into the ground.

If the state offers a 65 percent tax credit, then Geat Bear's
exploration program is going to be $260 million, because of
their equity investnment and borrowing against the tax credits
they earn through that expenditure. So, the tax credits on the
exploration side sinply create a nmultiplier effect for how nuch
exploration activity is going to be generated by the investnent
dollars that cone from conpanies like Geat Bear. Sinply put, by
offering a higher tax credit, the state wll generate nore
exploration activity.

10: 45: 08 AM

To Senator Stednman's question, what happens when the state
changes the flow of cash back to the exploration conpany, he
said that iif there is a delay in reinbursenent but its
anticipated and spread out, it wll just take on nore of a
finance cost. Mre noney in their budget wll go to interest
paynents on the borrow ng against those tax credits and it wll
likely be at a higher interest rate. If there is uncertainty or
surprises in the state's reinbursenent, such as the governor's
veto, it increases the perspective of risk and basically scares
away potential |enders.

MR. GALVIN explained that the state has successfully attracted
much |ower cost of debt capital on these tax credit financing
deal s over the past three years - going from the high teens to
the single digits. That has resulted in a nuch greater anount of
the tax credit noney going back into the exploration activity
itself, as opposed to going to finance costs.

If a pattern of uncertainty is created or a sense of

vul nerability of that cash flow comng fromthe state to pay for
the certificates, t hat wil | basically chase away the
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conventional banks. Then conpanies wll at best be able to
retain the private equity groups that were lending at high
interest rates. However, there is a good chance that even those
will be lost as well. If exploration conpanies are no |onger
able to borrow against the tax credit reinbursenment, the nodel
he described earlier conmpletely changes. They end up wth that
$100 mllion and have a $100 nmillion exploration program
because that's all the noney they have. Eventually they would
get reinbursed fromthe state and would have to decide to pocket
that noney or try to have another exploration program and
somehow cobble together additional equity investnment. The
uncertainty would both slow down and result in significantly
|l ess exploration activity going forward than having steady
predi ctabl e paynents that the conpanies can borrow against and
basically spend the tax credit before it comes back. From an
exploration side, that is what creates the nultiplier.

10: 48: 38 AM

SENATOR STEDMAN asked him to el aborate on short funding or |ack
of appropriations to pay full credits and how a conpany would
plan on getting them in 2016 or 17, or could they even plan on
getting them if they hypothetically still have 2015 credits on
t he books.

MR. GALVIN replied going back to his earlier characterization
that the statutory language is truly perceived as a cap and the
anount of annual funding for the tax credit reinbursenent was
set at that formulaic rate, then he <could predict fairly
confidently that G eat Bear would no longer be able to borrow
against the tax credits. The reason being that as an individua

borrower, they could not predict to their |ender when they would
be reinbursed, because it would depend on nultiple things
outside of their control: the oil price, the anount of
production tax the state is going to get, and the |evel of
credit applications the state receives from other potential

conpani es. "That |evel of wuncertainty would pretty nuch dry up
any ability to borrow against the credits,"” he said.

10: 50: 45 AM

If the state institutes a cap at an individual conpany |evel
simlar to what is being proposed now, that would be nanageabl e,
because it would be a "predictable delay." The question is at
what level it gets set: the lower the level, the nore expensive
the debt will be. Mdire noney will go to lenders and less will go
into the actual exploration activity.
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SENATOR W ELECHOWSKI said he appreciates Geat Bear's work, but
he was on this commttee five years ago when G eat Bear talked
about how they would see 1 mllion barrels a day wthin 10
years. The state has now invested $140 mllion and is hoping
they see sone production, but it seens that Geat Bear has
abandoned wunconventional production and is now focusing on
conventional, which won't get them anywhere near what they had
initially said years ago. He asked from the big picture
perspective, which is what they have to manage, how he can, as
the former Revenue conm ssioner, have supported a system that
had the state paying out nore in oil tax credits than it gets in
production taxes for a decade. The state won't be revenue
positive from a production tax perspective until the end of
2024.

10: 53: 38 AM

MR. GALVIN answered that it's inportant to separate the
different tax credits from each other. There is a difference
between the North Slope cash flow and the Cook Inlet cash flow.
On the North Slope different cash flows are associated wth
expl orati on, devel opnent proj ect s, and W th producti on.
Exploration is probably the |owest of the cash outflow from the
state in terns of that system because devel opnent is what sucks
up a lot of investnent and creates a significant anmount of tax
credit eligibility. Their analysis needs to split those up and
not just paint it all with one broad brush.

Great Bear truly believes tax credits still remain a very
val uabl e investnment for Alaska. Continuing the EIC credit would
be a good investnent, as well, because those are providing

tangi bl e benefits back to the state in the form of exploration
data that the state needs in order to develop its resources in
t he future.

MR. GALVIN said while it's true that Geat Bear was here five
years ago tal king about the shale play, they have not abandoned
the concept of the shale play;, the prize is still there. They
just believe they have to take a different route to get there by
doing a conventional play first in order to establish the
econonic franmework that a shale play can work from

10: 56: 05 AM

To Senator Wel echowski's overarching point that the state is
not going to see any positive cash flow from production tax, he
had not spent a lot of tinme |ooking at the nodeling that results
in that conclusion, but it is sonmething he questions in the
sense that there are nultiple variables and there is a big
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guestion with regard to behavior. If the low price environnment
continues on for that decade and results in |ow production tax,
the state wll sinmultaneously see significant reductions in
expenditures from the conpanies, which paying out significantly
less credits. So, there is a certain aspect of self-correction
to the system

MR. GALVIN said they had dropped into this exceptionally |ow
price environnment at such a rapid rate that a ot are hoping to
come out of it and just continue to nove forward. But as

conpanies, like Caelus, begin to deal with that and begin to
|ower their capital expenditures, then the state's credit
responsibilities are going to shrink, as well. Having been
through a big drop and rise in oil prices, he still expects oil

prices to come back up again, and whatever nodeling Senator
W el echowski is looking at is going to prove to be as full of
errors as Geat Bear's was when he was comm ssi oner.

He advised that a clear balance has to be struck, but it's not
sonething one could broadly brush; you have to |ook at the
conponent parts.

10: 59: 05 AM

He added that the state had invested significant policy and
nmoney in and attenpted to help the natural evolution of the
North Sl ope from being donminated by just a few players to having
a diverse group of independents who will not only create new
production, but also create a new econony that wll bring down
costs and create a nore cost effective way of producing fields
that currently may not |ook economic. That effort has worked.
The | andscape has changed significantly on the North Slope in
terms of the players and the econony.

He noted that mnonmentum is an extrenely strong force in the
industry. It took a long tine to get folks to recognize that
they had noved to a net profits based system and to nove past
some of their beliefs about the State of Alaska. The biggest
risk continues to be the sense that the oil fiscal systemis a
ping pong ball that will continue to bounce back and forth as
the political winds swing. A way has to be found through sone
form of a conpromise to reach a sense of stability. Wthout it,
there will be continued reluctance to cone full force into
Al aska.

SENATOR W ELECHOWSKI asked if Great Bear were to produce new oil

would it be considered new oil and be eligible for the new oil
provi sions of SB 21.
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VR. GALVIN answered yes; everything they have would be
consi dered new oil .

SENATOR W ELECHOWBKI poi nted out this fundanental problem that
the state has invested $140 mllion in Geat Bear that "took
advantage of all the incredibly generous tax credits.” And while

he did not criticize themfor doing that, they will also be able
to take advantage of all the incredible tax benefits (GVR
exclusion and a trenendous cut in production taxes) provided
under SB 21, because their production wll be considered new
oil. H's expectation is, since it probably has high expenses, if
they ultimtely go on line that the state will see virtually
nothing in production taxes from any oil that Geat Bear
pr oduces.

MR. GALVI N responded that a lot of nodeling will have to go into
the assunption of how nmuch the state will get from G eat Bear
production. He would describe it in a slightly different way:
that as an exploration conpany, they are hoping to make a
di scovery. If they do, they will have to eval uate whether or not
it is economc enough to invest wth developnent costs.
Dependi ng upon the tax system the state has in place and that
they expect to be in place as they nove into production, G eat
Bear will make that decision. It will establish the hurdle that
t hey have to overcone in order "greenlight" that project.

If the state choses to change that econom c system between now
and their discovery, then it will sinply change that hurdle, and
may preclude Geat Bear from developing sonething that they
otherwi se would develop. That is the risk the state is taking;
that is the choice the body is nmaking in terns of setting this
oil fiscal system The state needs to know where that I|ine
should be drawn in order to properly balance the state's desire
for a share of that revenue with the desire for nore lights to
turn green on these devel opnent projects. From Geat Bear's
perspective, the legislature gets to make that call.

MR. GALVIN explained that Great Bear is in a favorable position
t oday, because they haven't already nade a decision and aren't
al ready hal f-way through a devel opnent project. H's concern and
request was that "you find that equilibrium point soon and
provide a stable environnent for a generation of oil and gas
activity that | believe is still available on the North Sl ope."

11: 04: 29 AM
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SENATOR STEDMVAN asked what he thought about the $5/barrel credit
for the GVR that goes below the floor - $75 nillion going
against a floor of $182 nmillion. The new oil would eventually
grow with the decay of the other fields and take out the entire
mninmumtax if they don't take out the m ninmum fl oor.

MR. GALVIN responded that from his perspective he hoped when
Great Bear is in production they don't have to deal with the
mnimum floor. It's only during times of "crisis" that that
aspect of the cash flowis faced.

CHAIR GESSEL thanked M. @Glvin for his presentation and
invited M. Johnson to testify.

11: 06: 42 AM

MR J. BENJAM N JOHNSQN, President and CEO, Bl ueCrest Energy,
Fort Worth, Texas, said BlueCrest is operating only in Cook
Inlet right now and he would only speak to issues particular to
the Inlet. First, he enphasized that the tax credit programis a
very good investnent for the state, with a good return which he
would illustrate. He said BlueCrest has not been involved in any
wi | dcat exploratory drilling. Instead, they have focused on the
| owrisk devel opnent of previously identified resources of oil
and gas in the Cosnopolitan Unit.

In the process of delineating the field in 2013, they discovered
several new oil and gas zones that added to the total reserves.
But the underlying basis of that project was the previously
known oil reservoirs. He said, "There really can be no question
that the state's investnent in devel opment of known reserves,
like we're doing at Cosnpb, has a nuch lower risk factor than
support for higher risk exploratory drilling." It's inportant to
understand that the exploration work has to have been done in
order to get to this low risk devel opnent phase. So both are
i mportant.

MR. JOHNSON said that BlueCrest's original devel opnent plan was
to find sone oil and gas properties where reserves had already
been identified and where their particular expertise could be
used to make it nore val uable. They |ooked all over the U S. and
Al aska. They found that the cost for doing this work in Al aska
was roughly 300 percent nore than in Lower 48 basins. Wat nmade
the difference in BlueCrest's decision to come to Al aska was the
state's incentive program the tax credits and a zero oil
production tax rate in Cook Inlet until 2022. They chose to cone
to Al aska and bought into the Cosnopolitan Unit.
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11:10: 36 AM

VR. JOHNSON  enphasi zed that the state's investnent in
Cosnopolitan will provide significant, future, positive value to
the state even at low prices. The state's tax credits have
facilitated the success they are bound to see on the
Cosnopolitan Unit. These credits will provide future positive
value. In fact, the tax credits under current laws can actually
provide higher rates of return to the state than the average
investnments in the Permanent Fund.

11:11: 18 AM

He explained that the Cosnopolitan's project is l|located three
m |l es offshore of Anchor Point in Cook Inlet; it is all on state
| eases and subject to state royalty. They also have an onshore
| ease that contains the production facilities and the drill
sites for drilling to the offshore |eases.

MR. JOHNSON said in the interests of tinme he wouldn't go into
the lengthy Cosnopolitan history, but the field was originally
di scovered in 1967. BlueCrest acquired its first |leases in 2012.
In 2013 they drilled a critical well and gained new information
that has allowed them to finally begin developing the field
using current state-of-the-art technol ogy.

The Cosnopolitan Unit consists of two separate devel opnent
projects. There are nunmerous gas wells directly above underlying
oil zones; these gas reservoirs are not connected to the oil
reservoirs. They haven't started devel oping the Cosnopolitan gas
zones yet; that devel opnent is on hold due to econom c questions

concerning tax credits, the cost of drilling and confirmati on of
a stable, long-term market demand. Two years ago, based on the
tax regime in the Cook Inlet, they <conmtted to begin

devel opment of the oil reserves and it is now under way.

MR. JOHNSON expl ained that BlueCrest is a small private conpany
with a singular focus on devel oping Cosnopolitan and they are
very careful in developing their business plans. This is a |large
project for their conpany and they were also faced with the
chal l enge of paying for its devel opnent. Although the nenbers of
t he managenent team have a | ot of experience, the cost was far
beyond their capabilities. So, they teamed up with a group of
oi | industry investors who have nmuch greater financial
capabilities and carefully devel oped their plan based on all of
the laws in place at the tine.

11:14: 31 AM
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The point of slide 4 was to illustrate the cash flow of a
typical oil and gas project over time. It's inportant to see
that as the curve goes down, nore noney is being spent than is
com ng in. However, when nore noney starts comng in, it's not
automatically profit. It sinply goes to repaying the noney that
was already invested. Wien that is done is when profit starts
bei ng accounted for.

He noted that slide 4 was a representation of a successful
project where a conpany explores and actually finds something

then it has to come up wth the noney to develop that
exploration success. One doesn't have exploration successes all
the tinme. In fact, the vast majority of exploration wells are
dry holes (two-thirds to 90 percent in the U S.). However, that
work has to be done in order to get to the point of having a
success. And the profit from that success needs to pay for all
t he unsuccessful exploration wells.

MR. JOHNSON said the good news about Cosnopolitan is that it is
literally a few days away from the very first comercia
production of oil after two years of hard work. In a couple of

nmonths they will bring in a brand new drilling rig and begin
drilling new wells at a cost of about over $40-%$45 nillion per
wel | and hopefully bring on the new production that will finally
all ow BlueCrest to start paying off its loans. That new drilling

cannot start until the last half of this year.

Slide 5 showed BlueCrest facilities that are |large enough to
process the oil from 20 new wells. They are also designed to
allow for future expansion. Final operation tests are being
conducted before starting production.

11:17: 05 AM
He explained what the tax credits from a successful devel opnent
| i ke Cosnopolitan actually nean to Al aska:

When the tax credits are used for devel opnment of new
proven reserves in the state, they are wthout

guesti on, a good, val uabl e, lowrisk investnent.
Speaki ng of these credits as a give-away - as we hear
sonetimes - just conpletely ignores the substanti al
value that 1is received by the state. These tax

credits make new projects work, and they bring new
sources of long-termrevenues to the state for decades
into the future. Now, Cosnb, we're sitting on a |arge,
proven, resource of future oil and gas that now sinply
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requires additional new investnents to bring it to
full production.

11:17: 57 AM

MR. JOHNSON stated that on February 19 the DOR provided its
analysis of the financial inpact to the state on devel opnent of
a new typical Cook Inlet oil field very simlar to Cosnopolitan
assum ng that no changes are ever nade to the existing tax |aws
(slide 7). Their exanple was actually nore expensive and |ess
productive that what they think Cosnmo will be. So, bottom |ine
their cal cul ati ons were conservative.

It shows the total benefit received by the state and
muni ci palities including taxes and royalties as a function of
future wvarious oil prices. It shows that even for this
conservative exanple, the state would receive back 100 percent
of its investnent in the tax credits if oil prices over the
entire field life average only about $35/barrel. At about
$47/barrel, the state would receive back double its investnent
on the tax credits, and at about $59/barrel it would receive
back triple its investnents nmade on those tax credits.

11:19: 48 AM

The DOR also provided a discounted cash flow analysis for this
exanple that conpared the inpact of the tax credits as a pure
investment to the investnments in the Permanent Fund (Permanent
Fund Septenber 2015 earnings were 6.15 percent). The analysis
shows that if there are no any changes to the Cook Inlet tax
systemthe state's investnent in those gets a better return than
the average investnment in the Permanent Fund, as long as oil
prices over the next 30 years average only $44 barrel.

11: 20: 35 AM

MR, JOHNSON provided BlueCrest's specific coments with regard
to SB 130. First, termnation or severe reduction of qualified
capital and well expenditure credits (slide 9) would result in a
significant reduction in their ability to continue rmaking
investnments in Cosnopolitan, resulting in |less future revenues
to the state. The governor's original SB 130 bill conpletely
elimnated the well |ease expenditure credits effective July 1,
but the House Resources and Finance Committees have suggested
reducing the credits by various anounts and phasing the
reduction in over a |longer tine period.

11:21:12 AM
The net operation loss (NO.) credit is valuable to a conpany in
the exploration or early devel opnent phase prior to reaching the
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poi nt of positive cash flow But as a conpany like BlueCrest and
some others in the state continue expanding known resources, the
NOL credit becones far less inportant; in fact it goes away.
Bl ueCrest does not expect to receive NOL credits in 2017.

VWhat is inportant to allowng BlueCrest to continue drilling is
the well |lease expenditure credit. Keeping the well |[ease
expenditure credit at 40 percent in Cook Inlet (as it is
currently) wll result in a positive return to the state. But,
nost inportantly, it allows BlueCrest to drill at about $10
lower oil price than wthout the credit. That is likely to be
really inmportant in 2017. If oil prices go to $100 a barrel

they don't need the credits, but at $40 they probably would not

be drilling. The credits allow their operations to continue.
11:22: 38 AM

BlueCrest's analysis of the value to the state of keeping both
the qualified capital credits and the well |ease expenditure

credits is that it gives them the ability to function at a
$10/ barrel lower price and return 100 percent to the state in
both royalties and future taxes. The state would be fully repaid
at $24/barrel on each new well drilled. At $40/barrel the return
is 200 percent, and at $60/barrel the return is about 250
percent. So, these credits, at Ileast for Cosnopolitan, are
expected to provide a very good return and be a very low risk
i nvestment for the state.

Another factor in SB 130 limts the anmount of credits that can
be paid annually. But M. Johnson said, the governor's $25
mllion mninmm does not take into account the differences in
qualified investnents made by different parties in the state. If
the limt is too low, it's really particularly damaging to snal
conpanies like BlueCrest that has invested its noney in good
faith based on tax policies in effect at the tinme. So, the
timng of the paynents is critical

MR. JOHNSON said the nost inportant factor is the timng of
i npl enentation of the changes. Here it is April and the proposed
changes in SB 130 are supposed to take place on July 1, 2016.
The House hel ped solved that issued by noving the date back. He
expl ai ned that before BlueCrest started its devel opnment program
two years ago, they nade sure they would have enough funds to
allow them to conplete the construction of everything they are

devel oping: the drill site, production facilities, and bringing
in the nost powerful drilling rig in Alaska to drill at |east
the first two wells whose production will pay the debt service

on their | oan. The changes have to start post July 1, 2016.
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He explained that for BlueCrest, it cost $525 nillion to get to
the point of not having to borrow any nore noney (slide 12)

They put in $200 mllion of their own noney and borrowed $30
mllion from the Alaska Industrial Developnment and Export
Authority (AIDEA) on a rig loan. The total they have received to
date in tax credits is $24 nillion. Based upon their budgeting
going forward they wll receive $121 nmillion additional tax
credits. So, that |eaves them short by about $150 mllion; so

they went out and negotiated a high rate devel opnent |oan for
$150 million. That is how they have funded Cosnopolitan. The
bottom line is if the credits change, they are not paid, or if
they are not paid on tine, there will be problenms in making
their debt service and reaching the point of self-sufficiency.

Lastly, he reenphasized the inportance of phasing changes in
over tine. The nost dangerous thing one can do on icy roads is
suddenly slam on the brakes; they don't want to see that happen
her e.

11: 27: 28 AM

SENATOR STEDVAN said he personally doesn't figure property
taxes, royalties, and incone tax in looking at the state's
credits. The production tax had been historically "siloed" to
benefit both the industry and the state through credit prograns.
They should just have the zero severance and be done with it and
only look at credits against royalties. If they decide to go
dowmn that road, the state should talk about taking an equity
interest instead of providing credits.

He didn't think the conparison with the Permanent Fund was at

all relevant. The Permanent Fund and the way its assets are
all ocated, its purpose, and why it has its charter return ranges
is a whole different animal than the oil industry. The

di scussi on should concentrate on the benefits of the credits to
the state and the industry, and if they have to be nodified
because of cash flow issues, how that is done wthout "turning
the apple cart upside down" either through lower funding on
appropriations, interest <carried costs, or timng of when
changes are nade.

He thought it was nore on point for BlueCrest to | ook at how any
changes to the credits mght inpact them within the corporate
structure and how the state and industry can get out of this
pi ckl e, because they can't stay on the course they are on.
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SENATOR STEDMAN asked how nuch flexibility there is before the
apple cart gets turned upside down if they change the tim ng of
payi ng the credits.

MR. JOHNSON answered that BlueCrest has not borrowed any noney
based upon the tax credits, yet. They have been negotiating with
banks on that for sone time. In their basic assunption they
borrowed the noney at a high interest rate for the ful
devel opnent. |If they can borrow noney at a lower interest rate
after they have spent it but before the tax credits cone in,
that saves them sone tine. Al the loan does is save them the
time value of noney in ternms of the interest being saved. Al of
their plans were based on borrow ng noney.

11:32: 11 AM

SENATOR STEDVAN asked him to clarify if he was saying that if
there was a delay in paynent of +the «credit because the
| egislature didn't appropriate the funds that it mght take two
years for BlueCrest to get its credit. He wanted a finer point
on a conpany-specific, risk level to that policy change of fully
funding the credits versus sonme funding nechanism bel ow that
that starts the whole carry forward process, and first in/first
out payout.

MR. JOHNSON responded that in their case the timng of the
credits is absolutely "inperative," - probably nore so than for
sonebody who is borrowing noney from a bank for just the tax
credits thenselves. If the state takes two or three years to pay
these credits the delay is very expensive for BlueCrest, because
at a 20 percent interest rate the credit is worth half of what
it was originally worth.

SENATOR W ELECHOWSKI asked if M. Johnson would be open to a
system where the state wuld get an equity position in
production for the tax credits. So, if the state provided a 40
percent tax credit it would get a 40 percent stake in the val ue
of the production.

MR. JOHNSON responded that the state already has a one-eighth
ownership with no cost basis in terms of the royalty. The North
Sl ope has sone higher rates, but it's 12.5 percent in Cook
Inlet. An equity interest is entirely different, because wth
equity one assunes all the risk of everything. The credits were
set up for each individual expenditure. The 40 percent credit
for a new well expenditure was set up to encourage drilling and
clearly the state gets a good return on that investnent. From
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that standpoint, equity is very different from tax credits or
fromroyalty.

CHAI R G ESSEL t hanked M. Johnson.
11: 36: 01 AM

CHAI R G ESSEL adjourned the Senate Resources Standing Conmmittee
nmeeting at 11:36 a.m

SENATE RES COW TTEE - 39- April 9, 2016



