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HOUSE Bl 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 mnimum 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
limtation 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
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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 estimated 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 ures; rel ating to l[imtations for expendi tures
appl i cabl e before January 1, 2011; nmaking conform ng anendnents;
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> -- | NVI TED TESTI MONY ONLY - -

SENATE BILL 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 mnimum 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
limtation 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
certain well expenditures; repealing the calculation for certain
| ease gas production tax «credits for certain |osses and
expendi t ur es; rel ating to l[imtations for expendi tures
appl i cabl e before January 1, 2011; nmaking conform ng anendnents;
and nontransferable oil and gas production tax credits based on
oil production and the providing for an effective date."
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alternative tax credit for oil and gas exploration; relating to
purchase of tax credit

- HEARD & HELD

CS FOR HOUSE BILL NO 216(RES)

"An Act relating to obstruction or interference with a person's
free passage on or use of navigable water; and anending the
definition of 'navigable water' under the Al aska Land Act."

- SCHEDULED BUT NOT HEARD

CS FOR HOUSE CONCURRENT RESCLUTI ON NO. 17(TRA)

Supporting the aviation industry; and urging the governor to
nmake state-owned | and available to the unmanned aircraft systens
industry for the managenment and operation of unmanned aircraft
systens and related research, mnufacturing, testing, and
trai ni ng.

- SCHEDULED BUT NOT HEARD
PREVI QUS COW TTEE ACTI ON
BILL: SB 130

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

01/ 19/ 16 (S) READ THE FIRST 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
04/ 09/ 16 (S) Heard & Hel d

04/ 09/ 16 (S) M NUTE( RES)
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04/ 09/ 16 (S) RES AT 2:30 PM BUTROVI CH 205

04/ 09/ 16 (S) Heard & Hel d
04/ 09/ 16 (S) M NUTE( RES)
04/ 11/ 16 (S) RES AT 3:30 PM BUTROVI CH 205

W TNESS REG STER

RANDALL HOFFBECK, Conm ssi oner
Departnent of Revenue (DOR)
POSI TI ON STATEMENT: Comented on SB 130.

KEN ALPER, Director

Tax Division

Departnent of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT: Commented on SB 130.

AKIS d OLOPSCS, staff to Senator G essel and the Senate
Resources Committee

Al aska State Legislature

Juneau, Al aska

POSI TI ON STATEMENT: Expl ained the changes in work draft \Wto
SB 130.

JANAK MAYER, Part ner

enal ytica

Legi sl ative Consul tant

Washi ngton, D.C.

POSI TI ON STATEMENT:  Comment ed on SB 130.

ACTI ON NARRATI VE

3:30: 58 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 Costello, Stedman, Coghill, W el echowski,
and Chair G essel.

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

[ Cont ai ns di scussion of the conpanion bill HB 247.]

3:31:38 PM

CHAI R G ESSEL announced consideration of SB 130 and advi sed that
t he Depar t ment of Revenue  woul d conti nue t he Second
Presentation: "Additional Mbdeling and Scenari o Analysis" dated
April 4, 2016, starting on slide 17.
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3:31:55 PM
SENATOR M CCI CHE joined the commttee.

3:32: 01 PM
RANDALL HOFFBECK, Comm ssioner, Departnent of Revenue (DOR),
i ntroduced hi nsel f.

3:32:25 PM

KEN ALPER, Director, Tax Division, Departnment of Revenue (DOR),
Anchor age, Al aska, introduced hinself and explained that he went
back to slide 16, because it refreshes the conversation they are
in. Going forward the next several changes would be on the
subj ect of what they nean when they "strengthen" or "harden" the
floor on the m ni num t ax.

He explained that the carry forward NOLs present three different
policy questions (slide 16). The first about the major producers
that can't get cash for their NOLs as opposed to the snal
producers who can. They have di scovered that those NOLs could be
carried forward into the next year and be used to offset the
m nimum tax, effectively bringing tax paynents down to zero.
Preventing that from happening is one conponent of hardening the
floor where the producers pay the full mnimum tax and then
carry forward those credits into a subsequent year where there
woul d be enough tax liability to offset them

The second question deals with gross value reduction (GVR) for
new oil. On those fields the issue is not the NOLs, but the per
taxable barrel <credit for legacy fields, what is currently
hardened at the floor. That nunber cannot go below the 4 percent
| evel . However, on the new oil fields the $5/barrel credit can
go below the floor, and conpanies could effectively pay zero
using those. SB 130 "hardens" the floor, as well, against that
condi tion.

The final question is a rmuch snmaller issue, especially because
these credits are sunsetting: should the small producer credit
and exploration credits be usable to reduce paynents for any
producer bel ow the 4-percent fl oor.

3:33:41 PM
SENATOR STOLTZE j oi ned the conmitt ee.

3:33: 59 PM
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SENATOR STEDMAN asked how nuch the small producer credit and the
exploration credit alternative was in 2016 and 2017, so people
at hone can grasp the nmagnitude of what they are tal king about.

MR ALPER explained in the universe of $40/0il, the gross val ue
of is $30/barrel, presuming $10 for transportation. The
departnment's rule of thunmb nunber is that there are about 160
mllion taxable barrels produced per year from the North Sl ope,
so calculation is 500,000 barrels/day tinmes the year, mnus the
royalty barrels. So, 160 mllion barrels tinmes $30 equals $4.8
billion, which is the gross value at the point of production. A
4 percent gross tax on that is $200 mllion. So, the tota

scope of what they are talking about peaks out at about $200
mllion. Wthin their forecast about $150 million will be |ost
to the NOL credits being used to go bel ow the fl oor.

The small producer and exploration credits are a very snall,

$10-15 mllion, and simlarly the new oil part probably is about
$25 million.
3:36: 14 PM

Preventing the conpanies from applying the NOL against the
mnimum tax is about their total |ease expenditures exceeding
their gross value at the point of production. That neans they
have negative incone, or a loss, as defined in the Al aska
production tax statutes. That will be different in general from
what conpanies mght show to their own stockhol ders, because of
the way the state treats capital expenditures (it uses different
accounting nuances). Oten capital expenditures are treated on a
cash-flow based, retained-earnings based calculation versus
federal filings.

MR. ALPER explained that the NOL is calculated on a cal endar tax
year and the idea is to ensure that any NOLs that aren't used to
reduce the taxes below the mninmum tax would be carried forward.
So effectively, the state would be paying the credit not in the

first year, but in whatever year the price of oil goes up
subsequently, so that there is enough taxes to reduce it, but
still stay above the 4 percent floor.

3:37:56 PM

MR. ALPER presented slides 18-21 showi ng how the production tax
wor ks at $100/o0il, $70/0il and $40/0il. The $100/0il is in some
ways what the nodeling |ooked |ike when they were l|ast talking
seriously about oil taxes with $10 for transportation cost and
$90 gross value. The state receives about $35/0il in |ease
expenditures (operating and capital), which works out to a
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production tax value of $55 (what the tax calculation is based
on), a 35 percent tax results in $19.25, l|less the $6 per-barre
credit. That nmeans the state actually receives $13.25. But here
a conparison is nade to the 4-percent mninmm tax, the floor,
which results in $3.60, and since the state receives the "higher
of," the actual tax it receives is $13.25 (on a gross of $90).
That is nultiplied by the 160,000 mllion. That would nean
production tax revenue in a year of $100/oil would be around
$2.1 billion

3:38:48 PM
CHAI R G ESSEL recogni zed Senator Bishop in the audience.

MR. ALPER said at $70/barrel (slide 19), suddenly the m ninmm
tax becomes a relevant part of the cal cul ation. The
transportation and |ease expenditures are the same ($35) and
result in a $60 gross value and that |eaves a $25 net. Applying
a 35-percent tax that net results in a tax of $8.75. The per-
barrel credit applied here is the maxinum |level of $8.00 and
results in a net paynment of $0.75 per barrel. So, what takes
precedence (in the "higher of" situation) is the mninmum tax (4
percent of that $60 gross), which results in $2.40 or

approximately $380 million per year in production tax revenue -
still in the real mof positive nunbers.
At $40/o0il, M. Al per explained, conpanies start suffering

operating losses (slide 20). So if it costs $45 to produce and
transport it to market, that results in a negative $5/barrel
This results in an aggregate nunber of $800 million per year in
NCLs for the North Slope producers. Meanwhile the tax
calcul ation effectively generates a negative nunber (-$1.75) and
the minimum tax (4 percent of the $30 gross) results in $1.20.
So, the "higher of" is $1.20 and that tinmes the volune cones out
to $190 million (roughly the $200 million he said in response to
Senator Stednman's question).

3:40: 40 PM

Meanwhi l e, there is a $280 million carried forward loss into the
second year. So, slide 21 shows what happens in a second
consecutive year of low prices. The same cal cul ati on happens and
results in $190 mllion in tax liability. Only now the $280
mllion in carried forward NOLs from year one gets used to
offset that $190 mllion tax bill making the actual tax to the
state zero. Another $90 nmillion nore remains to be carried
forward, plus another $280 mllion earned in year 2 leading to
$370 mllion carried forward into year three. And as long as
prices stay low like that, "these NOL credits sort of stack up
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on us," M. Al per explained. The DOR s forecast shows about $750
mllion in stacked-up NOLs in 2018/9 before the price recovers
sufficiently to where the conpanies start buying them down
agai n.

CHAIR G ESSEL asked if this assunes that a conpany that just
suffered $800 mllion in operating losses will continue to do
the sanme thing and expect different results in year two even
t hough none of the variabl es have changed.

MR. ALPER answered yes; the departnent doesn't forecast short
term changes in behavior in their nodeling. They get updates
from conpanies twice a year and that gets built into their
nmodeling going forward. To a certain extent, conpanies are
reduci ng their expenditures through the laying down of rigs, but

the labor that it takes to punp the existing oil is going to
continue to be spent. However, conpanies will start to constrain
their costs and the departnent expects that a loss will be |ower

in a second consecutive year

SENATOR COSTELLO asked at what year does the departnent forecast
the price will be $70/ barrel or above.

MR. ALPER answered that the chart she was referring to goes out
as far as the spring forecast for just 2025 when it is in the
high $60s. Using the normal inflationary trend, he guessed it
woul d go to $70 in 2026

SENATOR W ELECHOWSKI said SB 130 does not address the $8/per
barrel credit in any way and asked how nuch the state is
allowing to be deducted at $70/barrel through the per barrel
credit.

MR. ALPER answered that the tax is officially calculated by the
conpani es that use the per-barrel credit until the tax bunps up
against the mnimm tax. So, on slide 19, the answer would
$6.35. So, they would use $6.35 to bring the taxes down to the
$2.40 minimum tax |level. Then they would |ose the rest of that
credit.

3:44: 24 PM

SENATOR W ELECHOWBKI asked if the state did not have any per-
barrel tax credit, how much nore would it be getting at $6.45
per barrel in the $70/0il scenario.

MR ALPER answered the $8.75 in tax times the production vol une
would result in little bit less than $1.5 billion in revenue. A
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nore appropriate conparison would be the flat $5/barrel credit
in the original version of SB 21. In that scenario, at $70/oil
the state would see $3.75 as the net and the mninmm tax
woul dn't be triggered at the $70 level. That would |lead to about
a $600 nmillion in revenue or $200 nillion nore than in the
exanpl e before them

3:45: 28 PM

SENATOR W ELECHOWNSKI asked if the state was allowi ng about $1.5
billion to be deducted at $70/0il with a per-barrel credit of
$8.

MR ALPER answered that the $1.5 billion was with no per-barre
credit and $400 mllion in revenue. So, the difference is closer
to $1.1 billion.

SENATOR STEDVAN said another way of |ooking at it mght be the
mar gi nal difference between the $5 and the $8 sliding scal e that
holds one in the mninum tax for another $10 extra in price
range.

MR. ALPER said that is a fair statenent and that having that
hi gher and steeper per barrel credit tends to make that
crossover a higher price point.

SENATOR M CCl CHE asked for the actual crossover point.

MR ALPER answered that the current forecast has the crossover
at $78/ barrel.

SENATOR M CCI CHE answered that they had not nodeled it wthin
the current forecast. They were nodeling it in 2013 based on
their assunptions at the tine, but he didn't have that in front
of hi m now.

3:.47: 24 PM

MR. ALPER said slide 22 suns up everything he just said and that
t he menbers' questions had done a good job of going into how the
nunbers nove around. The idea in slide 22 is that at the end of
the second year there are $370 mllion in carried forward NOL
credits.

MR. ALPER said the second part of strengthening the tax has to
do with the gross value reduction (GVR) that new oil is eligible
for and the $5/barrel credit. A sinple graph on slides 23 & 24
showed how that tax calculation wrks for |egacy fields versus
GVR-eligible new oil fields at $80/0il, because that's a point
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where there is a distinctive difference between the two and at
$60/0il. They used a cost of $46, which resulted in a net value
of $34 (at $80/o0il).

3:48: 50 PM

For legacy oil, the 35 percent tax rate would be applied to that
$34, which results in $11.90, nmnus the $8 tax. So, $3.90
becones the actual tax. The mnimum tax in that scenario of
$2.80 is not triggered. The crossover point is somewhere a
little bit below $80/barrel (within a dollar).

For the GV/R-eligible field in this scenario, the $34 is adjusted
by subtracting 20 percent of the gross value at the point of
production. Goss is the well-head value after transport ($70)
and 20 percent of that is $14. So, the $14 is subtracted from
the $34 net to equal a taxable value of $20. The 35 percent tax
rate is the sane but it's applied to the smaller nunber (%20
rather $34) and the tax becomes $7, and then the $5-flat per-
barrel credit (for GVR eligible fields) leads to a tax rate of
$2. The $2 is below the mnimum tax. However, in this
circunstance, the GVR-eligible field would actually pay the
$2/ barrel tax and not the $2.80 m ni num t ax.

This legislation proposes that G/R-eligible oil should also be
subject to the mninum tax and pay the $2.80 rather than the $2
rate. The GVR remains the sanme; the $5 credit remains there, but
in this circunstance the last $.80 of that $5 would be |ost,
simlar to $1 and change in the $70 exanple he wal ked through
for Senator W el echowski .

3:50: 10 PM

SENATOR COSTELLO asked if he had been able to retroactively
nodel how this would affect the state's bottomline, since it is
on t he books.

MR. ALPER answered that the mninmum tax didn't becone a factor
until the last part of 2014 and they hadn't precisely nodeled it
| ooki ng backwards, but he could say with sone confidence it's
about a $25-mllion line item

SENATOR W ELECHOWBKI asked the effective tax rate for |egacy oi
and GVR eligible oil on this slide at $80.

MR. ALPER answered since the effective tax rate generally is a
share of net profits (cash flow), the $3.90 tax on the |egacy
oil would be in the neighborhood of 12 percent and the $2 GVR-
eligible oil would in the 6-7 percent range.
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3:51: 28 PM

The sane conversation at $60 oil reveals that |egacy oil |eads
to a negative calculation when the per-barrel credit goes al
the way to zero. So, the limting factor under current law is
the 4 percent mnimum tax. Wth $60 oil, 4 percent of the $50
gross becones $2/barrel. The GVR-eligible producer does the sane
calculation and can get as far as zero. The tax before the $5-
credit is only $1.40. So $1.40 out of the $5 would be used; the
ot her $3.60 would be lost. The conpany would pay zero. The bil
proposed that that oil would also pay the $2-m ni mrum t ax.

3:52: 30 PM

MR. ALPER started explaining section 17(c) of SB 130 on
mgrating credits. It nmeans that a per-barrel credit earned in
one nmonth could potentially be used to offset taxes from another
mont h under certain circunstances. This condition is not built
into the fiscal note nodeling as having any val ue, because it's
very specific to volatility. It only happens in years where sone
nmonths fall under the m ninum tax calculation and years where in
sonme nonths the price of oil supports the higher tax.

MR. ALPER said a classic exanple of that happened in 2014. He
expl ained that the sliding scale credits were originally brought
into SB 21 as a form of progressivity or reverse progressivity,
because it is progressivity through subtraction rather than
addition. But the idea was that the per-barrel credit itself is
very much of a nonthly calculation. It can, under current |aw,
go up and down by the nonth

3:53: 58 PM

Slide 26 (labeled: section 17(c): Strengthen the M ninmm Tax,
"Credits "lost" to the m ninmumtax before annual true-up) graphs
what 2014 |ooked like in actuality, M. Al per said. The total
production tax for January, based on 35 percent of the net, was
about $280 nmillion. But the anpbunt that the state actually
received was close to $200 mllion (green bar), because the per-
barrel credit of whatever the nunber was that nonth (probably
around $45/barrel) reduced the paynents. Below that, the red bar
is where 4 percent of the gross would have been. If it were a
m nimum tax nonth, the state would have received the red nunber;
but from January through October the state received the green
bar hei ght nunber ($200 million).

He expl ained that the price of oil fell dramatically through the

sumer of 2014 and by COctober the state was just barely above
the mninmum tax. In Novenber and Decenber the tax went bel ow the
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m nimum | n Novenber and Decenber the state received roughly $30
to $40 million per nonth, the anmbunt under the red bar.

The shaded dotted areas above that (still on slide 26) represent
the per-barrel credits that were unusable, because the whole $8
couldn't be used before they bunped up against the mninum tax
in that nmonth. In Novenber they were able to use roughly $7 out
of the $8; in Decenber they were able to use $2 out of the $8.
But when the annual true up was done for the entire tax year,
slide 27 shows how the dotted areas were able to effectively
of fset taxes that were accrued in the nonth of January to reduce
the paynent in the dotted area below the $200 million all the
way to a bit below the $100 million line. So that $112 mllion
worth of credits that were usable in a nonthly calculation were
usabl e in an annual calculation to reduce the total paynent. M.
Al per said this hit them as a surprise. Until the clains for
refunds canme in the annual true up in the last week of Mrch
2015, the departnment thought it had $100 mllion nore than they
actually did, and had to pay large refunds to the nmjor
producers.

MR. ALPER said section 17(c) of the bill, while technically and
conplexly witten, is sinply intended to rmake the per-barrel of
credit itself a strict nonthly cal culation and not to be used to
of fset taxes froma different nonth.

CHAIR G ESSEL asked if the departnment is asking the taxpayer to
accurately submt nonthly tax returns.

MR. ALPER answered no. Currently taxpayers are expected to do an
estimated tax deposit based on the calculation for that nonth.
Because they are actually paying the amount based on the nonthly
calculation already, it's based on an estimate of their |ease
expenditures divided by 12 for the year. Doing an expense
calculation by the nonth would be far too onerous. The producers
know how nuch oil they sold and what the price was.

He explained that the per-barrel credits unclainmable in one
month should be limted to that nonth. That particular credit
which is calculated and earned on a nonthly basis should al so be
used on a nonthly basis and it's strictly constrained to the per
t axabl e barrel credit.

3:57:46 PM

SENATOR COSTELLO asked if this is what takes the state six years
to audit.
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MR. ALPER answered no; this is all worked out within the tax
year. It could be auditable |ike anything else, but this is a
situation that conmes up at the tax true up period in March of
the year following the end of the tax year.

SENATOR COSTELLO asked how often the state has to reinburse a
conpany.

MR. ALPER answered that this is a specific provision of SB 21,
so it wasn't relevant before 2014. It was very relevant
specifically in 2014 when there was that level of volatility. In
2015, which was just conpleted, every nonth in 2015 was bel ow
the mninum tax, and the state was in the red in the context of
this chart. So, there was no ability to mgrate, to offset taxes
with used per barrel credits. The only tinme it would have
occurred was in 2014 and they hope to protect the state's
interest in statute in the event of a future year of high
volatility.

SENATOR M CCICHE commented that the only year one sees that
extrene volatility is when there is extrene price variation with
part of the year above the m ni numt ax.

MR. ALPER agr eed.

SENATOR STEDVAN asked if he had calculated this in reverse,
where the state conmes off the mninmum tax and goes into severa
mont hs of extrenme volatility upward.

MR. ALPER answered vyes; it wrks the sanme in reverse
Effectively, the way the tax true up is done is in the
aggregate. The value for the year is added up along with the
per-barrel credits and 4 percent of the whole year's total
becomes the mninum tax. So, that is where the per-barrel
credits could be used, because they are still above the year 4
percent instead of the nonth 4 percent.

SENATOR M CCICHE said it |looks like the nost volatile year would
have prices teetering at the $78 level. Is that right?

MR. ALPER answered no. For instance, Cctober in the graph before
them is one of those nonths when the price of oil was down in
the $70s. There isn't much "headroonmi above the mninum tax, so
the nost that the state could lose is the difference between the
mninmum tax and the calculated tax after the use of the per
barrel credit. If there were a bunch of nonths of $150 oil and a
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bunch of nonths of $30 oil, the very large per-barrel credits
coul d reduce state production tax collection to the m ni numt ax.

4:02:41 PM

The narrative on slide 28 nostly says greater price volatility
means that the credit recovery could take a greater share of the
production tax. Effectively, the mninmum tax only protects the
full year's revenue, because credits that cannot be used within
a year can be recovered at year's end the way the law is
currently witten. Slides 29 and 30 show a nobre extrene version
where the price of oil declines from $90 down to $50 earlier in
the year. In this particular scenario the sum total of all of
those dotted lines that begin in June to offset all of the green
bars add up to $233 nillion, a little bit on the high end of
what the state is expecting with a lot of volatility. Slide 30
shows $233 nillion in credits being applied to what otherw se
woul d have been an $836-mllion revenue year, dropping it down
$603 mllion. That is the mgrating credits story, the hardest
one to tell. It could reduce the state's taxes by close to 30
percent. It reduces the effective tax rate in that scenario from
about 14.5 percent to 10 percent. Part of the rationale of any
sort of monthly tax calculation is that the state should benefit
from nonths with higher prices, and this phenonenon allows it to
receive less revenue on the upside if it's within the sanme year
that has low price nonths. That is why they are seeking to enbed
this section in the bill.

4:04: 20 PM

MR. ALPER said section 18 is a totally different concept that
has to do with the interaction between the gross val ue reduction
(GVR) for new and a net operating loss (NOL). One doesn't
intuitively think of those two things as being related, because
to get the gross value reduction it neans you are a producer
(you have production and sales) and you shouldn't be operating
at a loss. There are nultiple scenarios where a new producer
could be operating at a loss - a new field, for instance. But at
today's | ow prices, their costs do not neet their prices.

The second situation would be if a conpany were involved in
continuing to invest - drilling wells or working on a new
project - they could, even at higher prices, bring thenselves
into an operating loss for the field.

The understanding behind SB 21 was to try to build a flat |eve
of state support at all price points in all circunstances on the
North Slope, and the nunber that cane out of the final version
of the bill was 35 percent. So, the operating |loss credit should
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be 35 percent of the operating |oss. What is happening here is:
in the earlier slide he tal ked about the GVR in the context of
the mninmum tax, but the GVR is a subtraction mechanism
subtract a nunber from your taxable value and pay taxes on the

difference. If the taxable value is in essence a negative
nunber, because you are at a |oss, and you subtract fromit, you
create a larger negative nunber - a synthetically Ilarge

operating loss - and 35 percent of that nunber becones a nunber
that is much greater than 35 percent of the actual |oss, itself;
in sone case, nore than 100 percent of the |oss. The difference
in the scenario on slide 33 neans about $7.6 nillion to the
state (through a larger than 35 percent NOL credit).

4. 06: 37 PM

MR. ALPER apol ogi zed for the conplicated slide 33 and expl ai ned
that current |aw works down the left-hand colum, a low price
typical cost scenario ($40 oil), the $46 costs; the conpany is
losing $6/barrel. Based on that loss, a 35 percent operating
loss credit would normally result in a credit of $2.10/barrel
However, the GVR calculation is 20 percent of the gross, which
is $30, which is another $6 subtracted from the negative $6
getting to negative $12 (circled in red on left colum); 35
percent of that nunber leads to a $4.20 credit. So, effectively,
the conpany is getting paid an operating loss credit by the
state that represents 70 percent of their losses rather than 35
percent .

He expl ained that the technical change in section 18 of the bil
sinply says, "In event of a loss, the GVR gets added back in for
the calculation of an operating loss credit." This nmeans that $6
calculation would be foregone in a loss circunstance, the
negative $6 would represent the actual |oss. The negative cash
flow would be what be receiving the NOL credit at $2.10 (35
percent of the |oss).

4:08: 01 PM

MR. ALPER said that was the intent and M. Mayer with enalytica
had said this was an unforeseen circunstance and reconmended
retaining this provision. If slide 33 is talking about a single
producer with a 10,000 barrel-a-day field, and that gets
nmultiplied out for the year, it's the difference between a $15
mllion and $7.5 nmillion NOL credit or about $7.5 mllion in
savings to the state.

SENATOR STEDMAN asked which fields fit this scenario and where
Poi nt Thonson lies in it.
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MR. ALPER answered that the three qualifications for the GVR
are: you have to be wunitized subsequent to 2003, and the two

wel | -known producing fields that fall in that category are
OQooguruk (Caelus) and N kiatchug (primarily EN). They would
classically fall into this sort of calculation. Should they have

a loss, M. Foley from Cael us, when speaking to various versions
of this legislation, has said that this change would inpact his
conpany. So, he can talk a little bit about it within the bounds
of confidentiality because M. Foley already had. There are no
other fields, yet, although any new fields that start up soon -
for exanple, the Mistang field - wuld fall under this
definition. Point Thonmson will come in as GVR-eligible under the
idea of a new participating area. Although that unit goes back
to the early 70s, they haven't filed for a participating area
(essentially, a pool) until after the settlenment. So, well after

the effective date of the bill. So, Point Thonson will get the
GVR.
There are extensions to existing fields, if producers neet

certain criteria and if they are prepared to go through certain
hurdl es of nmetering and the like. A couple of exanples |ike CD5
and the Southwest Kuparuk <could plausibly qualify, but he
couldn't say for sure that they actually did go through the
hoops required to get the GVR in those extensions.

SENATOR STEDMAN said it |ooks like Point Thonmson would qualify
for the 30 percent GYR He assuned under that sane pricing
scenario, the credits in the new areas along with the 30 percent
GVR, instead of being in the 70 percent range, would be somewhat
hi gher than that. He asked M. Alper to explain that. And then
he asked what other jurisdictions fall back at that rate of 70
per cent .

MR. ALPER clarified that he had asked that question of then DNR
Comm ssi oner Bal ash who brought out a |ease chart of the Point
Thonson area indicating that only a handful of the individua

| eases are above the 12.5 percent level. The requirenent to get
the higher level GV/R is that every single | ease has to be higher
than the 12.5 percent. So, Point Thonmson would conme in at the 20
percent GVR, not the 30 percent.

He expl ained that the scenario on slide 33 is based on sonething
that could happen in the future, after the effective date of the
bill. If something happened in 2014/15 there is a 45 percent
NOL. Using the sanme scenario, the state would pay the difference
between 45 percent and 90 percent of a conpany's | osses.
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Depending on the rate of that loss, it could go to well over 100
percent in certain circunstances.

4:12:16 PM
SENATOR STEDMAN asked what other states beside Texas and North
Dakot a rei nburse on | osses.

MR. ALPER answered to his know edge those states don't reinburse
on |losses. They have relatively flat gross tax rates and
conpani es pay a percentage of the gross. That neans that w thout
the credits, at low prices conpanies are |osing noney and they
are also paying a relatively snmall tax to the state. "That's
pretty nuch the end of the story."

SENATOR STEDVAN renmar ked, "Except for the royalty owner."

MR. ALPER responded that everyone pays royalty and in those
other states, the royalty, in nbst cases, goes to the private
| and owner, but in Al aska, the state enjoys nost of it.

4:13: 15 PM

He said slide 35 makes the sanme calculation at a high price
($80/0il)/high cost scenario for a conpany that is spending
$80/barrel building the next oil field - not because he is
trying to lose noney on this field, but because he is trying to
get future production on line in a new field. 1In that
ci rcunstance, the producer with $80/0il, $80/1ease expenditures,
and $10/transportation costs is losing $10/barrel. If it was a
straight 35-percent NOL credit, the proposed change is that they
would get a $3.50 NOL credit. However, if the 20-percent GVR is
applied to that -$10 (net value before GVR), that would result
in a $14 adjustnment (based on 20 percent of $70 well head
value). So the adjusted negative value would be a -%$24, and 35
percent of that is $8.40. Then the state would be paying
effectively an 84 percent NOL credit to that producer.

A 45-percent NOL credit would result in nore than 100 percent of
an NOL credit. The savings to the state in this nodel is the
difference between a $30 mllion credit and a $12 nillion
credit, or about $18 million.

CHAIR G ESSEL asked if the NOL on the North Slope right now is
at 45 percent until July 1.

MR. ALPER answered that it went to 35 percent on January 1,
2016. He explained that many of the credits can be noved around
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within a year, but the NOLs are very nuch tied to the cal endar
year or the auditors get very upset.

SENATOR STEDMAN remarked that Senator Wel echowski had asked for
the history of +the floor for some context to the floor
di scussi on.

MR. ALPER said he would get that. He added that the floor didn't
have a lot of teeth wuntil SB 21 came in and hardened it
specifically to the per-taxable barrel credit.

4:17: 04 PM

He said sections 26 and 27 are a little bit different in that
they don't talk about restrictions on the credits, thenselves.
These are restrictions on the ability to turn those credits into
cash. They are wthin "028," the section of statute that
controls the tax credit fund, itself, where noney is put to
repurchase credits. Four restrictions were added in SB 130 to
the state's repurchase of credits. The first one says that if
you are a very large conpany and have greater than $10 billion
in annual revenue, then you are no longer eligible to get cash
for your credits, the idea being these conpanies are generally
better capitalized and have nore robust bal ance sheets. They can
hold the credits on their own books until such tine as they have
production and will use it to offset their future taxes.

MR. ALPER said there is no magic to the nunber of $10 billion.
Any nunber of oil conpanies fall in above that |ine, but roughly
speaking, that's the state's all-in spending if you count
federal noney, the Permanent Fund, capital budget, and the
General fund. The thought is if the conpany is bigger than the
state, it doesn't need to pay themcash for their credits.

The one change that has received a little nore attention and

will inpact nore conpanies is the $25-mllion per-conpany per-
year limtation. If a conmpany is earning a |arge anmount of
credits, the state will repurchase $25 mllion and the rest of
the credits wll be rolled forward effectively into the
followng vyear. |If a project keeps building credits their
paynent woul d be based on a "first in/first out" basis where the
ol dest ones would get paid out at the rate of $25 mllion per

year. That nunber was plucked from the original credit
repurchase | anguage that was in the PPT bill (HB 3001 in 2006),
which created the idea for the first time of re-purchasable
credits and then put in that $25 mllion cap. That cap was
subsequently renoved in the ACES bill a year or so |ater.
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4:19: 13 PM

The third restriction is the cash for the Al aska-hire provision.
The concept is if the state owes a conpany $10 nmillion in
credits, the DOR would look to the Departnent of Labor and
Wor kf orce Devel opnent (DOLWD) statistic of their instate hire
percentage and their subcontractors in the prior cal endar year
If it was 80 percent, the state would purchase $8 million out of
that $10 million and the other $2 mllion would hold their value
and be rolled forward for use in a future year against their
t axes.

Finally, they put in a 10-year sunset. |If the credits are
unusable they wll expire 10 years after the date they were
issued, which is where the "first in/first out" nmechanism
beconmes inportant to nmke sure that the ol der ones get used up
first.

4: 20: 08 PM
SENATOR COSTELLO asked if he saw a difference between descri bing
the credits as "unused" versus "unusable," because it's not

within a conpany's power to use a credit until the price of oi
goes above $70 or they are also in line and may never get to the
front of the I|ine.

MR. ALPER answered he wouldn't say they were in line; it has
nothing to do with their relationship with other conpanies. The
$25 mllion per conmpany cap would be for that conpany and then
t hat conpany would be able to receive $25 mllion the next year.
But it's fair to say sone of those credits would be lost for
bei ng unusabl e, because they were not able to get them cashed
out in time should the price not be high enough once they are in
production to apply their tax liability against.

SENATOR COSTELLO said it seenms that the state has a hand in
that, for exanple, when the governor vetoed sone of the noney
for paying credits fromlast year. If the state is not going to
be <cashing them out or they expire, that could have a
significant inpact going both ways.

MR. ALPER agreed that was a good point. One of the weaknesses of
the governor's veto, admnistratively, was when there is not
enough noney the structure is "first in/first out.” Putting sone
sort of limtation would create sone ability to prorate the
noney if there was a |imted anount of noney rather than saying
just because you got your credits processed through the DOR
staff before soneone else did, you're going to get paid but
soneone else is going to have to wait until next year. There is
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alittle bit of arbitrariness in a cutoff wthout some mechani sm
that nore equitably shares the inpact of that cutoff, and that's
the sort of thing they are | ooking to inpose here.

4:22:58 PM
SENATOR M CClI CHE asked if he thought the Al aska-hire provision
woul d pass constitutional nuster.

MR. ALPER replied that it is controversial and will certainly be
chal l enged. It doesn’t matter in how it will be adjudicated. The
departnent's feeling is that because they aren't taking value
per se from soneone, just the timng of the ability to enjoy
that value, that no one is going to lose their credits. They are
just going to be earning themin a later year. It mght be nore
likely to survive constitutional scrutiny than some other
attenpts at Al aska hire. Mss Ganling is the assistant attorney
general handling this issue and she woul d know nore.

CHAIR G ESSEL noted that Mss Ganling was not on line.

4:24:29 PM

SENATOR W ELECHOWSKI asked for data on the percentage of Al aska
versus non-Alaskans who are getting laid off in the oi

i ndustry.

MR. ALPER said he hadn't seen any information on how the |ayoffs
are inpacting |ocal versus out-of-state enpl oyees.

SENATOR W ELECHOWNSKI asked if the $25 million limt was changed
to $100 mllion in the House.

MR. ALPER answered that the House Resources version had $200
mllion and the House Finance commttee substitute had $100
mllion.

SENATOR W ELECHOWBKI asked him the policy reasons behind why $25
mllion is better than $100 or $200 mllion.

MR. ALPER answered that the departnent hadn't done the analysis
until they started seeing the l|arger nunbers, and that's when
they went back through their records and cal cul ated the nunber
of conpanies that had cone in at sonme of the higher price
points. There has been exactly one transaction in 10 years the
departnment has been paying tax credits where a single conpany
made nore than $200 mllion in a year, and he found only five
circunstances where a conpany nade between $100 and $200
mllion. There were 11 circunstances where a conpany earned
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bet ween $50 and $100 million. So, a total of 17 instances of $50
mllion or nore going to a single conpany. They did not count
the $25 to $50 mllion, because there would be a |lot of those.
So the inpact is quite broad.

The discussion in the House Resources Committee of the $200
mllion was distinctly limted to the outlier event: M.
Armstrong with his very large project on the North Slope could
lead to the state having $600 or $800 million a year in credit
l[iability during their peak construction years and that would be

i n advance of any revenue coming fromthe oil in that field. The
state figured out a way to protect its interests with the $200
mllion. It was sonething of an insurance policy against the

very extrenme outlier. The $25 nmillion would be a nuch broader-
based reduction in paynents to a much wi der range of conpanies.

COWM SSI ONER HOFFBECK fol | owed up that the broad policy decision
after nmeeting with the conpanies was that that the NOL credit
needed to be the key conponent that they felt needed protection,
but it is also the one that is the nost difficult to control

It's not project specific and there are a lot of different ways
of ending up with an NOL. So, although they were wlling to
| eave the NOL credit in play, because of the inportance to the

various conpanies, they still needed some way to limt the
state's exposure to it in any given year. That was when the idea
came up of putting the cap back in. It limts the state's

exposure, but creates a longer tail on how long the credits
| ast.

4:28: 09 PM

SENATOR W ELECHOWBKI asked once conpanies hit a loss and can
wite it off on future taxes, is the state providing an
unnecessary incentive to do nore things that wll accrue |osses

to deduct in future years.

MR. ALPER responded that he hoped not. The 35-percent figure is
flat across the board. So, if soneone spends an extra mllion on
a gold plated object on the North Slope, they would only be
getting $350,000 back from the state. This is one of the places
where in sone ways the loss of the steep progressivity from the
prior tax regime works in the state's interest. Because there
was in sone ways nore of an incentive to spend noney because you
weren't just getting a reduction in taxes based on a |ower
production tax value, but a conmpany could lower its tax rate by
reduci ng their per - barrel profits goi ng down on t he
progressivity slope - essentially, a high marginal tax rate
wor ki ng in reverse.
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SENATOR W ELECHOWSKI said they talked a |ot about the idea of
incentivizing production in SB 21, but that's not really the
case, because with NOLs the state is still allow ng conpanies to
wite off expenditures. Is that correct?

MR. ALPER answered yes. The NOL was always envisioned as a
payback for sonmeone who is under the devel opnent stage to kind
of level the playing field between them and the producer. To a
certain extent they were taken by surprise at dealing wth
producers having operating | osses. It changed a lot of
assunptions in their calculations in what they are seeing going
forward

SENATOR STEDVAN digressed to the 30 percent GVR for new fields
and said that nationwide royalty is around 20 percent. Al aska
is at 12.8 and the newer ones are 16.5 percent. He asked if the
30 percent GVR wi pes out the "nodernistic" royalty rate.

MR. ALPER answered that they nodeled sonme fields and then
nodel ed them again at the high North Slope royalty and found
that the increnment in additional royalty the state would get was
"pretty evenly" offset by the additional reduction in production
t ax.

4:32:41 PM

SENATOR COSTELLO commented that prior to SB 21 they were
incentivizing investnent and activity versus results. So, she
coul d see conpanies |ooking for well |ease expenditures or other
types of tax credits, but to assune a conpany is trying to
operate at a net operating loss is a curious suggestion. She
asked M. Alper if he thinks conpanies are trying to | ose noney
under the current system

MR. ALPER answered, "Mst definitely not!" Except for the rare
circunstance, the state is never paying anyone 100 cents on the
dollar. Conpanies are losing noney beyond what the state is
payi ng t hem back.

SENATOR COSTELLO said that is what she is hearing, too, and that
conpanies are trying to operate nore efficiently and are having
to lay off people.

4:34: 00 PM
MR. ALPER said section 31 is sinpler and a little bit obscure as
well. Wth extended low prices, the state is facing a

ci rcunstance where potentially the gross value at the point of
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production could go less than zero either on the field |evel or
on the slope level. Goss value at the point of production is a
waystation in the tax calculation on the way to production tax
value. So, the way this is witten, if that part of the
calculation is negative, it would reset to zero for further
calculations to production tax value, and at $30/barrel it neans
there has to be a circunstance of $30 transportation costs. That
is unusual, but it could certainly happen. If prices go bel ow
$20/ barrel, he could envision even nore circunmstances where that
woul d happen.

Slide 38 displayed the different tax and feeder pipeline tariffs
(all-in tariffs) before adding a rough average of $3.37 for the
marine transport from Valdez to the typical refinery. So, for a
base at Prudhoe Bay the tax tariff is $6.13, but if production
is comng from Kuparuk, a conpany has to also pay the $0.32
feeder line to get it from Kuparuk to Punp Station 1, and you
are paying $6.45. Sonething |ike Endicott has a two-hour feeder
pipeline and gets it up to $8.35. But the outlier in there is
Poi nt Thomson, the newest field that is about to come into
production this year; it has to get to Badam and the operator
has filed a $19.17 tariff for that. This means that the tota
tariff to get to Valdez is $28.49, which added to the narine
transport gets one to $31.86 transportation cost. So, if Point
Thonson were to go into production for a year at $30 oil, they
woul d effectively have a negative value at the wellhead of
$1.86/barrel. So, over the expected production of 10,000
barrel s/day, mnus the royalty, there would be a negative gross
val ue of $5.9 mllion.

So, the provision proposed in SB 130 would be to say for any
given field that wellhead value would have to reset to zero
neani ng that negative $5.9 mllion wouldn't be allowed to offset
positive gross values in other production from that producer on
the North Slope. The effective tax there is about $2 mllion (35
percent of that little bit less than $6 mllion).

CHAIR GJdESSEL said Point Thonmson is on the threshold of
begi nni ng production of gas |liquids and they are operating under
the Point Thomson Settlenent Agreenent, which requires them to
produce liquids at a rate that they will be |osing noney (today,
it's $40).

MR. ALPER said yes, that was correct. He nmentioned that there is
a technical issue enbedded in this section. That is although the
gross value at the point of production is roughly conparable to
what they collect royalty on, it's not a royalty value. So, the
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state doesn't run the risk of negative royalties. They do
however, face the ~circunstance potentially of the private
royalty tax being a negative calculation, which they had never
contenplated and it needs to be fixed in sone way. If there is
production from private land - CD5 is an exanple - that
production should happen to fall through negative gross val ue at
the point of production, the statute doesn't account for what
m ght happen if the state is supposed to be collecting 5 percent
of that nunber in a private royalty tax.

4:38:21 PM

SENATOR STEDVMAN said he never thought nmuch about the Point
Thonmson tariff, because it was never in their face. They stil
have to have operating and capital costs there and asked if M.
Al per had any idea of what those are or do they use the average
out of the Revenue Sources Book.

MR. ALPER said presumng sonething along the lines of the
average cost, maybe a little bit |ess because they have just
come out of a very capital-heavy initial construction project
it's fair to say the break even at Point Thonson is close to
$60/ barrel. To a certain extent that is aneliorated by the fact
that they own the feeder pipeline that is getting the $19 tariff
(they are sonewhat paying thensel ves).

SENATOR STEDMAN said that puts a fine point on the difficulty
the state has had in noving Point Thonmson forward, and the big
price exposure industry had in noving it forward, especially if
t hey need $60 or $65 to break even. It doesn't help the state in
devel opi ng the basi n.

4:40:19 PM

He asked wunder the settlenment agreenent to develop Point
Thomson, if the state is forcing them to do things they m ght
not otherwi se do outside of that to mnimze |osses.

MR. ALPER answered that he is not an expert on Point Thonson
engi neering, but it's a relatively sinple system of only three
wells. They are obligated to produce those wells and conpress
and reinject that gas for the next several years. |In some ways,
it's a test system to see how the reinjected gas m grates back
through the field to determne the viability of an expanded

cycling process: if the gasline comes in, can they get good
production of liquids for a lot of the year while reinjecting
gas into the ground or will it be nore viable to blow it down?
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This is a "waystation"” towards a ruch |arger policy decision for
the owners of that field. Their settlenent has a decision point
in 2018/ 19 over phase 2 when they are obligated to mke a
decision that will lead to sone sort of additional investnent
for themin three or four years.

SENATOR STEDMAN said let's hope for $80/barrel oil and they are
profitable, so the state can make a little bit, too.

CHAIR G ESSEL said she hoped they beconme profitable, because
that is the state's gas pipeline.

4:42: 35 PM
MR. ALPER went to the last part of the bill, the "deep" section
concerning nmunicipal wutility limtations. This was discovered

through paying historic tax credits and finding that is the
literal interpretation of the law. If a conpany is producing
nost of the gas thenselves (if they are a utility that owns a
gas field and a great bulk is going to their own turbines) that
use of gas isn't a sale for tax purposes - its' just their own
gas. But if they have a little bit of extra and sell to a third
party, that's a sale. That becones revenue. For the purpose of
various credits, the question is whether the expenses that
offset that small amount of sale - the way the law is witten
that all of the expense could offset that revenue, thus creating
(simlar to the GVR NOL section) synthetic NOL (NOLs that don't
reflect the actual profitability of that conpany). They propose
to say that only the pro-rata share of the costs would be usable
to offset the revenue. The chart on the right side of slide 40

is current law illustrated by using a utility using 20 mllion
feet per day, burning 18 mllion feet in their turbine and
selling 2 mllion feet to soneone else. If that gas is worth

$8/ ncf, the revenue based on selling 2 million per day over the
course of the year is about $6 mllion feet.

If their |ease expenditure is $3 (on all the gas), that's $21
mllion worth of |ease expenditure. They could share a net
operating loss effectively of $16 mllion even though they
didn't really lose $16 mllion, and in Cook Inlet the state
woul d be paying them a 25 percent NCOL credit of $4 mllion. The
bill proposes to say if you're selling only 10 percent of the
gas and using 90 percent of it yourself, you only get to account
10 percent of your |ease expenditures against that revenue for
the purposes of any tax or operating loss. In this case, they
woul d be shown to be profitable, because only 10 percent of that
$22 mllion - $2 mllion - would be deductible. They would show
a $3 million operating profit and would not be receiving an NOL.
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It's a relatively sinple and technical non-controversial change
that is just trying to fix a literal interpretation of the | aw

SENATOR M CCICHE said that is roughly an $8 mllion difference
in that case. He asked the overall effect statewide of utilities
not being taxed on volunes sold to third parties.

MR. ALPER answered that they are taxed on the volunes sold to
third parties (currently $0.17/ncf in Cook Inlet), and it would
be in the tens or low hundreds of thousands of dollars in
production tax as opposed to the $16 million operating |oss that
would lead to the $4 mllion NOL. So, effectively that 2 ntf/day
times 700 nctf/year tines the $0.17 tax is what that conpany
woul d be subject to.

SENATOR M CCICHE asked what the overall effect is on the
al |l owabl e | ease expenditures.

MR. ALPER answered in the single digit mllions of dollars.

SENATOR STOLTZE asked what their discussions have been with the
muni ci palities that have utilities that run on gas. Two cone to
m nd: the North Sl ope Borough and the Municipality of Anchorage.

COW SSI ONER HOFFBECK answered that he didn't know if they had
any contact with the North Sl ope Borough or M.&P.

MR. ALPER answered that the North Slope Borough is a little bit
different in this circunmstance, because they are not the sane
entity as those who own the gas fields and the production that
supply that. There is an actual transaction that occurs when
they sell their gas.

SENATOR STOLTZE said it seens a little odd that M&P or the
mayor's office wouldn't have been a little nore involved to
protect the interests of their consumers or be part of their
di scussi on. Have they outreached to thenf

MR. ALPER answered they didn't specifically reach out to them
but they are well aware of this issue. He hadn't heard anything
from them The departnent is in contact with them through their
role as taxpayers, and it was in that role that they becane
aware of the circunstance. Perhaps their non-responsiveness
indicates their recognition that this mght be sonething that
shoul d be corrected, but he didn't want to speak for them
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SENATOR STOLTZE said he would like to coax a response from the
|argest nunicipality in the state on the inpact to their
custonmer base.

4:49: 22 PM
CHAIR G ESSEL said both conmttees in the other body that heard
this bill invited M& and they did not respond and they

declined to present to this conmttee a few days ago when the
other utilities were there. She is in the process of sending a
letter to the mayor to ask if he had a comment on this, but it
hadn't been executed yet.

SENATOR M CCI CHE commented that this |looks like it can't be nore
than a half to three-quarter mllion dollar problemon an annual
basis in conparison to the hundreds of mllions in chunks of
revenue they are tal king about, and |ooks like a cost that wll
be shifted to the ratepayer.

MR. ALPER replied that any tax that a utility would be paying
the state would be mnimal and would nost |ikely be offset by
the small producer credit, anyway. The credits they are enjoying
by having all of their |ease expenditures, which could be in the
tens of mllions of dollars per year to operate that field, are
only being offset by a relatively small anpbunt of sales, then
the state could see losses in the tens of mllions of dollars
with 25 percent of that eligible for an NOL credit.

4:51: 28 PM

Slide 41 gets into the scenario analysis nodeling for this piece
of legislation that cane as requests from individual |egislators
over the previous interim In sone ways they have copied
stylistically sonme nodeling from PFC Energy and enalytica, the
| egi slature's consultants. Typically, the DOR has nodeled oil
and gas as a North Sl ope-wide or Cook Inlet-wde nodel so there
is per-barrel spending on operating and capital, but it doesn't
really capture the nuance of an individual investnent where the
capital spending is not evenly spread throughout the |ifecycle
of the field. In fact, it's very front |oaded. Likew se, the
operating doesn't happen until after they are in production and
it tends to be scaled with the production. And then the
production itself is on a curve that ranps up and ranps down.
Every small field follows the sanme left curve they see on
Prudhoe Bay.

This life cycle nodel shows the cash flow over the 30-40 year

life of a project for both the state's production tax and
credits as a standalone item the all-state revenues (general
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fund revenue), and also the producers' cash flow They applied a
di scount rate to all of these using the nost recent track record
of the Permanent Fund earnings, which is 6.15 percent, to
represent the tine value of noney for the state's nobney in
Al aska, if the alternative is having the noney in savings.

4:53: 05 PM

The nodel 1ooks at $30, $60, and $80/0il as well as the fal
forecast scenarios. They also worked in higher and |ower price
scenarios due to a request from the House Finance Commttee,
which he promsed to provide this conmttee. They also nodel ed
the status quo versus the sum total of the changes in the
governor's bill.

They | ooked at new field on the North Slope with 50-mllion
barrels in the ground. This really nmeans it peaks-out in the 10-

15,000/ barrel /day range, conparable to smaller fields |Ilike
Qooguruk, the Nikiatchugq, and the Mustangs. They al so | ooked at
a much larger field, the 750-mllion/barrel in-place field

conparable to the Arnmstrong field. That was done in three
different iterations using the 12.5 percent royalty, the 20
percent GVR, the higher royalty with the higher GV/R (as Senator
Stedman alluded to earlier), and also what happens if half of it
is on private land. They also nodeled the Cook Inlet scenario
for a 50-mllion/barrel field with a big question mark floating
above in 2022 when the tax caps in statute go away. He didn't
feel confortable inventing a tax reginme for Cook Inlet, so they
have a high and a |ow scenario, caps are extended effectively
with no production tax into the future versus when tax caps go
away, neaning the 35 percent net tax wthout any per-barrel
credit. However, he said, the real answer probably lies
somewher e between the two sets of nodeling runs.

MR, ALPER said the commttee substitutes that have passed in the
ot her body include a Cook Inlet-specific working group to |ook
at proposing a new reginme for the next legislature to revise in
future years.

4:56: 06 PM

Finally, slide 43 nodels gas scenarios of 670 bcf/ Cook Inlet
and Mddle Earth gas fields that are roughly anal ogous to what
BlueCrest is looking to do; it would peak-out at about 50
ncf/ day.

CHAI R G ESSEL asked where Furie would fall.

SENATE RES COW TTEE - 28- April 11, 2016



MR. ALPER answered that Furie is a little bit of an unknown.
Their phase 1 is probably around the sanme size, but from their
claims and from their sonewhat aggressive investing in offshore
platforns, they have alluded to having a sonewhat |arger
resource base. Wat they talk about is having about 400/ bcf. In
sonme of their earlier reports they tal ked about having trillions
of feet in place. Everyone is hopeful, but no one really knows
until they start deviating further out from their central point
to see how big the resource becones.

4:57:21 PM

He said all the slides use the structure graphic. The upper |eft
hand corner is the production tax and tax credit al one scenario.
(Slide 44) This is credits the state is paying the producer
based on whatever it is they mght be earning. In the case of a
North Slope field, it is alnost entirely NOLs. The production
tax received is the blue curve in revenues starting after
construction is finished.

MR. ALPER explained when he talks about 50-mllion/barrels of

oil in place, there is an assunption of capex - maybe $12-
$18/ barrel - that becones the aggregate times the nunber of
barrel s produced. So, a $12/barrel capex scenario for 50 mllion
barrels means $600 million is going to be spent, and nost of it
will be spent in the first two years, but it get the 35 percent
NCL credit over several years. The state's negative cash flow
peaks out at around $50 million per year at the highest |evel of

constructi on.

The total state general fund cash flow (including the oil noney
that goes to the Permanent Fund) is in the upper right-hand
corner. The production tax is represented by the green and
royalty is indicated by blue. In nobst years, royalty is the
state's largest revenue source. The purple line is the state
corporate incone tax and a "small wedge" that isn't quite
visible at this level of resolution is the state's share of the
property tax. He said on the North Slope a |arge percentage of
the property tax actually accrues to the North Sl ope Borough and
that didn't show up on this graph. The producers' cash flow was
graphed on the lower left; the green bars represent a positive
after-tax cash flow after having been partially reinbursed by
the credits, once they are in production.

Finally, the lower right has sone of the sumtotal data fromthe
col ored graphs separated into the three chunks: the top one is
the production tax. In this scenario - $60 oil for a small
stand-alone oil field on the North Slope - the state spends $162
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mllion on credits and receives $183 mllion in production

taxes, a positive revenue of $21 nmllion. But if a tine value
of noney is assigned (net present value) to that calculation,
indicating that the state would be negative $37 nmillion on the

production tax, alone, on that field.

Meanwhi | e, the second "chunk” is the total state cash flow where
the losses are a little smaller (negative $121 nillion). The
di fference between that and the negative $162 nillion is there
are sone years where the state is still paying out credits when
production has started and paying a little bit of royalty
revenue. In this "very stylized new North Slope field" the state
gains a value of $136 nmllion. The sane calculation is done for
the producers. The sane discount rate was wused, but the
producers | ook for a higher return on investnent than 6 percent.
If that were the case, the so-called hurdle rate is where they
woul d be seeing a smaller nunber if they were to apply a 10 or
12 percent discount rate. This is the status quo scenari o.

5:02: 30 PM

MR. ALPER said he had three different scenarios in this
presentation and he would be happy to neet with any nenber
individually to discuss this "stuff" at |ength.

5:02: 38 PM

He said these slides refer to HB 247 and he apol ogi zed for not
updating them to SB 130. The nost visually different thing on
the tax credit side (in the upper left) is suddenly the negative
nunbers get cut off at $25 mllion per year. However, as those
credits are earned for nore years into the future the "tax
credit spend" gets shifted forward and creates sone distortions
in the conpanies' cash flow (in the lower left). So, they really
need to |l ook at the net effect changes.

The state's production tax discounted value, at $45/46 oil, goes
froma negative $37 [million] to a negative $10 [nmillion], while
the credit outlay goes from a negative $162 [mllion] to
negative $101 [million]. Meanwhile, the total discounted value
of all the state's taxes goes from $136 nillion to $163 mllion.
O course, as the state is gaining value from the conpanies,
their discounted cash flow goes from $112 nillion to $93
mllion. Del ayi ng paynent of sone of the credits creates val ue
to the state through the tinme val ue of that noney.

MR. ALPER said those nunbers are relatively small if one can

consider $163 mllion snmall. The nunbers get nuch |arger when
|l ooking at a large field. They nodeled this at $80/0il with the
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expectation that it's unlikely that soneone will nake what quite
literally is a $10 billion sanctioning investnent to build out a
field of this size wthout an expectation of a higher oil price.

5:04:31 PM

He |ooked at a 750-million/barrel field at $80/0il. The nost
jarring thing with a front-loaded field and that |evel of
expenditure is that the state's credit outlay is $2.8 billion

before it sees production taxes off that field. At the highest
point, the state is paying $800 mllion per year and for the top
three years about $550 million per year. That is the data set
that |l ed the House Resources Conmittee to put in a $200-mllion
cap, because that is when the credits are really outside the
state's capacity no matter what else is going on - although that
woul d be a single partner. He explained that any of the caps in
the various versions of the legislation haven't accounted for
partnerships. |If there are four partners, each earning a $25
mllion cap that would actually be $100 mllion, which would
change these nunbers dramatically.

5:05:42 PM

In this field the state gets alnost $9 billion in production tax
against the $3 billion in credit. Wth the tine value of noney,
the state nakes $869 million. The state nakes over $1 billion a
year for a few years at the peak of this project, an
extraordinarily good thing if it can get built. Wth a

di scounted value of $3.5 billion and a relatively robust value
for the producer based on all of their assunptions (which by
their very nature are wong), the conmpany would get $2 billion

fromthis project.

5:06: 21 PM
What M. Al per |earned when he overlaid the $25-mllion per-year
cap is that this probably created too large a distortion for

this field. The state's cash-out went from $2.8 billion to only
$100 million; the state about doubled its discounted production
tax value from less than $900 mllion to $1.7 billion, and its

all-in cash went from $3.5 billion to $4.3 billion. Manwhile
the conpany |ost about one-third of the value from this field

going down from $2.2 billion discounted to about $1.4 billion
(slide 47). It's unlikely that soneone is going to do this alone
with the governor's bill and four partners and a $100-nillion-a-

year cap, and the answer would fall somewhere between his two
exanpl es.

5:07:29 PM
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Being pressed for time, M. Al per junped past the Cook Inlet
scenario that is simlar to the North Slope snall field
scenario, as far as how the nunbers nove. The Cook Inlet was
nodel ed for both the Cook Inlet tax cap expired and also the
Cook Inlet tax caps extended (not in the bill), but he wanted to
hi ghlight that the |arger presentations have summary tables at
the back. He put all of the summary tables in this presentation
so they are easily available. Slide 50 |ooks at the North Sl ope
oil scenarios and slide 51 |looks at the non-standard royalty
scenarios (high and private royalty), the Cook Inlet oil
scenarios were on slide 52, and slide 53 had the various gas
scenarios for both Cook Inlet and Mddle Earth (that has its own
statutory tax caps).

CHAIR G ESSEL thanked him for his presentation and recessed the
meeting to 7:00 p.m to continue work on SB 130.

7:01: 31 PM

CHAIR G ESSEL reconvened the Senate Resources Conmttee neeting
at 7:01 p.m Present at the call to order were Senators Stedman,
Coghill, Costell o, Welechowski and Chair G essel.

SENATOR COSTELLO noved the work draft CSSB 130( RES), version 29-
GS2609\W as the working docunent.

CHAI R G ESSEL obj ected for explanation purposes.

7:02:36 PM

AKIS G ALOPSCS, staff to Senator Gessel and the Senate
Resources Committee, Alaska State Legislature, Juneau, Al aska,
explained the changes in the proposed work draft \W and
contrasted those to the changes in existing work order \A

SENATOR M CCI CHE joined the commttee.

SENATOR STOLTZE joined the comm ttee.

MR. G ALOPSCS said the changes were as foll ows:

1. The title is changed to reflect subsequent changes in the

commttee substitute, and to conform to legislative drafting
pr ot ocol .

2. Section. 6 of the previous version A of the bill, dealing
with confidentiality requirenents (in the event that the
qualified capital expenditure and well |ease expenditure credits
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in the A version were renoved, but the NCL credit had remained)
i s renpoved.

3. Language on page 2, line 31 to page 3, line 25 anends the
previ ous Section. 7 of version A by changing the interest rate
to 7 percent above the Federal Reserve rate. However, rather
than the full six years of accruing a conpounded quarterly rate,
the interest will only accrue for only three years, and no
interest after year three. However, the statute of limtations
woul d be for the full six years.

4. Section. 8 of the previous version A of the bill, dealing
with confidentiality requirenents, is renoved.

5. Language on page 3, line 26, to page 4, line 28, anends the
previous Sections. 9, 10, and 11 of version A of the bill, by
incorporating a new definition of outstanding liability to the
state that is created in a |ater section

6. Section. 12 of the previous version A of the bill, hardening
the floor at 5 percent, is renoved.

7: 05: 00 PM

7. Page 4, line 29 to page 5, line 19, adds a new Section. 10,
repealing the calculation for the Cook Inlet tax cap, as well as
the subsection for the tax <calculation for gas produced
el sewhere in the state for use in-state.

8. Page 5, line 20 to page 7, line 4, adds a new Section. 11,
conformng to Section 10.

7:05: 34 PM

9. Page 7, lines 5-10, adds a new Section. 12, nmaking oil and

gas produced in the Cook Inlet sedinentary basin after January
1, 2018, exenmpt from any production tax, and prevents an
expl orer or producer in the basin fromacquiring credits.

10. Page 7, line 11 through page 15, line 1, amends the previous
Section. 13 in the A version of the bill by renoving references
to hardening the gross mninmm floor, and conformng to the new
Section. 10.

7:05:46 PM
11. Page 15, lines 2-23, repeals the previous Section. 14 in the
A version of the bill, dealing with interest calculations, and

conformng to the new Section. 6 on interest calculations
(conpoundi ng interest only year one through three).
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12. Page 15, lines 24 through page 17, Iline 10, conforns
Sections. 15, 16 of the bill to the new Section. 6 on interest
cal cul ations and further conformng to those changes.

7:06: 27 PM

13. Section. 17 of the previous version A of the bill, dealing
with recalculating the per-barrel credit on a nonthly rather
than a yearly basis, is renoved.

14. Page 17, lines 11-30, adds a new Section. 17 and reduces the
Qualified Capital Expenditure Credit to 10 percent as of January
1, 2017.

15. Page 17, line 31, through page 18, line 21, adds a new
Section. 18, elimnating the Qualified Capital Expenditure
Credit for the Cook Inlet sedinentary basin as of January 1,
2018.

16. Page 18, line 22, through page 19, line 17, anmends the prior
Section. 18 of the A version of the bill, by elimnating the
provision that expired net operating loss credits after 10
years, and adds new | anguage that |owers the Net Operating Loss
Credit for non-North Slope activity to 15 percent as of January
1, 2017. The provision that prevented the G oss Value Reduction
from enhancing a Net Operating Loss renmamins in the Conmittee
Substi tute.

7:07:24 PM

17. Page 19, line 18, through page 20, line 15, adds a new
Section. 20 by conformng to Section. 19 of the Conmmttee
Substitute, elimnating the Net Operating Loss Credit for the
Cook Inlet sedinentary basin as of January 1, 2018.

18. Page 20, line 16, through page 21, line 2, renoves the
| anguage in the previous Section. 20 of the A version of the
bill, related to the expiration of Net Operating Loss Credits
after 10 years.

7:07:51 PM

19. Page 21, lines 3-14, <confornms to renunber subsections

earlier in the bill.

20. Section. 22 of the previous version A of the bill, dealing
with confidentiality requirenents, was renoved.
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21. Sections. 23, 24, and 25 of the previous version A of the

bill, provisions that hardened the mninum tax floor, were
renoved
22. Page 21, line 15, through page 22, line 7, adds a new

Section. 23, lowering the Well| Lease Expenditure Credit to 20
percent by January 1, 2017.

7:08: 29 PM

23. Page 22, Iline 8, through page 23, line 3, adds a new
Section. 24, conformng to Section. 23 and elimnating the Well
Lease Expenditure Credit for the Cook Inlet sedinentary basin by
January 1, 2018.

24. Page 23, line 4, through page 24, line 11, adds a new
Section. 25 that grandfathers exploration activity that has
spudded but not conpleted in the Frontier Basins (referring to
statutes ending in 025).

25. Page 24, line 12, through page 25, line 5, anmends the
previous Section. 26 of the A version of the bill by renoving
the limtation on conpanies to receive credits if their gl obal
revenues are in excess of $10 billion/year. It raises the per-
conpany annual refund credit from $25 mllion to $85 mllion,
and adds I|anguage to prevent a conpany from splitting into
subsidiaries in order to claim nore than the per-conpany annua
refund limt.

7:09: 33 PM
26. Page 25, lines 6-20, anends the previous Section. 27 of the
A version of the bill, related to Al aska resident hire. Rather

than tying the percentage of cashable credits to a conpany based
upon the rate of Alaska resident hire, the Departnment of Revenue
woul d be required to pronul gate regulations, giving priority for
paynent from the tax credit fund for conpani es whose enpl oyees,
and contractors, have a resident hire rate in excess of 75
per cent .

27. Page 25, line 21, through page 26, line 5, anmends the
previ ous Section. 27 of the A version of the bill, related to a
definition of an outstanding liability to the state. The current
definition now defines that only the sanme anount of a liability
to the state for oil and gas-related activity can be used to
reserve a credit refund.

7:10:18 PM
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28. Page 26, line 8, conforns to the elimnation of the Net
Operating Loss Credit in the Cook Inlet sedinentary basin; is
essentially the sane |anguage, renunbered, as the previous
Section. 28 of the A version of the bill.

29. The previous Section. 31 of the A version of the bill,
preventing the Goss Value at the Point of Production, from
goi ng below O, is renoved.

30. Page 27, line 31, through page 30, line 14, adds a new
Section. 32 to conformto the elimnation of the Cook Inlet tax
cap calculation, and the calculation for the tax on gas produced
el sewhere in state for use in-state.

7:10:58 PM
31. Page 30, line 15, through page 31, line 34, adds a new
Section. 33, conformng to Section. 10 and 33 of the bill.

32. Page 31, lines 5, through page 32, line 18, adds new
Sections. 34 and 35, putting a lifespan on oil or gas qualifying
for the Gross Value Reduction (new oil), to five years after the
production of comercial quantities. For oil or gas that
gqualifies for the Goss Value Reduction that is in production as
of January 1, 2017, the G oss Value Reduction expires on January
1, 2021.

33. Page 36, lines 16-24, adds a new Section. 39 to conformto
the changes in Section. 10 of the bill.

7:11: 37 PM
34. Page 37, lines 19-25, anends the previous Section. 37 of the
A version of the bill, related to the limting of a tax credit

to the municipal entity. The only changes were conformng
changes to the legislative drafting manual .

35. The previous Section. 39 of the A version of the bill, the
prior definition of outstanding liability to the state, 1is
renoved

7:12: 05 PM

36. Page 38, line 19, through page 39, line 27, adds a new

Section. 44, requiring a taxpayer seeking a refundable tax
credit, to post a surety bond in the anount of $250,000. The
bond would serve as financial relief to political subdivisions
and local contractors in Alaska in the event the taxpayer
entered into bankruptcy.

SENATE RES COW TTEE - 36- April 11, 2016



37. Page 39, lines 28, through page 40, line 2, confornms the
Sections. 45, 46, and 47, related to repealing statutes earlier
inthe bill.

38. Page 40, lines 3-6, adds a new Section. 48, makes Sections
7-9, 26 and 28 effective January 1, 2017.

39. Page 40, line 7, through page 42, line 9, adds new Sections
49, 50, 51, and 52 placing transition |anguage for the Qualified
Capital Expenditure Credit and the WlIlIl Lease Expenditure
Credit; the Net Operating Loss Credit and filing of a tax
credit.

40. Page 43, line 3, adds a new Section. 55, making Sections. 25
and 53 effective i mediately.

41. Page 43, lines 4-5, adds a new Section. 56, making Sections
10-16, 18, 20, 24, 32, 33, 39, 46, 51 and 52 effective January
1, 2018.

42. Page 43, lines 6-7, adds a new Section. 57, making Sections
21, 22, 29-31, 36-38, 40, 41, 43, 47, 49, and 50 effective
January 1, 2022.

43. Page 43, lines 8-9, adds a new Section. 58, providing that,
except for Sections. 55-57, the Act takes effect January 1,
2017.

CHAIR G ESSEL opened conmittee discussion and invited Senator
Costello to talk about the interest rate.

7:14: 14 PM

SENATOR COSTELLO said the average tinme it takes states to adjust
the interest rate for an audit is about three to four years, but
in Alaska it takes six years. So the CS goes back to 7 percent
conpounded quarterly for the first three years and that is
followed by three years of no interest rate. The intent is to
have the interest rate be less punitive, but at the sanme tine
not incentivize the departnment to take so long, because it is
not in anybody's best interest to have this take six years.

CHAI R G ESSEL asked her to also comment on how long it takes for
the new oil to becone mature.

SENATOR COSTELLO responded that the first provision is fairer to

the conmpanies and takes into account the effect of new oil on
the state's treasury and caps new oil at five years, nuch like a
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child who passes the infancy stage. So, they said that five
years after conmercial operations have started, the oil no
| onger qualifies for the new oil credits.

CHAIR G ESSEL said Mddle Earth is part of Senator Coghill's
district and they have heard from those producers that they are
just getting started, and asked himto coment on the changes in
the CS related to that.

7:17: 06 PM
SENATOR COGHI LL said it l|looks |like they are grandfathered in
except that new | anguage was added saying expenditures for wells
and exploration that had to be shown to be "spudded in" by July,
2016. There were no changes to the 023 credits, so "it's
wor kabl e. "

CHAIR G ESSEL remarked that that area is working on energy
security for the Interior. She asked Senator Stoltze to explain
t he new approach to the Al aska hire provision

7:17:52 PM
SENATOR STOLTZE said that nost Al askans agree with the governor
in the laudable goal of trying to have resident preferences and

this bill provides "about as good a defendable chance" as any.
He liked that fact that a conpany is being judged on their
previous year's enploynment performance. It's a nore honest

approach. Alaska hire is worth "pushing it as far as we can."

CHAIR G ESSEL invited Senator Mcciche to coment about the
surety bond requirenment for conpanies that go bankrupt,
sonet hi ng that happened a couple of tinmes in his district on the
Kenai .

7:19: 34 PM

SENATOR M CCICHE said it was a key issue during the Senate Q|
and Gas Working group discussions. Sonme |arger conpanies that
were service providers as well as Mm and Pops wll never
recover a penny from a couple of the conpanies that "bailed" and
di ssolved. He explained that the surety bond is proposed for
$250,000 and it guarantees that first to be paid would be state

and political subdivisions that have an outstanding tax bill or
sonme other liability. Then the nost inportant are identified as
persons furnishing labor, naterial, or renting or supplying

equi pnent to the applicant.

He told a story about how a very snall Mdm and Pop on the Kena
Peninsula that was just sinply servicing septic tanks was |eft
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holding the bag for thousands of dollars that they couldn't
afford. This would clarify that small Al aska conpanies should
conme first and be protected when a conpany can't live up to its
financial obligations. This is a reasonabl e approach that allows
a cash deposit if a conpany chooses not to take out a bond. It
is required until a conpany goes into production and then the
conpany can be relieved by the conmm ssioner or the surety.

CHAIR G ESSEL said that Cook Inlet credits were deleted as of
2018, a significant step, with a step down in 2017 when the well
| ease expenditure credits wll drop down to 20 percent,
qgualified capital expenditures will drop down to 10 percent, and
a well down to 10 percent. Then in January, 2018, all credits
are renoved from the Inlet. Also, going forward, they agree to
have no tax structure in Cook Inlet.

She said the chart that enalytica provided to both bodies was
"pretty jaw dropping.” She said that the North Sl ope conpanies
received $200 mllion in credits in 2015, and Cook Inlet
received $400 million in credits and there was virtually nothing
in any kind of revenue to the state. The approach here is to get
governnent's fingers out of the Cook Inlet and let the free
mar ket wor k.

Way 20187 Chair G essel said there are four reasons. Nunber one,
they are in the process of giving Agrium a "go-ahead" to restart
the fertilizer plant in Cook Inlet with corporate tax relief
that will be equal to the royalty for the gas that they will be
using. They will need about 80/ntf/day, which makes it an anchor
tenant. This de-constrains the market in Cook Inlet.

Second reason: Donlin Creek's pipeline EIS will be conpleted
around 2018. Here is another user of 10-30/ncf gas out of Cook
Inlet. Third, Hilcorp has a consent decree from the RCA that
will expire in 2018 freeing up a free market paradigm for the
pricing of natural gas. And, fourth, by 2018 they wll know
whet her AKLNG i s going forward or not.

7:24.32 PM

Anot her change in the CS was nmade by elimnating the work group
that has been proposed by the House. The reason is that
establishing a working group going forward is like labeling a
"draft” on anything they do this year. The idea here is to rip
the Band-Aid off and take care of Cook Inlet and take care of
M ddl e Earth, do sone changes on the credits for the North Sl ope
that they believe will still allow conpanies to go forward, but
will also help address Director Alper's chart, which shows the
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state in unpaid credit card debt that continues to grow each
year.

7:26: 00 PM
SENATOR W ELECHOWSKI asked when other nenbers got this CS; he
just got it at 5:50 p.m

CHAIR G ESSEL said it was not distributed before then.

SENATOR W ELECHOWSKI said there were quite a few changes and
asked if the adm nistration could testify.

SENATOR M CCl CHE asked what the chair's plan is for a consultant
review of the bill's effects.

CHAIR G ESSEL answered that Janak Mayer was |listening on |ine
and the Departnment of Revenue and the governor had been briefed
on this an hour and a half ago. She al so thanked Representatives
Mar k Neuman and Tammie WIson for being here. She al so nentioned
that working group nenbers Senators Welechowski, Stoltze,
M cciche were there and thanked them She invited the
adm ni stration forward.

7.27:52 PM

COW SSI ONER HOFFBECK said as an overview, the departnent is
largely in agreement with nmany areas of SB 130, and agrees that
this is significant legislation in terns of Cook Inlet. Al ow ng
the Mddle Earth credits to stay in place longer is sonething
they recognized also in their bill, because it is an area that
isinits infancy and needs a little bit nore tinme to get going.
There were no changes to the Governor's bill on NOLs for North
Sl ope. However, it changes the cash flow credit cap, which the
governor had capped at $25 million. The earlier versions went to
$200 mllion and $100 mllion. Now it's at $85 mllion, which
they will nodel tonorrow. Their biggest concern was that |eaving
the NOLs in place left the state exposed to paying |large suns in
credits and sone kind of control was needed for the state's
annual outl ay.

SB 130 did not adopt the 5 percent hard floor, one area they
don't see exactly the same. But the Governor said this is all in
pencil recognizing that this bill has a lot of savings and the
answer is in the total nunbers, not necessarily in any
i ndi vi dual provision.

COMWM SSI ONER  HOFFBECK said they would have |liked nore
confidential information disclosure, because when dealing wth
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NCL credits is a little harder than well |ease expenditures or
qualified capital expenditures that are a little nore project-
focused and mght be a little easier to report.

7:31:23 PM
The GVR sunset at five years is another very significant
provision that wasn't in the Governor's bill. It was discussed

and that is seen as a very significant difference.

The interest of 7 percent for three years and no interest after
that: their goal is to audit within three years and they don't
have a lot of heartburn with giving thenselves a little nore
incentive to get to the three-year audit w ndow They also
recogni ze how onerous six years of high interest rates can be on
an adjustnent and this provision provides a balance. They
appreciated the fact that the provision allowing for credits to
be applied against outstanding liabilities was left in place.

7:32:41 PM

COWM SSI ONER HOFFBECK said they see sone |eakage of value in
changing the annual true-up to nonthly, but that is sonething
that only applies in years of significant volatility and they
under stand the concern.

They support Al aska hire, but had not thought about using it as
a mechanism for cuing a conpany to the front of the credit
program They thought that incentive was a good way of dealing
with it if there is ever a shortage in the noney available to
pay the credits.

He said that SB 130 takes out the nunicipal |oophole with the
surety bond, and that is also a good idea. Elimnating the
working group is consistent with the CGovernor's treatnment of
Cook Inlet. They agree that the working group inserted
uncertainty into the process. People want to know what they are
wor king with and want a decision to be nmade.

The sliding scale a Ilittle different, but agai n, t he
Comm ssioner said it needs to be nodeled within the totality of
the nunbers. He said they could have the nodel done by m d-day
t onor r ow.

CHAI R G ESSEL said that woul d great and t hanked hi m

7:35: 38 PM
SENATOR M CCI CHE asked the logic behind picking $25 mllion for
the credit cap since this bill caps it at $85 mllion.
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COWM SSI ONER HOFFBECK answered that it was an "anchor nunber”
that had been used in past legislation. They wused it as a
starting point recognizing that it wuld be a point of
di scussion. They also talked about inflation proofing, which
woul d have brought it up into the $40-mil1lion range.

7: 36: 39 PM
CHAIR G ESSEL said the $85 mllion is close to what the 028
fund, at $73 million, is this year.

SENATOR COSTELLO comrented that the Governor has stated that
transparency is inportant and asked if she assunes correctly
t hat conpani es can provide information related to their business
and recei ve sone assi stance.

COWM SSI ONER HOFFBECK answered that is envisioned in SB 130. |f
they come forward and ask for additional cashable support, it
would be in an open process, and therefore, there would be
little bit nore know edge of it. The transparency issues helps
the legislature and the public nore, because the departnent sees
all the nunbers and knows what is going on, but they can't share
t hose nunbers to hel p people understand the thought process and
why they are noving forward. But the public has every right to
know why the state is "witing big checks."

7:38: 46 PM

SENATOR M CClI CHE said 2014 was a perfect stormsituation for the
annual versus nonthly true-up, and he asked if they recognize
that their exanple has a fairly low probability of becomng a
typical trend in oil prices and if that is a significant issue
for the state.

COWM SSI ONER HOFFBECK answered that it could be. Right now it
| ooks like oil prices are going to be constrained between $35
and $65. At $35, people start laying down their equipnent,
because they are | osing noney. So, you see a reduction in supply
as fields decline. Once the supply/demand becones unbal anced,
prices will start to clinmb. Wwen they hit the $65 price point, a
ot of oil can be brought on line relatively quickly. So, they
think it's going to bounce around in that range for quite a
while, and when it's in that range it won't be a huge issue. But
because there is only about a 3 percent oversupply currently
bei ng produced, there is a chance that a spike in price could
happen tenporarily. Certainly, this bill is consistent with the
fact that the state has an annual production tax, and it,
therefore, is a policy decision.
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MR. ALPER added that |ooking back through the nodern era and
Al aska as a net profits tax regine, he could inmagine an inpact
if a simlar tax regime were in place in the later nonths of
2008 and the early nmonths of 2009 when the price of oil dipped
from the high $140s down to $30-sonething and then cane back up
to the $60s through the 2009 |egislative session. Everyone coul d
all hope for volatility on the upside next year.

SENATOR W ELECHOWSKI asked for a sense of how nuch nore or |ess
SB 130 will generate for the state conpared to the governor's
bill.

MR. ALPER replied that he would try to be evasive until tonorrow
after the nodeling has been done. In a general sense, all of the
fiscal notes that the chart format is using are a mxture of
revenues itens and savings from expenditures on credits. The CS
before the conmittee, with the absence of the floor hardening
provi sions, definitely wouldn't see as nuch on the revenue side,
but with the nore aggressive Cook Inlet ranp-down they would
probably see nore on the savings of credit spending, especially
in the permanent savings of credits.

The nore aggressive tax caps in the governor's bill have a
bi gger short-term inpact wthout question, but to a certain
extent, sone of that rolls forward into future years where they
m ght see a smaller or even a negative inpact as conpanies are
getting the second, third and fourth chunk of their $25 nmillion
cap a year. That would have a flatter inpact than the $85
mllion limt. He guessed it's going to be a larger fiscal note
than the House Finance CS, but somewhat smaller than the
governor's original bill.

SENATOR W ELECHOWBKI asked if the House's fiscal note is $900
mllion.

MR. ALPER answer ed about $150 milli on.

SENATOR W ELECHOWSKI said the fiscal note says "l|eaves sane" on
the Senate version of the North Sl ope NOLs.

COW SSI ONER HOFFBECK answered that neans the same as the
governor's bill.

7:44. 27 PM
SENATOR W ELECHOWSKI asked him to explain what the explanatory
paper says about the sliding scale. The Governor's bill says no
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change in scale - can't take below 5 percent, and SB 130 says no
change in scale - 4 percent status quo.

MR. ALPER explained the one part of SB 21 that truly hardened
the floor referred to the sliding-scale, per-barrel credit for
| egacy oil from zero to $8. That calculation cannot bring a tax
bel ow 4 percent, and that is solid. This is where the state's
revenue cane from in 2015 and that it is still getting. The
Governor's bill proposed saying other credits - the operating
loss credit, the $5/barrel credit, small producer credit, et
cetera also - could not go below the floor. That is the part
that was renoved from the CS. The Governor also proposed
bringing all of that to 5 percent. So, the sliding-scale credit
continues to be hardened to 4 percent as in current |law, and
it's not being increased to 5 percent as in the governor's
pr oposal .

CHAIR G ESSEL clarified that she drew up the quick reference
docunent he was referring to.

SENATOR W ELECHOWSKI said he would just wai t for the
departnent's anal ysis tonorrow.

SENATOR M CCICHE said it looks like at $40/barrel the state
saves about $28 nmillion in hardening the floor from 4 to 5
percent until the price goes over the mninmm range at $75. He
asked M. Alper if he agreed that the reduction in Cook Inlet
credit dramatically offsets hardening the floor.

MR. ALPER answered that the chart Senator M cciche was referring
to tal ked about the specific inpact of increasing the floor from
4 to 5 percent. That was sort of the second phase of the m ninmum
tax change, the first phase being hardening the other credits to
the 4 percent |evel and that change brought in about another $50
mllion in addition to the $50 million in the original bill
(according to the fall forecast). But by the tine the spring
forecast cane out, the North Sl ope major producers applied for
much larger NOL credits, and the fiscal inpact of the hardening
becane close to a $150 million line item (with that chart, it
boosted the revenue to about $200 million). That is the full
revenue inpact of the floor hardening and increasing provision
that is not in the CS.

SENATOR M CCICHE asked a question about how the value of

hardening the Cook Inlet credits versus elimnating them would
conpare to keeping the 4 percent floor.
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MR. ALPER responded that the Cook Inlet <credits in the
enalytica's chart were $404 million in 2015 and that nunber is
scheduled to step down a little bit just because of a reduction
in activity in the Cook Inlet. Watever that nunmber is reduced
by is what they will be saving. Hardening the floor neans that
NOLs aren't being used to go below the floor and they wll
eventually be paid to the conpany through reduced taxes in a
future year. Oher than the time value there is "sonething of a
net zero in that hardening," but that increases as the stack of
NCL credits get carried forward.

CHAIR G ESSEL renoved her objection to adopting the CS and
finding no other objections, announced that CSSB 130(RES), 29-
GS2609\W was before the commttee. She then invited M. Mayer
to cooment on the CS, which was posted on BASIS an hour and a
hal f ago.

7:49: 59 PM

JANAK MAYER, enalytica, Legislative Consultant, Washington,
D.C., said he liked the way the chair framed the Cook Inlet
versus North Slope credit/revenue picture in the context of
enalytica's slide. He said they tried to highlight consistently
that for FY15 they are talking $2.2 billion in total restricted

and un-restricted revenues. Conpare that to [$324 mllion] in
credits. Cook Inlet is a very different ratio with less than
$100 million in revenues and nore than $400 mllion in credits
for FY15.

O her types of credits: the North Slope has two credit areas
left. One is the trailing expenditure things |ike exploration
credit, the small producer credit, the dollar per-barrel credit,
and the NOL credit, a nmechani sm of deducting expenses when there
isn't sufficient revenue to deduct it in a current year. Al net
profit taxes have the ability to deduct expenses in an
appropriate year, in nost cases as a carry forward against a
future liability. In all situations, the amount of the NOLs
isn't changed by any of the proposals before them Whether the
credits can be used to go below the floor or when the credit can
be taken are sinply about the timng of paynents, not about the
actual anounts of the paynents.

7:54:51 PM

MR. ALPER said having priorities makes a lot of sense. What is
proposed in Cook Inlet goes beyond the Governor's bill or sone
of the House proposals. Wat they have said consistently on Cook
Inlet is that with ongoing drilling one doesn't have all the
expenses of new facility devel opnents; sinple ongoing drilling
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in the mature fields 1is economic in a wde range of
ci rcunstances. Enalytica has said economcs are nost difficult
when they are constrained by a new devel opnent with substantia
facilities, since those are additional capital expenditures.
Those could be economc if one has a substantial resource and
demand, but wi thout that, they are very difficult.

The obvious concern with this approach is the timng. If one
sinply cuts off all of the credits except the net operating |oss
effective July 2016, conpanies have already conmtted to nmjor
work prograns. So, that suddenly puts them in jeopardy and
potentially prevents the work from going ahead. Pushing that
date out would allow ranmping down a little nore slowy and could
resol ve that problem

MR. MAYER said the small independent producers are stopping now
in particular, Furie at Kitchen Lights started production |ast
year and now has had a small anount of gas production. Bl ueCrest
is making substantial progress towards their oil project; one
wants to see conpanies |like that able to continue the work they
are doing through next year and able to get to the point where
they have recovered sonme substantial portion of their initia
investment and can at |east be cash-flow sustaining noving
forward. Hopefully Cook Inlet can get to the point of broad free
mar ket principles going forward from 2018 rather than conti nuing
to rely on governnent intervention

7:58: 47 PM

He said stopping the massive outlay of credits is okay as |ong
as that can be seen as genuine and durable and there is every
reason to think that could be quite a favorable environnent for
investment - in particular for ongoing reinvestnent in the
mature fields. The biggest barrier to that at the noment is the
much uncertainty as to what the future fiscal reginme |ooks |ike.
One could address that by making it very clear that this is
absolutely the future of the reginme and it's not going to
change.

On the North Slope the question of old versus new oil: at the
nmonment the 4 percent floor is essentially hard all the way down
until the point that a conpany stops being eligible for a net

operating loss (NOL). That is a substantial change from the
situation under ACES and before where nost of the production tax
revenue for the last year or two has conme from Once a conpany
reaches the point of being eligible for NOL credits, that by
definition is levying a tax on a producer with nothing but a
loss. In that sense, one should be very careful about proceeding
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with floor hardening in terms of it comng at a tinme when
conpanies are nost strapped for cash or when cash is actually
negative and going out the door. Trying to extract nore on that
front seenms |ike not necessarily an ideal policy nove.

MR. MAYER advi sed because one can carry expenses forward, the
i mpact of the floor hardening is a question of timng and not of
absol ute anobunts. One needs to keep in mnd what the dynam c of
pushing those paynents out into future years looks like in a
time when eventually oil prices do rise and how that plays into
how the system works. At the nonent it's relatively easy for the
Al aska public to understand that the state's fiscal situation is
hi ghly constrai ned because of low oil prices. It's one thing to
understand that, but it's another for prices to start to rise
and to find that the state is still financially constrai ned, not
because of oil prices, Dbut because of the hangover, a
substantial hangover potentially, of having to pay deferred
credits. Hardening the floor sinply neans that there is this
trailing tail of NOL credits that can be carried forward
potentially into many years. Not hardening the floor neans not
putting nore pain on the conpanies that are cash-flow negative
at the nmonent. But it also recognizes essentially that liability
to the state now rather than pushing it off into future years.

8:03:12 PM

On the question of the cashable NOL anmpbunts, M. Myer said they
have said that the $25-million cap has a substantial inpact on
conpanies that are eligible for the cashable NOL credit who are
currently developing. In nmany cases, that could nean one is
making a $1.3 billion capital investnent. For that sort of

project, one nmight only need $300 or $400 mllion of initial
capitalization conbined with cashable NOL credits to nake it
work before it came self-sustaining from the cash flow
per specti ve.

A $25-million cap substantially changes that picture. It could
take a $350-nmillion project and turn it into a $500 mllion
project in many cases. For conpanies currently undertaking this
activity, that is a mgjor inpact. The inpact, for instance, of

the $100-mllion cap is nmuch less in nost cases, at the nonent
not binding on nost conpanies and sinply will protect against a
future major developnent that <could lead to mgjor credit
outflows for the state. An $85-mllion cap mght start to have

some effect on sonme current conpanies, but it avoids many of the
worst effects of a $25-mllion cap.

8:05:17 PM
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Finally, M. Myer talked about the inpact of noving the gross
val ue reduction (GVR) to five years. Wien SB 21 question of
should this time be limted for the life of a new project was
di scussed. One could structure that benefit in a range of ways,
but one of the key things to understand is that for many new
devel opnents, there are several years of substantial ongoing
drilling and reinvestnent that takes place before a project can
sustain that initial production plateau for five years and
becone a taxpayer. While there is substantial nerit around the
guestion of extending the GVR indefinitely or not, he could do
some nodeling, but it my well be the case that for nany new
devel opnents a five-year |imt actually neans that the GVR
itself, has very little inpact at all either on economcs or on
the total anpunt of tax that the project pays.

The question then is for existing GVR project owners and
i nvestors the substantial change in the tax system and in those
circunstances the GVR is actually delivering the benefit it was
designed to do - in ternms of making the economcs of a new field
on the North Slope nore attractive.

8:07:34 PM
CHAI R G ESSEL asked when his anal ysis woul d be avail abl e.

MR. MAYER answer ed tonorrow afternoon.
[ SB 130 was held in conmttee.]
8:08: 34 PM

CHAI R G ESSEL adjourned the Senate Resources Standing Conmmittee
neeting at 8:08 p.m
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