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CALL TO ORDER

Co-Chair Foster called the House Finance Commttee neeting
to order at 1:33 p.m

VEMBERS PRESENT

Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve

VEMBERS ABSENT

Representati ve

ALSO PRESENT

Neal Foster, Co-Chair
Paul Seaton, Co-Chair
Les Gara, Vice-Chair
Jason G enn

David Guttenberg
Scott Kawasaki

Dan Otiz

Lance Pruitt

Cathy Tilton

Tamm e W1 son

St eve Thonpson

Rich Ruggiero, Consultant, Castle Gap Advisors, LLC,
Christina Ruggiero, Consultant, Castle Gap Advisors, LLC
Representative Jennifer Johnston.
SUMVARY
HB 111 O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS
HB 111 was HEARD and HELD in conmittee for
further consideration.
Co- Chair Foster addressed the neeting agenda.
#hbl111

HOUSE BI LL NO.

111

House Fi nance Committee 1

03/23/17 1:33 P.M



"An Act relating to the oil and gas production tax
tax paynents, and credits; relating to interest
applicable to delinquent oil and gas production tax;
and providing for an effective date."

1: 34: 33 PM

RICH RUGAE ERQ, CONSULTANT, CASTLE GAP ADVI SORS, LLC
i ntroduced hi nsel f.

CHRI STI NA RUGGE ERO, CONSULTANT, CASTLE GAP ADVI SCRS, LLC,
i nt roduced hersel f.

M. Ruggiero provided a PowerPoint presentation titled
"Petrol eum Fiscal Design HB 111" dated March 23, 2017 (copy
on file). He addressed slide 2 and reviewed the
presentation agenda. He i nt ended to addr ess hi s
prof essi onal background, oil patch stage setting concepts
pertaining to fiscal taxation, and to provide tinme for
gquestions. He planned to address interactive Castle Gp
nodel s the follow ng day. He shared that he had 40 years of
energy industry experience. He characterized his experience
as a three-legged stool. He had two decades with big oil -
runni ng operations and comrercial and big projects. He had
spent a decade helping to run a consultancy and had
primarily provided sovereign advice for governnents around
the world. He continued that the consultancy had been
purchased and he had then served as an executive at a
servi ce conpany.

M. Ruggiero reported that he had gained a new perspective
on the business while working for the service conpany. He
referenced that the state was dealing with credits. He
relayed that the service conpany had gotten involved
because it was an unpaid creditor in a couple of conpany
bankruptcies in Al aska. The big issue was where the credits
went - to the conpanies' financier or the trade - when the
conpani es got paid the credits. Mdst of the credits had not
gone to the trade.

M. Ruggi ero addressed his fiscal background. He shared he
had been involved wth designing or redesigning petroleum
fiscal syst ens for mul tiple countries (1 ncludi ng
| egi sl ation, regulation, and associated contracts involving
license rounds (seismc) to get nmaxinum value for the
government). He had worked with new enmerging countries
including East Tinor in 2002 - at the tinme the country had
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no prior energy devel opment or experience. Additionally, he
had worked on foreign conpany re-entry for Saudi Arabia and
Kuwait - two of the nore sophisticated players in the
business. He noted that working with a wde variety of
clientele required a broad tool box. As an operator he had
spent substantial tine testifying to bodies |ike the House
Finance Conmttee with respect to conpetition, opening of
markets, and fair third-party access to pipelines in the
U.S. and Europe.

1: 39: 46 PM

M. Ruggiero continued that he had been on both sides
(governnents and conpanies) of the table negotiating |arge
contracts. He briefly highlighted slides 5 and 6. Slide 6
showed a range of consulting clients he had worked with and
the associated scope of work provided. He turned to slide 7
and di scussed his current role in Alaska. He had been hired
by Legislative Budget and Audit (LB&) to help the
| egi sl ature make needed decisions, to anal yze proposed oil
and gas legislation (HB 111), and to provide advice and
recomrendations. He credited the House Resources Conmttee
for allowing himto share what he did and did not believe
in. He noted that based on a variety of reasons valid to
the legislature, many tines legislators did not agree wth
his recomendations, which was fine. Based on what the
| egi slature decided, his job was to highlight potential
pros and cons for consideration when form ng |egislation.
He did not advocate for one side or the other; he was
nmerely bringing experience to the table for the legislature
to consi der.

1:41:59 PM

Representative WIson appreciated M. Ruggiero' s analysis
on HB 111 and she asked if he had spent tinme analyzing SB
21 and other to determine how it had net the state's goals
and how HB 111 may or may not fit into proposed changes.

M. Ruggiero answered that he had worked extensively on
Alaska’s Clear and Equitable Share (ACES), which had
required readi ng and understandi ng the Petrol eum Production
Tax (PPT) and the Economic Limt Factor (ELF) tax systens.
Foll owi ng those systens there had been work putting in a
step progressivity instead of continuous, which he had been
involved with. He spoke to the Alaska Gasline |nducenent
Act (AG A and the gas line discussion and relayed he had
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m ssed SB 21, but he had reviewed nmuch of the work on SB 21
and HB 247 [fromthe prior year].

1:43: 26 PM

Co-Chair Seaton noted Representative Jennifer Johnston was
in the audi ence.

M. Ruggiero noved to slide 9 and addressed how he saw
Al aska's priorities. He detailed there were long-term
drivers and short-term drivers that needed to be bal anced.
Long-term drivers included gas for Southcentral (for
heating, industry, and utility), nore from |legacy fields

and the developnent of new big North Slope fields. In
recent years there had been testinony that with the right
i nvestnment and incentives there was several billion barrels

remaining in legacy oil fields. He stated that the | ong-
term drivers were balanced against the state's financial
shortfall. Alaska was a government with high dependency on
oi | - based revenues.

M. Ruggiero addressed his recomendations on slide 10. He
had presented a nodel in the House Resources Conmttee
showing a stepped total net system which would make it
possible to elimnate 90 percent of the gas taxation
| anguage in the current legislation; it would deliver the
sanme results in ternms of the net tax paid by a player at
given price at a given production tax value (PTV). He
furthered that renoving all the different |evels would
simplify and would renove many of the issues involving
audits and the tine it took to get things done

Sinplification would make it easier for everyone to node

and understand whether they wanted to invest in Al aska and
by how nuch.

M. Ruggiero discussed sinplification of the nultitude of
special terns in the current legislation. He listed terns
i ncluding special Cook Inlet, Mddle Earth, and oil versus
gas in-state versus gas going out-of-state. He remarked
that the distinctions had been included because the
| egislation had relative values, or it had been discussed
that sonething remaining in-state nay have nore or less in
val ue than sonething going out-of-state. If the state had a
system based on wunit profit, it was not necessary to
include all the different exceptions or conditions in the
| egi sl ati on.

House Fi nance Conmmittee 4 03/23/17 1:33 P. M



M. Ruggiero addressed that to achieve the state's desired
objectives (rmuch nore oil on the North Slope that would
continue to keep the Trans-Al aska Pipeline System (TAPS)
above its mninmm operating limt), oil conpanies should be
allowed to recover 100 percent of their costs and net
operating losses (NOLs). He remarked he had been quoted as
saying it would nove the state to the bottom of the
rankings if it did not allow the cost recovery. He
confirmed his belief that it would nove the state close to
the bottomof the list of conparative systens.

1: 47: 30 PM

M. Ruggiero clarified that in nopst tax and royalty
systens, costs becanme a deduction, nmuch like interest on a
home nortgage. It was possible to deduct the anmount paid
and it saved a conpany from paying tax on the anount. For
exanple, if someone was in a 25 percent bracket and had
$1,000 of nortgage interest, the deduction would save the
person $250 in tax. In production sharing contracts it was
a full recovery of the amount, not a deduction. In a
production sharing contract, if there was $1,000 in cost,
the entity could recover the $1,000 of inconme before any
tax was assessed. He relayed it was the reason there was
substantial investnment in countries with marginal tax rates
greater than Alaska - the countries allowed full recovery.
He explained that options included full recovery, partial
deduction, and no deduction. It took an entity fromthe top
of class to the bottom of cl ass.

M. Ruggiero explained that every reginme he had worked in
either allowed conpanies to deduct or recover all the costs
spent on developing the oil and gas. He recomended
elimnating all cashable credits except for the failed
explorers. If the state was giving conmpanies incentives to
invest in Alaska, the incentive was to get to devel opnent
and get into production. By meking it deductible only
against the income from produced barrels, it provided
notivation to get production underway as soon as possible.

1: 49: 58 PM

Representative Otiz observed the option reconmended on
slide 10 was clear and would be sinpler for everyone. He
wondered what would prevent the state from sinply choosing
t hat route.
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M. Ruggiero responded that there was not always the wll
of the two legislative bodies to make sonet hi ng happen. The
i ssue cane down to what there was support for and what the
| egislature could get done. He stated that 1like every
system he had worked with, at any point in tinme it was a
conbi nati on of what had all been good decisions at the tine
they had been nade. After being out of Alaska for about
four or five years, he had not seen it for the individua
things he had helped work on, but as a whole. He stated
that the whole | ooked very nessy and confusing. He referred
to various itens in the bill including per barrel credits,
the gross value reduction (GVR), the hard floor or soft
floor, and other. He had observed there had to be a sinpler
way. If there was the legislative will to do it and the
time to do it in, there was a solution that elimnm nated nany
of the little "one offs."

M. Ruggiero provided scenario where there were two itens
in HB 111 and the legislature could elect to do option A
but not option B; however, option B had been based on
nmoving forward with both options. Therefore, it becane
necessary to go back to fix option A to ensure it accounted
for the fact that option B had not been included. He used
the carnival ganme "whack-a-nole" as an exanple - every tine
one issue was solved, two nore popped up. He explained that
was what took place with a system with so nany noving
parts.

1:52: 28 PM

Representative Quttenberg stated that some people tried to
convince legislators that every decision it nmde on a
project, tax base, or other, would determne the entire
outcone of a conpany's project down the road. Over the
years he had heard that it was just one factor when people
went into the board roomto try to sell a project. He spoke
about high prices, need for production, the econony, and
Al aska’'s own set of variables. He asked about inportant
factors for organizations naking decisions on whether to
invest in a |location.

M. Ruggiero shared his personal experience taking |arge
projects to the board of a conmpany had had worked for in
the past. He explained that the tax system was one
conponent. But there were also various associated risks
that the conmpany would consider how to mtigate. In sone
regimes or locations it was very difficult or not possible
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to mtigate certain things. The conpany would also
determne how the investnent fit into the diversification
of its desired portfolio. Many conpanies published their
target of investnment in long-term projects, short-term
projects, and mdstream or downstream projects. There was
never just one factor, it was a conbination of factors. He
referred to the fable the Princess and the Pea. He detailed
that certain things had bothered a managenent team to the
poi nt where very good projects had not been done because of
that one little "pea under the mattress.” He could not
specify what the issue would be for any conpany; however,
there would be certain things that nerely bothered a
managenment team | ooking to make the decision to invest or
not .

Representative Genn asked M. Ruggiero to address where
the bill put Al aska on the conpetitive spectrum and how the
state conpared to other |ocations.

1: 55: 58 PM

M. Ruggiero answered the presentation contained a section
related to the traditional conparative studies that were
done.

Vice-Chair Gara stated he would be anenable to rewiting
the law along the Iines M. Ruggiero had addressed earlier
in the neeting. However, he recognized the |egislative
reality that it was possible to make some changes that fit
within people's wllingness and sone that did not. He
assuned it would not be possible to do a new rewite that
increased the tax rate based on conpany profitability.
Currently oil prices were low, and he was not interested in
maki ng big tax changes when conpanies were operating in the
red. He asked how M. Ruggiero would view a proxy that
raised the gross tax rate slightly at price points as
conpany profitability increased. He noted that according to
the Departnent of Revenue (DOR), the average field was
profitable at about $41 to $42 per barrel on the North
Slope. The tax rate would be 5 [percent] at $50, 6
[percent] at $56, and 7 [percent] at $62 - it would Iet
conpanies take in extra noney, but would give the state a
share at the | ow prices.

M. Ruggiero replied that the first question that needed

answering was whether they were talking about the hard
floor. He referred to Vice-Chair Gara's suggestion of going
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from 4 to 5 [percent] at a price point and from 5 to 6
[ percent] at a price point. He stated that 1 percent
increments would be a 20 to 25 percent growh in the
m nimum tax, but when conpared to a conpany's cost
structure, the percentage would be around 1 percent of the
conpany's operating cost, which was not that big. If the
conversation was nerely about the increnent it was one
thing, but if the conversation was about hardening the
floor and raising the tax, it becane a fairly |arge nunber.
| ndi vi dual projects would inpact them differently. For
exanple, a larger project with a low unit cost and a
relatively low tariff would not be significantly inpacted
because the net tax would be greater than the gross
mnimum Alternatively, new or high-cost fields would
probably be inpacted nuch nore significantly. The change
woul d be nuch nore onerous to conpanies at the high end of
the cost spectrum

1:59: 12 PM

Vice-Chair Gara spoke to the three percentage points for a
hi gh-cost field, which could be eligible for royalty
relief. He wondered how it woul d inpact the analysis.

M. Ruggiero answered that if the legislature decided to
increase the gross mnimum fields that were adversely
i mpacted would have the ability to apply for royalty
relief. Raising the tax by up to three points was the sane
as raising the conpany's royalty by that mnuch. |f the
increase was enough to extrenmely and adversely inpact the
economcs of an operator, they could always apply for
royalty relief with the Departnment of Natural Resources
(DNR). That way, instead of trying to pick and choose
| anguage to fit everyone in the state, it would be possible
to pick and choose what the legislature chose to vote on
and pass forward; if there was an outlier that was inpacted
they could apply for relief under royalty relief.

2: 00: 38 PM

Representative WIlson asked if all fields were profitable
at prices of $42 per barrel. She noted that each field was
different and had different oil. She asked if it was
possible to specify that a certain price wuld always be
profitable.
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M. Ruggiero answered that all fields were profitable at an
oil price of $200 per barrel; however, at a $42 price, he
had no idea which fields were profitable and which were
not .

M. Ruggiero noved to slide 12 titled "Phil osophy of Fisca

Design.” The slide included a chart showing a breakdown,

split 1 and split 2. The gray bar on the left showed the
vari ous conponents that went into the determ nation of what
each player in the system got - it began wth the
exploration and finding costs and noved up through
operations and cost of capital. The gray bar included the
vari ous conponents that nonproducer entities took such as
royalty, corporate taxes, petroleum taxes, and other. He
pointed to "split 1" and explained that everything bel ow
the red line pertained to producers (shown in blue) and
everything above pertained to nonproducers (shown in
green). The bar also included a piece pertaining to the
return on capital. He noted that what constituted a fair
return on capital was subject to a spectrum of differing
views. He pointed to "split 2" and specified that the
yellow portion represented the recovery of cost, the
remai nder was the profit oil (shown in red); there was a
split on profit. The profit oil was generally nore on the
nonproducer side versus the producer side, which was
reflective of al nobst every jurisdiction worldw de.

M. Ruggiero relayed that the internal capi tal was
sonetimes called the internal rate of return (IRR). He
advanced to slide 13 and addressed what constituted a fair
split of profit from the perspective of a conpany. He
explained it was necessary for a conmpany to get back what
it spent on a project. There were generally extras that
went into the consideration of the desired IRR Factors
included the location or situational risk (e.g. whether
there were hostilities staff had to deal with, if it was a
country that was easy to get goods into and out of, and
other). Certain conpanies would have risk premuns for
different locales of the world. Another factor was
exploration success. He remarked that producers had to
account for the fact that it nmay have taken three or four
exploration plays to be successful; the dry hole costs had
to be paid for sonmewhere. The conpany had to generate the
capital to continue to explore. Additionally, there were
research and devel opnent costs for new technol ogy. He noted
that over half the oil currently produced in the Lower 48
was due to technology that did not exist in 2000.
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M. Ruggiero stated that one of the biggest factors was
what constituted a non-allowed expense. He specified that
the idea that expenses <could either be deducted or
recovered was not uni versal ; di fferent regimes put
different limts on what constituted a recoverabl e expense.
He elaborated that in sone places the exploration counted
and in other places only developnent counted; and sone
places allowed witing off abandonment and carry back
costs, while other places did not. He spoke about the break
between direct and indirect costs (what was out in the
field versus what may be in an office). Al those
conponents were factored into what an oil conpany estimated
a fair IRR to be; it was necessary to nmake enough to keep
growi ng and be profitable.

M. Ruggiero relayed that conpanies he had worked with that
were new to energy wanted the noney right away and wanted
to put people to work. He continued it really did not
matter if the ~conpany was nerely running the food
concession outside the workplace - it was sonething and it
was nore than the conpany had at present. Those conpanies
generally approached the workings of their fiscal system
with that type of <concept in mnd. Mre experienced
conpani es were focused on how to maintain constant work -
continued rigs running and fields under devel opnent.
Periods of high activity and |ow activity were not good for
econom es. Mdire experienced conpanies also becane nore
interested in rmultigenerational wealth and growth. Local

content had mgrated to |Iocal ownership - in many countries
instead of the requirenent for 10 percent to be spent wth
| ocal conpanies, it had becone required to have a 10

percent | ocal conpany as a partner

2:07:48 PM

M. Ruggiero continued to address slide 13. He referred to
his prior exanple of a conpany running a food vendor
outside the workplace - it had been a LNG Trinidad project
he had been involved with as part of Anpbco. At present,
Trinidad had advanced as a country that built offshore
platforns. In the past the conpany had been worried it
would not find enough tradespeople to neet the |ocal
content rules. As governnments found thenselves on different
spots on the spectrum the idea of what constituted a fair
return for the conpany and the governnment changed.

House Fi nance Conmmittee 10 03/23/17 1:33 P. M



M. Ruggiero addressed slide 14 titled "The 100,000 Foot
Overview' pertaining to the oil business worldw de. The
only constant in the oil patch was change. He shared he was
in the fifth down cycle of his career in the oil patch. He
expl ained that the industry changed based on the price of
its comodity and the ampbunt of work occurring at any given
time. He explained that downturns were good because changes
in technology occurred during those tines, which had
allowed the oil patch to energe and grow out of the
downturn even during low prices. There would be tines of
low and high prices in the future. He urged the conmttee
to not tie anything to one specific view of what the future
woul d be. He guaranteed the idea would be wong. Change did
not necessarily nean instability, but change in the wong
direction did. He addressed the right versus the wong
direction. He believed the Ilegislature had heard from
conpani es about what currently constituted the wong
direction. As a governnment, he believed the state needed to
decide on its needs as well and what sort of change it
wanted. He stated that fiscal systens built for predicted
future outcones failed sooner or later. Alternatively, it
led to situations that were not intended or considered,
which could result in someone getting too little or too
much, meani ng adj ustnents were necessary.

M. Ruggiero continued that the new trend and his
recommendation was that sonmething based on net unit
profitability could be self-correcting. Werever triggers
were set could be set to self-correct so when profits went
| oner the system would correct one way and if profits went
high it would correct another way. If the terns were set
accurately, it would provide a durable long-term system
that could acconplish the desired outcones. He cautioned a
myopic view related to the present problem which could put
future long-term goals at risk. He underscored finding the
ri ght bal ance.

2:12:21 PM

M. Ruggiero advanced to slide 15 and provided a DOR table
as an exanple of Alaska change. He noted the table had been
provided by DOR to the House Resources Conmittee. The table
included data for 2007 to 2016 and the per barrel costs
were highlighted in red, which had gone from $17 up to over
$40 and back down as costs had cone down. To the right of
the table he had added when various oil Ilegislation had
passed. During the tine of Alaska s Cear and Equitable
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Share (ACES) and PPT, people had said that at $30 per
barrel progressivity started, but he noted it was not
accurate. He el aborated that ACES had been based on profit
per barrel, not price. Al the thinking and wrk that had
foll owed in subsequent sessions and bills treated things a
bit differently. Things were run based on the assuned
profitability at a point in time and price, but as the cost
structures went up and down, profitability changed at that
price. For exanple, if in 2007 oil prices had been $60 per
barrel with alnost $40 in profit, the $60 per barrel in
2015 only had $20 in profit per barrel. There were very
different situations when firm taxes were set at a price
instead of profitability. One thing that may nake sense at
a $40 profit did not nake the same sense when making $20
profit at a $60 price of oil. He stressed the inportance of
ensuring underlying paraneters and assunptions could nove
when setting a nechani sm based on a set of circunstances.

2:14: 52 PM

Vice-Chair Gara addressed that not all fields were the sane
- not every field on the North Slope was profitable at an
oil price of $41 per barrel (some were profitable at | ower
prices, while others were profitable at higher prices). He
noted that $41 had been DOR s average estimate. He spoke to
royalty relief in Alaska - not all fields were the sane and
outlier fields could see their royalty reduced. He asked
how much the state could reduce a conpany's royalty and how
effective it may be. He surmised that the tax had to be
somewhat the same for fields, but royalty relief provided a
relief mechanism He asked for detail.

M. Ruggiero understood that the state had royalty ranging
from 12-plus percent to 16-plus percent. New fields could
get relief down to 5 percent - 7 to 11 percent royalty
relief could be granted. He noted it was the same as saying
7 to 11 percent gross tax. He believed mature fields were
allowed to go down to 3 percent. He noted that nany things
presented to the legislature always used averages. Looking
at the average did not consider the two extremes on either
end and whether the standard deviation was small or |arge.
He stated that building to averages becane a problem but
as a legislature that was all it had; therefore, ternms were
built on averages. If terns did not work for an operator,
it had the ability to apply for royalty relief.
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Vice-Chair Gara believed it allowed for developing a tax
system a governnent believed was fair and if the system
overshot on one field, a conpany was able get 7 to 13
percent royalty relief. He asked about the accuracy of his
st at enent s.

M. Ruggiero replied it sounded right.

2:17: 56 PM

Representative WIson remarked on varying prices over the
years and how sone fields had peaked and gone down and
others were peaking at present. She observed they were
trying to have a one-size-fits-all tax reginme. Wen it did
not fit all, the state tried options like royalty relief
and tax credit incentives. She thought the bigger picture
was trying to fix a tax reginme. She believed the issue was
that one size did not fit all. She referred to slide 15 and
noted that the table showed the barrels but not the price
or what fields tried to come online and what their costs
were conpared to legacy fields. She asked what specifically
the commttee should glean fromthe table.

M. Ruggiero made clarifying remarks about the table on
slide 15. He wanted nenbers to take away that if a regine
chose to set a nechanismin its petroleum fiscal policy at

$80 per barrel - at the time the anmount was set the
government had a view of what $80 per barrel represented
(i.e. an anmount of profit or activity) - three or four

years down the road nost of the original assunptions no
| onger held at a price of $80 per barrel. He furthered that
assunptions may hold at $98 or $110 per barrel instead.
However, legislation tied to a specific price as opposed to
the concept the state was trying to achieve neant that the
legislation did not nove with changes in the industry. He
continued that costs would change, unit profitability would
change, different fields would be discovered. He used a
potenti al unconventional devel opnent by Great Bear conpared
to a standard devel opnent by ConocoPhillips or Caelus. He
stated it was the things that were not considered at the
time sonething was fixed at a price. He recommended agai nst
fixing on a price, but fixing on a concept I|ike wunit
profitability where regardless when underlying paranmeters
changed, whether $10 per barrel was nmade at an oil price of
$100 per barrel or $10 per barrel at an oil price of $40,
the profit was still $10 per barrel.
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Representative WIson believed trying to fix an issue
because of a fiscal gap was the wong reason to change the
oil tax structure conpared to what was best for the
i ndustry at the tine.

M. Ruggiero believed it was necessary to consider whether
the current system was good for the industry - the industry
may say the current system was fine and should not be
changed. He thought it was also necessary to consider that
things at present were very different than they had been
when the existing paraneters had been set, which brought
different results than anticipated. He believed that was
the reason for the | egislation.

Representative WIlson asked if the l|egislation would have
been introduced if the state was not in the current fisca
si tuati on.

2:22: 00 PM

M. Ruggiero replied that he had no idea.
Representative Wl son believed she knew t he answer.

M. Ruggiero turned to slide 16 related to fiscal design
t akeaways. He relayed there was no ideal structure for
taxing oil and gas - if there was the |egislature would not
have to continue to address the issue and he would be out
of a job. Every tax regine was unique because a country
al wvays tweaked general concepts to neet its needs. There
were certain durable tools that tended to work well and
other things that canme and went. He shared that he had
recently advised a client against doing several things
because other countries had tried them and they had been
unsuccessful; it was possible to benefit from the m stakes
of others. He reiterated that countries all had different
i nt ernal drivers and reasons for doing sonmething a
particul ar way.

M. Ruggiero continued that regines generally tried to
provide as nmuch balance as possible between existing and
new players. New players always brought fresh thinking and
were positive for incunbents. Reginmes also tried to provide
the right incentives to encourage new production and
addi tional production from existing fields. Early on, sone
conventional fields may have only produced 20 to 25 percent
of the oil in place before the conpany noved on and |eft
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the remainder for sonmeone else; sone of those fields -
t hrough new techni ques and technology - were currently over
60 percent recovery of the oil in place.

M. Ruggiero addressed the last bullet point on slide 16
and relayed that every system would create sone biases. He
detailed that conpanies would optimze their operations
within those biases to maximze their profits. He noted
that people [l aw nakers] may react to conpanies' actions by
saying "look what they're doing to nme." He clarified that
the conpanies were not doing anything to the state - the
state gave them a law and they were getting the best
benefit for their shareholders within the law. He had done
the sanme thing as an operator; his job had been to maxim ze
the returns for the conpany wthin a country's |lega
structure.

2:25:50 PM

Representative Pruitt appreciated the point. He believed
there was the idea that the system woul d be fixed; however,
no matter what was done, there would always be different
ways to analyze things and a different way that a conpany
would wuse the current structure to - do what it was
supposed to do - bring a benefit to shareholders. He stated
that Jlegislators needed to remnd thenselves that as
Al askans they were shareholders. There was a substanti al
anount invested in the various conpanies through the
Per manent Fund. There would always seem like there were
| oophol es even if they were not glaring. He stated it was
the way to handle it with a very conplex tax structure |ike
a net structure with the various other incentives the state
wanted to bring to balance. He asked for the accuracy of
hi s under st andi ng.

M. Ruggiero responded that Representative Pruitt was not
wong. He referred to his past personal objectives or the
objectives of the conpany he had worked for and relayed
that enployees had asked why they had elected option A
versus option B when they had been identical. He answered
that option A had fit his bonus and option B had not. He
referenced the term "punish by reward" and explained that
everyone would work to optimze within whatever system was
i npl enented. States built systens around the objectives
they had and that they were trying to acconplish. The
t akeaway was the state would do sone design based on things
that were inportant for Al aska, which would create sone
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biases in the system He hoped to help the I|egislature by
identifying biases were that were being created in whatever
option it elected and whether the results were sonething
the legislature could live with or to determne if an
addi ti onal change was necessary.

2:28:30 PM

M. Ruggiero advanced to slide 17 and addressed why
conpani es invested in high take regines.

Great Rock
. Si ze of potential reservoirs and projects
. Econom es of scale
. Degree of contro
. Proj ect Managenent

Shape of the production curve
. i.e. slowdeclines, long life

“Durabl e” terns
I ncentives that mtigate or mnimze | argest risks

M. Ruggiero elaborated on slide 17. He explained that
countries with good rock charged nore than countries wth
bad rock. He continued that generally good reservoirs |ed
to larger size project. Another factor was degree of
control - how nuch of the world the oil conpany controlled
versus how nmuch a governnent agency controlled in project
devel opment and day-to-day operations. The ability to bring
skill sets and manage |arge and conplex projects to get
maxi mum value was inportant. Good rock also led to the
shape of the production curve. He stated that shale was
"hot," but in the five or six shale bases in the US., in
the first 18 nonths anywhere from 60 to 80 percent of the
total hydrocarbon was recovered. Wereas, reservoirs in
countries with high governnment take may l|last for 40 or 50
years - many fields found decades ago had been producing
that | ong or |onger.

M. Ruggiero addressed durable terns on slide 17. Mny
investments were wunder contract, which nade them nore
durable. There were also places where the reginme had
changed frequently, but as long as conpanies received
better ternms when prices were |ow and took nore when prices
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were high, the system was durable and a bit predictable to
the industry. The things that were not visible were the
nunber of different incentives that helped mtigate or
mnimze the largest risks of the project.

2: 30: 59 PM

Vice-Chair Gara referred to high take regines. He
understood that at high prices North Dakota was not
considered a high take reginme, but they were considered
high take at current prices. He relayed that ConocoPhillips
had testified the previous day that it was still investing
in North Dakota. He wondered how North Dakota's tax related
to Alaska's at the current price regine. He referred to a
Conoco report on profits - Conoco was the only conpany
investing in Alaska that reported its Alaska profits. The
commttee had been told the previous day that Conoco earned
roughly a quarter-billion dollars in Alaska in the fourth
guarter the previous year and had not done as well in other
| ocations (it had lost noney in the Lower 48 and Canada).
He asked if that said anything about Alaska in ternms of
conpetitiveness and why the conmpany be investing in places
it was losing a large anount of noney. He believed that
with low oil prices in 2015 that Conoco had lost $2 billion
in the Lower 48.

M. Ruggiero addressed the question about North Dakota
first. He knew there had been substantial discussion of
conparing Alaska to several of the Lower 48 states. The
reality is that all projects conpete agai nst each other for
capital. He explained that conpanies broke up their capital
into strategic buckets. One of the buckets for many
conpani es i ncl uded hi gh-dol | ar, hi gh-reserve, hi gh-
production, long-life fields with long lead tinmes, which
was the category Al aska fell within. There were al so quick-
in, quick-out, quick-profit fields onshore in the Lower 48.
He did not believe that overall the onshore Lower 48 fields
conpeted significantly wth Al aska because they were

different buckets of ~capital. He continued that the
investnments in Al aska conpared to the Lower 48 were very
different worlds - worlds that both needed to exist for
conpani es to have diverse portfolios. The diversity enabled
conpanies to live through the highs and lows of the
busi ness.

M. Ruggiero continued to speak to North Dakota and
specified there was a difference between |egacy and new
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| eases. He estimted the royalty on I|egacy |eases was
probably one-eighth or 12.5 percent royalty just Ilike
Alaska. On top of that conpanies paid 10 percent - an ad
valorem and extraction tax with a trigger to add another
0.5 or 1 point. He estimted the gross tax would be
approximately 22 percent in North Dakota. G oss taxes were
regressive at low prices - the share of the oil prices paid
in taxes went way up or becane infinite when costs exceed
"what you're getting out there" and it went down as prices
went up.

M. Ruggiero stated that at present there were people
payi ng as nuch as $12,000 to $15,000 an acre. He consi dered
160 spacing on Bakken wells to the Mddle Forks formation

whi ch added about $2 mllion to each 160-acre section. He
added the $2 nillion to a $7 mllion well - a total
investnment of $9 mllion. He continued that generally about
400,000 barrels of economcally recoverable reserves were
generated - at $40 per barrel, the revenue was $16 mllion.
He factored in the royalty and severance taxes and noted it
becanme difficult to make noney. He noted that new royalties
were typically in the range of 20-plus percent for new
acreage. He conbined the 20-plus percent royalty, a 10
percent severance (extraction and ad valorem tax), and an
acreage acquisition charge becane expensive. Wen conparing
two tax reginmes it was inportant to include all the sane
itens for each system He added that in a few slides he
woul d discuss a conparison that did not include all the
itens needed to conpare to regines.

2:37: 15 PM

M. Ruggiero addressed the second portion of the question
related to the profitability of ConocoPhillips. He remarked
that because Conoco reported Al aska separately, it was
possible to see that the conpany had been profitable in
Al aska. A Conoco representative had referenced the
conpany's analyst presentation the previous day, which
included two slides specific to Alaska. One of the slides
showed that in an all-in, all-inclusive basis, the conpany
coul d make noney for a 10 percent return at an oil price of
$40 per barrel at present because the conpany had been able
to reduce its cost by 40 percent in Al aska. He guessed the
conpany had been losing noney terribly 1.5 years back at a
$40 oil price. Due to reduced costs, the conpany was now
able to weather the stormin a |lower price environment. He
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stated the shift had come with substantial work by the
conpany and its enpl oyees.

M. Ruggiero noved to slide 18 and addressed that standard
reginme conparisons were not necessarily predictors of
producer investnent activity. He shared that he was not a
believer in any charts that purportedly ran economcs,
because of having to really understand what went into each
of the curves. He used the chart by Daniel Johnston as an
exanple to show that although things |ooked great in one
spot and bad in another, where activity was taking place
was much different than the graph may inply. The chart
related to marginal dollars. He considered the governnent
take under a profit node scenario with $1 nore in revenue.
The scale on the graph was |lower on the right and increased
to be higher on the left. The inplication was that
everything up to the right was good because it showed a | ow
take, while everything to the bottom and left was bad
because it reflected high take. The arrows on the graph
indicated where things were in 1997, while the box and
arrow showed 2007. The graph included 2017 and provided a
10 to 10 to 10-year conparison. The graph also inplied that
the conpanies on the top portion would receive all the
i nvestment because they had very |ow governnent take,
meaning nost of the noney would go into the producer
pocket. However, that was not the issue. He spoke about
where the industry invested.

2:41:01 PM

M. Ruggiero advanced to slide 19 titled "Regines wth
Governnent Take Lower than Alaska.” The slide excluded
| ocations that appeared under Alaska in the graph on slide
18. Alaska was plotted at approxinmately 62.5 percent, which
was the ACES narginal rate. Countries where |large oi
conpani es were investing were highlighted wwth a red box.
Large conpanies included the three on the North Slope
[ ExXxonMobi |, BP, and ConocoPhillips] and about 15 other
conpanies. He highlighted several |locations wth [|ower
government take than Al aska.

2:41:51 PM

Vice-Chair Gara asked if the chart was older (from the ACES
regine) or reflective of the current year.
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M. Ruggiero responded that the chart was from Daniel
Johnston and presented where things stood in 2007. He used
Col onbia as an exanple and explained governnent take was
about 48 percent in 2007, whereas in 1997 it had been above
70 percent. The chart reflected 1997 through 2007.

M. Ruggiero advanced to slide 20 which showed reginmes with
governnment take greater than Al aska (a |arge nunber of the
countries with overall nonproducer take greater than Al aska
getting investnment from the mgjor oil conpanies). He noted
that he had added Iraq to the bottom of the chart (it had
not been present in 2007). He stated that basically "lraq' s
round one and round two" was a governnment take of about 98
percent. He referenced an aspect of the Irag contract and
detailed that if an oil conpany invested $1 billion, the
oil conpany received its $1 billion back prior to the split
of profits.

Representative WI|son asked about the acronym "PSC' [in the
charts on slides 18 through 20].

M. Ruggiero clarified that PSC stood for production
sharing contract. He elaborated that the charts included
three different types of oil patch contracts, which were
reflected in the legend [on the lower right side]. The
first was a royalty/tax system indicated w th diagonal
lines and was equivalent to the Lower 48, Al aska, and sone
other regines. The black box reflected a PSC contract,
which was present in nyriad countries. The third was a
service contract reflected by a checkerboard box, which was
simlar to a PSC, but typically the conpany helping the
government was not allowed to take ownership of barrels. He
noted the conpany did not book reserves, but it may receive
val ue as though it had.

2:44: 52 PM

Representative Grenn asked for a nunber or percentage of
countries looking for the sanme type of large fields Al aska
was. He asked if all the countries on the list [slides 18
t hrough 20] were | ooking for the sane type of fields.

M. Ruggiero responded that many countries would love to
di scover a nega field, or an "elephant" as termed by the
oil industry. A large field always brought associated
devel opnent, jobs, and work. Everyone would |love to have a
| arge field, but geology did not nmake it so.
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Representative Grenn asked if Ireland was expecting to find
an el ephant field. He asked for nore detail.

M. Ruggiero replied that Ireland was at the top of the
list for the |owest governnent take; it had a very |ow
petrol eum tax. Over several decades there had been attenpts
to find oil in and around Irish onshore and offshore with
limted success. In order to keep the industry going, the
country charged very little governnent take. He used Iraq
as another exanple and explained that it knew it had
el ephant fields prior to the conflict that shut its oil
fields down; therefore, it had designed its fiscal system
around the large fields.

Vice-Chair Gara wondered if there were regions that were
more simlar to Alaska that could be wused to conpare
government take. He wondered if there were |ocations Al aska
was i n higher conpetition wth.

M. Ruggiero answered that when considering the top four or
five places that would be truly conpetitive with Al aska he
t hought about the offshore eastern coast of Al aska and
conpared it to places like Nova Scotia and Newf oundl and
with high-cost, big reservoirs, harsh wnter environnment,
and other. OQther locations included Norway, Australia (wth
long lead-tinme projects and its offshore projects only),
subsalt basins in Brazil, and Wst Africa' s deep-water
reserves. The exanples were all large reservoirs with |ong
| ead-tinme projects. He specified Angola as a primary
location in West Africa with all the sane characteristics
of high-cost developnent with long lead-tine and |ong-1ived
reserves.

Vice-Chair Gara stated there were countries with high taxes
or low taxes that were nothing |ike Al aska where conpanies
went in knowing they may be nationalized (e.g. Venezuel a).
He wondered if conpanies were willing to pay a bit nore to
invest in safe |ocations.

M. Ruggiero replied that he did not want to oversinplify a
decision down to only one netric because decisions were
al ways based on a host of netrics. He detailed that when
comng up with a conpany's anticipated return on investnent
for a project, the conpany upped their expectation prior to
choosing to invest in countries on the worst end of the

House Fi nance Committee 21 03/23/17 1:33 P. M



nmetrics, whereas they my have a lower threshold for
investing in countries on the better end of the scale.

2:50:42 PM

Representative Quttenberg asked for M. Ruggiero to discuss
a conparison between Al aska and Norway. He discussed that
Norway is a northern country wth cold weather and a
chal I enging environnent. Norway had significant [oil]
activity with a higher governnent take.

M. Ruggiero answered that the information would be a bit
dated, but he had personal experience from being posted in
the North Sea. The one thing Norway had brought to the
table was that it had a very involved governnent. He noted
he had not liked that at first, but had conme to like it. He
el aborated that the government was involved with potential
designs, timng, and acted as a gatekeeper on what projects
got to cone online because it wanted to mnimze the
of fshore pipe infrastructure. The country staged fields
based on when capacity would be available, instead of
buil ding new lines; however, when there were four or five
di scoveries Norway would conmission a new |ine. He added
that the country had been the gatekeeper in ternms of doing
things that were positive. Norway's government take was
roughly 78 percent, but it allowed rapid recovery of nopney
spent and had an investnent credit/uplift conpanies were
able to get in the first four years of comng on and
spendi ng noney. There were numerous nuances that nade it
attractive for conpanies to invest. Nor wegi an- owned
conpani es also had a substantial share of each project. The
reason numerous conpanies chose to do business in Norway
i nvol ved a conbi nation of things involving how business was
done, how easy it was to work with the governnent, and how
wel | things got done.

Representative GQuttenberg discussed that Norway had a
nationalized corporation functioning as a coordinator that
decided what projects to do and when. The corporation
parsed sections out to different conpanies with different
specialties. He believed the corporation coordinated the
activity for the benefit of the country and everyone took a
pi ece. He asked if he was accurate.

M. Ruggiero replied that it was an accurate representation
of what had taken place while he had been there.
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2:54:13 PM

M. Ruggiero noved to slide 21 and discussed where Al aska
currently stood against the Lower 48. He stated that apart
from offshore, deep water in the @ilf of Mxico the
| ocations were not conparative. He addressed a conparison
beginning with only tax ternms and explained that Al aska's
royalty was conparable to old royalties, but it was nuch
nore favorable ~conpared to new royalties and high
acquisition prices in the Lower 48. Even though newer
| eases had higher royalties in the Lower 48, many of those
| eases came with "drill or drop" clauses. He detailed that
sone of the early |eases signed in the Lower 48 contained
clauses that if a conpany drilled one well (many tines it
was one well per square mle), the conpany could hold every
reservoir above and below ground in perpetuity as |long as
the one well continued to produce. Royalty owners and their
representatives had |earned quickly that devel opnent nay
take place on adjoining sections where they may drill three
or four wells, but they could not force the person to dril
anot her well because all the acreage was held as |ong as
the one drill continued to produce.

M. Ruggiero explained that royalty owner associations had
gotten smarter and had devel oped clauses specifying if an
| easee had not drilled at |east one well in a set anount of
time, they had to pay an annual rental on the |ease. He
noted it becane very expensive to hold onto property if no
devel opnment occurred. After a period of five to seven years
the leasee lost the land if no activity had occurred.
Leases also specified that the |easee had to keep up wth
the tightest spacing - if neighboring |easees had drilled
four wells per square mle, it was necessary to drill four
wells instead of four. Although Alaska may say it had a
| oner and superior royalty, the Lower 48 had a penal
financial obligation to ensure obligations were filled
under the new | eases even though they were nore expensive.
He noted that the charts from Daniel Johnston did not
i nclude anything about "drill or drop" or about PSCs where
countries gave conpanies rights to in perpetuity whereas
others required activity on a property within three to five
years or the property was l|leased to another party. He
expl ained those were nuances that never showed up in
conparative tables.

M. Ruggi ero addressed how Al aska conpared to the Lower 48
based on the effective tax rate (slide 21). At current oil
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prices Alaska's tax rate was low relatively speaking,
because they were all gross taxes, which were regressive -
the lower the price went, the worse the effective tax rate
came on the Lower 48 |ocations. He addressed exploration
and production credits - many had expired or had sunset
cl auses. He discussed that Alaska had been unique when it
had the credits and it had been very valuable to conpanies
- he believed the credits had been responsible for sonme of
the activity levels in Al aska. Alaska also had a nunber of
uni que aspects that operators did not run into in other
| ocations - operators did not have to worry about gas
versus oil or Cook Inlet versus Mddle Earth or the North
Sl ope. There were sonme credits for horizontal wells or for
secondary recovery where there was sone separation, but
primarily that type of separation did not exist in the
Lower 48. Al aska was unique in sonme positive ways, but it
was the only location he knew of that did nonthly taxation
O hers collected nonthly, but the taxes were annual .

2:59: 19 PM

Vice-Chair Gara referred to a neno from Ken Al per (director
of the Tax Division, Department of Revenue) that translated
the effect of the actual profits tax rate in Al aska at
various prices. M. Alper specified that older non-GVR
[gross value reduction] fields had a 4 percent tax rate
until about $70 to $73 per barrel and GVR fields had no
mnimum tax. The state had a zero percent production tax
until about $70 per barrel. He stated that some GVR fields
were post 2003 and sonme were new. He wondered if the state
was giving away too nuch with its GV/R tax rate. He noted
t hat Point Thonmson was one of the fields.

M. Ruggiero wanted to address the question the follow ng
day when he presented a nodel. He would show a chart |ater
in the presentation and explained that the table Vice-Chair
Gara was referencing had been run with one set of costs. As
cost structures change - there was a wi de range of costs
across fields - at different prices different people were
subject to the mnimumor net tax. He believed the question
woul d be better answered with the nodel.

Representative WIson renmarked that it seened the
di scussion always pertained to only one piece of the
puzzle. She believed that when the conmttee tal ked about
the state's share, the discussion should include production
tax, royalties, severance tax, property tax, and other. She
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t hought the itens should all be discussed at one tine. She
asked if it was fair to try to fix one piece wthout
considering the whole structure.

M. Ruggiero agreed that the whole structure should be
considered. He detailed that when one-off issues were dealt
with separately it could cause issues sonmewhere else. In
making the decision to fix one piece, he assuned the
| egi sl ature was considering the structure as a whol e.

Representative WIlson asked if the discussion the follow ng
day would ook at the entire scenario and would show how a
change to one conponent would shift things or bring in nore
or less oil.

M. Ruggiero replied in the affirmative. The commttee
would be able to nodify sliding scales, mninmm tax, GVR
and other itens to view the inmediate inpact [in the node
the followng day]. He stated the nodel would allow one
change at a tinme or multiple changes to view the inpacts.

Representative WIson asked if the nodel would show how
much oil down the line the state could expect under various
scenarios. M. Ruggiero replied he could not predict the
i nformation.

Representative WIson stated that was her point. Her goa
was to see nore oil down the line. She stated that if the
conmponent was not part of the nodeling, they had m ssed the
mark. She surmised they may get nore noney at the
begi nni ng, but the <change would ness things wup in
perpetuity if it resulted in less oil down the line. She
thought it had to be a part of the puzzle.

3:04: 07 PM

M. Ruggiero agreed it was inportant to find the way. He
thought it was a place the oil conpanies could help the
commttee to understand existing oil that could be brought
on and the nost significant hurdles facing conpanies and
preventing themfrominvesting.

Representative Otiz referred to slide 9 that highlighted
the state's overall goal. He asked about the relevance of
slide 21 pertaining to how Al aska conpared to the Lower 48
He asked if it was a critical question for the state to be
asking itself. Alternatively, he wondered if the nore
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significant question should be about how conpetitive Al aska
was Wth countries with simlar regimes and reserves.

M. Ruggiero recormmended | ooking at the reginmes Al aska was
conpeting against. The argunents pertaining to the Lower 48
were included because they were easy, and it was easy to
draw a conclusion that may not be accurate. For exanple, he
did not believe Al aska should match the structure in North
Dakota just because it was producing nore oil. He had
included the slide in response to the nunerous questions
that had arisen about the Lower 48. He added that a graph
of North Dakota production over a 30-year period would | ook
pretty flat for 30 years. He noted that North Dakota had
not changed its fiscal system the change had been in
technol ogy. The state had gone from having average/ sub-
average rock to great rock in ternms of developnent at
present due to shale that was easily accessible.

M. Ruggiero continued to answer Representative Otiz's
guestion. He shared that he had done a study a couple of
years earlier that |ooked at the top 75 non-major oi
conpanies in the U S. Between 1990 and 2008 they had taken
on plus or mnus $80 billion from private equity and hedge
funds. After the 2008 financial crash they had taken on
$110 billion between 2009 and 2014. They had gone from an
average debt to equity ratio of 40/60 to 90/10. He noted at
that time the price of oil had been above $100 per barrel
He continued that the country had been in a prolonged
period of zero percent federal interest. Many industries
had been struggling and were not growi ng, but when the
price of oil collapsed wwth the financial crisis in 2008
and 2009 everyone had bet the price of oil would cone back,
which it had done with a fury. Subsequently, all the noney
poured in and continued to pour in even after the price
peaked at $120 to $130 per barrel. Mich of the activity and
barrels were there because the noney had been easy and
gui ck to receive.

M. Ruggiero continued that a couple of econom sts had done
as study that of all the noney spent in North Dakota -
al nost 10,000 wells had been drilled at an average cost of
$8 mllion per well ($80 billion invested) - after
royalties and severance taxes were subtracted, only about
$50 or so billion had been recovered. He added that nost of
the wells were beyond their production peak. He stated that
they may have produced 1 mllion barrels of oil, but the
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jury was still out as to how nuch noney would be nmade in
Nort h Dakot a.

3:08: 54 PM

Representative Quttenberg pointed to slide 21. He addressed
the last bullet on the right of +the slide wunder the
relative risks category pertaining to conpetitive access
for all producers. He asked if the statenment was true. He
asked for detail about unpredictable tariff |evels.

M. Ruggiero answered by referencing his experience worKking
in the North Sea. He relayed that in the U S. he had been
taught about all the things that could and could not be
done under SEC rul es and what governments should and shoul d
not do. He recalled being told by Norway to wait in |line
for a developnent he brought forward. He explained that
Norway had seen all the problems with overbuilt facilities
and because its regine allowed the recovery of any nobney
spent (any unnecessary dollar spent was a dollar out of
Norway's treasury), the country controlled and ensured
access. He continued that if the parties involved could not
come to an agreenent Norway deenmed reasonable, the country
woul d intervene. He noted the country had direct, indirect,
and passive aggressive ways of intervening. He explained
that Al aska had one main pipeline and if the goal was a
long-term future on the North Slope, the state needed to
ensure that whatever needed to be in place and whatever
needed to be done was done to ensure any new player could
get access into the pipeline at fair and reasonabl e rates.

Representative QGuttenberg shared that he had introduced a
facilities access bill in the past. He recalled neeting
wi th an independent CEO who had said that when he had been
young the facilities had been antiquated and if he had not
been given a good rate, it had been nore economcal to
build his own facility. He reasoned that not everyone had
the opportunity or econony of scale. He asked if there was
a way to show a history of access fees and who had paid for
what and how conpetitive it was for various partners or
i ndependents. He asked how restrictive it had been for
peopl e.

M. Ruggiero replied that he did not have access to that

data. He added it would be a good question to ask the TAPS
owners.
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3:12: 24 PM

M. Ruggiero noved to slide 22 and addressed nore regines
using self-correcting mechanisns. He referred to his
recommendation to use a net tax system with brackets to
mmc what the state currently had. He spoke about
hi storical actions resulting in different outconmes, nany of
the outcones were due to firm triggers at prices. He
relayed that nore and nore regines were using self-
correcting mechani sms. In order to get addi ti onal

production and new devel opnents, a self-correcting system
could predict what was going to happen. He explained that a
self-correcting system wuld know exactly how |ow
profitability in the current year, a high wite off, or
great profits the following year would treat them The
econom cs could be set up and run. He acknow edged there
would still be the risk that any legislature could change
legislation at any time, but it would be nmuch nore
predi ctable. He provided a hypothetical scenario where a
system was not predictable - an entity's costs would be
high, the trigger would be at $90 and costs would be $75

and the entity wondered if it could nove the trigger up so
the costs were not as onerous.

M. Ruggiero continued to address the benefit of a self-
correcting mechanism He detailed that in practice, taxes
were set ahead of time (i.e. guessing about the future). He
stated that oil patches changed often and regularly and
there was not the ability to set a tax reginme with 20:20
hi ndsi ght. A nunber of nechanisns had been devel oped and
put in practice to allow fiscal systens to adapt to
changing markets. He listed nunerous options including
profit per barrel, overall rate of return, and an R-Factor
(the anmpbunt of noney received versus the investnent
anount). All the options could be set up with one or nore
brackets and provided different ways to establish a |ong-
term durabl e system

M. Ruggiero addressed slide 23 titled "Wiy use Self-
Correcting Mechanisnms."” He explained that every governnent
and | egislature had thought it was doing the best it could
at the tine they agreed to sonething in a bill. He agreed
the action lasted for a while, but because of the biases of
every system the future would bring sonme unintended
results (either because prices were higher or |ower than
anticipated or there were interdependencies where a fix to
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one area inadvertently inpacted other areas in a
structure).

3:16: 08 PM

M. Ruggiero addressed the flaw of averages and avoiding
uni nt ended consequences on slide 24. He shared that in his
past experience with ACES and |ater, the average nunbers
had tended to be used. He did not know of a field that had
the average transportation or cost rate - they all had
either lower or higher rates than the average. Wwen a
system was designed around averages did not address the
outliers. He pointed to a cartoon on slide 24 depicting a
stream that was three feet deep on average, but that did
not address the 20-foot hole partway across the stream He
stated it was acceptable to use the average for general
descriptions, but it was inportant to consider the range

He referred to a slide provided the previous day by DOR
related to tariffs. The slide had included tariffs ranging
from $9 to al nost $30 per barrel. He underscored that when
building all the nopdels and systens, the use of a $10
average would be wong. He spoke to the inportance of
testing systenms as they were built.

M. Ruggiero noved to slide 25 and addressed effective tax
rate at costs of $40, $55, and $65 per barrel. The graph
showed the existing system under SB 21. He explained that
the three sets of lines resenbling the shape of a hockey
stick used a total tariff and operating cost of $40, $55,
and $65 per barrel. The |owest point came down at roughly
$73 per barrel - it included a 4 percent mnimmtax. Wen
average nunbers were used, at $73 per barrel, instead of
paying the gross mininum a net basis was used. At a $55
per barrel cost, the nunber noved up to sonmewhere around
$76 to $77. At a $65 per barrel cost, the nunber increased
to over $85 per barrel where the mninmm gross tax would be
paid at every price below that nunber ($65). He pointed out
that the top end did not nove because a stake had been set
at a specific price. As cost structures went up over tine,
the tax increased. He stressed that the cost structure used
in a nodel would give a different answer about where
sonet hing should or should not be done. He advised that
during his nodeling presentation the following day the
comm ttee should consider Iow and high ends to go with the
average to see all three.
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Vice-Chair Gara asked for verification the slide showed the
non-GVR fields, not the GVR fields that did not pay the
m ni mum t ax.

M. Ruggiero replied in the affirmative. He detailed the
fields on the slide all paid the mnimumtax (it did not go
to zero). The graph had been run with a 4 and 5 percent
m ni mum gr oss tax.

3:20: 09 PM

Representative WIson asked for a brief description of GVR
versus non-GVR fi el ds.

M. Ruggiero replied that within the current |egislation,
for fields that net certain criteria to be deened a new
field, conmpanies could take a 20 percent deduction fromthe
gross value at the wellhead. He noted another 10 percent
could be added as well. It was a deduction for new fields
along with a $5 per barrel credit. The graph on slide 25
showed a mnimum tax being payable at very low prices
because the per barrel credits could not pierce the floor,
but the GVR fields could (nmeaning the tax could go to
zero).

Representative Wl son asked if the slide related to the big
three oil conpani es or other.

M. Ruggiero answered that slide 25 did not reflect
specific conpanies. He elaborated the slide provided a
representation of what would happen when the total cost
structure of non-GVR eligible fields changed. The chart
indicated the point when fields switched from paying the
gross mninmum to paying the net tax. He referred to an
earlier question of what happened at 7, 8, or 9 percent
[taxes] and relayed he would nodel the information the
following day to see the inpact. As long as there were
anchor points (the sliding barrel credit had anchor points
at $150, $140, and $130) on the right side, but costs noved
the left side of the graph. He would provide additional
detail the follow ng day.

3:22:27 PM

M. Ruggiero addressed slide 27 pertaining to the value of
extending the |life of legacy fields. He had heard nunerous
people say that Alaska had nunmerous giveaways to new
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fields. He used the follow ng assunptions shown on slide
27:

. Assunpt i ons
o0 250,000 bpd physical shut in rate
o 50,000 economc shut-in rate
o New oil sufficient to keep pipeline running
into the future
0 6% decline on |l egacy from 250k to 50K
0o Prices $50 to $100 ANSWC
0 Net tax rates from5%to 35%

Representative Otiz asked what the physical shut-in rate
was.

M. Ruggiero answered that the physical shut-in rate was
the rate where there would be so little flow in the
pipeline that it could not keep running. There was a
mnimum rate required to keep the pipeline running. The
economc limt shut-in rate would be for the legacy fields
- once production got down, given the nunber of wells and
facilities, the costs would probably start to outrun the
revenue. There was a large fixed cost for running the
fields. He noted that the assunptions on slide 27 were
guesses. The third assunption listed on the slide was the
devel opnment of sufficient new oil to keep the pipeline
running. He had used a 6 percent decline rate on the |egacy
fields "from 250k to 50k." He had | ooked at prices between
$50 and $100 and at net tax rates from 5 percent to 35
percent .

M. Ruggiero estimated that extending the life of |egacy
fields could result in additional revenue to Al aska rangi ng
from $5 billion to $50 billion in petroleum tax, royalty,
and property tax. He stressed there was value in keeping
the legacy fields operating. He remarked that if conpanies
knew the pipeline would have a long life, there my be
additional work they would be encouraged to do because they
had the other fields keeping the flow going at a high
enough rate. He noted that Caelus's Smth Bay project had
extrenely light oil and light oil relative to all the
heavi er oil would help trenmendously in the operation of the
pipeline; it would enable nuch heavier oil to be produced
and bl ended out.

3:25:42 PM
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M. Ruggi ero addressed the tinme value of noney on slide 29.
He had nodeled a hypothetical field that bore no
resenbl ance to any existing field. The nodel included an
i nvestnent of $100 in year-one, $400 in years two through
ten, $100 in cost recovery to the producer, and $300 of
profit split between the producer and governnent. He
underscored that it was the sane anmount of noney in the
sanme years. The only alteration to the nodel would be who
recei ved the noney when.

M. Ruggiero turned to slide 30 and addressed differences
in cost recovery based on the hypothetical scenario on
slide 29. The graphs on the left showed imedi ate
deductibility recovery with (with no uplift). The top graph
on both sides used the total available noney within a year
and showed the percentage split between the producer (bl ue)
and the non-producer (green). The plot on the bottom |eft
and right showed the actual dollars during the period. The
exanple on the left showed accelerated cost recovery - the
smal | anmount of non-producer recovery in years three and
four mrrored receiving a royalty, with the remnai nder going
to the producer. The lower left chart showed an IRR of 20
percent. |If the recovery was spread out over five years
(the anobunt of <costs to be recovered was |limted by
spreading it across the five-year period), the producer's
econonics on the project worsened and dropped to a 14
percent IRR The net present value (NPV) was alnpbst cut in
hal f .

3:28:51 PM

M. Ruggiero noved to slide 31 and addressed cash credits
versus 50 percent NOL. He explained the chart would show
why rmany conpanies were interested in cashable credits
ahead of time versus waiting for production and taking
deductions later. The chart on the lower left showed the
state as an investor in year-one of 35 percent cashable
credits. The producer IRR went to 27 percent. He rem nded
the commttee the scenario had provided a 20 percent I|IRR
with accelerated recovery and a 14 percent IRR with del ayed
recovery. He pointed to the charts on the right where the
conpany was only allowed to recover 50 percent of its costs
- the IRR decreased to 6 percent and the NPV was negati ve;
it was a "definite no-go project."” Taking the sane
hypothetical field and applying various ways of handling
the recovery or deductibility of cost, provided vastly
different results.
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M. Ruggiero referred to an earlier question about why a
conpany nmay chose to invest in a 78 to 90 percent
government take country, while questioning investnent in
Al aska at a 60 percent governnment take. The answer was due
to things like the itens presented on slides 30 and 31 - it
was the things that were hidden that were not always seen
when graphical conparisons of regines were conducted. He
noted that each of the graphs could represent countries A,
B, C and D as well. He had run an analysis of an existing
field in seven different countries, which had resulted in
an IRR ranging from 4 to 38 percent. The counties used al
had very different tax reginmes. He stressed the inportance
of considering the system as a whole, and |ooking at real
possi ble fields. Even though the sanme royalty and tax rate
was applied in his hypothetical exanple, there were very
different results (slides 30 and 31). He spoke to the goa
of filling the pipeline and noted that the state did not
have 100 different operators or 100 potential fields to be
devel oped. The nunber of operators could be counted on one
or two hands and the nunber of potential fields that could
be developed to keep the pipeline running was mninmal.
Those facts would need to be considered when naki ng changes
to the tax system

3:32:22 PM

M. Ruggiero spoke to slide 32 titled "lnpact of Interest
Rate on Tine Value of Money." He had included the slide
based on discussions about uplift and interest rates and
what it was worth or not worth. The y-axis (vertical)
showed a nunber of years and the x-axis (horizontal) showed
an interest rate starting at 4 percent increasing in 2
percent increnents up to 20 percent. The boxes highlighted
in yellow indicated the nunber of years it would take to
doubl e your noney. In a conversation about providing uplift
to an NOL or other, the chart would be a quick interest
rate guide (if nmoney had never been deducted). He used the
2 percent interest (highlighted in yellow) as an exanple -
if an 8 percent uplift was offered, the noney would double
in size in nine years. He detailed if the NOL was $100 and
it was not deducted during that nine-year period, it would
be worth $200 in the ninth year.

3:34: 05 PM
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M. Ruggiero concluded his presentation on slide 34 rel ated
to question topics that had cone up in testinony. He
menti oned questions pertaining to what other countries and
other regimes did, how different nechanisns worked, and
what may be perceived as good or bad in various countries.

Representative Otiz relayed that the previous day he had
asked about the concept of hardening the [tax] floor. He
asked if hard floors were common in other regines.

M. Ruggiero answered that any reginme that has royalty, by
definition, has a hard floor. The gross tax in Al aska was
no different than royalty; it could have just been added to
the royalty and it would work the sanme way. There were
other countries with sonewhat of a net-based system that
would put in a mninum Countries or reginmes that depended
on oil revenue for 30 or nore percent of their treasury
i ntake, had nechanisnms including hard floors within their
fiscal regime, to get revenue every year. Ohers only
depended on oil for 2 to 3 percent of their treasury -
those conpanies typically had an absence of floor or
m ni num because they were not reliant on oil to keep
gover nnment runni ng.

Representative Otiz surmsed that a floor in terns of a
production or severance tax was not very comobn. M.
Ruggi ero responded that with the clarification that royalty
acted as a floor, it was very commobn because royalty was
very comon.

Representative Quttenberg referred to information sharing
in other regines and what information was shared in Al aska
versus what was not. He referenced the ability to know what
was goi ng on to make a decision. He asked for detail.

M. Ruggiero addressed his experience working with the
Net herl ands, UK, and Norway in the North Sea. He relayed
that before he ever recommended noving forward on a project
to executive managenent he had two to five neetings wth
different governnental agencies to go over the project
(i.e. to address the reservoir, how much noney would be
spent, how many drills would be needed, what pipeline would
be used, and other). He continued that during the first
meeting they may discuss nunbers plus or mnus 50 percent,
but by the end, the agencies would know where and how he
planned to drill and what he expected to earn. He had
involved parties ranging from engineers to treasury
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officials. By the time he received internal approval to go
forward, filing the petition for the right to devel op woul d
be a foregone concl usion.

M. Ruggiero explained the process had been beneficial
because governnment agencies may have suggested noving a
well a bit to the north or talking to a conpany because
capacity may have been opening in its facility. The process
had al so been the governnents' way of ensuring an optinmm
anount of facilities were built. In regines that allowed
conpanies to recover or deduct costs, every dollar that was
deducted or recovered was a dollar that did not go into the
treasury (it was not exactly dollar for dollar, but close).
He stated that those countries were nuch nore involved and
much nore information was shared. He had worked on
devel opment projects in other countries where the agencies
basically saw everything the conpany had except for the
sales contracts. The North Sea countries were beginning to
take it to a further extreme. He could provide sone |inks
at a later tinme. He detailed that it was possible to go
into Norway, look into a field and find the ownership
history, the production, the annual capital expenditures,
the five-year forward forecast, what rig had drilled a
well, and other information. The information was all
accessi bl e onli ne.

3:40: 31 PM

Representative CQuttenberg discussed that Al aska had sone
significant credits. He explained that the nunbers were
aggregated, and it was not possible to see the inpact of
the credits and where they had been successful or
unsuccessful. He asked if +there were simlar regines
(outside of taxes) where it was possible to analyze what
was effective and what was working. The goal was for
credits to result in increased production. He asked if
[visibility into the data] was a reasonable thing to ask

M. Ruggiero answered there was a significant anount of
avai l able data that would not be a violation of SEC rules
if disclosed. He noted there was a fine line between when
that line was crossed; however, there was substantial
information that could be nmade avail able. He noted that the
state did not necessarily need to have the taxpayer
information. He explained that nuch of the data that went
into a tax return was also very basic data on production,
anmounts of oil in pipelines, wells drilled, and other. He
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believed there were nunmerous things the state could ask for
and see without putting the state or oil conpanies at risk
of violating any |laws. He added that conpani es provided the
information internationally.

3:42: 37 PM

Representative WIson asked how many regines had changed
their tax structure as often as Al aska.

M. Ruggiero replied it depended on the timefranme. There
was a survey that went out to conpany executives that rated
the attractiveness of fiscal regines. One of the places
that had always been near the top of the list was the
United Kingdom He relayed that from 1981 going forward,
the UK had changed its fiscal regine nore than any | ocation
in the world, yet it was considered one of the top three
stabl e places to conduct business. The country was quick to
remove ternms and | ower rates when prices went way down, but
it was equally quick to raise rates and governnent take
when prices increased.

Representative WIlson asked if the state was doing damage
to its reputation. She believed the state appeared to be
constantly looking at its fair share as bei ng nore.

M. Ruggiero replied that it all cane down to timng and
direction. He elaborated that if it was in the right
direction at the right time it would be overlooked and
peopl e would nove on; however, it becane nore problematic
i f change was perceived to be in the wong direction or was
|ate to the gane.

Representative WIlson referred to M. Ruggiero' s testinony
to the inportance of ensuring the barrels flow ng through
the pipeline in Alaska did not fall nuch farther. She
observed that it was not possible to change how cold it was
or difficult it was to operate on the North Slope. She
asked if it was the right tine and nove to change the
state's tax structure in HB 111.

M. Ruggiero replied it depended on how the system was
changed.

Representative WIson asked |ooked at HB 111 as currently

witten. She asked if the bill wuld be positive or
negative for the state if it passed in its current form
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M. Ruggiero believed there were aspects in the bill that
woul d make a change in the wong direction.

3:45:39 PM

Representative Pruitt stated that he had a conversation
with some Scottish investors several years earlier. He
recalled that the individuals had conplained that
Westminster had increased the rates too high. He noted that
the individuals had thought the change had occurred too
qgui ckly. Subsequently, there had been a change back that
recogni zed prices were low. He surmsed the issue was not
necessarily that Al aska was changing the tax structure, but
it was what the state did when it nade the change. He
| ooked at the fiscal note and observed that the bill asked
for a tax increase. He did not believe it was the direction
the UK would go under the current price environnment. He
asked for comment on his statenent.

M. Ruggiero was not aware of what the UK was currently
doing. He believed Representative Pruitt's point was the
bill would result in a revenue increase to the state. He
recommended | ooking at the state's goals and determning a
bal ance. He returned to slide 9 regarding the state's
priorities. He explained the state had opposing drivers -
the long-term indicated the state needed to go in one
direction, while the short-termindicated the need to go in
a different direction. The state needed to decide how far
to tilt to the right before causing significant damage to
the left. It was necessary to determne the goal prior to
maki ng decisions on taxation. Too nany times changes were
made to fix a problem that had no relation to the overall
goals. If the goals were used as a qguide, it becane a
matter of the balance and how far it was tilted one way or
t he ot her.

Representative Pruitt appreciated the reconmendation to
begin with the state's goals to determ ne how to nake the

policy. He added that the current bill was not the only
bill the |egislature should use that recommendati on for.
3:48: 45 PM

Representative Tilton spoke to M. Ruggiero' s testinony
about changing reginmes in the right way at the right tinme.
She noted that HB 111 would increase governnent take in
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Al aska. She referred to slide 21 froman Alaska O 1 and Gas
Associ ation (AOGA) presentation from the previous day. She
detailed the slide had specified that regines worldw de
were |ooking at nore fiscal i ncentives rather than
i ncreasing governnment take. She asked M. Ruggiero if he
believed HB 111 was being considered at the right tine.

M. Ruggiero answered that |ooking at the AOGA chart and
one he had used as well, governnent take tended to increase
when oil prices rose and decrease when prices fell.
However, about one-third of the |locations on the chart were
in the opposite direction. He returned to slide 9 and
rel ayed that although those governnments were going in the
opposite direction, there had been a reason that had been
specific to that location. The |ocations had been trying to
bal ance out their goals. He agreed that when a tax regine
went in the wong direction industry would |et a governnent
know. He added that it definitely did not help when
conpanies had to pay nore taxes. He believed it was
necessary for the legislature ook at the state's overall
situation and to look at goals and priorities as a state to
find the right bal ance.

Representative Pruitt stated that during discussion on SB
21 they had heard comments that ACES had not been nodel ed
at higher nunbers. Simlarly, the legislature was currently
hearing that SB 21 had not been nodeled at |ower nunbers.
He asked if it was possible create a system that addressed
both ends. He noted M. Ruggiero had nentioned that other
regimes adjusted as prices increased. He asked if it was
possible to inplenent sonething that would not require
consi stent alteration.

M. Ruggiero corrected that during ACES he had been
requested by the House Finance Conmittee to run prices up
to $400 per barrel. He had presented prices from zero to
$400. He shared that thousands of scenarios had been nade
based on requests from the conmttee at the tine. He
addressed how to make sonething self-correcting. He
recommended basing trigger points (when changing an
incentive, credit, or tax rate) on sonething cal cul ated at
that tinme based off profitability, not price or gross. The
profitability could be unit profitability - ACES had been
based off wunit profitability. He clarified that ACES did
not do anything at prices of $60 per barrel. He could
predi ct what ACES had done at $60 of profit per barrel, but
not at a price of $60 per barrel. He had seen nany
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presentations msrepresent ACES. He spoke to getting into
under standing things based on net and profitability versus
t hings based on gross or fixed points. He referred to one
of his recomendations of a bracketed net system which was
based off wunit profitability. Currently, there were people
at the very low end of unit profitability (e.g. gas in Cook
Inlet) and people at the higher end of unit profitability
(e.g. large legacy fields). A system that taxed or
approached conpanies based on their profitability was nuch
nore responsive and predictabl e going forward.

Representative Pruitt noted that he had not been present
during ACES and had only heard the conversation about SB
21. M. Ruggiero replied that he had al so been blanmed for
the 0.4 percent progressivity, but it had been the other
body.

Co-Chair Seaton referred to the 10 percent GVR for any
field above 12.5 percent royalty. He had been trying to
figure out why it would be reasonable to use the production
tax system to reverse royalties when people bid on oi
fields based on timng and bid terns higher than 12.5
percent royalty. He surmised the provision took away nore
royalty than woul d be reasonable. He asked M. Ruggiero had
comment or woul d address the issue the follow ng day.

3:56:13 PM

M. Ruggiero answered it was something that could be shown.
He added that he had been dunbfounded by the concept that
if a conpany had just accepted 2 nore points in its
royalty, it would get a 10 percent royalty reduction. He
did not understand why the provision had cone into being

He explained that the 10 percent extra on the GVR was
applied to the sanme dollars as the royalty. He expounded
that if a conpany agreed to 2 nore points upfront it would
get 10 off the back end, neaning it would be a net 8 points
better off. If that type of relief was necessary for a new
field, the state already had royalty relief in place in
statute and regul ation; when needed conpanies could apply
for the relief and could show why and for how long it would
be needed.

Co-Chair Seaton stated he was concerned about how the
provision inpacted the entire [tax] reginme. He believed
that going to a 30 percent GVR would significantly distort
everything that had been attenpted.
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HB 111 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Foster provided the schedule for the follow ng
day.

#
ADJ QURNVENT

3:58:14 PM

The neeting was adjourned at 3:58 p. m
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