ALASKA STATE LEGQ SLATURE
JO NT MEETI NG
SENATE RESOQURCES STANDI NG COW TTEE
SENATE FI NANCE COW TTEE
April 15, 2017
9:00 a.m

9:00:47 AM

CALL TO ORDER

Chair Gessel called the Senate Finance Conmittee neeting
to order at 9:00 a.m

SENATE FI NANCE COW TTEE MEMBERS PRESENT

Co- Chair Anna MacKi nnon
Co- Chair Lyman Hof f man
Vice-Chair dick Bishop
Senator Peter M cciche
Senat or Donal d d son
Senat or Shel | ey Hughes
Senat or Nat asha von | nhof

SENATE FI NANCE COW TTEE MEMBERS ABSENT

none

SENATE RESOURCE COW TTEE MEMBERS PRESENT

Chair Cathy G essel

Vi ce- Chair John Coghill
Senat or Nat asha von | mhof
Senat or Bert Stedman
Senat or Shel | ey Hughes
Senat or Kevin Meyer
Senator Bill W el echowski

SENATE RESOURCE COWM TTEE MEMBERS ABSENT

none

ALSO PRESENT

Roger Marks, Legislative Consultant, Legislative Budget and
Audi t Comm ttee; Senat or Gary Stevens, Senat or M a
Costell o, Representative Chris Birch.



SUMVARY
HB 111 AL & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

HB 111 was HEARD and HELD in conmmttee for
further consideration.

PRESENTATION: MR ROCER MARKS, CONSULTANT, LEGQ SLATI VE
BUDGET AND AUDI T COWM TTEE

#hb111
CS FOR HOUSE BILL NO. 111(FIN) (efd fld)

"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;
relating to carried-forward |ease expenditures based
on losses and Iimting those |ease expenditures to an
anount equal to the gross value at the point of
production of oil and gas produced from the |ease or
property where the |ease expenditure was incurred;
relating to information concerning tax credits, |ease
expenditures, and oil and gas taxes; relating to the
di sclosure of that information to the public; relating
to an adjustnment in the gross value at the point of
production; and relating to a legislative working
group. "

9:00: 47 AM

APRESENTATI ON: MR ROGER  MARKS,  CONSULTANT, LEG SLATI VE
BUDGET AND AUDI T COW TTEE

9:01: 50 AM

Chair G essel relayed that HB 111 was heard for the first
time in the Senate Resources Conmttee the previous day.
She informed that the joint commttee would have two
neetings to hear testinony fromlegislative consultants.

ROGER MARKS, LEGQ SLATIVE CONSULTANT, LEQ SLATIVE BUDGET AND
AUDIT COW TTEE, introduced hinmself and noted that he was
on contract wth the Legislative Budget and Audit
Comm ttee. He discussed the presentation, "Evaluation of HB
111," (copy on file).
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M. Marks showed slide 2, "Roger Marks -Background":

*Since 2008: Private consulting practice in Anchorage
specializing in petrol eum econom cs and taxation

—Clients include: State of Al aska Legislature, federa

gover nment , | ocal muni ci palities, Uni versity of
Al aska, oil and gas explorer/producers, pipeline
conpani es, commerci al/investnent banks, private equity
firms

*1983-2008: Senior petroleum economst with State of
Al aska Departnent of Revenue Tax Division

—Statutory and regul atory design

—Economic and commercial valuation of exploration,
devel opnent, producti on, transportation, refining,
mar keti ng, taxation

—Anal ysis of international conpetitiveness

—North Sl ope gas comrerci alization

M. Marks discussed his work pertaining to oil production
tax policy and associ ated | egi sl ation.

9:04: 38 AM

M. Marks displayed slide 3, "North Slope G| Price ($/bbl)
- The Alignnment of Msery," which showed a Iline graph
depicting a drop in oil prices starting at the end of 2014.
He wanted to discuss that the state's budget woes from
lower oil taxes were matched by the taxpayers having |ess
noney to pay the taxes. He additionally wanted to explore
the issue of how the msery of low oil prices was allocated
between the state and taxpayers under current statute and
t he proposed HB 111.

M. Marks turned to slide 4, "Two Thenes":
1. The alignnment of m sery:
-The state’s budget woes from lower oil taxes are
mat ched by the taxpayers’ having less incone to
pay them

2. How is the msery of low prices allocated between
State and taxpayers under SB 21 and HB 111?
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M. Marks remarked that for his evaluation of HB 111, he
woul d generally present the approach he took in practicing
economcs and in practicing tax admnistration when he
wor ked for the departnment. He thought the nethod would help
enlighten nultiple perspectives and the inpacts to all
parties.

M. Marks showed slide 5, " Fair Share: Understanding
| npacts to Al Parties":
«State
—Devel opnent of resources for naxi mum benefit of
its people

* Taxpayers
—l nvest or demands
—Conpetitive opportunities
—Cash flow constraints

M. Marks relayed that as he considered the information, he
believed that maximzing the long-term benefit of resource
devel opnent in the state was conpetitiveness. In his career
he had actively participated in efforts to both increase
and decrease taxes when it appeared that what Al aska was

receiving was out of line with international conpetitive
nor ns.
9:07: 07 AM

M. Marks discussed slide 6, "Current North Slope Incone
Legacy Fields (Od Ol)":

* ANS Market Price ($/bbl) $55

eLess Transportation ($10)

* GRCSS Revenue $45

eLess Upstream costs ($23) *

DI VI SI BLE | nconme $22

eLess State Taxes & Royalties ($11)

*Less Federal Incone Tax (%$4)

* PRODUCER after-tax net inconme $7

* DOR average estimte based on reported and audited
costs. Including transportation, Al aska about $5-
$15/ bbl higher than average Lower 48 costs. Newer oil
upwar ds of $10-$20/ bbl nore expensi ve.

M. WMarks informed he would be focusing on the North Sl ope

and sone basic nunbers  for hi s present ati on. He
characterized the slide as a basic income statenent for
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current North Slope activity for legacy fields. He pointed
out that he would be discussing gross value (market price
plus transportation cost); which was sonetines called
"wel | head value” and was the basis for royalties and
t axation.

M. Marks continued to discuss slide 6, noting that when
considering gross revenue |ess upstream costs, it resulted
in divisible income. Divisible incone was available to be
di vi ded between the governnment and investors before taxes.
Divisible income could also be called production tax val ue
(PTV). He specified that a break-even price was
approxi mately $40 under the assunptions on the slide.

M. Mrks spoke to slide 7, " Economic Baronmeter on Fair
Share: “Governnent Take”":

Defined: Percentage of divisible income that goes to
gover nnent

Al | ows:

Look at tax on its own terns

Systematic conparison to other simlar jurisdictions
Conpare proposal to status quo

Looks at all taxes / royalties

M. Marks explained that 'Governnment Take' was a cash flow
snapshot of who received what funds. He stated that for an
i nvestor or taxpayer, the total ampunt paid for production
tax and royalties was nobst inportant, as opposed to how
much was paid for each. He stated that government take was
not a perfect tool. He referred to coments by fellow
consultant Rich Ruggiero that suggested that sonetines
timng of revenue was nore inportant than the quantity of
revenue. He thought that timng issues had nore of a role
in rate-of-return type fiscal systens that were in play in
production sharing contracts. Alaska was a cash-flow type
tax system and he wanted to conpare the state to other
such systens. CGovernnent take provided a tool for analyzing
t ax.

9:11: 54 AM

M. Marks spoke to slide 8, which showed a bar graph
entitled "Government Take at $55/bbl Market Price." He
expl ai ned that when governnent take was used as an anal ysis
tool, there were areas of judgenent that needed to be
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exercised. It was inportant to consider the peer group, or
what states Al aska would be conpared to. He had | ooked at
pl aces that had investnent opportunities where the physical
terns were established in a simlar context as Al aska; and
additional ly, places where the geol ogical and cost contexts
were simlar. On the slide, the peer group of tax and
royalty regi mes wer e basi c West ern i ndustrialized
denocracies. In the group, the taxes were governed by
statutes and regulations established by denocratically
el ected | egi sl ators.

M. Marks continued discussing the bar graph on slide 8,
explaining that he had put a threshold of 400,000 barrels
per day. He asserted that another area in which to conpare
regimes was cost. He explained that every jurisdiction on
the slide had cost variability, as did Al aska. He had
access to a nunmber of informational databases and the graph
depicted a good estimate of the average cost for production
under devel opnent in peer group of regines.

M. Marks continued to discuss slide 8, indicating that the
regi mes being conpared were across the bottom axis of the
graph, and the governnent take on the |eft-hand colum. The
graph assumed an oil price $55 per barrel (bbl). He stated
that of the five United States reginmes represented; all of
them had royalties, and three had production taxes based on
gross revenue. O the five international regines; three had
royalties, one had a production tax. Al the ten regines on
t he graph had corporate incone taxes.

9:14:41 AM

Co-Chair G essel stated that Al aska was comonly conpared
to Norway, and wondered if the country had a royalty tax.

M. Marks answered in the negative. He furthered that the
country had a conbination of two different taxes that
basically functioned like an inconme tax, at about 78
percent of net incone. He characterized the structure as a
neutral system - whether oil prices were high or low, the
tax was roughly 78 percent and neither progressive nor
regressive. He added that oil taxes in the United Kingdom
were simlarly structured.

Senat or Meyer asked where Al aska fit within the group
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M. Marks stated he would address Al aska's position in the
group later in the presentation.

Senat or W el echowski thought that Alaska was in the 60
percent range, but was wunsure if it signified that the
state took 60 percent of $55/bbl. He referred to a
presentation by the Departnent of Natural Resources from
t he previous day, which had shown that at $60/bbl the state
received $2.03, which was an effective tax rate of a couple
percentage points. He asked if the nunber was accurate and
t hought the oil conpanies got transportation costs, |ease
expenditure costs, and profit.

M. Mirks |ooked at slide 10, "Governnent Take SB 21

(Legacy Fields)," which showed a line graph that
denonstrated how Alaska fit in to the peer group. At
$55/bbl, the government take was 67 percent of the

divisible income. He stated that later in the presentation
he woul d di scuss the production tax anmount.

9:17:31 AM

Senator M cciche asked to go back to slide 6. He referred
to the $22 in divisible inconme indicated on the slide, and
t hought the governnent take of $15 would equate to 60
percent .

M. Marks confirmed that 15 percent divided by 22 percent
woul d be the governnent take.

Senator M cciche asked to go back to slide 8. He pondered
the 68 percent, and wondered if there was an equival ent
conparison with the peer group list on the slide.

M. Mirks stated that given that governnment take was
| ooking at the percentage of divisible income that went to
government, the conparison was | ooking at the same netric.

Senator Stedman referred to slide 8, and asked for
di scussion on how the private royalties were handled in
Texas and North Dakota. He asked for nore information on
the regime in North Dakota, which was frequently used as an
exanple for conparison. He noted that the state of North
Dakota did not own sub-surface rights.

M. Marks affirmed that the states of Texas and North
Dakota both had a nunmber of different royalty rates
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depending on the ownership structure of the land. He
explained that to be conservative he was using a royalty
rate of 19 percent for North Dakota, and a royalty rate of
25 percent for Texas.

Senator Stedman thought the anmounts sounded reasonable. He
expressed interest in discussing the calculations further
with M. Marks after the neeting. He expressed a desire to
recogni ze the mninumtax range within the $55/bbl range.

9:20: 34 AM

Senator Stednan asked to review slide 6. He thought there
was several ways to view the information, including by
changing the order of information and view production tax
value. He wondered if M. Mirks could elaborate on the
matter.

M. Mrks stated that divisible income was nuch |Iike
production tax value, and the governnent take being
exam ned was exactly the split of divisible incone (or
production tax value) between the governnment and the
i nvestor.

Senator Stedman thought that royalties would conme out
first. He thought the point of the list was to denonstrate
production tax value, and acknow edged the Ilist could be
presented in many ways.

M. Marks stated that in calculating taxes and royalties,
the portion of production was paid, and taxes were paid on
the non-royalty portion. The spreadsheet showed the
financial inpact of both royalty and production tax. He
t hought one could do a slightly different split to
cal cul ate what happened after deduction of royalty. He
believed it was inportant in looking at total governnent
take, in terns of analyzing the real outconme of the tax.

9:23: 06 AM

Senator Stedman agreed that it was inportant to |ook at all
conponents, but reiterated that he wanted his coll eagues to
look at the total value rather than nerely per barrel
nunbers. He commented that a previous discussion included
the total production tax value noving about $1.3 billion

He thought it was possible to forget the magnitude of what
was bei ng di scussed.

Senat e Fi nance Comm ttee 8 04/ 15/ 17 9:00 A M



M. Marks returned to slide 8, which showed the governnent
take at $55/bbl .

M. Mrks turned to slide 9, "Governnment Take Conpetitive
Boundary," which showed a line graph with one descending
blue line. Al prices between $40/bbl and $100/bbl were
examned for an average governnment take anong the ten
regimes, which created the blue line on the graph entitled
"Conpetitive Boundary." There was high take at |ow prices

and lower take at high prices. There was a general
regressive pattern, because nost of the jurisdictions were
on a gross taxation basis. He stated he would talk nore in
detail about the reasoning behind the shape of the line. He
explicated that generally if the government take fell above
the line, it was not conpetitive; and if governnent take
fell below the line, it was conpetitive. He stated that he
woul d present the conpetitive boundary when he showed the
i npacts of the current tax and the proposed tax.

9:25:11 AM

M. Marks went back to slide 10, which had a line graph
showed how SB 21 [Q | and gas tax reform |l egislation that
passed in 2013] lined up with the conpetitive boundary. He
noted that when SB 21 had been designed, its goal was to
get a government take of between 60 and 65 percent at high
oil prices. Since that tine, conpetitive jurisdictions had
dropped taxes in response to low prices. In the peer group;
Uni ted Kingdom Norway, and Al berta had done so. He pointed
out the difference between Alaska and the conpetitive
boundary as shown on the graph. He noted that every one
percent difference in government take represented about $30
mllion.

Co-Chair G essel asked if M. Mirks could elaborate on the
gap between lines on the left-hand side of the graph bel ow
$60/ bbl . She wondered why Al aska was so different than the
conpetitive boundary.

M. Marks stated that nost of the jurisdictions were taxing
on gross, and nost of them had a royalty based on gross.
The graph showed the percent of the net value (not gross
value) that went to governnment. Wen taxing on percent of
gross, it was a nuch larger percent of net, because net was
so low. The reason Al aska was so nuch hi gher was not due to
the tax system but rather the fact that the state's costs
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were so nmuch higher. He conpared Alaska's $10/bbl
transportation cost conpared to nost Lower-48 production
with $3/bbl. The extra cost of doing business on the North
Slope raised the tax from $5 to $10 nore than the average
Lower-48 cost. The higher costs resulted in how the graph
mani fested at the | ow end.

9:28: 03 AM

Senator Stedman asked if it was possible to get a breakdown
of slide 10 with mjor conmponents including mninmm tax,
royalty, income tax, and property tax. He also requested
M. Marks to help the commttee understand how tax credits
were used in the cal cul ations.

M. Marks agreed to provide additional information through
the Legislative Budget and Audit Commttee.

M. Marks showed slide 11, "Cal culation of SB 21 Tax":

Hi gher of
—Net cal cul ation
OR

—&Goss Mninmum Tax (market price |less transportation):
4% of gross*

Can use loss carryforward credits to bring tax bel ow
gr oss m ni mum

* Legacy fields are on gross mnimum tax until about
$65/ bbl

M. Marks explained that net incone signified gross value
after subtracting the upstream costs. He explained that the
gross was the market price |less transportation.

M. Mirks turned to slide 12, "Basic Net Calculation for
North Sl ope Legacy Fields (Od G1l)":

Net cal cul ati on:
35% X Net Val ue
| ess sliding scale per barrel produced credit

M. Marks reiterated that net value was divisible incone or
t he production tax val ue.

9:30:46 AM
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M. Mirks turned to slide 13, "Sliding Scale Credit Per
Barrel Produced Cal cul ation: Legacy Fields":

G oss value | ess than $80/ bbl: $8/ bbl

* $80- $90/ bbl : $7/ bbl

« $90- $100/ bbl :  $6/ bbl

*«$100- $110/ bbl :  $5/ bbl

«$110-$120/ bbl : $4/ bbl

*$120- $130/ bbl : $3/ bbl

* $130- $140/ bbl : $2/ bbl

* $140- $150/ bbl : $1/ bbl

«Over $150/bbl: $0/bbleFor old oil cannot use credit
to bring tax bel ow gross m ni mum t ax

M. Marks discussed how the net calculation was done. As
prices went up, the per-barrel credit went down. Under the
current statute for the legacy fields, the per-barrel
credit could not be used to bring tax below the gross
mnimm Carry-forward |osses could be used to bring tax
bel ow t he gross m ni num

M. Marks turned to slide 14, "The $45/bbl G oss Pie

($55/ bbl nmarket price)," which showed a pie chart. He nused
about the purpose of a per-barrel credit. He stated he
woul d di scuss gross taxation. He addressed the pie chart on
the slide. O the $45/bbl gross amount, $23 was upstream
costs, and $22 was divisible incone. Royalty was based on
gross value, so half of a royalty paynent to the state was
for costs. Wth gross as the basis, half the royalty would
be a paynent on cost; which was the reason that at |ow
prices, the governnent take was so high

M. Marks spoke to slide 15, "The $45/bbl Goss Pie
($55/bbl market price)." The slide showed the sane pie
chart as the previous slide, broken down into who received
the divisible incone. He cormmented on the breakdown between
the state, the federal government, and producers.

9:33: 07 AM

M. Marks referred to slide 16, " January 2016: The $20/ bbl
Gross Pi e($30/bbl market price)":

Cost s $23/ bbl (115%
State $4/ bbl (20%
Feds -$2/ bbl (-10%

Producers -$5/bbl (-25%
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s Taxpayers pay 16% of $20, plus property tax, while
they are $3 in the hole

*Government take is off the charts (Slide 10)

M. WMarks discussed why the information on slide 16 was not
interpreted into a pie chart. He indicated that Excel could
not process the nunbers for a chart when the costs exceeded
the amount of the whole. He noted that in January 2016,
there was $20 in gross revenue and $23 in cost. Producers
started out $3 in the hole, and paid royalty and property
tax. |f producers had prior loss carry-forwards, it could
be used to bring tax below the 4 percent of gross. If not,
t he producers woul d be paying 16 percent of the $20 gross.

M. Marks turned back to slide 10 to illustrate the graph
in an even lower price scenario, where the governnent take
woul d be off the charts.

Senator Stedman wanted nore information on how tax credits
affected the share calculation. He asked if it was common
around the world that the industry took business risk (and
| owprice risk), and nobst sovereigns structured business
rel ati onshi ps to have a constant revenue source.

M. Marks answered in the affirmative. He stated that nost
fiscal systens around the world were regressive; and took a
hi gh governnent take at the low end, and a |ow governnent
take at the high end. In Alaska the industry took a high
end at the lowprice scenario, and a high end at the high
price scenario. He relayed that he would be discussing the
rationale for the system |In nost regressive systens the
t axpayer took the low side risk, but received a bigger
share of the upside as a trade-off. He infornmed that he
woul d be concluding his presentation by explaining how the
typi cal regressive systemdid not happen in Al aska.

9:37:41 AM

M. Marks turned to slide 17, "D sadvantage of Taxes &
Royal ti es Based on Gross (vs. Net)":

*Ever increasing gross/net val ue divide

*Net nore reflective of actual econom cs

eUnder gross a field with $20/bbl costs is taxed the
same as a field with $50/ bbl costs
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*A net systemautomatically adjusts
e Sone other jurisdictions do tax on gross
—Al aska’ s high costs exacerbate the problem
*At prices under $65/bbl Al aska essentially operating
on a gross system

M. Marks commented that Al aska had a gross system through
2006, and had changed due to declining production. Under a
gross system conpanies could not deduct upstream costs. As
the North Slope was extending to nore and nore expensive
fields, there was an ever-increasing gap between gross
value and net value, and taxing on growth was distorting
the econom cs. He stated that taxing on the net profit was
much nore reflective of the actual economcs. He used the
exanpl e of Kuparuk River Unit which had a nunber of fields
with much different production costs. Under a gross system
all fields paid the sane anpbunt in tax because the upstream
costs were not being deducted.

M. Marks restated that nost other jurisdictions taxed on
gross value, but Alaska's high costs exacerbated the
problem Wth a "higher-of" system in which gross and net
were being conpared, legacy fields switched from gross to
net at about $65/bbl. Until prices reached $65/bbl, Al aska
operated under a gross system

M. Marks showed slide 18, "Govt Take Wth and Wthout Per
Barrel Credit - SB 21 Legacy Fields,” which showed a Iline
graph. As prices went higher, cost was a snaller slice of
the gross anount, and royalty based on growth becanme |ess
of a problem As prices increased, the tax rate was
| onered. The goal in 2013 was to get a governnent take
bet ween 60 percent and 65 percent to be conpetitive.

M. Mrks explained that the blue and green lines on the
graph represented SB 21 and the conpetitive boundary,
respectively. He highlighted the red line, which showed
what the governnment take would be without a sliding scale
credit. The effect made a huge difference in making the tax
conpetitive and off-setting the negative aspects of taxing
on gross at | ow prices.

M. Marks displayed slide 19, "Summary: Sliding Scale Per
Barrel Produced Credit":

*Adjustment of effective tax rate to offset high
royalty at |ow prices
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eEconomically should not be considered a credit or
called a credit
*An inportant feature

9:41: 50 AM

Senator W el echowski asked to return to slide 18. He asked
if M. Marks was suggesting that the state should lower its
tax rate.

M. Marks reiterated that the red line on the graph on
slide 18 showed what the governnment take would be if Al aska
did not have the sliding scale per-barrel royalty. The
slide had illustrated that the point of putting the feature
in SB 21 was to bring the governnent take down conpetitive
i nternational norns.

Senat or Wel echowski reiterated his question as to whether
the state should be lowering its tax rate.

M. Marks referred to the blue line, which showed the
current system under SB 21. He noted that at prices above
$50/ bbl, the state was fairly conmpetitive. Prices below
$50/ bbl yielded a higher governnent take because of the
state's higher costs.

Senator Wel echowski referred to the revenue forecast, and
nunbers provided by DNR He pondered that if the governnment
take was 100 percent at $40/bbl, it was 100 percent of
virtually nothing. According to the Departnent of Revenue,
Al aska received $1.23/bbl out of an oil price of $40/bbl
which was an effective tax rate of 3 or 4 percent. He
consi dered that between a price of $40/bbl and $55/bbl, the
state got virtually nothing because any funds were paid
back in tax credits. He offered that the estate had tax
credit liabilities of hundreds of mllions of dollars.

Senator W el echowski conpared Al aska's tax scenario to the
State of North Dakota, where he had seen 25 percent to 30
percent royalty rates for private |and owners. He thought
if one exam ned the raw nunbers of nonetized oil running
through the pipeline; North Dakota was at an effective tax
rate of 35 percent to 40 percent, which equated to between
$3 billion and $4 billion. He asked M. Marks if the state
shoul d adopt the tax and royalty structure of North Dakot a,
and wondered how much nore the state would get with the
change.
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M. Mrks turned back to the bar graph on slide 8, and
acknowl edged that North Dakota had a healthy governnent
take given the assunptions used on the slide. He was happy
to | ook at Al aska under North Dakota's systemif requested.
He stated that he would discuss the tax credit situation as
he furthered his presentation. He acknow edged that
Al aska's tax credit situation was a problem given the
state's cash flow issue. He did not disagree with Senator
W el echowski that the affordability of oil credits at
current oil prices for Al aska was a significant issue.

Co-Chair Gessel referred to the low profit per barre
nunber that DOR had presented, and asked if it included
only the severance tax or other things such as royalty,
corporate inconme tax, etc.

M. Marks wunderstood that the DNR nunbers were only
consi dering the production tax.

9:46: 44 AM

Senator Stedman referred to North Dakota, and recalled the
state had a royalty rate of 20 percent or higher. He
t hought Al aska's net system had an advantage relative to
the gross systens; and thought the state should balance its
hi gh-cost environnent and be able to conpete against North
Dakota's structure. He asked M. Mrks if he could tie in
the relationship between the 35 percent base tax and the
per-barrel deduction to get the effective tax rate down. He
mentioned net operating loss (NOL) and carry-forwards,
whi ch he wanted to be included in the ongoing di scussion.

Co-Chair G essel suspected the matter would be addressed in
t he several hours of testinony that would follow

Senat or von | nmhof thought it was inportant to |ook at the
conmbi ned nature of all the different nechanisns that SB 21
enconpassed. She referred to testinony the previous day
t hat suggested considering the nechani snms separately could
have uni ntended consequences. She referred to slide 18, and
t hought the red line rem nded her that HB 111 renoved the
$8 per barrel credit. She thought it seenmed that the state
may be unconpetitive at any oil price. She found it
interesting that Al aska took a 100 percent mninum tax at
prices of $40/bbl or below She thought North Dakota m ght
al so be exam ning the tax reginme practices of Al aska.
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9:50:10 AM

M. Marks | ooked at slide 20, "Tax Rate Vocabul ary":

«Statutory Rate:
—Nom nal rate in tax code applied to sone base
that may be increased or decreased by other
factors
sEffective Rate:
—Tax as percentage of pre-tax inconme (divisible
i ncomne)
* Mar gi nal Rate:
—How much additional tax is when price goes up $1
*Can |ook at the production tax in isolation or al
taxes and royalties as a whole
Il nvestor econom cs depend on the total paynents to
government w thout regard to specific sources

M. Mrks had been asked to present tax rate vocabul ary;
and explain the difference between statutory rates,
effective rates, and margi nal rat es. He  discussed
differences in statutory tax rates. He thought it was not
possible to go far in discussing the statutory tax rate in
isolation without referring to everything it applied to. He
t hought the effective rate was a much nore useful concept.
He reiterated that investors cared nost about the total tax
that would be paid, rather than the anmount of the
conponent s.

M. Marks discussed slide 21, "Effective and Mrginal Prod
Tax and Total Tax/Roy Rates - SB 21," which showed a |ine
graph. He explained that the bottom two lines were the
effective and margi nal production tax rates under SB 21. He
pointed out the top two lines were total tax royalty. He
recalled that Ken Alper (Tax Division Director for the
Department of Revenue) had shown a simlar graph the
previ ous day; but used nunbers from the average North Sl ope
cost instead of a legacy field.

M. Marks continued discussing slide 21, addressing the
bottom line representing marginal severance tax rate. He
di scussed how the marginal rate varied with price. He
| ooked at the |Iine depicting the total tax royalty
effective rate. He commented that the Al aska marginal tax
rate was higher than the worl dwi de conpetitive norm
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9:54: 36 AM

Senator Mcciche referred back to slide 8. He thought it
was clear that nore dollars went into the G- than in the
past tax regine. He asked how many of the tax reginmes on
the slide would be at 100 percent of governnent take at the
oil price of $40/bbl.

M. Mirks preferred to contenplate the question further
before offering an answer.

Senat or M cci che thought the nunber would be next to zero,
considering that nopst were on a gross tax basis. He
referred to slide 6, and thought nost of the regines were
based on the economcs of drawing investnment. He asked how
many successful oil producing regines were based on the
phi | osophy of wanting nore noney.

M. Marks thought nost reginmes were simlarly based on
trying to get as much profit as possible while keeping a
conpetitive environment. He thought the dynamics were a bit
skewed because of the high percentage of inconme the state
gathered from oil, where nost other reginmes had a nore
bal anced and diverse source of incone.

9:57: 08 AM

Vice-Chair Bishop referred to slide 21, which was nodelled
on legacy fields. He thought M. Mirks had comented that
Ken Al per had nodelled after the aggregate of North Slope
fields.

M. Mrks referred to the Revenue Source Book. He conveyed
that 90 percent of production was from |legacy fields. He
stated he woul d di scuss new oil .

Senat or Stedman thought there were distortions enbedded in
the system He referred to the current structure of a 35
percent tax rate, and thought the state could have just as
wel |l set a 45 percent or 55 percent tax rate and increased
the per-barrel deduction. He thought the commttee should
try and get as many of the distortions out of the system

M. Marks commented that focusing on the statutory rate was
a limted exercise wthout considering how it interacted
with the whole. He thought solely focusing on the statutory
rate could not go far in understanding the tax.
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9:59: 44 AM

Senator W el echowski asked to return to slide 8, and
recalled that the royalty rate in Texas was 25 percent for
private |and owners

M. Mrks relayed that there was a variety of royalty rates
in Texas. The high end was 25 percent, which he used for
the analysis in order to be conservati ve.

Senat or W el echowski asked about the gross tax in Texas.

M. Marks answered in the affirmative.

Senator W el echowski had a hard tine conprehending that the
government take in Texas was the sane as that in Al aska. He

wonder ed about corporate income tax and sales tax in Texas.

M. Marks stated that the conbined state and federal rate
was 36 percent in Texas.

Senator W el echowski suggested that if there was $10

billion of oil going down the pipeline, royalties and taxes
would add up to $3.6 billion in Texas. In Alaska, the state
would only get $1.5 billion in royalties and taxes for $9
mllion worth of oil in the pipeline.

M. Marks stated that the big difference was that in Texas
it was not necessary to spend $10 per barrel to get oil to
mar ket, which nmade a huge difference in the value of the
oil.

Senator Wel echowski stated that there was trenendous val ue
to the fact that Al aska had a net profit system He thought
it was not possible to conpare Texas and Alaska fairly,
since Alaska had a net system and Texas was able to wite
off all its costs.

M. Mirks stated that the $10 per barrel cost nmade an
enornmpus difference in the value of the oil in ternms of | ow
oil prices.

10: 02: 57 AM
AT EASE

10: 04: 26 AM
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RECONVENED

Senator Welechowski clarified that the transportation
costs were incurred in large part to Al eyeska pipeline,
whi ch was owned by the oil conpanies. So in large part, the
$10 per barrel was staying in the same conpany.

M. Marks enphasized that nearly all tax tariff was a
repaynment of actual costs incurred. He relayed that nost of
the Trans- Al aska Pipeline System (TAPS) had been recovered
t hrough depreciation, and there was a snmall anount of
undepreci ated costs on which a profit was nade.

M. Marks displayed slide 22, "New G| ":

* Defi ned
—Units created after 2002
—Fields in older units created after 2011
—Extensions of existing fields
—About 5% 10% of total oil
e Can cost $10-3$20/bbl nore than | egacy fields
eDifferential tax provisions
—&Goss reduced by 20% in calculating production
tax val ue
*(Reduced by 30%for high royalty fields)
—Per barrel credit set at $5/bbl at all prices
—Can use per barrel credits and |oss carryforward
credits to bring tax bel ow gross m ni num t ax

M. Marks explained that sonetines new oil was referred to
as "GVR oil," since there was a gross value reduction to
the oil. He explained that wunlike legacy oil, it was
possi ble to have a per barrel credit for new oil.

10: 07:10 AM

M. Marks showed slide 23, "Govt Take for New (GVR) QI -
SB 21," which showed a line graph. He pointed out that
starting on the left-hand side, the blue line representing
Al aska governnment take was very high. He explained that it
was possible for conpanies to use loss carry-forwards as
well as a per-barrel credit to bring taxes down to zero.
The graph showed high governnent take that occurred when
there was zero tax. He explicated that even with no tax,
conpanies were paying $33 in upstream costs, $10 in
transportation, property tax, and a royalty based on gross.
He calculated that a tax would kick in at an oil price of
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about $75/bbl. The break-even price under the assunptions
on the slide was about $55/bbl .

M. Marks turned to slide 24, "Govt Take for New (GVR) G|
- SB 21 - Focus on $55 - $75." He reiterated that at
$55/bbl price, the governnment take would be 80 percent; and
at $75/bbl price (when oil conpanies began paying tax),
there was a conpetitive boundary. He understood the
departnent's concern about conpanies not paying taxes on
"new oil." He thought the economcs for new oil, even
wi t hout taxes, was very daunti ng.

Co-Chair G essel remnded that the legislature had put a
timespan on new oil the previous session. The Iimt was 7
years, or 3 years if the price of oil reached $70/ bbl .

M. Marks discussed slide 25, "Mjor Econom c Provisions of
HB 111 - North Sl ope":

*Fl oor hardened to gross m ninumtax

*No per barrel credits for |egacy fields

*Base rate on net reduced from35%to 25%
*Progressivity after ptv exceeds $60

*Fields are ring-fenced for exploration/devel opnent
*Elimnation of refundable credits

sAfter 7 years losses carried forward | ose 10%

M. Marks stated that he would focus on the North Sl ope. He
stated that the first four points on the slide were four
maj or econom c paraneters, and he would later explain how
the itens affected governnent take. He infornmed that he
woul d discuss other provisions in the bill such as ring
fencing, elimnation of refundable credits, and reducing
the value of loss carry-forward credits after 7 years.

10: 10: 53 AM

M. Mrks showed slide 26, "Ring Fencing / Refundable
Credits":

*PPT was set up in 2006 to ring fence a conpany’s
operations North Sl ope-w de
—A conpany wth production could offset its
expl oration / devel opment costs
—-This provided a very significant net present
val ue benefit
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*Refundable credits were originally designed to put

expl orers/ devel opers on an even basis with producers
—A company wth no offsetting incone could
realize the tax value of expenditures in the sane
timely manner

*By ring fencing exploration / devel opnent separately

and elimnating the refundable <credits, the net

present value of exploration / devel opnent costs are

significantly dimnished to everyone

*The state’s cash affordability of refundable credits

IS an issue

*The way nost of the rest of the world does it:
—Conpany operations are ring-fenced jurisdiction-

wi de
—Expl orers/ devel opers carry their |osses forward
wi t hout refundable credits until they have

of fsetting i ncone

M. Marks explained that ring fencing and refundable
credits were related. He explained that ring fencing
signified (in tax parlance) the size of the entity that was
bei ng exam ned for tax calcul ations. He gave the exanple of
the United States, which was ring fenced for corporate
i ncome taxes; one could offset inconme in one state through
| osses in another. G| fields and geographic areas could be
ring fenced.

M. WMrks relayed that ConocoPhillips was devel oping the
Wllow field under the ring fencing provision. Under the
status quo, the conpany could offset the cost for WIIow
with incone from Prudhoe Bay; but could not wunder the
provisions of HB 111. He thought the conmttee would be
hearing from Conoco Phillips in the following days. He
encouraged the commttee to ask the conmpany what the
| egislation would do to the rate of return and viability of
the WIlow project. He suspected the bill would have a
significant inpact.

10: 13: 26 AM

M. Mrks continued to discuss slide 26, noting that in
2007 refundable <credits were established to put non-
producers and producers on an even basis. W t hout
refundabl e credits, an exploring conpany with no offsetting
i ncone would have to wait for production to deduct costs.
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M. Marks explained that previously, all parties were on
the sanme basis for the positive value of the econom cs; and
HB 111 would put all parties on the sanme basis in terns of
the negative value of the economcs (not being able to
nmonetize the losses in a tinely manner). He thought it was
difficult to determne the state's cash affordability of
refundabl e credits.

Senat or Hughes thought that slide 26 indicated that the
conbination of ring fencing and refundable credits would
deter exploration and devel opnent and thereby reduce future
production and revenue.

M. Marks thought that the scenario would reduce the net
present value for investors. He thought that sone viable
projects would not be so wthout ring fencing and
refundable credits. He thought there were situations in
which refundable credits could be given and result in
ei t her successful exploration or not.

10:17:37 AM

M. Marks turned to slide 27, "Reduction of Carried Forward
Losses After 7 Years":

If losses are incurred and not deducted:
—Production tax value artificially el evated
—Application of the nomnal tax rate wll result
inan artificially el evated tax

* Puni shes taxpayers for delays not of their doing

M. Marks explained that a provision of HB 111 was a 10
percent annual decline of loss carry-forwards after 7
years. He thought there had been a representation that part
of the provision was intended to provide incentive for
earlier developnment. He had observed that there were many
reasons that projects did not nove forward that were
unrelated to the investor. He thought the state should not
send the nessage for conpanies to work with haste (in order
to avoid |losing value of tax deductions) due to the fragile
arctic environment.

Senat or Meyer asked if it was safe to say that sone del ays
were due to permtting or negotiations with the North Sl ope
Borough, both of which were not wthin the producer's
control
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M. Marks answered in the affirmative, pointing out that
one of Conoco Phillips fields was delayed for years over
the issue of building a bridge in a certain area versus
building a pipeline underneath the ground. Negotiations
bet ween the conpany and regul ators had taken a |l ot of tine.

Senator Stedman thought the federal governnment allowed for
the carry-forward of |osses for 20 years. He nused about
the appropriate anmount of tinme to allow for carry-forward
and referred to problenms in the Arctic with delays of
i npl ementation. He thought letting carry-forward of | osses
run for the long termit was problematic for accounting. He
asked for M. Marks to conmment on the subject.

M. Marks commented that not only did the federa
governnent allow for 20 years of |oss carry-forwards, but
| osses could also be carried back for two years to get
addi tional net present value. He thought that if it was not
possible to deduct costs, ultimately the tax rate applied
would be to an artificially high incone base. He opined
that he would not place any tinme limtation on carrying
| osses forward. He suggested that no one was nore notivated
to get projects noving than the investors thensel ves.

10: 21: 40 AM

Vi ce-Chair Bishop spoke to the last bullet on the slide,
and remnded that Ilitigation was a new conponent to
consider. He referred to a mne nearby that took over
twenty years of litigation before production. He thought

there was nerit in extending the seven-year tine period for
| oss carry-forwards.

Vice-Chair Coghill referred to variability of comodity
prices. He thought it was inportant to consider that a
| ong-term investnent in Alaska had to go through economc
l[itigation, and comodity price cycles. He echoed the words
of Vice-Chair Bishop.

M. Marks showed slide 28, "Hardening the Floor"

*Losing costs
—Suppose gross value is $21/ bbl
—Suppose upstream costs are $25/bb
—-So there is a $4/bbl 1oss
*There are two parts to the $25/bbl cost:
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—Part t hat took income down to zero
($21/ bbl)
—The other part that took inconme below zero
($4/bbl). This is the |oss.
—-When paying on the gross mninum tax, by
hardening the floor, and carrying the |osses
forward, only those latter costs get recovered.
The former never do.

eJanuary 2016 Situation (Slide 16):
-Wth the hard floor, taxpayers would have been
$3 in the hole, then paid royalties and property
tax, and then paid production tax.

10: 24: 20 AM

Senator Stedman referred to extensive dialogue over the
previ ous years regarding hardening the floor. He thought
there was $80 mnmillion worth of $5 credits that would go
bel ow the floor in 2017; and suggested it would change the
i nvestment dynamics of conpanies it applied to. He thought
if the floor was hardened it was inportant to consider how
to not negatively distort the econom cs of projects.

M. Marks stated that he would present a slide that would
explicitly denonstrate the effects of hardening the fl oor
particularly regarding the econom cs of |egacy fields.

M. Marks | ooked at slide 29, "Section 21: G oss Value My
Not Be Less Than Zero":

*Hi gh pipeline costs are not a trivial occurrence

—Pt Thonson, Smth Bay, etc.
*In circunstances of high pipeline costs and | ow
prices gross value could be |l ess than zero
*Production tax value (ptv) 1is gross value |ess
upstream cost s
Losses are negative production tax val ue
If gross value has a floor of zero, those costs that
brought ptv bel ow zero are never recovered

M. Mirks relayed that the tariff for the Point Thonson
pi peline was between $15/bbl and $20/bbl. The cost was so
high due to the settlenent between the operators and the
state, in which the state had insisted that the operators
build a pipeline that could transport 70,000 barrels per
day. He thought nuch of the capacity of the pipe was enpty
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and still being paid for. He nentioned very high pipeline
costs as the Western North Sl ope was devel oped.

10: 27: 44 AM

Senator Stedman asked if the state ring fenced Point
Thomson, if it would disallow the producer to take | osses
from other areas where there was a gain. He asked about
hypot hetical distortion of economcs by different ring
fencing configurations.

M. Marks informed that after the initial devel opnment of
Poi nt Thomson, the project was probably not |osing noney.
Ring fencing could affect the economcs of |arge-scale
devel opnment. Under the existing code, he thought the Smith
Bay project would get refundable credits, which would be a
huge anount of noney. He discussed offsetting of costs in
the absence of ring fencing, and thought Smith Bay would
probably be ring fenced.

10: 30: 45 AM

M. Marks turned to slide 30, "Government Take: Legacy
Fields." He stated that for the rest of the presentation he
woul d show government take graphs, conmparing SB 21 and HB
111. He explained that the four basic elenents working
dynami cally in the graphs were the hardening of the fl oor,
the repealing of the per-barrel credits, the drop in the
tax rate (from 35 percent to 25 percent), and progressivity
at higher prices.

M. Mrks showed slide 31, "Covernnment Take - SB 21 vs. HB
111 - Legacy Fields,” which showed a graph which
illustrated the governnent take for |egacy fields. The
bottom line showed the conpetitiveness boundary, and the
top line showed HB 111. He wanted to focus on the range of
prices between $50/bbl and $70/bbl, where the was a huge
gap between SB 21 and HB 111.

10: 32: 06 AM

M. Marks showed slide 32, ""Governnent Take - SB 21 vs. HB
111 - Legacy Fields - Focus on $50 - $70." He stated that
under SB 21, the change-over from gross to net happened at
$65/bbl. Under HB 111, the switch from gross to net
happened at $40/bbl. He noted that the difference between
the graph and the previous graph was entirely attributable

Senat e Fi nance Comm ttee 25 04/ 15/ 17 9:00 A M



to getting rid of the per-barrel credit. He discussed the
i nportance of the per-barrel credit in tenpering the tax to
be within international nornms. At $55/bbl, the difference
between the two bills (for legacy fields) was 8 percentage
poi nts and in government take (about $1.60/bbl).

Senator Welechowski referred to the Ilower green |line
representing the conpetitive boundary, and was distressed
to hear the state was not conpetitive. He referred to
Security and Exchange Comm ssion (SEC) filings from Concoco
Phillips; and reported that in 2014 in Al aska Conoco nade
$2.04 billion, and lost $22 mllion in the Lower 48. He
di scussed conpany earnings and |osses. He considered the
net incone of the conmpany, and thought Al aska was the nost
profitable place in the world where it did business.

10: 35: 08 AM
AT EASE

10: 35: 13 AM
RECONVENED

Co-Chair Gessel asked if Senator Welechowski would
provide other commttee nenbers wth a copy of the
docunents he was referencing.

M. Mrks replied to Senator Welechowski's coments and
t hought that SB 21 showed that the state was conpetitive
He conpared the SB 21 graph line to the international
conpetitive line on the graph on slide 32. He thought it
was i nportant to understand the difference between
ConocoPhil lips' operations in Al aska versus the Lower 48
and the rest of the world.

M. Marks discussed different conpositions between gas and

oil in the state versus elsewhere. He stated that the
econonics between oil and gas were very significant. He
asserted that natural gas markets in the Lower 48 had been
poor, as had oil. He noted that conpanies did not

separately report oil and gas income, but there were shared
costs. He discussed financial statenent reporting, and the
difference between oil and gas on a British Thermal Unit
(BTU) basis. He did not think it was possible to conpare
per-barrel nunbers between different geographic areas that
had di fferent conpositions of oil and gas.

10: 37: 22 AM
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Senator Stedman comrented on the conplexity of the topic
and asked M. Marks to elaborate on the difference between
a net tax system and a gross tax system as well as how the
proposed bill would affect the system under various oil
price contingencies.

M. Marks turned back to slide 11, which explained the
calculation of tax under SB 21. He stated that there was a
“hi gher of" calculation between a net calculation and a
gross calculation. Under SB 21 the crossover point was
$65/ bbl (using cost assunptions with |egacy fields); at
which point the net calculation becane higher, and a net
systemwas in effect.

M. Marks showed slide 25, which explained major economc
provisions of HB 111. He explained that under HB 111 the
dynam c shifted; the per-barrel credit was elimnated, and
the base rate was reduced. The crossover point was then
changed from $65/ bbl to $40/ bbl

Senator Stedman suggested that the current year was under a

gross tax structure. He wondered if the bill was adopted
if the crossover point would be noved, and change the tax
structure to a net tax system as well as create a

substantial change in tax that was due.

VE . Marks referred to slide 32, and answered in the
affirmati ve.

10: 40: 33 AM

M. Marks read slide 33, "Governnent Take: New (GVR) O I."

M. Marks showed slide 34 through slide 37, "Governnent
Take: New (GYR) Gl - SB 21 vs. HB 111," which each showed
a line graph. He indicated that he would break the graph
dowmn in to three different graphs in order to see what
happened with different oil prices between $45/bbl and
$55/ bbl and above.

M. Marks shared that with oil at $45/bbl, governnment take
went from 230 percent to 260 percent. He thought the
nunbers were daunting, given the cost of new oil. He stated
that the difference between SB 21 and HB 111 was about 30
percentage points in government take, which was worth about
60 cents per barrel at $45/bbl. He also noted that under
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both curves the lines were significantly over the
i nternational conpetitive boundary.

M. Marks explained that new oil was allowed to bring tax
down to zero with a per-barrel credit. The governnent take
under SB 21 was a high take with no tax. \Wen exam ning the
graph from an oil price of $45/bbl to $55/bbl, the
difference between SB 21 and HB 111 was about 6 percentage
points, worth about 75 cents per barrel. Under HB 111, the
government take was about 23 percentage points above the
i nternational conpetitive boundary.

M. Marks continued, and exam ned the effects of oil priced
between $55/bbl and $65/bbl. There was a 5 percent
difference between SB 21 and HB 111, which equated to
approximately 90 cents per barrel. He furthered that under
HB 111, the governnent take was about 17 percentage points
above the international conpetitive boundary.

M. Mrks |ooked at higher oil prices between $65/bbl and
$150/bbl; at this threshold he thought SB 21 and HB 111
were not too dissimlar. He detailed that up until about
$105/ bbl, progressivity kicked in.

M. Marks turned to slide 38, "Observations on Gross & Net
Taxati on":

*Goss value is higher than net val ue

eGoss tax rates will generally be |ower than net tax
rates

*At low prices net value will be small and gross taxes
will generally be higher than net taxes

*As prices increase, and costs beconme an increasingly
smal |l er share of gross value, net taxes will generally

be hi gher than gross taxes

M. Marks comented that gross tax system taxed on a higher
base and a | ower tax rate.

10: 44: 38 AM

M. Marks showed slide 39, "Conclusion":

-Notwi t hst andi ng the havoc |ow prices have played with
the state budget

-How is the msery of low prices allocated between
State and taxpayer?
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-CGenerally there is a basic risk/reward symretry in
the world between how investors and governnents share
downsi de risk and upside potential (Slide 30)

- Al aska appears at odds with the general pattern

M. Marks went back to slide 31 to illustrate how there
were regressive systenms in the world that taxed on gross;
in which the investor bore npbst of the downside risk, but
got nost of the upside potential. He explained that there
were progressive systens in the world that taxed on net; in
whi ch the government and producers shared the downside risk
and upside potential. He qualified that nost systenms in the
world were gross systens, which explained the downward
slope of the conpetitive boundary |line on the graph. He
reiterated that regressive systens were high take at |ow
prices, and |low take at high prices. He shared that Al aska
was the only place in the world where as oil prices went
up, the systemwas flipped fromgross tax to net tax.

M. Marks continued discussing slide 39. He thought SB 21
was slightly at odds with the general pattern of global tax
systens. He considered that HB 111 was noticeably nore at
odds with the pattern, especially considering the price
range that was expected in the forthcom ng years.

Co-Chair G essel discussed the agenda and topics for the
af ternoon joint neeting.

#
ADJ OURNVENT
10: 47: 35 AM

The neeting was adjourned at 10:47 a. m
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