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W TNESS REG STER

Rl CH RUGE ERO

Castle Gap Advisors, LLC

Legi sl ative Consultants

Juneau, Al aska

PCSI TI ON STATEMENT: Provided comments on HB 111

CHRI STI NA RUGGE ERO

Castl e Gap Advisors, LLC

Legi sl ative Consultants

Juneau, Al aska

PCSI TI ON STATEMENT:  Provi ded comments on HB 111

ACTI ON NARRATI VE

2:01:11 PM

CHAIR CATHY GQESSEL called the joint neeting of the Senate
Resources Standing Conmmittee and the Senate Finance Standing
Commttee to order at 2:01 p.m Al nenbers of both commttees
were present at the call to order. Senator Gary Stevens was al so
present .

HB 111-O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

2:03: 00 PM
CHAIR JESSEL announced consideration of HB 111. [ CSHB
111(FIN) (EFD FLD)was before the commttee.]

2:03: 04 PM
RI CH RUGE ERO, Castle Gap Advisors, LLC, introduced hinself.

CHRI STI NA  RUGE ERO Castle Gap Advisors, LLC, i ntroduced
hersel f.

MR. RUGE ERO thanked the committee for the opportunity to talk
about oil and gas taxation. He said they were here to give as
much advi ce and background as they can, so |egislators have the
best understanding possible, given that they are citizen
| egi slators, to help them make infornmed deci sions.

He provided his experience and perspective and said he would

provide a review of what has been happening since the Al aska
Cl ear and Equitabl e Share (ACES) peri od.
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MR. RUGE ERO said he has over 40 vyears of energy industry
experience: two decades with big oil involved in projects:
presenting them to the board and deciding which ones to do and
devel opnment of everything from upstream to m dstream projects
including pipelines and LNG He spent over a decade hel ping run
the sovereign advisory practice for Gaffney, Cine & Associates
and had assignnents with over two dozen governnents in that
period directly working on everything from prime mnisters and
presidents to oil mnisters and presidents down to the "C Suite"
of the national oil conpanies within those countries. After
Gaf f ney, Cline & Associates was purchased, he had the
opportunity to sit as an executive for Baker Hughes and saw the
service industry's perspective and becanme involved in Al aska
i ssues.

Hs fiscal background includes designing from scratch or
redesi gning petroleum fiscal systenms for nultiple countries. In
2002 as East Tinor becane the world s newest country and had
petrol eum resources offsetting the prolific Northwest Shelf of
Australia, he was involved with everything from running a data
round to witing the legislation, the regulation, the contracts,
and then running the first full bidding round and getting that
started, as well as negotiating all their LNG contracts wth
ConocoPhillips on the Bayu-Undan project. His firm has done this
with countries with |ess know edgeabl e people in their position;
a lot of them were freedom fighters in the jungle for years al
the way to working wth the "highly involved, hi ghly
conprehensive and intelligent folks of the Mddle East countries
whose whol e econony is run off of the oil and gas that they take
in."

They have been able to see everything in this business fromthe
new to the old, the sophisticated to the unsophisticated, gas-
rich areas and oil-rich areas; so there is quite a bit of
background. In addition, Christina and others, as part of
Gaffney, Cline & Associates, was one of the top three or was
four reserve certification specialists, depending on which |ist
you look at in the world. As part of doing reserves, you have to
be able to nodel every system that your client is involved with
and all the nuances that go with those systens, because in order
to claim sonething as a reserve instead of a resource, according
to whatever the rules were at the stock exchange that they are
| ocated on, you had to be able to look at their contract, build
the nodel, and then nmake an assessnment for the reserves that
they ultimately would report to their stock exchange or their
regul atory body.
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MR. RUGA ERO said he wanted to enphasize that they don't bring
experience of just having read about something and done a few
anal yses; they have actually been on the ground; he has lived
through three attenpted coups. They have built everything from
the sinple high level to the very detailed and conpl ex nodels.

He noted when the Al aska Gas |nducenent Act (AG A) was ongoing

Gaffney, dine & Associates built a fully integrated nodel that
took gas all the way from the North Slope to markets in the
Mdwest U S. It predicted the ultimate tariff estimtes that
came out for both the Canadian and the U S. portion pipelines
within 5 percent of what they were.

2:08: 30 PM

They have al so negotiated nulti-billion dollar contracts, and to
do that you have to understand the breadth and conprehensive
nature of what you are doing. Fiscal systens are |ike that. He
and Christina have a lot of mdstream background on putting in
pi pelines and LNG So, understanding things that inmpact Al aska
such as the TAPS, or gathering pipelines, and the cost of the
| ogi stics for LNG are sonething they are very famliar with

2:09:45 PM
Hi s approach to fiscal design

First, wunderstand from a high level or macro perspective the
general |andscape of oil and gas devel opnents within country-
based fiscal systens. He said a lot of people sit in the chair
he is in and offer up coments about things being difficult,
conpl ex, changing, and whatnot, and he wanted to put all those
into context of what really happens in the bigger picture and
then bring it dowmn to the specific issues Alaska is dealing
with. He wanted to nake sure everyone was on conmon footing and
has common drivers, because without that they can't all end up
in the sane place. He would put forth what he understands from
the neetings he has been in in the other body, things that have
been done, and what he believes the drivers are.

Third, he would review how the nmultiple options the |egislature
has had before actually played out, because things happened that
weren't contenplated or the prices and costs weren't nodel ed
that low or that high. He said he had seen the price go up and
the price conme down five times and now is the mddle of his
fifth time. It should be no surprise. He explained that
conpanies that are excellent at business planning in the oil
patch plan for multiple different scenarios and if one would
pull the annual business reports from the |arge nmjor conpanies
each talk about the different multiple scenarios from things
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like solar and batteries taking over to a continuation of rapid
growh in the Indian and Chinese nmarkets where hydrocarbons are
still going to be in great demand. Then | egislators need to draw
conclusions on how in a multi-faceted highly interdependent
systemto make choi ces on what to change.

2:12: 36 PM

VR. RUGG ERO said ~change in fiscal paraneters doesn't
necessarily mean instability in his world, but a change in the
wrong direction does. The U K is always ranked in the top three
of stable places to do business. He spent six years working
there and during that time, they changed the tax code three
times, and that is because they tended to always act in what the
i ndustry would consider the right direction. Wen prices went
down, they |lessened their take, but they were also very quick to
increase their take when prices went up.

2:13: 01 PM
So, M. Ruggiero disagreed whol eheartedly that change leads to
instability, because change always happens - but it should be

change in the right direction and at the right tine, so as to be
responsive to the market and the needs of the industries that
they are trying to hel p support.

He said that he often helps fix the following problem fisca

systens built on predicted future outconmes that "fail" sooner or
later. If the price noves greatly up or down, it will fail very
soon. If the price is steady then it doesn't fail that much.
When he says "fail" and "predicted futures,"” that neans tying
something to the price of oil. Costs change with tinme and
technol ogy changes the overall <cost structure for different

types of plays, but if a systemis built around a particular
cost and at $10 or $30, or $60 they make this nuch profit, so at
$60 we're going to tax themthis nmuch, they will get it wong in
a very short period of tine. He is a very big advocate of the
conbination of systenms that ties the net to the unit
profitability (not to the price). That is what CSHB 111 (FIN)
does.

2:15: 32 PM

Wy do a lot of sovereigns change? M. Ruggiero answered that
sovereigns highly dependent on oil and gas revenue always have
the challenge of solving the imediate need to keep the econony
and the governnment going and wait for the next price spike. A
ot of countries don't say why they are driven to do certain
things. It's hard to say | should have saved for a rainy day
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four years ago when faced with the fact that you don't have it
and you need to.

MR. RUGE ERO said the only constant in the oil patch is change.
He has never seen a "steady state period” in his 40 years in the
oil patch. Sonething is always changing: he's talking drastic
changes. The type of challenge changes depending on the
circunstances: what is going on in the world as a whole and
whether it's a high price or a low price? The challenge for a
body like this is how to design durability in an industrial
environment (oil and gas) that is anything but stable.

2:16: 44 PM

MR, RUGE ERO said he helped put in an LNG project when Gaffney &
Cline was acquired in 2008. The first thing he was asked to do
was go to the Baker Hughes Board, because they had been told the
US was going to be bonbarded with all this inported LNG and
that was going to kill U'S. based oil and gas drilling. And
Baker Hughes shoul d be thinking about noving their equipnment and
peopl e overseas, because there would be no need for themin the
U.S. But back in 2005 they were |looking to inport 8 bcf/day. At
one tinme there were over 50 LNG inport termnals in the permt
process at FERC. In fact, the termnals that got permts
approved total ed over 25 bcf/day of inport capacity.

Fast forward to 2015 and go through a price dip and the
technol ogi cal change of producing hydrocarbons out of shale
formations, he said, and in just a decade, shale gas is one of
the nost prolific things in the Lower 48 and ot her basins around
the world. In just one decade the U S. went from 50-plus re-gas
termnals and inporting 8 bcf/day to 40-plus |iquefaction
permts and exporting 8 bcf/day. The 16 bcf/day is a huge
turnaround. A quarter of the U'S. market just flipped from one
direction to the other and all the capital that was commtted to
bring it in is now trying to be redirected to exporting it at
t he sane tine.

It's tough for conpanies |ike Baker Hughes to know what to do
with their people and fleets. They ask thenselves is the shale
stuff real? Should |I nove them to Marcellus or Eagle Ford? The
| egislature has to look at the same thing: wll prices cone
back? Wien wll they cone back? If they do, wll there be
anot her technology change that wll either nmake Alaska nore
desirable or a tougher place to do business as other places
becone easier to do business.
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MR. RUGE ERO presented a graph of a field he worked with that
di scovered a water spike. Internally, the nmjor conpany decided
to sell it to a mdsize conpany since production was bad and the
cost per barrel was too much. The mdsize conpany was able to
arrest the decline with a totally different business approach.
The nessage here is that it was given up for dead, but from when
the major conmpany let this field go, the expected cunulative
production is now 10 tinmes what that major oil conpany thought
was the maximumit could get out of it.

He is bringing this up because whereas the super mgjors and the
very large oil conpanies bring great talent and great capital
into a process, they can't get stagnant in their belief of what
is going on out there and need to bring in new ideas and new
people. And since one of Alaska's goals is to bring nore oi
into the pipeline, M. Ruggiero said, the state also wants to
bring nore new and different players into the mx as it has been
doi ng, because they wll bring a different |ook at what they
m ght believe is a producing horizon that in the past others
t hought was not a producing horizon. In fact this just happened
on the North Sl ope.

2:20:19 PM

The take-away is that generally it takes the large capital and
wei ght of sone of the big conpanies to get sone things started.
The North Slope has been under way for quite a while, so now the
state wants to attract other players because they have different
risk profiles and different ideas about how to go about things

The smaller players have a great track record of always
i ncreasi ng production beyond what the first conpany thought was
absolutely the limt of econom c recovery.

2:23:00 PM
The take-away summary for this is that change is continuous in
the oil patch. Designing something for a specific set of

circunstances is a very shallow and mcro-focused view of the
world. That has to be expanded and an understandi ng of how the
different nechanisns in the tax system work across the broader
range of both price and cost scenarios and circunstances is
needed goi ng forward.

MR. RUGAE ERO al so exhorted the commttee to not get discouraged,
because there is no ideal system Sone systens are better for a
reginme or a governnment than others because of the uniqueness of
the drivers, and those drivers have to do with everything from
the type of resource they have, the location of that resource,
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their mrkets, and in-country needs for other industry, and
ot her capabilities that they have or not and want to devel op.

MR. RUGE ERO enphasi zed that any proposed increase in tax wll
not have any industry support, because they are for profit.
However, there can be support for a tax increase if there is a
sinplification of the systemthat allows their cost structure to
go down. Al aska needs new pl ayers, new bl ood, new t hi nking.

2:25:11 PM

How does Al aska conpare to other regines? M. Ruggiero showed a
cl assic curve done by fiscal expert, Daniel Johnson that plotted
the marginal tax rate after the passage of ACES for a nunber of
regi mes including Al aska.

MR. RUGE ERO said before drawing a conclusion as to Alaska's
conpetitiveness, one needs to ask, "What exactly is being
conpared?” Is it a licensing with tax and royalty? Is it a
production sharing contract (PSA) or is it sonmething that is
energing nore and nore: technical service agreenents (TSA)?
These are all forms of a governnent giving rights to oi
conpanies to conme in to explore and devel op hydrocarbons, and
sets the fiscal systens they have to pay.

A typical conparison of data puts Alaska in the mddle, but what
is not included is extrenmely inportant. Most analysts rol
petroleum tax and royalty together. In a lot places, if there
are commtnments to the local infrastructure |ike a hospital
roadways, and schools that aren't captured, because the authors
of these docunents usually get their hands on only a bootlegged
copy of the production sharing contract (PSC) or they read the
| egislation and only pull out the petroleum tax conponents. So,
they don't have all the pieces. This curve didn't include
private royalties for other states' |ocations, because nost
people don't put it in. So, when sonmeone shows a slide
illustrating that Alaska is 20 points worse than North Dakota or
Texas, they wusually leave out the private royalty. Signature
bonuses are another itemthat is frequently left out. Signature
bonuses were also left out of this chart. One of the nobst recent
on record is the first $1 billion bonus bid for acreage in
Angol a.

SENATOR BI SHOP asked if private royalty would be applicable to
North Dakota, because individual |andowners own the subsurface
rights.

MR. RUGE ERO answer ed absol utely.
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SENATOR BI SHOP asked if the |landowner is a free agent who could
negotiate a different royalty than his nei ghbor.

MR. RUGE ERO answer ed absol utely.

SENATOR MEYER noted that this information is alnost 10 years old
and asked if M. Ruggiero had sonmething nore recent to show
where Al aska conpares with the rest of the world.

MR. RUGE ERO said he could put that together, but it would show
essentially the sane thing. In fact, the reason he picked this
curve is because the arrows show where the countries were in
1997 and where they ended up in 2007. The sanme nunber of arrows
indicate terns got worse and ternms got better for the reginmes in
that 10-year period. So, an average nunber of countries noved in
both directions.

2:31:38 PM

MR. RUGE ERO said other paynments are not included in the charts,
i ke huge bonuses. Bonuses for sone of the offshore Gulf of
Mexi co sales, for exanple, have to be recovered by the operator.
Even though they were paid to the governnment, it is not shown as
government take or non-producer take on these charts. One
conpany paid a little over $900 million and $1 billion for the
right to go in and start exploring and possibly develop two
bl ocks.

2:32: 38 PM

MR. RUGE ERO said the conclusion he has drawn from doing this
for over a decade is that this chart is in no way indicative of
where people invest or don't invest. It shows marginal dollars
and the arrows show the novenent, so one would think a rationa
argunent would be - for Alaska in the mddle - that all the
i nvestnment dollars would go to all the countries in the top half
where the tax rate is less than Alaska and that little to no
investment would go to the countries in the bottom half where
the stated government take is far in excess of Alaska. But data
from annual reports and anal yst presentations of the very large
oil conpanies indicate that hundreds of billions of dollars
collectively have been invested in regines with far greater
takes than Al aska by the major oil conpanies. Irag at 98 percent
government take has significantly greater take than Al aska, and
yet tens of billions of dollars have been commtted by just
about every major oil conpany to be a player there. He
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SENATOR M CCICHE said M. Ruggiero talked about his experiences
related to net present value (NPV) of project economcs (go or
no go based on net expected return), and just now he said that
the government take has little to do with where people choose to
invest, that it's all on a case by case basis, and the cost of
exploration, developnent, production, and transportation are
higher in Alaska, so wouldn't he agree that governnent take is
an inportant part of NPV?

MR RUGE ERO replied, "The governnent tax rate is but one
conmponent of the decision to invest or not." But he was going to

tal k about why hundreds of billions get spent in countries that
have marginal tax rates in the 80 and 90 percent range. Senator
M cciche is exactly correct: the economcs will have to have the

right risk reward balance. So, these conpanies have | ooked at
the risks and the reward, and even though there is an 80/90
percent tax rate, they have gotten thenselves confortable wth
the idea of investing billions of dollars in those countries
because they believe they are going to nake a good return for
t henmsel ves and their shareholders. They wouldn't invest if they
didn't think the proper net present value or the proper rate of
return weren't there for that investnent.

2:37:06 PM

SENATOR BI SHOP said they hadn't seen the details on the personal
services contract (PSC), and that has to be a big driver to
deciding to invest on top of the marginal rate.

MR. RUGE ERO answered that the PSCs are a contractual form
between oil conpanies and the governnent, and whereas sone
countries are pretty religious that they will publically wite a
PSC and tie it to their bidding round (by bidding, one agrees to
sign it as is). So, there is sone transparency to the contract.
In other cases, the PSCs are specially negotiated, and he added
that in the last five years he had negotiated three PSCs on
behal f of his enployer. He explained that he negotiated terns
that mtigated the biggest risks his enployer was worried about,
and when he took care of those risks, the other issues just fell
out of the econom cs.

SENATOR MEYER noted that there is very little risk with service
agreenents in lran and lraq, because the discoveries have been
made and they just want the conmpanies to produce the oil for
t hem

MR. RUGE ERO responded that he spoke at nmany workshops with the
conpanies that were thinking about investing there and they
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didn't see it as a low risk environnent. They did see |ow
geologic risk, but sonme of those operators would have to take
production up four or five fold before they start getting paid
back. Then they had to deal with other sorts of risks: one he
dealt with was land mne clearing, for instance, and risks
around procuring equi pnent.

SENATOR MEYER said he didn't want to belabor this, but asked if
countries like Iran and Irag with known oil fields put it out to
conpetitive bid or choose a conpany to do that production for
t hem

MR. RUGGE ERO replied nore often than not they tend to put it out
to conpetitive bid, because that gets the governnment the best
terms. He, as part of Gaffney Cine, participated in all the
service contracts for Ml aysia, Indonesia, Ecuador, Argentina,
Peru, and Mexico, and all were conpetitive bids.

He said the Internet also transfornmed the international oil and
gas business. It used to be if you did a deal in Mzanbique,
| ndonesia didn't find out about it for five or six years. Now
you do a deal in Myzanbique and Indonesia knows about and is
knocki ng on your office door in Jakarta wanting to know why they
didn't get that deal that you just gave that other country. So,
transparency and novenent of information is nuch greater and
faster now, and a conformty of terns is starting to show
itself.

2:41:59 PM

MR. RUGAH ERO said he chose Texas to illustrate what the charts
don't tell you. For this exanple, where |egacy |eases had a
standard one-eighth royalty, but that went up to a m ninum of 20
percent. The state gets royalty on quite a bit of |land and sone
of it gets set aside for the education system Colleges and
ot hers benefit fromthe royalty nonies off of those |ands.

From his experience with vendor financing deals that new | eases
are going anywhere from 15 to 30 percent. So, Alaska is
conpeting with soneone at 30 percent, but also with the person
who has a 12.5 percent royalty rate. If a person has |egacy
acreage and legacy royalty, but he either doesn't have the wll
or the capital to develop it at the pace sone of the Wst Texas
oil is being developed, he sells the acreage. So, a lot of the
difference between the one-eighth and the 25 or 30 percent
royalty is gone in the sale of the acreage. This is where |and
that five or six years ago was going for $500 an acre and now i s
going for $2,500 to $30,000 an acre.
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MR. RUGA ERO said those figures are hundreds of tines what the
average acre costs in Al aska. How does that cone into play? For
a typical shale well in Eagleford, one is generally |ooking at a
well (generally on 160-acre spacing) with an economic ultimte
recovery (EUR) sonewhere between 300,000 and 500,000 barrels of

oil. So, the acreage purchases average from $5 to $15/barrel
The drilling capex is $4 to $7 mllion depending on how deep or
how shall ow the well is and how nmany stages are in the frack job

which is reflected sonewhere between $8 and $18/bbl. The
operating expenses run plus or mnus around $8 to $10/bbl. So,
dependi ng on when you got your acreage and how nuch you paid for

it and whether or not you waited for your neighbors to drill the
expensive wells so you can benefit fromthe |earning curve that
the drill rigs and the service conpanies have done, you're
payi ng sonmewhere between $20 and $40/barrel just to get your
well. Now that $40/barrel all-in should sound pretty famliar to

the Al aska's nunbers where transportation is around $10 and the
opex and capex is around $30. So, Texas can actually have tota
all-in costs that are the sane as in Al aska.

2:45: 55 PM

He said for North Dakota to take its production over a five or
six year period from 150,000/ bbl/day up to 1 mllion/bbl/day
took over 10,000 wells at an average cost of about $8 million
per well. Over $80 billion was invested. Wth taxes and opex of
$20- $30/ bbl, they have only recovered about 40 percent of the
capital spent, and yet the production is rapidly declining. The
reason he brings this up is to illustrate how a fiscal system
mat ches the type of project both in the spending curve and the
production curve that you are looking to bring on. If Al aska
were to be a next big shale play it would bring on five, six, or
seven nega projects over the next decade: nuch different than
drilling 10,000 wells. They are tw totally different systens
that are responsive to two very different oil devel opnents,
al t hough they are conpeting in the sanme world market and get the
same ultimate nmarket prices, sonewhere

CHAI R G ESSEL asked himto conpare the tinme it takes to get from
di scovery in Texas to production versus in Al aska.

M5. RUGE ERO replied it takes about a nonth or two in Texas
depending on the availability of rigs and service conpani es. But
many horizontal wells that are being fracked in Texas take
between 12 and 30 days before the well is finished being drilled
and is producing. In Alaska the permtting process can be 5-10
years.
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M5. RUGE ERO added that she also wanted to expand on a question
Senator Bishop asked wearlier about royalty owners having
different royalties. That is true, and those Texas mineral
rights owners are choosing to share information between each
other to strengthen their position in negotiating royalty rates,
to understand their geology holds, and what operators are
finding within their |eases.

2:49: 37 PM
MR. RUGH ERO said one aspect of the new leases - to Alaska's
conpetitive detriment - is that they are now designed as dril

or drop leases. The royalty owners have gotten smart enough so
that they now have activity commtnents. If that activity is not
taken, they will drastically ratchet up the annual |ease paynent
or do an expiration and termnation of the |ease arrangenent.
Those usually have 5-7 year ternms. A lot of those |eases were
signed after the 2008 financial crisis and when the private
equity (PE) noney came flowing in in 2010/11. So, conpanies are
comng up on the expiration of a nunber of discoveries, but
there is no room for these conpanies to borrow nore capital to
drill. They still have obligations to drill or they wll |ose
their lease, and if they lose it, it will be renewed at an even
t ougher rate.

2:50: 53 PM

SENATOR M CCI CHE noted that acreage is changi ng hands at a range
of $2,500 to $30,000/acre, but there is also a range of $5-
15/acre. He was trying to understand how nuch acreage is in the
$30, 000 range and how nuch is in the $2,500 range.

MR. RUGGE ERO answered a majority of the acreage is in the $2,500
to $5,000 range. Even after the price fell last year, a sale in
the Del aware Basin, New Mexico, went for $85,000/acre. It was
purchased by a foreign entity that wanted a position there. He
explained that he tried to be generous on the ranges and took
what he thought was the nore prevalent range and applied both
300, 000/ bbl and 500,000/ bbl and came up wth the $5-15/bbl
equi val ent .

SENATOR M CCl CHE said the $20-40/bbl estimate for opex seened a
bit rich to him

2:53:34 PM

MR. RUGE ERO responded that in creating those ranges, he took a
best and a worst case scenario and used figures from vendor-
financed deals in the Eagle Ford that he closed on behalf of his

JT. SRES/ SFI N COW TTEES -16- April 15, 2017



enpl oyer that were in the $20-$40 range with a flat $60 oil
price. He roughly estimted 30/70 for expenses/royalty and
t axes.

2:54:51 PM
MR. RUGE ERO said there is a lot of talk about Norway, so he
investigated it a little bit nore. Topically, he knows that

Norway is a little bit different, but he had to ask in the |ast
10 years when Norway has had a relatively unchanged 78 percent
net tax rate and Al aska always had a lot |ess than that, why
billions nore were invested in Norway than in Alaska. H's first
conclusion is that the tax rate was not the conpelling factor
that caused people to choose to either invest or not in one or
t he ot her.

A lot of other things cone into play. He explained that having
wor ked over there, he knows the governnment has pretty tight
control over the pipeline infrastructure offshore, especially
for gas. In their own sweet way, (wthout running afoul of
monopoly laws) they make sure things get developed on the
schedule they want and at a point that maxim zes the use of
their infrastructure. This is inportant because the flip side is
that for every extra dollar spent on infrastructure that they
allow to be deducted, they also have an uplift, neaning they
don't want a lot of excess infrastructure or a |lot of
goldplating. In fact a governnent entity is and equity partner
is nost of their fields. So, they are very nmuch aware of all the
data and all the information and everything that is happeni ng.

This is where one starts asking if it's a higher tax, why there?
It has to do with things like the uplift and how quickly a
conpany can recover the deductible versus a non-deductible
expense, and the list goes on. M. Ruggiero said after running a
few hundred thousand cases of this system versus that system and
this item versus that item one starts to finally get a sense
for what paraneters really do influence economcs in a positive
sense from the producer standpoint and which ones are negative,
versus which ones that don't do nuch

2:58: 01 PM

Hs takeaway is that the marginal tax curves are not an
i ndi cator of conpetitiveness or where likely capital investnent
will take place, because all the countries he highlighted that
are much worse than A aska on the curve had significant
i nvestnment by nul tiple conpanies.
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He explained that all other paranmeters being equal, an increase
in the non-producer take wll negatively inpact producer
econom cs, but Dbecause all things are rarely ever equal, an
increase in the tax rate does not autonmatically nean a regine is
| ess conpetitive. It depends on what everyone else is doing.
Al aska is talking about doing multiple things, sone of which
could have positive effects and others that will have negative
effects, in isolation.

MR. RUGE ERO said someone asked him how many regines have
negatively changed their tax terns in this downturn and

surprisingly one of them is North Dakota. It used to have
special credits for the first X barrels of the first bunch of
production for all new horizontal wells into the two shale

formati ons. That was taken away in their 2015 session right when
prices were at their worst and had fallen over $90 a barrel
They also took away several other credits; the only positive
they did was lower the conbination of the severance and ad
vel oremtaxes from 11-plus percent down to 10 percent.

Because Baker Hughes in doing vendor financing, was well aware
that a nunmber of countries, as the price fell, were unable to
pay their share of whatever the bills were, asked whoever their
partners are to take on the burden of carrying those costs and
doing so with some interest to be paid at sone unknown future
date. That increased the governnent's take in a very indirect
way and won't be seen witten up anywhere. It won't be seen on a
chart. But those governnents are actually increasing their take
because there is actually less left to the producers to
repatriate back to the parent to use in other future
i nvestments, because they are having to keep that noney in the
country and to keep the NOC or the other partner as a going
concern there. So, a lot of hidden things greatly inpact the
attractiveness or the non-attractiveness of a country and its
overal |l fiscal package.

3:01: 38 PM

SENATOR MACKI NNON sai d she wondered since the sovereigns who are
below Alaska on the chart that tax nore and have a great
investrment in infrastructure if there was sonething significant
t hey shoul d know about countries above Al aska on the chart wth
|l ess infrastructure, because nunber of them are devel oping
significant hydrocarbon reserves that they mght be wanting to
draw capital into their countries.

MR. RUGE ERO replied that in fact, one of those countries, Papua
New Cuinea, had noved significantly, and is where one of the
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North Sl ope producers has significant investnment in LNG So, the
countries in the top half do have investnent in places like the
UK and the Netherlands, but others when you get into Mdrocco and
Ireland that have extrenely low tax rates, but they don't have
any investnent because they don't have any good hydrocarbon
sources. So, you do tend to see there is nore capital going to
the bottom left hand than is going to the upper right hand on
t hat curve

SENATOR MACKI NNON asked if that is because they are devel oping
fields or new fields, besides the rock that is inpacting where
the investnent is going.

MR. RUGGE ERO answered that he could nmake a list of about 30
different paraneters when he was naking these decisions and
recommendations to his board and all countries have sonme unique
aspects, but a lot of tinmes the investnent has to do with the
perceived ability to get things to narket. For exanple, a nunber
of entities in the upper half have huge stranded gas reserves.
So, that neans devel opnent of petrochem cal gas conversion to
liquids technology or LNG to get it to market, and then a 10-
year lead tinme from discovery to actually getting sonmething to
market. In that tineframe, there will a lot of effort by the
government to find the right terns that work to nmake that
happen. But there really won't be that much spending until the
whol e t hing comes together.

3:05:18 PM

SENATOR MACKI NNON said it appears there are 19 countries above
Al aska and 26 below, and she was trying to wunderstand the
average investnent to understand the inpact of what is being
asserted today.

MR RUGE ERO said he wll provide that, because it already
exists in the record.

CHAIR G ESSEL said slide 19 tal ks about the acreage purchase as
a factor in the total operator cost and asked if acreage cost is
included in Al aska's cunul ative costs for an operator.

MR. RUGAE ERO answered no; they aren't.

CHAIR G ESSEL asked him to elaborate on what wuplift neans
referring to slide 20.

MR RUGGE ERO replied it has beconme a term of art in fiscal
system design: it is a secret code nane for interest. The reason
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he didn't call it interest is because a lot countries have a | ot
of rules about what you can and can't do with interest. Mbst
production sharing contracts don't allow the recovery of
fi nancing charges, and interest is a kind of financing charge
So the term"uplift” is used; it is a formof interest that can
be used one tinme, periodically, quarterly, or annually, and it
can be sinple or conpounded.

3:07:48 PM

One thing all sovereigns have to deal wth is the balance
between short term and long term goals. He believes Alaska is
trying to deal with the growing obligation that conmes wth

cashable credits for the short termand how to fill TAPS for the
long term and asking if it is possible to design sonething(s)
that will allow both to be addressed at the sane tine.

MR, RUGH ERO said if it was up to him (but he know it's up to
the legislature) he would have a predonm nantly net-based system
that would be self-correcting, neaning it would have |ow take at
low margins and high take at high margins and people woul dn't
have to worry about at what price that happens, because |ow
mar gi ns can happen for |egacy fields at $40/barrel and for heavy
oil at $90/barrel. He reasoned that if you tie anything to the
price of oil, you're going to get one wong. It would also have
durability and wouldn't need fixing as often. For exanple, right
now, AS 55.160 has seven different ring fences for doing taxes
all because they are trying to do sonething special for one part
of the constituency of the producer conmunity.

He believed that with a little tinme a progressive system could
be designed that acconplished everything with maybe just one or
two tweaks. You can get it down to where you don't have to worry
about six year audits, whether it is an oil expense or a gas
expense, or was designed to site a common facility or not, and
all the rest.

MR. RUGE ERO recomrended elimnating the cashable credits. He

knows of only one country that will pay some cash for NOLs. N ne
or ten years ago it was discussed as noving Alaska to the top as
far as attracting investnent. Coupled wth credits for

exploration or spending coupled with the qualifying capital
credits, the marginal tax rate got above 100 percent, and that
is why an increased ampunt of investnment has taken place in
Al aska. Converting the tax credits to carry forward (CF) NOLs
and the proper wuse of wuplift (not being wasted within the
overall system of the interdependencies of the different
paranmeters) the state could get to the point where the producers
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should be indifferent as to whether they take NOLs as cash up
front or recover it once they get their production going. He
could keep the NPV indifferent through a different treatnent of
NOLS.

3:12: 34 PM

MR. RUGE ERO said slide 25 translates economc theory into what
Al aska has in practice in terns of the producers and the non-
producers. The producer section is broken down into cost
recovery and return on capital enployed (profit). The non-
producer's share is all profit or rent to whoever is holding the
rights.

Every project has costs and profit and the legislature is trying
to conme up with what is fair for the state as a steward of the
resource that is owned by the state and what is fair to the
conpanies for the risks and capital they enploy to devel op that
resource and to turn it from sonmething in the ground to dollars
in the bank.

MR. RUGE ERO said he has actually testified on this from the
conpany perspective many tinmes. He explained that not everything
that gets drilled is a comercial discovery and ends up being
production, so he is trying to cover a nunber of different
things. The fact that he was able to |ower cost by 30 percent
from X through deploynent of new technol ogy took research and
devel opnent dollars. So, from a conpany perspective what is fair
is what they actually spent, and the return needs to cover not
only what they believe to be the risk premum for the project
but a bit nore to cover their dry holes and any other expenses
they had that didn't result in an economc discovery. Sone
corporate overheads are not allowed usually in different fisca
systens. And then they have to cover non-all owed expenses.

A nunber of regimes don't allow abandonnment costs to be
recovered, for instance. They just have to be paid. Those costs
can be pretty hefty, especially for offshore sites, so they have
to make enough ahead of tinme to be able to pay those charges and
do a prudent and environnentally sound job of abandoning the
site when they are done with it.

MR, RUGAH ERO sai d governnents have two approaches: conpani es new
to energy or highly dependent on energy income wll always want
sonme form of guaranteed revenue on day one (royalty). They wll
be very interested in local content and the jobs that can be
created through local communities and not expats or inported
| abor. When they becone ‘experienced” and not really dependent
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on oil income, they are |looking for constant activity and jobs
and becone less interested in the quick and fast and nore
interested in the slow and steady - where he would put Norway.
Norway has so nuch in its petroleum fund and so few people that
they are now |ooking to see how they can maxi m ze hydrocarbons
as opposed to nmaxim zing net present value or internal rates of
return. Those countries wll generally, because they are
diversified in their industries, have nore requirenments for
| ocal conpany participation and can denmand it because of the
diversification. So, in trying to figure out what is fair rent
for the governnent to take, it really depends on the situation
the governnment is in with respect to how inportant those energy
revenues are as to then how they decide to take their share and
determ ne the size of that share.

3:17:51 PM

SENATOR MACKINNON said she read sonewhere that Norway was
struggling with the low price of oil and that their citizens
have a high tax rate: 50-70 percent of their wages. And because
of the services they provide they were actually having to think
about using their sovereign wealth fund differently.

VR. RUGA ERO responded that he had not researched that
specifically, but on a per capital basis their Permanent Fund is
in the mllions of dollars per capita (close to a trillion
dollars for 20 mllion people). They have a lot of nobney and
could run the governnment for decades w thout taxing the people.
They have always had high taxes on alcohol and tobacco and
things they believe that their citizens really shouldn't be
doing. There has also been a very European approach to incone
where those at the top are paying 50-70 percent marginal rates
on personal incone.

SENATOR MACKI NNON sai d she believes Norway is one of the highest
taxed countries in the wrld and maybe that is the European
nodel he is referencing. She thought they had been reluctant to
use the wealth in their fund, but had to think about it because
t he individual incone couldn't be taxed further.

MR. RUGA ERO responded that if there were 200 countries in the
world, 199 of them would wi sh they had Norway's problem right
now.

CHAIR G ESSEL said she had also heard the sane about Saudi
Arabia beginning to cut back significantly on governnent
services that used to be paid for by the governnent because of
the price of oil.
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SENATOR MEYER said he always hates conparing Al aska to Norway,
because Norway is a country, but Alaska is a state. If Al aska
had access to federal I|and Ilike ANWR and sone offshore
potential, its Permanent Fund woul d probably be nmuch |arger and
t he state government, too.

MR. RUGE ERO said the only reason he brings up Norway is because
it's a simlar environment, has simlar cost structure and
distance from market, and all simlar players. Alaska is
conpeting with Norway for energy investnent regardless of the
fact that it is a state and Norway is a country.

3:21:20 PM
Slide 28 exenplifies how quickly things can change from when
particular legislation is passed. Any further changes to fiscal
policy needs to anticipate change in paraneters and all possible
scenari o0s.

3:23:38 PM
MR. RUGE ERO went back to circa 2007 tinmeframe when PPT and ACES
were being discussed; transportation for oil was at $15-

17/ barrel. As the price started to peak in 2014 and that was
when the service conpanies get back for the hard cuts they have
to take when the price of oil is at $20. The oil conpanies know
they have to give sone value back to the service conpanies
because they can't exist without them so the price structures
naturally go up. Therefore, if you happen to design sonething
t hi nking you were going to have only $25-20/barrel of costs and
the cost structure doubled in under 10 years, did you have a
system in place that was able to contenplate and change itself
in order to react to that increase in cost structure?

MR. RUGE ERO said he wasn't in Alaska for PPT, but the gross tax
was basically saying: no tax when you're |osing noney, but a tax
woul d progress up fromO - 4 percent once a production tax val ue
of $10/bbl was reached (cost of $15 and a $25 price at the
wel l head). If that was the intent at the time, one can see why
they hear a lot of talk about being hit with mninum taxes at a
ti me when conpanies are |osing noney. Was that the intent at the
time this was put together or is that just now a convenient
uni nt ended consequence that raises revenue at a tinme when the
state really needs revenue? So, there is a reluctance to dea
withit.

This is another exanple of where the nechanism gets tied to
sonething that is fixed; it was designed based on a situation at
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a point in tinme, and now events have noved on fromthat point in
time. He enphasized that there is no ideal structure out there,
but they do know that over tine certain tools have survived and
continue to be used because they are useful and others have
di sappeared because they have been shown not to be hel pful and
are constantly being changed.

3:24:53 PM

Each regine generally tries to level the playing field or
provide as nuch balance as possible between big players and
smal | players, new players and incunbents, and conventional and
unconventional resources, because they all know they need a mx
of conpanies and ideas. That wusually neans nothing but upside
for the country invol ved.

Because a |lot of people think this doesn't exist, M. Ruggiero
said every petroleum taxation structure, even ones he has hel ped
design, in use today have biases. He knows where the bias is in
his structures and how to maximze his position within it. There
is no ideal fool-proof system It just doesn't happen. He
woul dn't fuss over trying to get everything down to the fifth
deci mal point or having long sections on how to carry everything
out. He would nake sure the right intent is in there, and then
with a few regulations the thing happens. Wen you try to do too
much and tie it down too tight is when you get into unintended
consequences.

3:27:15 PM

M. Ruggiero said everything that gets presented is done in
averages, but he could guarantee themthat not a single field or
a single taxpayer matches that average. The average sits in the
mddle of a couple nountains and they're going to be a much
| ower cost structure or a nmuch higher cost structure. He brought
this up so that as they look at nodeling or ask for
sensitivities to be run, they can understand that averages is
not where anybody is really at. So, when you get reaction from

industry or others, sone wll react differently, and it's
because one may be on the left side of the average and the other
wll be on the right side. You can hear conflicting things from

t he same people who have units right next to each other, because
their cost structure, their legacy issues, and their future
potential are all going to be a bit different.

3:28:24 PM
He urged themto think realistically in terns of one or two new
prospects coming on |line each year; over the next 5-10 years

they may have four or five. A lot is known about their |egacy
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and only a few major things can cone on, so, field nodels should
be run wth paraneters that are close enough and nodeled
i ndependently and collectively to understand the inpact of the
fiscal system on their economcs. M. Ruggiero said what he
thought a field was going to be a good prospect when his team
first got it and didn't resenble itself when he went for Final
i nvestnment decision (FID); the two hardly ever resenble each
other. It just happens as one |learns nore and technol ogy and the
wor | d mar ket changes.

MR. RUGGE ERO urged legislators to ask the producers what is
really next in line to be brought on and when, because if you're
maki ng a change you want it to be responsive to what is actually
there, not sonme average. Conpanies can bring data forward
regardi ng where they are now.

3:30: 22 PM
Anot her point he urged legislators to think about is the shut-in
point on TAPS. He used an illustration to show oil that would

have not been produced if the North Slope wells had been shut in
at 250, 000/ bbl /day. What if one of the new projects is worth
plus or mnus $20-50 billion? So, when you think about what you
are giving to get one of these new projects on, think about what
you are getting, he advised. Two new projects on the North Sl ope
could produce in excess of 100,000 bbls/day at peak. It's not
only the revenue the state takes from those projects, but the
revenue that will be generated through the tax and royalty in
the future. There is actually nore at stake for the industry and
the state to ensure that new production gets into the pipe
sooner, so the state can deal with how to handle the extra
volunes instead of handling when the flow is so low that it
won't nove down the pipeline anynore.

3:33: 30 PM
If it's not about the rate, what is it about? Wiy are these
hundreds of billions being invested in places that have a higher

rate than Alaska? M. Ruggiero said it usually has to do wth
the net present value (NPV) or the internal rate of return (IRR
that is nostly inpacted by how quickly the producer can get his
noney back. Getting it back quicker nmeans his risks are much
| oner. Therefore, his ability to go in and make the investnent
is better.

So, M. Ruggiero said, he ran a hypothetical field that doesn't
resenbl e anything only for the purpose of showing the effect of
timng on producer economcs. He had a year-one investnent of
$100. In years 2-10 $400 cones back: $100 of it becones the cost
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recovery and the $300 left over is profit to split between
producer and the governnent. He wanted to show how much the
econom cs can change with just handling how who gets their share
when. One of the nore traditional itens across production
sharing contracts is some form accelerated or delayed cost
recovery and depending on that is handled results in a range
from very a doable and profitable project to a project that
woul d not get devel oped.

3:37: 07 PM

Hi s exanple showed IRRs from 6 percent - 27 percent on the sane
anount of noney. This is what they have to understand because
this is driving the decisions. The rhetoric will be all about

tax rate, and while sone increases can be damaging, there are
all these other levers that have as much if not nore inportance
than the tax rate on determning the economcs, and then on
determ ni ng whether or not they choose to invest or not.

3:40: 01 PM
MR. RUGE ERO said he built a price npbdel that ranges from $20 -
$200\ bbl and used somne assunpti ons starting W th

500, 000\ bbl \ day. He was just rounding nunbers to show nagnitude
and direction, and cautioned them that these are not absolute
nunbers. Hi s assunptions were:

—Non- GVR i s about 450, 000 bpd

—GVR i s about 50, 000 bpd

—$10/ bbl transportation and shi pping

—$30/ bbl operating and capital costs

-12.5 percent royalty

The nodel had two effective net tax rate curves for oil: one was
the status quo (SB21/HB247) and the other changed structure
paranmeters. Mking changes to the nodel - the increase or
decrease on petroleumtax relative to what is in place today -
will make sone green bars pop up called delta dollars. He
advi sed that the current structure is based off the price, but a
| ot of the proposed structure is based off of PTV, and dependi ng
what the cost assunptions are, the PTV noves even though the
price doesn't nove.

MR. RUGE ERO spent about 10 mnutes explaining how the nodel
worked in detail and answering questions.

3:49: 23 PM

SENATOR MACKI NNON asked M. Ruggiero to nodel at oil prices of
$40-3$70 with $5 increnents.
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SENATOR W ELECHOWSKI asked if he has a simlar nodel that shows
NPV and IRR for the state and the conpani es.

MR. RUGGE ERO answered since this is just a "price step nodel”
there is no concept of NPV or IRR for either the producers or
the state and he eventually wanted to get into a life cycle
nodel using a profile simlar to one of the proposed North Sl ope
projects. Then they could plug in a whole new field over the
life of 30 years and be able to say what that does to the IRR or
the NPV of all the players: state, federal, and producers.

SENATOR W ELECHOWBKI said that would be very hel pful and asked
if he has the information he needs from the producers in order
to build a nodel of those hypothetical fields.

MR. RUGE ERO answered that he has the sane profiles DOR is
usi ng, because he wants to nmake sure their nodels get the sane
results with the same profiles. He didn't want to waste tinme and
nmoney on nodel errors. They actually conpared their results for
different things on that nodel and they are very cl ose.

SENATOR M CCl CHE observed the House Resources version of HB 111
seened to take into consideration the fact that we don't have a
crystal ball. The House Finance version seens to have the
approach legislators are warned against, that is assumng prices
in a particul ar range.

MR. RUGE ERO said he is right. The House Resources bill just
changed the credits, but kept them tied to prices not nargin.
The House Finance bill based the tax on margin. A 110 percent
mul tiplier can be used on the costs and one wll imediately see
how t he curves change and nove relative to each other. The point
where the mninum gross takes over from the net changes and the
direction of the curves change as well. Those are the nuances
and interdependencies that when |looking a static pictures
doesn't provide. Those inform about one dot on a 4,000 pixel
pi cture and you need the other 3,999 pixels so you can see the
picture. He tries to build the tools so that |egislators can
very quickly run any of the "what-ifs" to start to get the 4,000
pi xel picture instead of the 1 pixel picture.

3:54:57 PM

He said he heard the term "unintended consequences" used earlier
and how they are finding out a lot of things about the current
structure that they didn't think worked that way. He was | ust
as surprised. But, because he was getting results he didn't
understand after running tens of thousands of runs, these
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strange interactions came to light in converting from cashing
NCL credits to doing what 99 percent of the rest of the world
does, which is carry any |osses forward as NOLs and then deduct
themultimately fromfuture revenue

NCL recovery are tinme is affected the anmount of uplift and total
recovery tinme of costs. The standard is that producers get to
recover their costs and beyond that there is no standard. Dozens
of different mechanisns do this. In fact, sone countries have
mul ti ple nmechanisns in place in different contracts as they keep
trying to nodify things to find their sweet spot.

MR. RUGE ERO said, however, he can tell them if they wish to
handl e the short term issue - the cashable credits - in their
current structure and decide to touch nothing else, there are
sonme significant unintended consequences and the producers can
be kept whole. He will show why in the next presentation.

3:57:10 PM

SENATOR M CCICHE asked M. Ruggiero if he knows of another
sovereign that has provided cashable credits that are payable to
the entity without themhaving a tax liability.

MR. RUGE ERO said he was aware of only one other country that
has paid for failed exploration. Qher than that everything he
is famliar with if there has been an expense, the conpany has
to recover it ultimately from production

3:57:39 PM
At ease

4:11:17 PM

CHAIR G ESSEL called the neeting back to order and said they
would take up the second part of M. Ruggiero' s presentation
cal |l ed "Understanding the I npact of NOLs."

4:11: 42 PM
MR RUGA ERO said in nmoving from the unit price nodel in his
previous testinony to a full life cycle nodel, he noticed sone

things he couldn't explain. He uses a "flat and round"” techni que
in building nodels that wuses the sanme price (a nice round
nunber) and a nice round nunber for production. So, that way he
can |look at the colums by year and nmke sure that everything
calculates out. So, having done that, all of the colums and
rows seemto add up. It |ooked fine. Then he started putting in
i ndicative profiles with changing prices, production, and costs,
and he got results that didn't make sense. He wondered if his
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nodel s were missing sonething. On the plane ride hone he started
figure it out and decided it was really inportant. He went
through his thought process of getting rid of cashable NOL
credits and offering them as carry forward | osses to be deducted
agai nst their taxable value, because then the |oss needs to be
useful to the producers.

MR. RUGE ERO said he would cover how NOLs are handl ed generally
and how they are handled in Al aska under the existing structure
as well as issues if NOLs are the only thing that gets changed

Then he'll look at it on a GV/R and a non-GVR field. Basically,
NCLs in any year of operation are the anount of expenses in
carrying out activities that exceed the anpbunt of revenue
avai |l abl e for recovery of those expenses.

In a pure gross-based system conpanies very rarely worry about
costs, but sone governments he has worked with do worry that
costs between the nmarket and back to the |ease are not arns-
| ength transactions, because they are with affiliates of the
oper at or.

In a net based system cost recovery is one of the key el enents,
and their timng is very inportant to the return that the
producer gets. In the world of cost recovery, PSCs talk about
"cost oil", meaning in any given year the nunber of barrels and
the revenue associated with them are nade available to the
producer to recover their costs. GCenerally, different regines
all ow 50-100 percent of the available revenue to be used for
cost recovery. Governments that are highly dependent on
petrol eum revenue will tend to limt NOLs to be used in a single
year because they always want to have sonme royalty and sone
corporate incone tax. Wereas those regines that are not that
dependent on oil and have nulti-faceted industries tend to allow
sone nore accelerated recovery because they aren't that
dependent on the oil revenues comng in. "Straight |ine" or
"doubl e declining" are different forns of depreciating capita

assets within a conpany that nmany busi nesses use.

4:16: 54 PM
SENATOR W ELECHOWSKI asked if gross systenms tend to be a nore
ef ficient use of expenses by the producers.

MR. RUGE ERO answered that years ago sonme contracts were known
as goldplate contracts because they basically allowed the
producer to recovery anything including "the kitchen sink."
Conpani es tended to put as nmany people as they could into those
proj ects because they could get full recovery of everything they
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paid. But for the nost part, the managers are incentivized to do
the | east cost for what they need to acconplish and for the nost
part they are diligent in trying to make sure that what they
acconplish is acconplished in the |east amount of time for the
| east amount of dollars. He hadn't seen that nuch difference
between a gross and a net system

4:18: 36 PM

What is the value of <cost recovery? Different regines have
different economics: in country A you would definitely wouldn't
think twi ce about investing and in country B you would never
invest. The variations in these systens relate not only to the
timng but other things like wuplift and interest allowed.
Uplifts are in the form of additional expenses, so they are
deducted at the top of the |ledger. Wen they cone in as credits
they are deducted at the bottom of the |edger after a tax has
been cal cul ated. Much |i ke Al aska, whether or not a regine has a
single rate systemor a tiered system and whether it cones in as
an expense or a credit has a big inpact on how it's | ooked at by
industry. Al of that together probably has nore influence on
whether a project is marginally doable than the tax rate.

4:20:18 PM

MR. RUGE ERO said he nmade up sone scenarios about Al aska NOLs
and their unintended consequences. NOLs are created in a
cal endar year when deducting allowable expenses the production
tax value (PTV) is less than zero. The anount of deductible
expenses below a zero PTV then becone an NOL ($500 in this
exanple). Cashable credits in a 35 percent tax rate structure
woul d generate $175. This $175 represents the maxi num val ue of
that $500 NCL to the producer, which he called the "100 percent
used and useful NOL value." He found that with the interactions
of the various pieces of the current tax code, producers very
rarely, if ever, receive $175 in value of tax savings for that
$500, which is what you want to try to get away from

4:22:03 PM

Hs first nodel used a GVR field. He said wherever you are in a
| ow price environnment, nedium or high, his exanples show how the
value of the NOLs change and the nodeling shows that the val ue
to the taxpayer of the CF NOLs can be negatively inpacted by
credits or other nechanisns within the fiscal system

4:26: 32 PM
SENATOR W ELECHOWSKI said his nodel was assumng the tax is 35
percent, but that doesn't happen until oil is $160\bbl and he

was wondering how that inpacts things. He also asked how he
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arrived at a per barrel credit (PBC) of $40 when the highest is
$8.

MR. RUGE ERO answered don't read anything into how he went from
$5/bbl to $40/bbl. He is just using round nunbers for a sinpler
exanpl e.

SENATOR W ELECHOWEKI sai d nunbers were kind of inportant.

MR. RUGAH ERO said he could make that nunber bigger or smaller
but the inpact he was trying to show is still there regardless.
He would illustrate that with additional runs.

To the first question: even today when you have a GVR field they

do this sane calculation. They will cone down to their taxable
barrels; they will cone down to the taxable value of the taxable
barrels. And then they will apply the 35 percent and then they
will subtract the $5/bbl credit. So, in the calculation he

applied a 35 percent rate to figure out what the tax is before
appl yi ng the PBCs.

4:28:12 PM

M5. RUGE ERO added that the $40/bbl credit is difficult to
understand, and from her perspective the purpose of choosing the
$40 is for the exanple's sake. It doesn't get used in the first
two years, but it gets used in the following years. So, the $40
nunber was chosen really for exanple's sake to conpare years
where the credit is not used and years where the credit applies
to taxes that are owed.

SENATOR BI SHOP said the key takeaway is that the producer only
received a 54 percent credit in the first instance.

MR. RUGE ERO said yes. It would be as though he had cashable
credits worth $175 but you only paid him 54 percent of that or
$85.

SENATOR M CCICHE said it's inmportant for the public to know this
exanple is a project that has constant gross value at the point
of production of $400/year and is not based on a barrel of oil.

MR. RUGE ERO responded that actually the way it went through his
head he had eight barrels at $50/bbl, which results in a gross
value of $400 and the $40 credit, and he was trying to
illustrate was their interaction and the resulting |oss of value
to the producer. It is inportant to run actual nunbers to know
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that what is being changed will have the right inpact noving
forward

4:30: 24 PM
SENATOR COGHILL remarked that M. Ruggiero's exanple was
probably not close to reality.

MR. RUGAE ERO responded that it's not; and he used it to show the
i npact of the interaction of the various pieces wth the current
policy, not to depict reality.

4:32: 38 PM

H s next exanple (slide 14) used a higher price and increases
the gross value to 25 percent with NOLs of $500, but all else
unchanged. Wthout use of any CF NOLs, the total tax paid would
be $325. So, if the NOLs are used and useful, he should realize
$175 in savings and after applying the $500 NOL his tax over
that five years would be no nore the $150.

4:33:43 PM

Slide 15 added the NOLs to the nodel and because of the higher
revenues comng in and costs being the sane, they are totally
consuned in tw years. The tax comes down to $195. At this
hi gher price the NOLs provide nore value; they are now 74
percent used and useful (conpared to 54 percent in his previous
exanple). He is getting nore of the expected benefit at a higher
price.

He added unless there is a big price spike, because of cost
structure, relatively speaking, new fields are probably going to
be in a low PTV per barrel state for some tine as they try to
gear up to peak production and pay off their costs. In all of
his exanples the producers are not being kept whole, as he is
today. "So, not being able to recover your NOLs puts your
econonmics at a great disadvantage."”

4:35: 14 PM
SENATOR BI SHOP sai d nobody |ikes to operate in an NOL situation.

MR. RUGGE ERO responded that no one likes to, but in the oil
patch they always do. You can't just invest a dollar and all of
a sudden have positive revenue cone out the other end.

SENATOR BI SHOP said that was fair enough, but theoretically in

time as the price increases you should come out of an NOL
situation at sonme point.
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4:36: 45 PM

MR. RUGE ERO said because of the interaction of the various
mechani sms within a fiscal structure, they need to make sure the
i ntended effect actually can occur. No one item should be viewed
stand-al one and care should be taken to nmake sure the |evel and
degree of inter-dependency is understood. So long as they keep
some form of GVR, per barrel credits, and hard floors related to
gross mninmm taxes, the inpact of CF NOLs will range from
slightly used and useful to alnbst used and useful, but that
al nrost only occurs at extrenely high prices and an extrenely
hi gh PTV per barrel

What is really needed is a full life cycle nodel of one of the
expected devel opnments on the North Slope so legislators can run
what ever changes they are thinking against it, because changi ng
ot her nmechani sns, such as increasing the mninumtax or reducing
per barrel credits, will alter the value of the CF NOLs to the
producer and the state. Because there may be three to seven
years of costs before the first dollar of revenue cones in to be
able to apply to NOLs to and recover them a conpany really
needs to know in comng out of that devel opnent period that it
is going to get value for the actual costs that it put into the
proj ect .

4:38:16 PM

CHAIR G ESSEL said the present bill limts use of the NOLs to a
10-year period before they begin to evaporate by 10 percent a
year, and that wouldn't cover a new player comng in who wll
have at |east seven to ten years of devel opnent costs before
t hey begin to produce any kind of oil.

MR. RUGE ERO answered that is exactly what he sees, but they
al so need to discuss staging of the deductions. For example, if
he has $500 worth of carry forward NCOLs, $500 in opex, and $500
in revenue and if he has to apply his current |osses first, now
he has just carried that $500 another year and |ost a year off
of whatever |limt there is. If he applies the $500 first, he
still has another $500 to carry forward, but now it's only one
year old, not two. So, staging of the NOLs can nmake or break the
econoni cs depending on how the statute is witten.

CHAIR G ESSEL said she thought he was pointing out that this is
a very conplex tax system and the slightest change can have a
prof ound effect.

MR. RUGE ERO said that was correct.
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SENATOR W ELECHOWBKI asked how conplex it is conpared to other
countries or jurisdictions and if Alaska is fairly balancing the
interplay of how quickly conpanies get their NOLs back versus
the tax rate.

MR. RUGE ERO answered if there is a spectrumw th the average in
the center, the ability for a conpany to take any capital
spending and in essence treat it like an opex, puts it on the
very positive side of that spectrum A lot of jurisdictions
di stingui sh between opex and capex, and the capex goes through
some sort of deferred recovery (his previous presentation
illustrated how costly or beneficial accelerated or deferred
recovery can be). But in all the systens that would be on the
favorabl e side the producers are actually able to recover those
costs in full. A system where they can't recover their costs for
one reason or another and start getting taxed as if they had
(because you're taxing profit, which is usually determ ned after
costs), that will push the needle to the negative side. How far
depends on how the nechanism ultimately comes out and the
i nterplay between the other pieces wthin the tax code.

SENATOR W ELECHOWSKI asked about the conplexity of Alaska' s tax
system

MR RUGE ERO replied that from a practitioner perspective of
someone who has hel ped governnents wite or nodify code, Al aska
ranks in the top 10 of the nobst conpl ex.

4:42: 41 PM

He continued running through the exact same exanple on a non-GVR
field and wasn't able to fully realize the 100 percent used and
useful value of those NOLs. So, if they are going to get rid of
the cashable credits, a conmpany needs to get sonme conparable
value for what they are doing. So nechanisns have to be found
around the interdependency that inpacts per barrel credits, GVR
reductions, and gross mni mum fl oors.

SENATOR W ELECHOWSKI asked what nost regines typically allow in
terms of NOL recovery.

MR. RUGAH ERO responded that other reginmes just don't give out
cash, but every jurisdiction he has worked on and every contract
he has witten allow full recovery of an operator's NOLs before
they pay profit-based taxes. Al jurisdictions have tine and
uplift that affect how fast a conpany gets that 100 percent
back; many get 120 or 180 percent back. Usually the uplift is
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inserted so that a conpany becones indifferent to the net
present val ue basis (NPV).

4:45:58 PM

SENATOR W ELECHOWNSKI said this where the tax rate cones in,
because he has always |ooked at it as a sliding scale. States
i ke Texas and North Dakota have very low tax rates, but they
don't fund any of the costs. The countries like Iran and Iraq
have a 98 percent governnment take, but they allow 100 percent of
the costs. Alaska is sort of a hybrid: if we're going to allow
100 percent operating recovery |like Norway that has a 78 percent
tax rate - which is worth discussing - do we need to start
adjusting the tax structure upwards if we start allowing nore
NOL recovery?

MR. RUGH ERO replied that Norway, at 78 percent, controls al
the pieces that are governnment take. HB 111 is tal king about
only one small portion of governnent take, the production tax,
and that one piece doesn't have to be raised. Alaska is 65
percent conpared to Norway's 78 percent. The piece that is not
the petroleum tax are the two corporate incone taxes and they
get to recover 100 percent of those costs in a used and useful
manner. He is recomending that they duplicate that on the
petrol eum tax so that conpanies are also able to get used and
useful recovery of their capital spending and any other net
operating | osses.

SENATOR BI SHOP noted that the state is still banking the royalty
while they are recovering their capex and opex.

MR RUGA ERO said that is exactly right; the state is still
banki ng royalty, property tax, and state corporate incone tax.

SENATOR STEDMAN said clearly industry needs to be able to recoup
their costs, but in doing so, he hopes M. Ruggiero can bring
forward a way to get away from cashable credits, a way to nmake
the system less conplex, and reveal suggestions on how to dea
wi th any ot her unintended consequences the system has.

CHAI R G ESSEL asked M. Ruggiero if he had placed the NOLs in a
| ocation in this calculation that nakes them no longer fall into
the «credit category, because they are comng before the
cal cul ation of the tax.

MR RUGE ERO replied that was accurate, Dbecause instead of

converting the NOL to credits he is carrying them forward as a
loss. NOL is a fancy nane for operating costs that are not yet
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recovered. So, he was putting it in the sane place in the
calculation as their other operating | oss.

4:50: 22 PM
SENATOR M CCI CHE asked if every net-based tax systemreturns 100
percent of | osses.

MR. RUGE ERO responded everyone he is aware of and worked with
is able to get that expected tax benefit through his definition:
"100 percent used and useful."

SENATOR M CCI CHE asked if he also said that time and nethod of
the 100 percent recovery determ nes the NPV.

MR. RUGGE ERO answered those do heavily inpact the return and the
NPV of a project.

SENATOR M CCI CHE asked if he said in some cases uplift recovers
nore than 100 percent of a conpany's | osses.

4:51: 31 PM

MR. RUGE ERO answered yes; for exanple the project that has five
years of spending before it ever goes into production and the
spend is of such a significant value that it takes them another
five or six years to fully recover those NOLs, it could be seven
or eight years from the date they first create an NOL to the
| ast date they recover them Using a 15 percent discount rate on
a project that is 10 years out has a NPV today of less than
half. So, in order for it to have the same value today in 10
years, it has to be uplifted to a nmuch higher anmunt so that
when he discounts it back it has the sanme net present value. The
state can choose to go with a 15 percent discount rate or pick a
nunber - |like 10 or 12 percent.

SENATOR M CCICHE said he is with Senator Stedman; he has al ways
viewed cashable credits as playing poker with soneone else's
noney. His question is: |Is HB 111 the only potential regine that
does not allow 100 percent used and useful NOLs?

MR. RUGGE ERO answered that is correct.

4:53:18 PM

H s non-GVR exanple on slide 20 at a higher price, again, the
NCLs were 11 percent used and useful. Slide 21 added in the
other pieces of the system and he noted the nunbers were al
over the board. He was running just a sinple rounded nunber
exanple and he had conme up wth the used and useful NOL val ues
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of 0, 9, 11, 34, 36, 50, 54, and 74. He calls that highly
conplex. And for an operator to conme to Alaska, especially if
they are not previously famliar wth it and try to build a
nodel , they would probably do what he did when he first built a
nodel : build it the way that he logically thought it should
work, but then get hit with the reality of how it actually
works. So, they have to bridge the gap between how peopl e think
it works with how it actually does work.

SENATOR BI SHOP conmented that the tax auditors are trying to
apply the sane conpl ex system

MR. RUGE ERO responded that he has been accused of elimnating
work for consultants and auditors by urging sinplification. He
remenbered in working through the SB 21 process, that nothing
like this was brought up, mainly because they weren't forced to
because everything was a cashable credit. It's cone up now,
because the state is nobving towards treating it like it is
treated everywhere else. It is a solvable situation he hastened
to assure them

SENATOR W ELECHOWSKI asked what sort of general inpact to the
treasury in next few years would happen in going to a system
that allows 100 percent recovery of NOLs.

4:56: 17 PM

MR. RUGE ERO answered if you cane up with a mechanism that
ensured those 200,000 bbl/day fields com ng onboard on the North
Sl ope they would be adding another $50 billion along with the
existing fields to the treasury.

SENATOR W ELECHOWSKI asked for any short-term i npacts.

MR. RUGE ERO answered the beauty of this is there is no short-
term inpact, because (in this CS) those costs stay with the
entity in that field and that unit. It doesn't cost the state
anything until there is actual production that would have owed
taxes but for the NOLs. That concluded his presentation.

4:58: 08 PM

CHAIR G ESSEL found no further business and adjourned the Joint
Senate Resources and Senate Finance Committee neeting at 4:58
p. m
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