ALASKA STATE LEG SLATURE
SENATE RESOURCES STANDI NG COWM TTEE
April 19, 2017
1:58 p. m

VEMBERS PRESENT

Senator Cathy G essel, Chair
Senat or John Coghill, Vice Chair
Senat or Nat asha von | mhof
Senat or Shel | ey Hughes

Senat or Kevin Meyer

Senator Bill W el echowski

MEMBERS ABSENT
Senator Bert Stedman
COW TTEE CALENDAR

COW TTEE SUBSTI TUTE FOR HOUSE BILL NO. 111(FI N) (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 |imting those

| ease expenditures to an anount equal to the gross value at the
poi nt 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 disclosure of that information to
the public; relating to an adjustnent in the gross value at the
point of production; and relating to a legislative working

group. "
- HEARD & HELD

PREVI QUS COW TTEE ACTI ON

BILL: HB 111
SHORT TITLE: O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS
SPONSOR('s): RESOURCES

02/ 08/ 17 (H READ THE FIRST TIME - REFERRALS
02/ 08/ 17 (H) RES, FIN
02/ 08/ 17 (H TALERI CO OBJECTED TO | NTRODUCTI ON

SENATE RES COW TTEE -1- April 19, 2017



02/ 08/ 17
02/ 08/ 17
02/ 08/ 17
02/ 08/ 17
02/ 08/ 17
02/ 13/ 17
02/ 13/ 17
02/ 13/ 17
02/ 17/ 17
02/ 17/ 17
02/ 17/ 17
02/ 20/ 17
02/ 20/ 17
02/ 20/ 17
02/ 22/ 17
02/ 22/ 17
02/ 22/ 17
02/ 22/ 17
02/ 22/ 17
02/ 22/ 17
02/ 24/ 17
02/ 24/ 17
02/ 24/ 17
02/ 27/ 17
02/ 27/ 17
02/ 27/ 17
02/ 27/ 17
02/ 27/ 17
02/ 27/ 17
03/ 01/ 17
03/ 01/ 17
03/ 01/ 17
03/ 01/ 17
03/ 01/ 17
03/ 01/ 17
03/ 06/ 17
03/ 06/ 17
03/ 06/ 17
03/ 06/ 17
03/ 06/ 17
03/ 08/ 17
03/ 08/ 17
03/ 08/ 17
03/ 08/ 17
03/ 08/ 17
03/ 08/ 17
03/ 09/ 17

SENATE RES COW TTEE

IIIIITTTITITTITIIIITIIIIIIIIIIIIIIIIIIIIIIIIIIILL

| NTRODUCTI ON RULED I N ORDER
SUSTAI NED RULI NG OF CHAIR Y23 N15 E2

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 6: 30 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 7:00 PM CAPI TOL 106
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 6: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Schedul ed but Not Heard
RES AT 6: 30 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 1: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 6: 00 PM BARNES 124
Heard & Hel d

M NUTE( RES)

RES AT 5: 00 PM BARNES 124

19, 2017



03/ 09/ 17
03/ 10/ 17
03/ 10/ 17
03/ 10/ 17
03/ 11/ 17
03/ 11/ 17
03/ 13/ 17
03/ 13/ 17
03/ 14/ 17
03/ 14/ 17

03/ 15/ 17
03/ 15/ 17
03/ 15/ 17
03/ 15/ 17
03/ 20/ 17
03/ 20/ 17
03/ 20/ 17
03/ 21/ 17
03/ 21/ 17
03/ 21/ 17
03/ 21/ 17
03/ 21/ 17
03/ 21/ 17
03/ 22/ 17
03/ 22/ 17
03/ 22/ 17
03/ 22/ 17
03/ 22/ 17
03/ 23/ 17
03/ 23/ 17
03/ 23/ 17
03/ 24/ 17
03/ 24/ 17
03/ 24/ 17
03/ 25/ 17
03/ 25/ 17
03/ 25/ 17
03/ 27/ 17
03/ 27/ 17
03/ 27/ 17
04/ 07/ 17
04/ 07/ 17
04/ 07/ 17
04/ 08/ 17
04/ 08/ 17
04/ 08/ 17

SENATE RES COW TTEE

NN AN NN AN AN NN

N I S VS S S S S S 0 0 0 S S S S S S S s S E vy S M SO MYV MV MV M MRV P S S e

L N N R W W W W W N R R N W W W N W W P L R R R i W W N N N N e P L R i W

-- MEETI NG CANCELED - -

RES AT 1: 00 PM BARNES 124

Heard & Hel d

M NUTE( RES)

RES AT 12: 00 AM BARNES 124

-- MEETI NG CANCELED - -

RES AT 1: 00 PM BARNES 124

<Bill Held Over from 3/11/17>

RES AT 3: 00 PM BARNES 124

-- Continued from 3/13/17 Meeting at
1: 00 PM - -

RES RPT CS(RES) NT 4DP 4DNP 1AM

DP: PARI SH, DRUMVOND, JOSEPHSON, TARR
DNP: TALERI CO BI RCH, RAUSCHER, JOHNSON
AM  WESTLAKE

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 9: 00 AM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 9: 00 AM HOUSE FI NANCE 519

-- Continued from3/21/17 at 1:30 PM --
FIN AT 1:30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 10: 00 AM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 30 PM HOUSE FI NANCE 519
Heard & Hel d

M NUTE( FI N)

FIN AT 1: 00 PM HOUSE FI NANCE 519
Moved CSHB 111(FIN) Qut of Conmmittee
M NUTE( FI N)

- 3- April 19, 2017



04/ 09/ 17 (H)
04/ 09/ 17 (H)
04/ 09/ 17 (H
04/ 09/ 17 (H)
04/ 09/ 17 (H
04/ 10/ 17 (H
04/ 11/ 17 (H)
04/ 11/ 17 (H)
04/ 12/ 17 (S)
04/ 12/ 17 (S)
04/ 13/ 17 (S)
04/ 13/ 17 (S)
04/ 14/ 17 (S)
04/ 14/ 17 (S)
04/ 14/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 15/ 17 (S)
04/ 17/ 17 (S)
04/ 17/ 17 (S)
04/ 17/ 17 (S)
04/ 17/ 17 (S)
04/ 17/ 17 (S)
04/ 17/ 17 (S)
04/ 18/ 17 (S)
04/ 18/ 17 (S)
04/ 18/ 17 (S)
04/ 19/ 17 (S)

W TNESS REGQ STER
ROGER MARKS, Legislative

Al aska State Legislature
Juneau, Al aska

SENATE RES COW TTEE

FIN RPT CS(FIN) NT 4DP 4DNP 2NR 1AM
DP: GARA, GQUITENBERG SEATON, FOSTER

DNP: W LSON, THOWPSON, PRU TT, TILTON

NR ORTl Z, GRENN

AM  KAWASAKI

MOVED TO BOTTOM OF CALENDAR
TRANSM TTED TO (S)

VERSI ON:  CSHB 111( FI N) (EFD FLD)
READ THE FIRST TIME - REFERRALS
RES, FIN

RES WAIVED PUBLIC HEARI NG NOTI CE, RULE

23

FIN WAIVED PUBLIC HEARI NG NOTI CE, RULE

23

RES AT 3: 00 PM BUTROVI CH 205
Heard & Held

M NUTE( RES)

RES AT 9: 00 AM SENATE FI NANCE 532
Heard & Held

M NUTE( RES)

FIN AT 9: 01 AM SENATE FI NANCE 532
<Pending Referral> Uniform Rule
Wi ved

FIN AT 2: 00 PM SENATE FI NANCE 532
<Pending Referral> Uniform Rule
Wi ved

RES AT 2: 00 PM SENATE FI NANCE 532
Heard & Held

M NUTE( RES)

RES AT 1: 00 PM BUTROVI CH 205
Heard & Held

M NUTE( RES)

RES AT 5: 00 PM BUTROVI CH 205
Heard & Held

M NUTE( RES)

RES AT 2: 00 PM BUTROVI CH 205
Heard & Held

M NUTE( RES)

RES AT 2: 00 PM BUTROVI CH 205

Consul t ant

23

23

- 4- April 19, 2017



PCOSI TI ON STATEMENT: Discussed | oss recovery: how it works under
SB 21, and how it would work under some possible nodifications
in CSHB 111( FI N) (EFD) ( FLD).

ACTI ON NARRATI VE

1: 58: 39 PM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Commttee neeting to order at 1:58 p.m Present at the call to
order were Senators von Imhof, Coghill, Hughes, and Chair
G essel . Senator Meyer arrived shortly thereafter

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

2:01: 28 PM

CHAIR JESSEL announced consideration of HB 111. [ CSHB
111(FIN) (efd)(fld) was before the committee.] It was heard for
the first time on April 14; then two hearings on April 15, two
hearings on April 17, and yesterday, April 18, the commttee
heard from the Departnment of Revenue and a legislative
consultant. Today they would hear from the other |egislative
consultant, M. Roger Marks, who would tal k about |oss recovery
and cost recovery and the different ways those play out in HB
111.

2:02: 08 PM

ROGER MARKS, Legislative Consultant, Alaska State Legislature,
Juneau, Al aska, testified that he was asked to discuss |oss
recovery, how it works under SB 21, and how it would work under
sone possi bl e nodifications.

2:02:49 PM
SENATOR W ELECHOWSEKI j oi ned the conmm tt ee.

2:03: 07 PM

MR. MARKS expl ained that the current tax system SB 21, is a net
tax systemwith a 35 percent rate. There is a floor on that net
tax equal to 4 percent of the gross revenue. H s exanples | ook
at North Slope non-GVR oil, but the |oss nechanisnms for GVR oi
are simlar, so there is not a lot to be gained by |ooking at
t hem separately.

The definition of |oss recovery (slide 3) is when 35 percent of

| oss value is used to reduce taxes in future years. So, if he
has $50 in income, $50 in gross revenue and $150 in costs, he
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has a $100-loss. At the tax rate of 35 percent, the value of
that loss is $35 in terms of being able to deduct it.

2:04: 37 PM

Slide 4 illustrates how | osses are recovered under SB 21. First,
there is a floor of zero on the production tax value (PTV),
which is the same as the net value less the upstream costs. A
loss is a cost (upstream "lease expenditure") that is not
deductible in calculating the PTV (because the PTV has a floor
of zero). If a conmpany's gross value is $20, and upstream | ease
expenditures are $25, it can only use $20 to get down to zero
PTV. So, $5 of that is a loss. Under SB 21 |osses are recovered
where 35 percent of the | osses becone a credit.

Three things can be done with a credit: it can be carried
forward to reduce taxes in future years, it can be sold to
anot her taxpayer (transferable credits), and that hasn't had an
active market since its inception in 2006, or if the taxpayer
qualifies to be cashed out by the state with limtations.

The | osses under SB 21 can bring the tax below the gross floor
to zero and any unused credits can be carried forward.

2:06:49 PM
Slide 5 illustrated how a loss is generated under SB 21 in Year
1 as foll ows:

ANS Price $30
Transportation Cost ($10)
G oss Val ue $20

Upstream Costs ($25)

PTV $0
Loss $5

Loss Carryforward Credit (LCFC)

35 percent of |oss $1.75
2:07:30 PM

CHAI R G ESSEL asked where royalty conmes into play.

MR. MARKS replied that basically one has royalty barrels and
non-royalty or taxable barrels. Here he is talking about the
taxable barrels. So, in the case of a 1/8 royalty contract, if a
conpany produces eight barrels, it will wite a check for 12.5
percent of the value of one barrel, and then the seven barrels
are subject to the exercise on slide 5. The upstream costs are
the costs associated with producing both royalty and non-royalty
barrel s.
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CHAIR G ESSEL asked how long it takes for a conpany to ask for
royalty relief.

MR. MARKS answered it takes a lot of tinme and effort and
involves reviewing of a lot of material. O the conpanies that
have gotten royalty relief, he wasn't famliar wth the
timeframe invol ved.

2:09: 08 PM
Slide 6 illustrated how a loss is generated under SB 21 in Year
2 as follows:

ANS Price $55

Transportation Cost ($10)

G oss Val ue $45

Upst ream Costs ($25)

PTV $20

Tax before LCFC $7

LCFC ($1. 75)

Tax before p/bbl credit $5.25
Per barrel credit ($3.45)

Tax $1.80

Gross nini mum $1. 80

2:11:16 PM

He was asked to anal yze the nodifications (slide 7).

1. Instead of converting the loss to a credit at 35 percent the
loss itself is carried forward and deducted along with the other
| ease expenditures:

-no | onger refundabl e

-no longer transferable: I|osses stay with the conpany that
earned it

He said there is no mathematical difference between giving a
credit of 35 percent of the loss or deducting the gross anpunt
of the loss and subjecting it to a 35 percent tax rate. That
woul d be illustrated in the next slides.

2. The floor is hardened: can't use losses to bring below the
gross mnimum Unused | osses can, with sonme exceptions, still be
carried forward just as in the current SB 21.

2:13: 09 PM
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Slide 8 illustrated how under these nodifications a |loss could
be generated using the sanme assunptions under SB 21 (a few
sl i des back).

CGenerating a Loss: Year 1

ANS Price $30

Transportati on Cost ($10)

G oss Val ue $20

Upst ream Costs ($25)

PTV $0

Loss $5

Loss of $5 (instead of converting this loss to a credit at a 35
percent rate), is carried forward to the next year.

2:13:49 PM
Slide 9 illustrates how the tax 1is calculated wusing this
nodi fi cation Year 2: Carrying the Loss Forward @ $55 Price

ANS Price $55

Transportati on Cost ($10)

G oss Val ue $45

Upstream Costs ($25)

PTV $20 (Under the current reginme, since the loss that was
carried forward had al ready been subjected to a 35 percent rate,
he cal cul ated the 35 percent tax and then deducted credit.)

Loss carried forward ($5)

Tax base $15

Tax before per barrel credit of $5.25

Per barrel credit (only $3.45 of the $8 credit can be used
bringing the Tax to $1.80 (equal to the gross mninmumfloor wth
a 45 percent gross.)

MR. MARKS explained with GYR o0il, a conpany can use the per
barrel credit to bring its tax below the gross floor, but that
doesn't affect the loss recovery nmechanism That's what happens
at a price of $55, and since the loss carried forward credits
don’t bring the tax below the gross floor, the answer is the
sane under SB 21 and these nodifications.

2:15: 58 PM

CHAI R G ESSEL commented that he was basically taking slide 6 and
conparing it to slide 9 and saying the result is the sane.
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MR. MARKS answered yes, adding that the reason one gets the sane
result is because there are tw different ways of nonetizing a
$5 loss under the nodifications.

CHAIR G ESSEL commented that neither one of those brings the
| oss below the 4 percent mninumtax floor.

2:17:16 PM
MR. MARKS agreed, and said he would show what happens at | ower
prices.

SENATOR VON | MHOF asked what his npodels showed at oil prices of
$60, $65, and $70.

MR. MARKS replied they show the sanme result.

2:18: 44 PM
Slide 10 illustrated SB 21 Year 2: using the Loss Credit at a
price of $40:

ANS Price $40
Transportati on Cost ($10)
G oss Val ue $30

Upst ream Costs ($25)

PTV $5

Tax before LCFC $1.75
LCFC ($1. 75)

Tax before p/bbl credit $0.00
Per barrel credit ($0.00)
Tax $0

Gross m ni mum $1. 20

Under SB 21 a conpany can use its loss credits to bring the tax
bel ow t he gross, which is what happened in this exanple.

2:20: 52 PM
Slide 11 illustrated what would happen at $40 using the two
nodi fications in Year 2:

ANS Price $40

Transportati on Cost ($10)

G oss Val ue $30

Upstream Costs ($25)

PTV $5

Loss of $5 carried forward ($1.57) (He explained that under this
nodi fication you can't bring your taxes below the gross floor,
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so he "back calculated" the loss carried forward to get to the
gross floor. That is $1.57.)

Tax base $3.43 (subjected to a 35 percent tax rate)

Tax before p/bbl credit $1.20

Per barrel credit ($0.00)

Tax $1.20

Gross m ni num $1. 20

He explained that the LCFC could not bring tax below the gross
m ni num tax, because it increases under the proposal from $0 to
the gross m ni num

2:23: 38 PM

CHAIR G ESSEL asked if the exanple on slide 11 had the choice of
using the loss carry forwards in total or naximzing them and
foregoing the per barrel credit.

MR. MARKS answered that according to a departnment advisory
bulletin, SB 21 addresses the order in which the credits can be
used, and loss credits are used first. Then the per barrel
credit is used. If the proposed nechanism used the sane order,
there wouldn't be a choice. Right now, one can't use the per-
barrel credit to bring tax below the floor, and if one can't use
either the loss or the per-barrel credit to bring tax below the
floor, he didn't think it would make a difference which order
was used, because at the end of the day the tax would be $1.20.

CHAIR G ESSEL added that would be because in this concept the
fl oor is hardened.

MR. MARKS replied, "exactly."

2:25:49 PM

He pointed out under the current SB 21, for the GVR oil, one
could use the specific per barrel credit for that oil to bring
the tax all the way down to zero. Economcally, that is a "very
i mportant provision" given the challenges that GVR oil faces
Under the proposal, a floor is articulated on how far one can
carry losses, but not on a per-barrel credit, and the order in
whi ch those are used may matter. That shoul d be consi dered.

CHAIR G ESSEL asked if the loss carry-forward could be carried
f orward

MR. MARKS responded if a conpany generates a loss - slide 8

generates a $5 loss - any loss you can't use in one year, you
can carry forward to subsequent years.
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2:28: 05 PM

CHAIR G ESSEL said on Saturday, M. Mrks presented slides about
a conpetitiveness boundary bet ween di fferent t axi ng
jurisdictions for oil. She asked what factors he wused to
establish it. Was it solely this numeric calculation in the tax
policies?

MR. MARKS replied that question has a lot of aspects. On
Saturday, he "sort of scratched the surface” on the logic he
used, and asked if she nmeant for him to discuss the role and
[imtations of using "governnent take."

CHAIR G ESSEL answered yes. She wanted to know how the
nodi fications discussed in this hearing would change Al aska in
terms of conpetitiveness.

MR. MARKS asked if he should talk a little bit about the roles
of using governnent take and conpetition in establishing a
fiscal system

CHAI R G ESSEL answer ed yes.

2:30:45 PM

MR. MARKS said if a person exam nes anything, he circles it and
looks at it from a lot of different angles: cash flow to the
state, cash flow to taxpayer, efficiency of operations, timng
of revenue, cost recovery, how risk/reward balance is shared

for instance.

A very inportant aspect of that examnation is how Al aska's tax
system conpares to other jurisdictions. Stepping back further,
he said in 1959, the state got statehood and in 1962 the state
was trying to figure out how to develop the North Slope. It
could have started its own state-owned oil conpany, but people
decided to bring the experience, the expertise, and the
resources of the international oil community to Alaska to dril
on the North Slope. That's the point at which devel opnent on the
North Sl ope becane subject to the forces of conpetition, and
over the years those forces have intensified. The Soviet Union
broke up in 1989, and that opened a |lot of resources that were
closed before, and world-wide conpetition becanme nuch nore
i ntense. Technol ogy has increased, as well, and oil is found in
nore places further intensifying the conpetition. There 1is
capital to develop these resources, but capital is very fluid.
It is also finite, and so it will go where it gets the best
deal .
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What is nmeant by fair share? M. Marks said over the last 35
years. he has thought that a big part of fair share is being
able to get a simlar anount of noney to what other simlar
pl aces get, just because of the forces of conpetition. So, any
fiscal evaluation requires a systematic examnation of the
conpetition, and governnment take is a tool to do that. Wile it
is inperfect, it is used by many econoni sts.

MR. MARKS said net present value (NPV) is a primary metric that
conpani es use in picking out where they want to invest. A |arger
field with a low rate of return can be nuch nore useful in
making a conpany grow than a small field with a high rate of
return. The difference in value is two things: noney and timng
of how it flows, and governnent take is a big part of the noney
side of that equation.

Usi ng governnent take requires sone judgenent, and one el enent
of that judgenent is what peer group an analyst is going to use.
On Saturday, he tal ked about how he devel oped his peer group in
terms of their simlarities, but he didn't talk about countries
that were not in that peer group and why, but maybe it would be
useful to tal k about them now.

2:35:53 PM

MR. MARKS said he could think of four jurisdictions as perfect
exanpl es of what he didn't include. Ireland is one; it conmes out
with the |owest governnent take in the world, but the industry
joke is that it has no oil. Kazakhstan and Azerbaijan have
spectacul ar resources at |low cost, but they have very high
governnment take, because they can conmmand it (their resources
are so good, and their costs to develop are so low). Iraq has
hi gh governnment take, but they have devel opnment contracts called
technical service contracts. These cane into play in Iran after
the Iran/lrag war when a lot of fields were damaged, and Iraq

wanted them repaired. Iraq instituted the technical service
contracts, under which if a conpany gets a field up and running,
it gets reinbursed dollar for dollar. Al its costs get

rei nbursed, including many costs that have a profit conponent,
and then it gets a fixed anount of dollars per barrel for every
barrel that gets produced. BP bid a lot of these for $1/barrel
They don't have to pay any royalties or production tax; maybe
some corporate incone tax. The rate of return on getting
rei mbursed right away, plus $1 dollar, is infinity.

Caelus, for exanple, has this world class discovery on the
western North Slope, and what if for sone reason they walked
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away from that and the state wanted it devel oped. So, the state
says we're going to develop in the follow ng way: we're going to
rei mourse every dollar you put into it, plus $1/barrel. That
woul d be high government take, but conpanies would be lining up
around the block to get into that field. The bottom line is it
woul d not be appropriate to have those jurisdictions in the peer
group. That is what he neans by "judgenent.”

2:39:17 PM

MR. MARKS said in 2013, three economsts were working for the
adm nistration on ACES; all three of them separately |ooked at
government take and found that sonething was "very very wong."
Simlar groups were getting sonmewhere around 60-65 percent and
SB 21 was crafted to cone in around that at higher prices. The
| ast DOR Sources Book two years after the ACES regi ne when SB 21
was in effect indicates production was up by 50-60,000 barrels.
Everyone knew the oil was there, but conpanies were not
devel oping it, because under ACES, there was no upside potenti al
(which was reflected in the governnent take). So, wunder high
prices conmparing ACES to SB 21 with 50-60,000 nore barrels, the
state is getting nore noney under SB 21. The effect it had focus
was changi ng the governnment take.

In the exercise of looking for a peer group, M. Mirks said he
| ooked at how a country was established and took an average of
governnent take at $40-100/barrel. He added that although using
gover nient take is an inperfect t ool , nost econom sts
acknowl edge that it is a very useful tool with which to |ook at
conpetition.

2:42:30 PM

SENATOR HUGHES asked if Al aska noves from a credit system where
the loss is subtracted from the tax to a deduction system
subtracting it from the production tax value, and wants to keep
the conpetitive boundary in mnd, what he would advise them to
do.

MR. MARKS replied that he had not nodel ed these nodifications by
t hensel ves, so that could be a request through Legislative
Budget and Audit (LB&A). It would be a sinple exercise and would
not take | ong.

CHAI R G ESSEL asked if she shoul d request that.

SENATOR HUGHES answer ed yes.
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SENATOR VON | MHOF said yesterday another presenter tal ked about
using the per-barrel credits and the NOLs together where the NCL
would go as far as they could and then the per barrel credits
woul d kick in. That means the state could get nore of the NOLs
forwarded to subsequent years. She asked Chair Gessel if she
woul d al so request that M. Marks conpare that with what he is
presented here over a two or three-year period using a couple
different price points.

MR. MARKS answered he woul d be happy to do that.

CHAIR A ESSEL said she would meke that request, and asked if
that is what slide 11 did.

MR. MARKS responded the question is probably about how the per-
barrel credit would interact with the m ni mum fl oor.

CHAIR G ESSEL said that Senator von Inhof's question was what
happens with the NOLs if only part of them ($1.57 of the $5) is
being used, and rolling the remainder forward in year 3 when
maybe the Al aska North Sl ope crude price has gone up

2:46: 43 PM

MR MARKS remnded the conmttee that these [|osses were
generally at $30. The losses for GVR oil would be generated at
hi gher prices. Utinmately, generating a |oss, unless prices stay
really low for a long tine and then recover, the issue is timng
and finding a net present value (NPV). So, the question is how
firmto make the floor, and the policy question then becones if
the floor is "sacred" or not. If one wants to keep the floor
perforated, or elimnate it, it's inportant to understand those
are policy calls.

CHAIR G ESSEL said that was a good point that LCF would not be
an issue at higher prices in non-GY/R scenarios, because
conpani es woul d reduce their costs to no longer be at a loss. It
woul d be interesting to consider that under the GVR scenario, as
wel | .

MR MARKS reninded the committee that GVR oil has the $5/barre
credit provision to bring tax down to zero. In his judgenent,

given the challenges of GVR oil, that is a useful feature of SB
21.
2:51:02 PM

SENATOR VON | MHOF said the challenge |egislators have is ending
the state purchasing program for these cash certificates, but it
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has a large anount of cashable credits in Ilinbo, and the
guestions is what to do with those while nodeling what the
future may look like with newy generated NOLs. Does it nake
sense to "rev-up this third-party taxpayer narket," and can he
create that wthin his nodel ?

MR. MARKS divided that up into two questions: what to do about
the $1 billion in unpaid credits and how to use the market of
t axpayers being able to sell their credits. The reasons the
transferable credit nmarket never took off are twofold: one from
the seller and one from the buyer. I|If the seller had $100 tax
credit, the way it would work is soneone would buy that credit
and then they could use it to take $100 off their taxes. The
problemis that it nade no sense to pay face value for that, so
the buyers were lowballing the holders of the credits. That is
why the refundable program was put in place in 2007, where the
state started buying credits at 100 cents on the dollar. So, one
of the problens with transferable credits is that buyers don't
get face value for them

On the buyers' side, the reason the nmarket never took off is
those credits had a lot of l[imtations on what could be done
with them what year they could be used, or how nuch could be
used, for instance.

What to do with the $1 billion cashable credit balance? G ven
the state's cash flow situation, that is a big problem M.
Marks said one way would be pay it out very slowy over tineg,
al though that obviously has a net present value inpact. But if
the state were to wite a check for $1 billion right now for
those, it would nmake the budget debate even nore difficult.

2:55: 47 PM
SENATOR MEYER said the reason legislators went to SB 21 was to
come up with a tax system that had four pillars: it's fair,

sinple, durable, and creates nore production. He wasn't sure it
was all that sinple, but the proposed changes in HB 111 m ght
make it even nore conplex. He asked if M. WMirks had any
suggestions on what could be done to it to neet those four goals
whi | e naki ng Al aska conpetitive.

MR. MARKS replied that a lot of things need to be balanced in
establishing a tax system and governnent take is not the bottom
line. Conpetitiveness is another dinension, and SB 21 is
conpetitive. If the issue is the gross mninmm and whether the
state should be getting revenue no nmatter what, it is already
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getting the royalty no nmatter what. That royalty is based on
gross, at high prices, which affects owners of expensive assets.

But the state has the budget to look at, as well, and another
di mension is the question of if fiscal stability is changing the
system Since prices have dropped, sone jurisdictions have
nodi fied their systens. Alberta has a very conplicated royalty
system (they don't have production taxes), and it gets changed
frequently as prices go up and down. It is a fairly progressive
system 1In general, conpanies expect tax changes maybe every 10
years, but changing it a lot creates instability. He recalled
advising five different governors on the gas line that the first
thing they should do is get a constitutional anmendnent for
fiscal stability, because no one is going to spend $50 billion

and then once the asset is in place, have sonething |ike ACES
happen to it where all the value the state thought it would get
was taken away.

He said, "Sonetinmes there is a price to pay for not changing
taxes, but sonetines there's a price to pay for changing them
and there's sone value in just letting something, albeit
inmperfect, just dissipate for a while rather than constantly
nodi fying it."

SENATOR MEYER said SB 21 neets three of the goals, but asked if
there is a way to nake the tax structure sinpler, the one thing
it isn't.

MR. MARKS answered that he needed to think about that for a
whil e before issuing a judgenent.

SENATOR MEYER suggested he send an email to the chairman who
woul d distribute it.

CHAIR G ESSEL said she still has the four pillars from SB 21,
and the bullet point of "fair" stated "fair to Al aska" and the
"sinple" pillar tal ked about "being bal anced."

3:03:01 PM

SENATOR COGHI LL thanked M. WMarks for "being willing to go
anot her round with us" on making sure value is brought out of
this field. He said that the credit system under SB 21 can't be
mai nt ai ned, but legislators also want to retain some value for
those on the North Slope who have already nmade sonme huge
commtnments, whether it's a march down in their credits or a
recognition of investnent value. Yesterday, one of their
consultants said price sensitivity will continue to distort that
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val ue, because Al aska goes in and out of a gross and net system
on a regular basis. The idea was to retain the value of the NOLs
into the future, but some of the nechanisns in SB 21 nake that
conplicated, and throwing cash into the budget only to get
vetoed by the Governor is not a good systemc way to nove
forward

He said one of the ways the system returns value for investnent
is by wusing a variable per-barrel credit that 1is price
sensitive, and asked if M. Mrks had thought through a way to
get that based on a principal rather than a price.

MR. MARKS asked if he was referring to the sliding-scale, per-
barrel credit.

SENATOR COGHI LL answered yes. He is trying to get a clearer
picture of how to keep the value for those who have invested as
the state "marches down" its cash investnent.

MR MARKS said he didn't wunderstand his question, but the
sliding-scale, per-barrel credit was the way to offset the high
royalties at low prices. As the price goes up and royalty
beconmes less of an issue, the credit goes down. One of the
i nperfections of the sliding-scale credit is that it is dollar-

based rather than being a percentage of sonething. "Having
something fixed in the code that is a set per-dollar anount
eventually will stop doing what you want it to do for one reason

or anot her."

SENATOR COGHI LL commented that it seens like they are trying to

not pay sone of these credits, but still let people retain value
for investnent, and the current conplex system has so nany
noving pieces to it that he is still trying to understand it. He

was probably asking his question "in-artfully,"” and decided to
wthdraw it.

MR. MARKS replied the he would be delighted to discuss this with
hi many tine.

CHAIR G ESSEL remarked that can happen by going through the
Legi sl ative Budget and Audit Committee (LB&A).

CHAI R G ESSEL t hanked M. Marks for his presentation and said as
the state faces this fiscal challenge and as she thought about
the tax structure over the last three years, she convened the
Tax Credit Wrking Goup wth senators from Resources and
Finance Commttees, Native corporations, industry, and | abor.
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They began to "westle with" the credit system focusing on Cook
Inlet at that tinme, because that was where nost of the cashable
credits were going.

She divided this topic into three buckets: the $700 mllion in
cashable credits that are now worthless, and that the Senate
seriously wants to solve, what to do going forward in terns of
accruing nore debt in these cashable credits, and reviewing SB
21 (the Senate believes it is working).

She said now they have found that because of this incredibly
conpl ex system and the way the credits work, the floor isn't
hard, so that nmust be dealt with. However, changing one el enent
affects other elenents, so it is a challenge.

CHAIR G ESSEL said she would forward the questions generated
today through the LB&A process to M. Mirks and M. Ruggiero,
| egi sl ative consultants.

3:14: 31 PM

CHAIR G ESSEL adjourned the Senate Resources Committee neeting
at 3:14 p.m
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