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PREVI QUS COW TTEE ACTI ON
Bl LL: HB3001

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

04/ 18/ 12 (H READ THE FIRST TIME - REFERRALS
04/ 18/ 12 (H) RES, FIN
04/ 20/ 12 (H RES AT 1:00 PM HOUSE FI NANCE 519

W TNESS REG STER

BRYAN BUTCHER, Comm ssi oner

Depart ment of Revenue (DOR)

Juneau, Al aska

PCSI TI ON  STATEMENT: Provided a Power Point presentation
entitled, "HB 3001 Overview' dated 4/20/12.

BRUCE TANGEMAN, Deputy Comm ssi oner

O fice of the Conm ssioner

Depart nent of Revenue (DOR)

Juneau, Al aska

POSI TI ON STATEMENT: Participated in the PowerPoint presentation
entitled, "HB 3001 Overview' dated 4/20/12.

ACTI ON NARRATI VE
1: 06: 08 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:06 p.m Represent ati ves Fei ge,
Herron, Gardner, Dick, Mmnoz, Foster, P. WIlson, and Seaton were
present at the call to order. Representati ve Kawasaki arrived
as the neeting was in progress. In attendance from the House
Speci al Commttee on Energy were Representatives Pruitt,
Saddl er, Petersen, Lynn, Foster, and Tuck (via tel econference).
Also in attendance were Representatives Doogan and T. W] son,
and Senator G essel.

HB3001- O L AND GAS PRCODUCTI ON TAX

1: 06: 58 PM

CO CHAI R FEI GE announced that the only order of business would
be HOUSE BILL NO 3001, "An Act relating to adjustnents to oil
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and gas production tax values based on a percentage of gross
value at the point of production for oil and gas produced from
| eases or properties north of 68 degrees North |atitude;
relating to nonthly installnent paynments of the oil and gas
production tax; relating to the determnations of oil and gas
production tax values; relating to oil and gas production tax
credits including qualified capital credits for exploration,
devel opnment, or production; mking conform ng anendnents; and
providing for an effective date."

1: 07: 32 PM

BRYAN BUTCHER, Conmi ssioner, Departnent of Revenue (DOR), began
his presentation by stating the goals of HB 3001: i ncentivize
production on the North Slope both within and outside existing
units; generate additional jobs and activity for the Al aska
econony; build on work already wundertaken in |egislative
committees during the regular session; nmamintain the existing
structure of Alaska's Clear and Equitable Share (ACES) wth
slight nodifications to avoid major changes in tax structure;
and maintain alignment of working interest owners by not tying
incentives to individual conpanies. He explained the | ast
provision dealt with a situation that arose wth previously
proposed |egislation whereas sonme conpanies received tax
reductions, and sonme received tax increases. The five main
provi sions of HB 3001 are: 30 percent gross revenue exclusion
for calculating a base tax and progressive tax for qualifying
new North Slope fields; 40 percent gross revenue exclusion for
calculating progressive tax for existing, currently producing
North Slope fields; reduce the cap on the maxi mum tax rate from
75 percent to 60 percent; extend 40 percent well |ease
expenditure credit to North Slope - currently the North Slope
has a 20 percent credit and the rest of the state south of 68
degrees north latitude has a 40 percent credit; and allow
capital credits to be redeemed in the year they are earned
because the present schedule is difficult for the cash flow of
smal | er conpanies, and is difficult to adm nister.

1:12: 13 PM

COWM SSI ONER BUTCHER said the governor used a hybrid approach
and intended for the bill to utilize proposals that had been
previously discussed, such as the gross revenue exclusion
introduced in the Senate Finance Conmttee as a way to
i ncentivize production. Furthernore, the production tax cap of
60 percent was introduced by the Senate Resources Comrittee as a
way to |limt state take at high oil prices. In addition, the
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gross revenue exclusion structure for new fields was applied to
existing fields and taken to a material level simlar to that of
HB 110, which was supported by oil and gas conpanies.
Conmi ssi oner Butcher noted the Alaska Ol and Gas Association
(AC®) indicated HB 3001 is neaningful tax reform that would
change investnent in Alaska. The last provision is an expansion
of the well |ease expenditure credit introduced and enacted in
2010 through the Cook Inlet Recovery Act.

1:14: 31 PM

REPRESENTATI VE HERRON asked how percentages for the exclusions
rates, and credits were detern ned.

COWMM SSI ONER BUTCHER expl ained that DOR agreed with the Senate
Finance Conmmttee on the 30 percent gross revenue exclusion for

new fields. However, the percentage for calculating the
progressive tax was considered along with other percentages. He
restated that the governor sees the bill as a hybrid, bringing

together concepts and inspiring discussion of nmany different
approaches, such as a nore gradual progressivity curve, noving
the "trigger" dollar anmount, changes to the base tax rate, and
ot hers. The bill wll show one of nmny ways to get to
meani ngf ul change.

1:17: 02 PM

REPRESENTATI VE GARDNER clarified that the 30 percent gross
revenue exclusion on new oil fields is for 10 years, and then
rolls over to the proposed 40 percent gross revenue exclusion
for existing fields for an unlimted anmount of tine.

COWM SSI ONER BUTCHER said correct, and he pointed out that the

30 percent would reduce the face tax and progressive tax for
new fi el ds.

REPRESENTATI VE GARDNER requested that the responses from DOR to
guestions raised by the Senate also be provided to nenbers of
House commi tt ees.

COW SSI ONER BUTCHER agr eed.

CO CHAI R SEATON asked for an explanation of the goal which read:

To maintain alignment of working interest owners by
not tying incentives to individual conpanies

HOUSE RES COW TTEE -4- April 20, 2012



COWMWM SSI ONER BUTCHER said the intent was to take an approach
that would not lead to tax increases for some conpanies and tax
decreases for others.

CO CHAI R SEATON questioned whether allowing an equal tax break
for conpanies - if they invest or not - would defeat the purpose
of an incentive to production.

COWM SSI ONER BUTCHER opined incentivizing production may be
DOR s goal, however, the departnment did not want to nake changes
detrinmental to sone conpanies. He recalled testinony that a
consequence of the legislation proposed by the Senate may cause
a tax increase at current prices.

1:20: 02 PM

CO CHAI R SEATON encour aged Comm ssioner Butcher to reinvestigate
this question. He then called attention to the provision which
read:

Extends 40 percent well |ease expenditure credit to
North Sl ope

COWM SSI ONER BUTCHER, in response to Co-Chair Seaton, said the
wel | | ease expenditure credits include capital expenditures, and
replace the 20 percent credits currently applicable on the North
Sl ope.

CO CHAIR SEATON expressed his belief that as the bill is
witten, 20 percent is not replaced by 40 percent, but adds 40
percent to 20 percent.

COW SS| ONER BUTCHER said, " ... we'll flesh that out."

REPRESENTATI VE KAWASAKI opined the key provisions in HB 3001 are
a hodgepodge of provisions from HB 110, which passed the House
but not the Senate, and from SB 192, which did not pass the
Senat e. He encouraged Comm ssioner Butcher to explain how each
of the provisions taken from HB 110 and SB 192, and now i ncl uded
in HB 3001, will advance the state to its goals of incentivizing
new production, filling [the Trans-Al aska Pipeline System
(TAPS)], and getting nore capital devel opnent.

COWM SSI ONER BUTCHER advi sed the presentation would begin wth

the general concepts of the bill, and then go into nore depth
using a sectional analysis. The governor's intent was to begin
with a blend of structures that have support. For exanpl e,
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other jurisdictions with a progressivity system use brackets,
but because using brackets was not supported by the Senate, HB
3001 wuses another way "to get to what we thought was
meani ngful . "

REPRESENTATI VE KAWASAKI heard testinony that progressivity and

brackets were necessary in any oil bill for it to be considered
meani ngf ul . He asked whether there is a way to get an
accept abl e nmeani ngful bill wthout those provisions.

COWM SSI ONER BUTCHER said the admi nistration believes it can be
done. For clarity, graphs wll be presented which conpare
proj ected tax revenue under ACES, HB 110, and HB 3001.

1: 24: 27 PM

REPRESENTATI VE PETERSEN observed that the proposed changes to
the tax system are based on the premse that ACES is not
wor ki ng. He asked whether audits covering the tine period ACES
has been in effect - the last five or six years - are conplete
and avail able for review

COWM SSI ONER BUTCHER said DOR has taken many years to adjust to
the changes to the regulations brought by ACES, as well as to

the switch from a gross to a net tax. Currently, DOR is
conprehensively auditing the first year of ACES - 2008. He said
conpletion of the audits wll speed up now and that the
department is well wthin its statutory deadlines. However,
results of the audits are confidential and will not play a role

in this debate.

REPRESENTATI VE GARDNER recalled HB 110 proposed reducing the
time limt. She asked what the tinme limt would be, had HB 110

passed, and whether DOR would still be within the limt.

COWM SSI ONER BUTCHER said yes. Al though HB 110 proposed
reducing the tinme limt to four years, the current tinme limt is
Si X years. He further explained that after each regulation is

witten and inplenmented by the departnent, the conpani es have an
opportunity to submt a new tax return specific to the
regul ation, and the tinme limt begins anew. In nost, if not all
cases, DOR has received the revisions for 2008-2009, thus has
remai ned under the statutory limt.

1: 27: 57 PM
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BRUCE TANGEMAN, Deputy Conm ssioner, Ofice of the Comm ssioner,

DOR, presented slide 5 entitled, "How the Goss Revenue
Excl usion Wrks" which is the incone statenent format from the
Tax Division Revenue Sources Book, wth sone additions. He

observed that there has been nuch discussion centered on
different nethods of taxes, and on DOR s regulations and audits;
however, the bill basically mkes one calculation change for
existing fields and two cal cul ati on changes for new fields. He
war ned agai nst "throwing out ACES, starting over, [ and]
recreating the wheel." The state is often unfairly taken to
task for personnel shortages that cause the division to fall
behind the pace set by industry. But now, since the state has
been under one tax structure for five years, the division can
keep up with industry, therefore, it is very inportant to work
within the existing system M. Tangenman said the state tax
di vision understands the current tax system as well or better
than private industry, and is now on equal footing wth
i ndustry.

MR. TANGEMAN returned to slide 5 and said cells D and E are the
ACES and HB 3001 structures, which show how they cal cul ate down
through the incone statenent. The only change wunder this
| egislation for existing production is found on cell E, line 24.
Everything up to that point and calculating the gross point of
production and the production tax value (PTV) remains the sane
as under ACES. Under HB 3001, the calculation of the base tax
is taken from cells D and E, line 20, and then the production
tax percentage is calculated off of that. The change is shown
in cell E line 24 which is a 40 percent reduction to the gross
val ue at the point of production shown in cell E I|ine 12. So,
the state is taking 40 percent of approximately $17.4 billion
and that anmount is a reduction in cell E 1line 24 and which is
then subtracted fromthe PTV in cell E line 20 resulting in a
new adj usted production tax value shown in cell E I|ine 25. M.
Tangeman pointed out that the progressive tax rate was already
calculated on the full PTV, so the 16.7 percent progressive tax
rate is applied to the new adjusted production tax val ue. The
result is shown in the difference between the anpbunt shown in
cell D line 26, of approximately $2 billion calculated under
ACES, and the amount shown in cell E, |ine 26, of approximtely
$900 million cal cul ated under HB 3001. Cells D and E, |ine 27
add the base tax and the progressive tax rate: the difference
between the total taxes before credits is approximately $1.1

billion; the difference after credits is approximately $1.4
billion.
1:33:34 PM
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REPRESENTATI VE = KAWASAKI asked whet her t he G oss Revenue
Exclusion in cell E, line 24 is conparable to a standard i ncone
t ax deducti on.

MR TANGEMAN described the difference as a tax reducti on.

REPRESENTATI VE KAWASAKI asked for the origin of the 40 percent
reduction and how that reduction will lead to nore production
and j obs.

COWM SSI ONER BUTCHER explained DOR worked wth the governor
| ooking at different tax rate nodels - with absolute profit and

with percentages of profit - to determ ne what would be viewed
by the industry as material and simlar to HB 110. The deci sion
was nade at 40 percent in the belief that conpanies wll see
this as a material change, and that will lead to nore investnent

and producti on.

REPRESENTATI VE KAWASAKI asked whether the departnent found that
a savings of $1.5 billion was neani ngful, and then deducted that
anount fromthe G oss Revenue Excl usion.

COWM SSI ONER BUTCHER said the decision was nade by | ooking at
the percentages through the effective tax curve, the absolute
profit, and the percentages of profit. The reduction in HB 3001
is less than that proposed by HB 110, but is not radically |ess.
He cautioned that a tax savings radically less would not
increase the Ilikelihood that conpanies would change their view

of Alaska in terns of investnment. |In fact, there is no "perfect
percent,"” but this is a general area to work fromthat wll be
viewed as neaningful. In further response to Representative

Kawasaki, he said the term material or neaningful refers to a
tax reduction that reflects looking at the tax rate, the dollar
anount, the percentage change between the governnent and the
conpani es, and ot her things.

1: 37:59 PM

REPRESENTATI VE SADDLER returned attention to slide 5, and asked
M. Tangeman to review the calculations found in cell E, lines
12-16.

MR. TANGEMAN responded that 40 percent of $17.4 billion is the
excl usi on amount which is deducted fromthe PTV of $12.4 billion
shown in cell E, line 20.
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COWM SSI ONER BUTCHER pointed out 100 percent of production is
taxed at the 25 percent base rate; 60 percent of the reduction
is taxed at the progressivity level; and 40 percent is held
harm ess fromthe progressivity |evel.

REPRESENTATI VE GARDNER recalled the Senate suggested - for
sinplicity - that progressivity could be kept the same, and the
state could take out 40 percent of the profits with the sane
result. She inferred DOR s nethod adds a | ayer of conplexity to
the tax system for the legislature and the industry to
under st and.

CO- CHAIR FEI GE noted the state could get rid of progressivity.

COWM SSI ONER BUTCHER agreed that the change could be nade in
different ways, but this nethod is "a fairly mnor tweak to us."

MR. TANGEMAN conmented that the bulk of the conplexity within
the ACES structure is taking place "above the PTV value." The
change being discussed is below the PTV calculation and is a tax
capitalization change that has "mnimal to no effect on us
internally - and the private sector - in trying to figure out
the differences here ...."

CO- CHAIR  SEATON asked whet her t he Deducti bl e Capita
Expenditures found in cells D and E, line 16 are the aggregate
deducti bl e expenditures estinmated across the North Slope and all
existing fields for 2013.

MR. TANGEMAN said that estimate cones from the Fiscal Year 2013
(FY 13) Production Tax Estimate found in the Revenue Sources
Book, page 104. These are allowable |ease expenditure
deductions; however, other expenditures that conpanies nake -
that are not deductible - are not reflected in this estimate.

CO CHAI R SEATON requested that DOR provide nodels on conpanies
that are investing and those that are not investing.

COWM SSI ONER BUTCHER agr eed. He further explained that the
Senate bill was anmended to attach progressivity to gross
profits. This neant that a conpany working on a high-cost field
trying to develop viscous or heavy oil was penalized because
progressivity followed gross; however, a conpany "in harvest
node, " saw benefits. This provision was seen as a tax increase
by industry, and HB 3001 seeks to not penalize conpanies that
have hi gher costs.
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1:44: 41 PM

COCHAIR FEIGE clarified that HB 3001 is configured so that the
nore expensive it is to run a field, and the nore investnent
that is nmade, the lower the percentage of total revenue is paid
in taxes. This is the advantage of naking investnents.

COWMM SSI ONER BUTCHER said correct. Currently ACES is "all net™
rather than having the progressivity piece being strictly gross,
and not havi ng conpani es able to deduct their expenses.

CO CHAI R SEATON rem nded the conmittee it has not anal yzed gross
progressivity. He said he was interested in the incentives that
are built into the structure of HB 3001 for conpanies that are
in harvest node, that are in expansion node, that are investing
overseas, and that are investing in Al aska. Merely reducing 40
per cent of gross from progressivity does not make any

discrimnation between conpanies engaged in the various
af orenenti oned pursuits, and he wurged DOR to show what the
gover nor and the admnistration believe wll i ncentivize

conpanies to invest in Al aska. Specifically, how HB 3001 wll
incentivize investnent in Al aska instead of Russi a.

COWM SSI ONER BUTCHER acknowl edged the information presented so
far was nore applicable to a previous neeting.

REPRESENTATI VE HERRON asked whether G oss Revenue Exclusion
coul d be called adjusted gross revenue.

COWM SSI ONER BUTCHER i ndi cat ed yes. He explained DOR took the
sane | anguage used by the Senate Finance Committee. Slide 6
entitled, "Effective production tax rates" was a graph show ng
the tax rate for ACES is substantially higher than those

proposed by HB 110 and HB 3001. House Bill 3001 is a
substantial reduction from current law, and a small increase
from HB 110. The differences between the rates paid for HB 110
and the current bill occur nostly when the price of oil is
between $90 and $160 per barrel. At |ow prices, and extrenely
high prices, the difference is slight. He said he believed the
conpanies wll see the reduction of taxes in HB 3001 as

meani ngf ul because the increase from proposed HB 110 is
couple hundred mllion dollars.™

a

1: 49: 38 PM
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REPRESENTATI VE GARDNER surmised that the production tax rate
shown for ACES on slide 6 assunes conpanies did not reinvest at
all to bring down the progressivity rate and | ower their taxes.

COWMM SSI ONER BUTCHER expl ai ned that the chart indicates what tax
rates a conpany would pay, although if there were a lot of
i nvestnment a conpany would benefit sonme from that. Utinmtely,
the exceedingly high ACES tax rate itself is a deterrent to
investnment in Al aska. Slide 7 entitled, "Marginal Governnent
Take" illustrated a frequent conplaint from oil conpanies that
during periods of high prices, ACES takes their profit away. At
high oil prices 80 percent to 90 percent of each dollar goes to
government due to progressivity. Moreover, unlike federal
incone tax rates, where everyone pays a lower rate at a |ower
bracket of income, in Alaska the higher tax rate is paid on the
entire barrel of oil, placing the governnent take at close to
100 percent. On slide 7, the ACES tax rate rises to over 90
percent when oil is approximately $130 per barrel. The red line
represented HB 110, and indicated how tax increases stepped up
in each bracket, and the blue line represented HB 3001,
indicating tax increases in the sanme manner as ACES, but at a
| ower rate.

CO CHAI R SEATON pointed out high marginal tax rates nean that
reinvestnment by industry |lowers the production tax value and
dramatically |owers taxes. He posited HB 3001 is created to
| ower the marginal tax advantage from reinvestnent in Al aska,
and inquired what is being substituted for this tax advantage to
encourage reinvestnent in Al aska versus sonewhere el se.

1:54: 44 PM

MR. TANGEMAN said the incentive through the operating
deductibility and the capital deductibility has not changed.
The method to calculate PTV remains identical to that of ACES
thus a conmpany that reinvests wll realize the sane benefits.
The only change is the amount of tax a conpany wll pay;
therefore, the amobunt of tax paid on the ultimte net PTV is
goi ng down.

CO CHAI R SEATON acknow edged the tax credits incentive has not
changed; however, the incentive of taxing a barrel as one unit
neans that as a conpany reinvests in Alaska it dramatically
lowers its production tax value on all of its oil. The
calculation in HB 3001 elimnates 40 percent of the gross val ue
of production, thus the anpbunt of tax incentive to reinvest is
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| onered by 40 percent. He surm sed another tax incentive must
have been substituted in the bill.

COWM SSI ONER BUTCHER said no. The bill keeps an aggressive
margi nal take from 70 percent to 80 percent. Conpani es have
not spoken in favor of high progressivity; in fact, in the five
years after the passage of ACES, Alaska has not experienced
capital reinvestnent at the rate that is taking place in North
Dakota, Texas, and Al berta, Canada. He questioned whether the
intent of ACES was to encourage reinvestnent in this manner and
opi ned oil conpanies would say it does not.

REPRESENTATI VE SADDLER returned attention to slide 7 and asked
for the neaning of the percentages on the "y" axis of the graph.

COWMM SSI ONER BUTCHER said the percentages are of the additiona
dol I ar take. For exanple, 90 percent at $130 per barrel (/bbl)
of oil nmeans that "90 cents of that dollar would go to the
government." In further response to Representative Saddler, he
said the drop in the percentage at $130/bbl is because at oil
prices lower than $130/bbl the tax increase is point four, but
at $130/bbl the anmount of the tax increase drops to a gradual
point one, resulting in a | ower marginal take per dollar.

1: 58: 30 PM

REPRESENTATI VE P. WLSON questioned why Alaska - wunlike other
jurisdictions - maintains a higher tax rate on the entire barrel
of oil when prices are rising.

COWM SSI ONER BUTCHER rem nded the commttee that the governor's
"bill wth brackets" was not supported by the Senate. The
governor's intent for HB 3001 was to use the structure supported
by the Senate for new fields, and to apply that to existing
fields, as long as the blended legislation resulted in materia
change. In further response to Representative P. WIlson's
corment on whether HB 3001 is passable, he noted that the
effective tax rate is at a point where industry is expected to
testify, as a mtter of fact, AOGA sees this as a material
change. Slide 8 entitled, "Absolute Profit - ACES' indicated at
oil prices of approximately $120/bbl, total government take is
about $12.3 billion and conpany take is $4.9 billion. Slide 9
entitled, "Absolute Profit - CSHB 110(FIN)" indicated that at

oil prices of approximately $120/bbl, total governnment take
would be about $11 billion and conpany take would be $6.3
billion. Slide 10 entitled, "Absolute Profit - HB 3001"

indicated that at oil prices of approximately $120/bbl, total
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governnent take would be $11.2 billion and conpany take would be

$6 billion. He concluded that under these circunstances ACES
garners the state $9.6 billion and HB 3001 would garner $8
billion, which is still a substantial anmount of noney and woul d

al so increase investnment and ultimate production.

COWM SSI ONER BUTCHER presented slide 11 entitled, "Share of
Profit - ACES" which indicated at $120/bbl the profit to state
and federal governnment currently is 71 percent and to conpanies

is 29 percent. Slide 12 entitled, "Share of Profit - CSHB
110(FIN " indicated that at $120/bbl the profit to governnent
woul d be 64 percent and to conpanies would be 36 percent. Slide
13 entitled, "Share of Profit - HB 3001" indicated that at
$120/ bbl the profit to the state would be 46 percent and to
conpanies would be 35 percent. This would be a substanti al
reduction from ACES and a small increase from HB 110, and would
be viewed as neaningful by conpanies. Slide 14 entitled,
"Effective production tax rates - new fields" indicated the

rates on new fields for ACES, HB 110, and HB 3001. The rate for
HB 3001 is a lesser reduction than for HB 110, was initially
suggested by the Senate, and gives no tax breaks for new fields.
Conmi ssi oner Butcher opined this rate wll be substantive enough
to gai n neani ngful investnent.

2:05:47 PM

CO CHAI R SEATON asked for information on the effects of post-
tax, post-credits, and well |ease expenditure credits that are
applied to profits by HB 3001.

MR. TANGEMAN said the 40 percent well |ease credit would take
the HB 110 line from"20 to 40."

CO- CHAIR SEATON asked whether the difference between the red
line [HB 110] and the blue line [HB 3001] was made by 20 percent
tax credits on well |ease expenditures on the North Sl ope.
2:07:17 PM

The commttee took a brief at-ease.

2:08: 20 PM

COWMM SSI ONER BUTCHER clarified that both the red and blue |ines
include the well lease credits; if the 40 percent credits were
taken out of the bill and the current 20 percent remain, there

would be "a little bit less of a tax reduction, conpared to
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current law" He offered to provide an additional graph to
reflect this scenario.

REPRESENTATI VE MUNOZ understood from the administration that
approximately $14 billion in reinvestnment nay happen if there is
meani ngful tax reform She inquired as to how nmuch reinvestnent
is expected specifically for |egacy fields.

COW SSI ONER BUTCHER rel ated the governor estimated $5 billion
of investnment from conpanies working in existing fields and $9

billion from new fields, al t hough nore investnent IS
anticipated. Slide 15 entitled, "Marginal Governnment Take - new
fields" indicated "where the percentage would be of each
additional dollar increase in the price of oil." Simlar to

that of the existing fields, the blue line [HB 3001] showed
there would be lower marginal take for the government than is
provided by ACES, and tracked a little higher than the red |ine
[HB 110], because there are no brackets. Slide 16 entitled,

"Share of Profit - ACES new fields" indicated at oil prices of
$120/ bbl the prospective percentage of profit to governnent is
71 percent and to conpanies is 29 percent. Slide 17 entitled,
"Share of Profit - CSHB 110(FIN) new fields" indicated at
$120/ bbl the prospective percentage of profit to governnment
woul d be 59 percent and to conpanies would be 41 percent. Slide

18 entitled, "Share of Profit - HB 3001 new fields" indicated at
$120/ bbl the prospective percentage of profit to governnment

woul d be 61 percent and to conpanies would be 39 percent. He
pointed out the substantial benefit to conpanies that do the
exploration, investnment, and developnent in expensive new
fields.

2:12: 00 PM

REPRESENTATI VE SADDLER asked for a projection on the cost of a
barrel of oil over the next five to ten years.

COWMM SSI ONER BUTCHER st ated DOR expects the price of oil to stay
around the $110/bbl range. O her projections range from $70-
$170/ bbl . He noted that at the tinme ACES was under discussion
oil prices were around $50-%$60/bbl, thus consideration of its
out cones at higher prices were not fully expl ored.

MR. TANGEMAN added that the absolute profit slides are based on
consi stent prices for one entire year.

CO CHAI R SEATON di sagreed with Comm ssioner Butcher and rel ated
that the discussion of ACES did cover high marginal tax rates
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with data provided by oil and gas consultants. He then asked
whet her the small producer tax credit is incorporated in DOR s
overview figures. This is inportant because he assuned the
prospective percentages on new fields are focused on non-I|egacy
producers.

COW SSI ONER BUTCHER sai d no.

CO CHAI R SEATON stressed that ACES incorporates a small producer
tax credit specifically tasked to change sone of the econom cs
for small fields and new producers. If this aspect is not
included in the present analysis, the picture wll not be
conplete; he urged for this subject to be included in subsequent
field-by-field anal yses.

REPRESENTATI VE PETERSEN returned to the subject of new
investnment and asked for the period of time during which the
expected i nvest ment woul d take pl ace.

COWMM SSI ONER BUTCHER estimated three to ten years.
2:16: 47 PM

REPRESENTATI VE PETERSEN called attention to slide 5, cell E,
line 32 and observed that the total tax after credits reduction
of $1.46 billion, when nultiplied by 10 vyears, equals the
expected investnent amount of $14 billion.

COW SSI ONER BUTCHER said this is a coi nci dence.

MR. TANGEMAN, also referring to slide 5, pointed out that DOR
estimated 47 percent of the total oil production 10 years from
now nust come from new sources. The proposed legislation is
intended to ensure that significant investnent is nmade, and new
sources are realized.

CO CHAIR SEATON returned attention to slide 18, and asked how
much of the state take is projected from production tax.

COWM SSI ONER BUTCHER sai d DOR woul d provi de a breakdown.
2:20:33 PM

MR. TANGEMAN, also in response to Co-Chair Seaton's question,
said he did not want to speculate at this tine.

2:20: 41 PM

HOUSE RES COW TTEE - 15- April 20, 2012



CO CHAI R SEATON rem nded the commttee he has requested nodeling
of HB 3001 based on the 4/11 analysis of a "Geat Bear type"
production field that showed at $100/bbl through 2028, the state

woul d have a negative |loss of production tax of $2 billion. He
remar ked:
And if we averaged, | think it was, on that analysis,
$80 a barrel, we have a negative $7 billion from
production tax. And so I'mtrying to figure out how -
if we're looking at a negative $2 billion in

production tax loss over the first 15 vyears of
operation of that style of a field, how we can have
that not calculated into this, as far as share of

revenue. And so, |'d appreciate that, and | know t hat
the Geat Bear ... people are trying to say

they're not capable of drilling 200 wells a year, or
something, but ... we have a comercial proposa
before us, that was presented to the House, had
nunbers ... of wells, had production anobunts per year,

and so | don't want to go in and say that that's not
doabl e by soneone else, especially when we have 6,000
wells a year being drilled in other shale operations
in other places, and we're trying to sonehow mmc

that .... If you would get back to us on the analysis
of that same thing that we did just before we
adjourned last year ... and then roll that into how

this works, if these new fields are simlar and are
conposed of shale oil

COW SSI ONER BUTCHER said DOR wll address this issue. He
advised that shale oil is not what the departnent is used to
dealing with in terns of using capital credits to get
conventional oil. The devel opnment of shale oil is alnost
continual capital spending - drilling well after well - because
90 percent of the oil conmes from the well in the first two
years. Production is also radically different in terns of

taxation and devel opnent; for exanple, by the installation of
per manent roads, the use of many vehicles, and the nunber of

wel l's drill ed. This would be a huge change in oil devel opnent
in Alaska, affecting taxes and permtting. Conmm ssioner Butcher
cautioned that fitting in shale oil iIs very difficult.

Furthernore, the DNR says shale oil developnent is not as near
as previously thought.

CO CHAI R SEATON observed that the shale oil proposal has been
underway for one year and mllions of dollars have been spent on
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| eases and investigations in the Brooks Range. He warned that
DOR may not notice, but changes in tax structure wll inpact
shale oil devel opnent; in fact, projections of negative revenue
shoul d be consi dered when designing structures and incentivizing
new fi el ds.

2:25:46 PM

COW SSI ONER BUTCHER assured the committee DOR and DNR do take
the potential for shale oil seriously. Returning to the
presentation, slide 19 entitled, "HB 3001 Sunmary" read:

* Provisions in HB 3001/ SB 3001 represent "neaningful change”

 Meani ngful change is needed to incentivize devel opnent of
Al aska's oil resources

* Meani ngful change is needed to stinmulate jobs and econom c
activity for Al aska's econony

* Producers have comm tted to addi ti onal i nvest nent
conti ngent on neani ngful change

COWM SSI ONER BUTCHER expressed the administration's belief that
production nust cone from known existing fields in the short-
term to stem the decline of production, hence its focus on
| egacy fields.

2:27: 13 PM

REPRESENTATI VE HERRON observed that critics believe the
adm nistration has a blind allegiance to oil producers. He
asked the comm ssioner whether DOR could provide a witten
commtrment from the producers to the governor saying that there
wi |l be investnent contingent on neaningful change.

COWMWM SSI ONER BUTCHER said he would provide to the conmttee
"what ever the governor has on, on that."

REPRESENTATI VE LYNN referred to the final bullet point on slide
19 which read:

Producers have committed to additional i nvest nent
conti ngent on neani ngful change

REPRESENTATI VE LYNN asked for clarification on the form of the
commtment, the neaning of "additional investnent," and who will
deci de whet her there has been "neani ngful change.™

COWM SSI ONER BUTCHER r esponded:
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The governor and | have both said the sane thing from
the very beginning which is: W can lay out what we
see is the problem W can lay out what we think is
the solution, but ultimtely conpanies are going to
have to cone forward and convince you ... how they're
going to look at Alaska differently, that's a very big
pi ece of this, governnent can't ... wap it all up in
a nice neat bow and tell you that, you ultimtely have
to hear from the industry: nunber one, that its
material and nunber two, what that means and what that
nmeans for Al aska.

CO CHAIR SEATON recalled that several years ago BP testified

that it is not interested in the rapid acceleration of
producti on because as the technol ogy inproves for the production
of heavy oil, light oil will be needed as a diluent to ship the

heavy oil through TAPS. He asked whether the industry is now
willing to rapidly accelerate production and strip the light oi
fromthe Prudhoe Bay area.

COW SSI ONER BUTCHER said no, BP is still working to determ ne
what percentage of light and heavy oil is needed to flow down
t he pipeline. In addition, during the drafting of HB 110, BP
indicated it is not at the point of determ ning what incentives
are desired for the production of heavy oil. The state's role
in tapping the tens of billions of barrels of heavy and viscous
oil in the Prudhoe Bay/Kuparuk area is to continue to work with
i ndustry.

2:32:58 PM

CO- CHAI R SEATON stated his willingness to work with everyone on
the North Slope to incentivize technology; in fact, not having
ring-fencing and allowing conpanies to wite off high costs
against the existing production tax is the best way for the

state to do that. However, he questioned why the state would
change the taxes, thereby saving the industry billions of
dollars as an incentive for accelerating infield drilling and

stripping the oil out now, in spite of knowing that at |east one
of the big three oil conpanies has no intention of doing that.
BP will take the tax savings, but has other strategic reasons
for not acconplishing the goal. Co- Chair Seaton asked for the
pur pose of pursuing a tax-based incentive in light of BP's |ack
of interest in increasing production by stripping light oil out.
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COWM SSI ONER BUTCHER answered that there are billions of barrels
of oil on the slope, "and in conversations |'ve had with DNR or

anybody else, |1've never heard it couched that potentially there
woul dn't be the light oil available on the slope, in particular
if we get nore investnent and, and nore devel opnent." He opined
whet her BP hol ds back on light oil is not one of the big issues.

MR. TANGEMAN pointed out the goal to make Alaska nore
conpetitive is to draw investnent dollars, and those investnent
dollars will be used by conpanies in different manners. BP has
a huge resource of heavy oil, thus its investnent will probably
be used for heavy oil. Al t hough shale oil has beconme a topic
for discussion, shale oil is just now econom c because the price
of oil has risen above $60-%$70/bbl. In North Dakota, new
technol ogy and high oil prices conbined to nake the devel opnent
of the known reserves in the Bakken shale oil field economc.

The devel opnent of heavy and viscous oil requires the sane
conbi nation of technology, investnent, and sustained high
prices.

CO CHAIR SEATON concluded the state is not listening to the
conpanies that are saying the light oil wll be needed as
t echnol ogy advances, that it intends to change the tax rates to
try to force the conpanies to invest in the depletion of I|ight
oil, and that it is waiting for technology that is unknown at
this tine. He questioned whether the state should incentivize
now, when there is testinony fromindustry that the time is not
right to rapidly accelerate and deplete nore easily-accessible
[ight oil. Co-Chair Seaton cautioned that all three conpanies
have to agree on accelerating production in |egacy fields.

2:38:34 PM
REPRESENTATI VE KAWASAKI advi sed the Bakken shale field in North

Dakot a becane economic not due to changes in the tax system but
because of high prices and a technol ogical advance: hydraulic

fracturing became commonpl ace. He encouraged nore testinony on
the goals and provisions of HB 3001, and asked for the actual
meani ng of "nmeaningful” beyond the dictionary definitions of
"significant” and "purposeful." Representati ve Kawasaki heard
that neani ngful change neans "significant dollars back to the
oil industry," but targeting an oil tax reginme to change the

behavi or of conpanies and which results in nore production,
devel opment, and local hire, would be neaningful to him - and
that is what the admnistration should demand from the | essees.
He remarked:
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| want to know exactly what the governor neans by the

word meaningful ... | want to know exactly how each of
those specific bullets and ... each of the specific
bullets points on [slide] 2, dealing wth key
provi sions, are going to get us to nore oil, producer
commtnents, nore devel opnent on the North Slope and
the rest of the state, nore local hire ... | didn't

see it with HB 110 ...."
2:41: 42 PM

REPRESENTATI VE SADDLER heard there should be a |inkage between
the nodification of oil taxes and a firm commtnent to produce
nore oil. He asked whether nechanisnms exist to nmake this
I i nkage.

COW SSI ONER BUTCHER relayed it is wunconstitutional to attach
gquid pro quo to state tax policy. Furthernore, industry may
intend to neet a certain conmtnent, but changes in economc
circunstances, such as a drop in oil prices or |osses due to an
oil spill, may intervene. He opined these are reasons that nmake
it hard for conpanies to conme forward; however, he does expect
i ndustry would provide details on the potential of the |egacy
fields and "convince you that this is going to |lead to sonething
material ."

MR. TANGEMAN added that DOR is not looking in a vacuum just at
the effect on Alaska, but is conparing Alaska to the rest of the
wor | d. In Al berta, North Dakota, Texas, and Russia, investnent
is taking place due to high oil prices. He encouraged
| egislators to study the economics, but to keep in perspective
that Alaska is not seeing investnent sufficient to turn the
decl i ne curve around.

REPRESENTATI VE SADDLER inquired as to the details of the
constitutional issue broached by Comm ssioner Butcher.

COW SSI ONER BUTCHER said he didn't know but had discussions
with the Departnent of Law (DQL).

REPRESENTATI VE SADDLER request ed a response for hi s
constituents.

CO CHAI R SEATON asked whether Conmmi ssioner Butcher believed a
tax rate structured on a production rate above the decline rate
of the field is illegal, or unconstitutionally changes the tax
rate. He remarked:
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That's a quid pro quo - you know - you get the tax
reduction if you produce above the decline curve, and
| just want to clarify that that's not the style of a
tax quid pro quo that you're talking about being

illegal.
2:46: 48 PM
COM SSI ONER BUTCHER said he was talking about a situation
"doing a conpany-specific "W'Il do this to your taxes if you
this.'™"

CO CHAIR FEI GE observed decoupling becones nore of an issue if
there is a large sale of gas. He asked whether the |egislature
shoul d consi der decoupling at this tine.

COWM SSI ONER BUTCHER advised the administration does not see
decoupling as a serious issue at this point. If the 2013
| egi slative session becones the "gas fiscal session,” both the
conpanies and the state acknow edge that changes are necessary
to progress the large gas pipeline; however, the decoupling
issue was not a priority for this |egislation.

MR. TANGEMAN pointed to the benefit of making changes by working
within an existing tax structure that is understood. There are
different ways to change the existing tax structure, but noving
to gas will have an effect on all of the resources. Today' s
changes do not require starting over.

REPRESENTATI VE DI CK suggested two ways to incentivize and raise

producti on: drill nore holes into the existing, finite anount
of oil, which would hasten the end of the resource; or enhance
t echnol ogi cal devel opnent. The technology does not exist to
address heavy oil, although the state could invest in research
in heavy and tidal oil, and he urged for a focus on research.

He then asked about the possibility of being patient and waiting
for oil mgration within a field to drain all of the oil out
through the wells that are already there.

COWM SSI ONER BUTCHER expressed the administration's belief that

Alaska is not running out of oil; in fact, DOR and DNR wi |l be
presenting details on production from the North Sl ope. When
production began in Prudhoe Bay, there was very high pressure

90 percent of the flow was oil, and less than 10 percent was a
conbi nation of water and natural gas. Now the conpanies are
cycling eight billion cubic feet of gas to keep up the pressure
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and the flow is 90 percent water, gas, and sand in many wells
Today it is nuch nore expensive to produce a barrel of oil out
of Prudhoe Bay.

MR. TANGEMAN added that the Alaska Ol and Gas Conservation
Comm ssion (AOGCC) has a significant role in that it nonitors
the best way to extract the nost oil froma field;, for exanple,
[imting the initial flow to ensure oil is not left in the
gr ound. In addition, the US.  Geological Survey (USGS)
determined the North Slope is 70 percent unexplored; in fact,
there is agreenent that there remmins a significant hydrocarbon
base on the North Slope - in addition to Prudhoe Bay - that can
be realized with new research, devel opnent, and investnent.

REPRESENTATI VE SADDLER asked whether there are fallacies or
fal se argunments that the legislators should guard against during
t he subsequent testinony.

2:53: 53 PM

COWM SSI ONER BUTCHER said it is easy to "get bogged down into a
ot of complexity."” Tax rates, cost, world econom cs, and other
i ssues play a part in economcs, but it is possible to focus on
specifics, such as the extrenmely high cost of developnment in
Al aska, which foils conparisons with the Lower 48. He also
recommended resisting sinple answers to conpl ex problens.

MR. TANGEMAN rel ated the biggest fallacy is: How do we get back
to that nunber? Instead, the question is: Are we at the right
nunber? He explained that the state assessed a gross tax system
[economc |imt factor (ELF)] for many years, then changed to a
net system [petroleum profits tax (PPT)], and then after one
year changed to ACES. Al though the state's experience with a
net tax system was limted to one year, wthin weeks of its
i ntroduction, ACES was enacted. There was a billion plus dollar
difference between PPT and ACES, and after experiencing the
effects of five years under the ACES tax system M. Tangenan
guesti oned whet her ACES provides the right nunber for the state,
and suggested seeking a return to that nunber is a false
di scussi on.

CO CHAI R SEATON returned attention to the question of activity
around the world that is not seen in Alaska. He has heard that
HB 3001 mi ght create a stanpede; however, right now on the North
Sl ope: there are nore new players than the total of existing
pl ayers; |ast year was the nost successful |ease sale ever; nore
conpani es are | ooking at conventional and nonconventional plays;
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enployment is highest of all tine; and there are nore
international and snmall conpanies participating. Furt her nor e,
the state is collecting incone from | ease sales and interest.
There are 11 new conpanies, and he inquired how many are
necessary to be regarded as investnment on the North Sl ope. He
related that Brooks Range Petroleum is producing from Mistang
10, 000- 13, 000/ bbl s per day but may not be able to access TAPS in
2013- 2014 when needed. Brooks Range Petroleum also has plans
for constructing processing facilities. As a matter of fact,
facility access is a real problem that needs to be addressed
now, and he asked why is there no interest from state agencies
to assist in oil production that is two years closer than that
from Point Thonmson, or in shale prospects. Representati ve
Seaton asked what activities the admnistration is interested
in, other than a high rate of investnent by the big three
producers.

3:01: 45 PM

COWM SSI ONER BUTCHER recall ed enploynent peaked right before
ACES passed because nmintenance was needed on the aging fields,
but over the last four or five years enploynent has plateaued.
In other places such as Texas, enploynment has exploded due to
high oil prices. Also, capital investnment in Alaska is high for
mature fields, but has "dipped a little bit" and is going crazy
in other places. Triple-figure oil has nade prospects econom c
that were not before; in fact, Texas was on the same decline
curve as Al aska, but has begun to turn the decline around, and
Al aska continues with a sl ow decline.

MR. TANGEMAN expl ai ned that ACES provides a very generous suite
of tax credits which draw new conpanies to the state, but the
noney to fund the credits cones from the taxpayers, therefore,
when they becone producers and taxpayers, there 1is less

ent husi asm Conpani es nmust consider what will happen if they
become producers, and what the opportunities are in North
Dakota, Texas, and Al berta. Al t hough explorers are interested

"there's a definite di sconnect between that side of ACES and the
production tax side of ACES."

REPRESENTATI VE GARDNER asked DOR to provide information on
whet her the new oil production in Texas is from |egacy fields
that are producing nore, or fromall new fields.

COWMM SSI ONER BUTCHER said there is a mx of production from both
that is now econom ¢ due to high prices.
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3:06: 21 PM
[ HB 3001 was hel d over. ]
ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:06 p. m
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