SENATE FI NANCE COWM TTEE
March 23, 2012
1: 26 p. m

1: 26: 51 PM

CALL TO ORDER

Co- Chair Stednan called the Senate Finance Committee
nmeeting to order at 1:26 p. m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thonmas

VEMBERS ABSENT

Senator Lesil MQ@ire, Vice-Chair
Senat or Johnny Ellis

ALSO PRESENT

Janak Mayer, Manager, Upstream and Gas, PFC Ener gy

PRESENT VI A TELECONFERENCE

SUMVARY
SB 192 O L AND GAS PRODUCTI ON TAX RATES

SB 192 was HEARD and HELD in Committee for
further consideration.

#SB192

SENATE BI LL NO. 192

"An Act relating to the oil and gas production tax
and providing for an effective date.”

1: 27: 30 PM

Co-Chair Stedman discussed housekeeping. He infornmed the
commttee that a consultant from PFC Energy would be com ng



forward to present concepts surrounding progressivity tax;
the portion of oil and hydrocarbon tax that is added on to
profit oil. He explained that industry was concerned that
progressivity rates rising rapidly, as oil prices rise,
woul d conplicate the economcs of increnental production in
Al aska's oil basin. He furthered that there were concerns
with production in existing fields. He relayed that as
different levers of taxation were noved it was inportant to
keep track of the bottom line and cash flow as it
vacillated. He pointed out to the conmttee that the
nunbers being discussed were conceptual and were being
of fered in the hypothetical.

1: 28: 53 PM

JANAK MAYER, MANAGER, UPSTREAM AND GAS, PFC ENERGY,
presented a PowerPoint Presentation, "D scussion Slides:
Al aska Senate Finance Commttee, March 23, 2012" (copy on
file). He discussed Slide 2: "Progressivity takes away
upside at high prices.” which briefly exam ned the inpact
of progressivity on the returns to a conpany investing in
the Alaska North Slope (ANS) at higher oil prices. The
graph on the left was created using Departnment of Revenue
(DOR) FY13 input data. The graph on the right illustrated a
nore conceptual |ook of the declining base portion of an
exi sting producer's portfolio. The bottom axis in both
charts was ANS crude price.

1: 30: 12 PM

Co-Chair Stedman requested further clarification of each
graph for the benefit of the view ng public.

1: 36: 16 PM

M. WMayer explained that the value of the "Y' axis on the
| eft represented the cash flow retained by the producer; on
the right was a discounted neasure of net present value
over the lifecycle of an asset. The "X' axis was a
sensitivity of ANS crude price. The bend in the red and
yellow Iines was the bend that resulted from progressivity
as increasing tax rates at higher oil prices benefited the
state. The red line represented ACES and the yellow line
represented the current version of SB 192. He noted that
the right side reflected a greater divergence between the
two at prices above $170 to $180 per barrel. The diversion
on the right was nore than the graph on the left as a
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result of inflation and "bracket creep”" due to the 60
percent cap in place under SB 192. The cap was binding only
at the highest prices discussed on the slides. He stated
that because of the inpact of inflation, the cap was
steadily binding at lower prices. He explained that the
dotted blue line was a conceptual representation of what a
nore neutral taxation system would |ook |ike; one in which
the overall share of revenue between producer and state was
shared at a nore constant rate. He noted that at the $80 to
$110 per barrel nmarket price the progressivity curve and
marginal rate were at their greatest. He offered that a
nunber of proposals had been discussed, some in which
bracketing substantially reduced progressivity and overal
governnent take at prices from $80 to $230 per barrel. He
furthered that at $100 per barrel the state was in a sound
financial situation, but would be less so if the governnent
take were to be reduced at that level. He shared that the
basic question that informed the slides in front of the
conm ttee was: what neasures could be taken to address sone
of the problenms wth progressivity, in terns of creating a
nore neutral and less highly progressive fiscal system
wi thout strongly changing the amount of revenue to the
state at the $100 per barrel mark. He added that the slides
would also briefly touch on the question of progressivity
at steep marginal rates; it was one thing for |ower cost,
mature assets wth good economics to have the high
progressivity rate, it was another thing when discussing
very high cost potential new project that face challenging
econonics from conception. He referred to Slide 3: ".and
particularly challenges economcs for new projects.” which
illustrated the curve of progressivity for higher cost new
devel opnment that would result in projects that, under a
nore neutral reginme would break even at the $70 to $80 per
barrel mark, instead doing so at the $100 per barrel mark;
further econom cally chall engi ng new devel oprent.

M. Myer testified that under ACES the overall governnent
take was very high at the $100 per barrel mark. He referred

to Slide 4: "Regime Conpetitiveness: Average Governnent
Take.", which illustrated that at the $100 per barrel nmark
the overall governnent take for Alaska was anong the

hi ghest in the Organisation for Econom c Co-operation and
Devel opnent (CECD). He <continued to Slide 5: "Regine
Conpetitiveness: Average CGovernnment Take" which illustrated
that at the higher price of $140 per barrel the |evel of
government take becomes too high for producers.
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1:37: 07 PM

M. Myer continued to Slide 6: "ACES (Existing Producer)".
He suggested options for dealing with the issue that would
not dramatically reduce governnent take at the $100 per
barrel |evel, but would reduce the steadily escalating take
at prices higher than $100 per | barrel. The slide
illustrated the options under ACES using the analysis of an
existing portfolio of approximtely 200,000 barrels per
day. The government take |evels were 69 percent at the $60
or $70 per barrel mark, rising to 74 percent at the $100
per barrel mark, and as a high as 83 percent by the $230
mar K.

Co-Chair Stedman requested further clarification regarding
Slide 6.

1:38: 31 PM

M. Myer responded that the slide was an econom c anal ysis
of the overall governnment take; including lifting and
ongoing nmaintenance costs for a hypothetical producer
produci ng 200,000 barrels per day with a 6 percent decline,
and spanning current day production into the next 30 years.
He stated that blue bars on the chart at top left
represented the steady decrease of revenue as production
decr eased, t he yel | ow bar s repr esent ed capi tal
expenditures, and the red bars represented operating
expenditures. The black line was the overall after tax cash
flow (ATCF). The chart at the bottom left showed different
| evel s of ANS West Coast crude price ranging from $40 to
$230 per barrel, and the absolute levels of governnent
take. He noted that in reality, as oil prices increased so
did costs. He reiterated that the nunmbers in the charts
were conceptual for the purpose of the hypothetica
di scussi on.

M. Mayer continued. He pointed out to the conmttee that
the bottom left graph depicted the absolute Ilevel of
government take by the different forms of tax through which
government take occurred. The bottom right detailed the
percentage of governnent take, the data of which was
reflected in the top right chart. The top right chart
showed a 69 percent government take split between royalty,
production, property and state taxes at $70 per barrel. At
$230 per barrel the total governnent take could be as high
as 83 percent.
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1: 41: 35 PM

M. Myer continued to Slide 7: "CSSB 192 (Existing
Producer)" which calculated the sane analysis from Slide 6
under SB 192. He noted the slight noderation, starting at

per barrel prices of $150 - $160, of relative governnment
t ake. He reiterated that because each bracket was
denom nated in nomnal terns, inflation should be taken
into consideration when examning the nunbers. He

highlighted that greater inpact of progressivity was
reflected on the chart because it incorporated future years
with the consideration on inflation. He said that the very
slight reduction of the nunmbers on Slide 6, reflected on
Slide 7, were due to the decreased progressivity rate under
SB 192.

1:43: 26 PM

M. Mayer admtted that Slide 7 reflected a reduced |eve

of governnent take, but left the overall governnent take
relatively high. He stated that there was little difference
between ACES and SB 192 when |ooking at $100 per barrel
oil. He continued to Slide 8 "CSSB 192 with 50 percent Cap
(Exi sting Producer)"” which detailed what would happen if
the 60 percent cap in SB 192 were reduced to 50 percent. He
said that the level of governnent take at the $100 per
barrel level remained the sanme, but as the price of oil
nmoved north, the I|evel of government take held at a
relatively steady rate. He noted that the overall l|ine on
the bottom right chart showed a leveling off wunder the
system He suggested that one possibility could be to take
the nunbers even further to level out the nunbers of
overal |l governnent take.

1:45: 50 PM

Co-Chair Hoffman nmentioned that |ower nunbers for net
present value (NPV) had been <considered in previous
proj ections. He wondered iif those nunbers could be
presented again before the commttee. M. Mayer replied
that the nunbers could be provided in the near future. He
added that the nunbers on Slide 8 had been provided in the
i nterest of expediency.

Senator O son queried why the federal governnment corporate
inconme tax (CIT) in the upper right hand chart was high at
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| ower prices, then lowered and flattened out at higher
prices.

M. Mayer explained that the nunbers reflected percentages
of divisible incone; all of the revenue produced by a given
project, mnus project costs.

Senator O son reiterated that he did not conprehend why the
federal CIT flattened out at 14 percent. M. Myer replied
t hat many conpl i cat ed factors wer e i nvol ved when
calculating the CT. He offered to provide a nore
conprehensi ve answer at a |ater date.

1: 48: 48 PM

M. Mayer spoke to the flattening out of the progressivity
curve in order to reduce the marginal tax rate under ACES,
and to some extent SB 192, at $110 - $120 per barrel. He
understood that industry believed that the existing base
rate was already too high. He felt that it was valuable for
al | parties to explore the possibility of further
flattening the rate, while maintaining existing |levels of
government take, which could be done by counteracting the
reduction of progressivity with an increased base rate. He
directed attention to Slide 9: "30 percent Base rate, 0.02
percent Progressivity, 40 percent Cap (Existing Producer)"
whi ch provided an exanple of a 30 percent base rate wth
0.02 percent progressivity, capped at 40 percent. Under
this premse the |level of governnent take at $100 to $110
per barrel was reduced by 4 percent and remained flat up to
$230 per barrel. He stated that the |ower progressivity
rate of 0.02 percent substantially reduced marginal take
He added that wunder the proposed system on Slide 9, the
split between the state and producers of increased revenue
from hi gher price levels would be equitable.

1:52: 07 PM

Co-Chair Stedman asked if the chart on the |ower right of
the slide illustrated the nore equitable split. M. WMyer
replied in the affirmative.

Co-Chair Stedman wondered if the chart represented a full
cycle. M. Myer replied that the chart projected future
nunbers for an existing producing portfolio with |ow cost
production val ues.
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1: 52: 50 PM

M. Myer discussed Slide 10: "lInpact on Upside" which
illustrated by using the cash returned to producers at a
range of prices the NPV Lifecycle for an existing producer.
The lines on the chart represented as follows: gold; SB
192, light blue; ACES, violet; SB 192 with an increased
maxi mum cap rate of 50 percent, beige; SB 192 with a 30
percent base rate and 0.2 percent progressivity. He noted
that wunder the beige line the overall distribution of
revenue becane nore balanced between the state and the
producer. He pointed out that at $100 per barrel the
results of all of the systens would be simlar.

1:54: 30 PM

M. Mayer discussed Slide 11: "25 percent Flat Production
Tax, Progressive Severance Tax (Existing Producer) which
depicted renoving progressivity from the production tax
al together, and assessing it as a severance tax based on
gross production net revenue. The slide suggested a
starting |evel of $60 per  barrel at 2.25 percent
progressivity, up to a 20 percent progressivity level at a

$160 per barrel. He remnded the comittee of earlier
concerns of achieving nore under ACES wthout inposing
adm nistrative difficulties, such as decoupling oil and
gas. Decoupling could prove desirable under ACES;

introducing gas production into the production stream
under the current progressive system of producti on
taxation, would result in I|owered production taxation
| evel s. He countered that the problem wi th decoupling under
ACES was that it becanme difficult to differentiate costs
between oil and gas streans. He added that it could require
two separate tax returns from producers and increased
auditing by the state.

1:58: 03 PM

M. Myer furthered that if progressivity were renoved
conpletely fromthe production tax, resulting in a flat tax
at the current 25 percent base rate (as nodeled on Slide
10), progressivity and the level of taxation would depend

solely on the price of oil production. The progressive
severance tax could vary, as productions streans varied,
negating the need to specifically assign the tax. |If
production tax applied to all costs across the board;

severance tax could be applied solely to oil and not gas.
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He concluded that if the production tax alone was not
progressive with regard to price, but at a fixed rate, the
question of decreased production tax income resulting from
gas producti on was el i m nat ed. Simlarly, i f t he
progressive aspect of the tax regine was not part of
production tax incentives, but instead was |leveled at the
gross revenue point, there were nmany incentives that could
be provided through the severance tax nechanism The system
could be inplenented with relative ease because the costs
associated with the two production streans would not need
to be delineat ed.

2:00:49 PM

M. Myer continued to Slide 12: "FY 2013 Revenue Anal ysis"
which provided a view of the nunber of different ways the
systens could achieve different |evels of governnent take.

Co-Chair Stedman observed that to nove the calculation from
expenses after royalties, would be a new concept. He added
that the shift could be further hypothesized in the sane
way elimnating progressivity had been discussed. He stated
that the legacy fields should retain progressivity. He
reiterated that decoupling would be an issue. He relayed
that streamining the tax system would prevent further
cunbersone tax cal culations on separating costs. He pointed
out to the commttee the possibility of a conbination of
the proposed systens, for exanple; 30 percent base tax,
m nus progressivity, conbined with progressive severance
tax. He said that wunderstanding the cash flows was
i nportant because what appeared as a tax increase could
really be a net tax decrease.

2: 05: 10 PM

Co-Chair Hoffman wunderstood that industry was concerned
with the steep slope of progressivity at 30 percent.

Co-Chair Stedman replied in the affirmative. He said that
the 30 percent base tax would cut progressivity in half.

M. Mayer returned Slide 12, which illustrated the FY13
revenue perspectives at different price |evels under ACES
SB 192, and SB 192, with 50 percent cap. He reiterated that
the analysis on the slides reflected the noving of one
variable while holding all others constant. 1In each
anal ysi s price noved, but cost did not nove

Senat e Fi nance Comm tt ee 8 03/23/12 1:36 P. M



correspondingly, this gave a sense of sensitivity to price.
He added that all the analysis had been done using the
rel evant figures for production and costs provided in the
FY13 DOR Cost Revenue Book.

M. Myer pointed out to the commttee that Slide 12 showed
t hat under ACES, at $110 per barrel, production tax reviews
were approximtely $4.8 billion, which matched the Revenue
Source Book projections using a $109 per barrel nodel. Both
state and municipal take equaled $8.7 billion and total
governnent take equaled $11.7 billion including federal
income tax. Under SB 192 the production tax fell to 4.5
billion, and to 11.5 governnent take. If the 50 percent cap
were considered the figures for state and total governnent
t ake becane identical because the cap would not be binding
at $110 per barrel. As the price increased, substantially
reduced | evels of revenue would be reveal ed.

2:09: 27 PM

M. Mayer continued to Slide 13: "FY 2012 Revenue Anal ysis"
whi ch showed both the 30 percent base, with .2 percent and
a 40 percent cap, and the flat production rate with the
severance tax option. He shared that under the 30 percent
base scenari o production tax revenue was approximately $4.4
billion at the $110 per barrel level. Revenue increased
slightly at lower prices because of the higher base, and
flattened out at higher prices. The severance tax exanple
depicted simlar nunbers.

2:11: 18 PM

Co-Chair Stedman figured out that at $200 a barrel the
state was noving significant cash flows. He said at $22.45
billion, under 30 percent base tax, the state would drop to
$17.7 billion; a difference of $4.3 billion. The current
bill had a $.2 billion drop. He added that SB 192 dropped
the FY13 revenue approximately $231 thousand at $100 per
barrel. The scenario on slide 13 projected a drop of $362
t housand. He conceptualized that that would nove $130
mllion to producers at $110 per barrel. He felt that nore
nmodeling was necessary, as was the need to conme to
consensus W th producers concerning what defined neani ngful
and significant tax change. He opined that of state take at
hi gher oil prices leveled out and while only nuaintained at
the $110 per barrel level. He offered that the nunbers at
the $100 per barrel |evel were | ess egregious.
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2:13:21 PM

Co-Chair Hoffman rem nded the commttee that industry had
conpl ai ned of needing relief on the high end of oil prices.

He felt that the legislation would provide billions in
reductions for producers at $150 to $230 per barrel. He
remarked that the reduction of billions should be

consi dered neani ngf ul .

Co-Chair Stedman added that at $100 per barrel the 30
percent base tax and .2 percent progressivity at a 40
percent cap would result in a $120 million augnmentation of
the FY 13 budget. He shared that he had requested that PFC
Energy nmerge the two concepts on the slide; take the
progressive severance tax and see if it worked with the
i ncreased base tax. He estimated that the conbined systens
could serve the state better than either one would al one.
He acknow edged that progressivity was a problem at high
oi |l prices.

2:15: 30 PM

Senator A son referred to Slide 13. He understood that the
difference in total state take between $100 per barrel oi
under ACES, and the 30 percent base system was $120
mllion.

Co-Chair Stedman explained that he had subtracted the
projected total state take wunder the 30 percent base
concept, from the total state take under ACES, using $100
per barrel oil.

Senator Oson agreed wth Co-Chair Hoffman that the
possible billions in reductions for producers would be
meani ngf ul .

Co-Chair Stedman noted that different systens would be
conpared and contrasted in the effort to craft sound

policy.
2:17:26 PM

Senator Egan questioned the usefulness of the severance
tax. He noted that there had been concerns about severance
t axes under the Economic Limt Factor (ELF).
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Co-Chair Stedman agreed that severance tax under ELF had
faced problenms. He stated that once an agreenent on
progressivity could be reached it could be exam ned further
weat her the base woul d need to be adj ust ed.

2:19: 22 PM

M. Mayer interjected that there seemed to be an immediate
desire by the state to differentiate between production
streans for taxation perspective. He said that ACES as it
was currently working was a problem due to its profit based
system which required cost accounting for each production
stream He added that ACES was a conplex system that
industry had a difficult tinme understanding, and that the
state had difficulty admnistering. He suggested that if
differentiation between production streanms was a goal for
the state, it would be easier to achieve by renoving the
el enent of progressivity.

2:21: 20 PM

Senator Egan thought that the conplexity of severance tax
had been a problemin the past. He wondered if it would be
made | ess conpl i cat ed.

M. Myer replied that he was not an expert on how the
prior systenms had worked. He observed that ACES was a
hi ghly conplex system and SB 192 as well, and that both
woul d be nade nore conplex with the addition of decoupling.
He concl uded that the severance proposal would only require
two data points: oil price and production costs.

2:24: 24 PM

Co-Chair Stedman solicited committee input concerning
di scussion points to be reviewed before the next conmttee
neeti ng.

#
ADJ OURNVENT

2:25: 33 PM

The neeting was adjourned at 2:25 PM
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