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ACTI ON NARRATI VE

3:35:16 PM

COCHAIR TOM WAGONER called the Senate Resources Standing
Commttee neeting to order at 3:35 p.m Present at the call to
order were Senators French, Stedman, Stevens, W el echowski,
Paskvan, and Wagoner. Co-Chair Wagoner passed the gavel to Co-
Chai r Paskvan.

SJR 2-LIMT FEDERAL | NTERVENTI ON | N STATE

3:36: 09 PM
CO- CHAI R PASKVAN announced SJR 2 to be up for consideration

CO- CHAI R WAGONER noved to bring CSSIJR 2 (), version 27-LS0355\B
before the commttee.

CO CHAI R PASKVAN obj ect ed for discussion purposes.

SENATOR DYSON, sponsor of SJR 2, explained that it is a sinple
and direct expression of the sense of virtually all Al askans and
it is his intention that in representing the people of Al aska he
supports what | eadership has been doing in challenging "federa
overreach” in controlling the state's natural resources. He said
just yesterday a consortium of Alaska Native corporation
executives spoke to the House concerning comon state managenent
issues including wildlife, land designations, Endangered Species
Act, critical habitat on Alaska Native Corporation | ands,
Departnment of Interior managenent plans for parks and refuges,
EPA regul ations and prograns, barriers to access to state |ands
and the overreach of federal agencies encroaching and sonetines
conflicting with state agency oversight.

3:37:52 PM
SENATOR DYSON said that starting wth statehood, Al aska has
struggled to get control of developnent of its resources and
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that Al askan fisheries, for instance, has prospered under state
managenent .

SENATOR FRENCH said he supports many things the federa
government does and, |ike Senator Dyson, opposes sone. But for
the sake of discussion the |egislature keeps sending "pokes" to
the federal government for this or that reason and he asked
Senator Dyson if he thought it inproved our relationship with
them and since about one-third of Alaska's econony depends on
federal dollars, asked if he thought these kinds of resolutions
hel p or hurt our "need" to keep federal dollars flow ng strongly
to the state.

SENATOR DYSON replied that his district has two of the |argest
bases in the state and while he appreciated the concern, he
didn't think this resolution would hurt the state's relationship
with the federal government any nore than the state has already
done in challenging it over managenent of state lands. But it
m ght make a slight inprovenent in denonstrating that the people
of the state support Al askans havi ng managenent of their |ands.

3:40: 58 PM

SENATOR FRENCH said a couple of times the sponsor nakes
references to | eadership and asked if he neant that in a generic
sense or whether he was nmaking legislative references to people
like the presiding officers of both bodies, the co-chairs of
Senat e and House Finance and so forth.

SENATOR DYSON replied "the former," the quality they all share
that has been given themby their constituents.

SENATOR FRENCH asked if the clause on page 1, line 7 that says,
"Whereas the federal government is attenpting regulatory
actions" could be softened a little by inserting "sone" before
"regul atory” since many of the regulatory actions the federal
governnent takes are ones they agree wth.

SENATOR DYSON sai d he thought that woul d be okay.

SENATOR FRENCH said he would propose that as an anmendnment when
they get to that point, but he would hold off till then.

SENATOR STEVENS said the nost frustrating thing for his
comunities in the fishing industry is the decisions that are
made w thout scientific evidence and just taking a "blind guess”
that this is the truth, particularly with the Endangered Species
Act. How do we get the federal governnent to recognize that we
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can accept scientific fact, but often these decisions on sea
lions, for instance, are not based on science?

3:43: 10 PM

SENATOR DYSON replied that he personally doesn't have any way to
influence the federal governnent, but he hopes the truth wll
al ways win out. But that is not often the case in the arena they
are serving in.

CO CHAIR PASKVAN renmoved his objection and therefore CSSIR
2(RES) was before the commttee.

3:44: 45 PM

JONATHAN KATCHEN, I nter-Governnental Coordinator, Departnent of
Nat ural Resources (DNR), Anchorage, enphasized that the Parnel
admnistration is devoting a lot of tinme and resources to this
issue. But he didn't want to give the inpression that they were
always fighting and filing l|lawsuits, because there is a lot of
coordination and often it is productive.{ The Departnent of Law
steps in when necessary on things |like the OCS issue and opening
ANVR

BRADLEY  MEYEN, Endangered Species Act At t or ney, Nat ur al
Resources Section, Departnent of Law (DOL), said he was
available to answer questions. He said they are working
diligently on the matters that have been di scussed here.

CO CHAIR PASKVAN, finding no further coments, closed public
t esti nony.

3:47:23 PM
SENATOR FRENCH noved Anmendnment 1 to insert "sone" before
"regul atory” on page 1, line 7. There were no objections and it

was so ordered.

SENATOR FRENCH noved Anmendnent 2 to delete "the |eadership of"
and insert "with strong support by" before "the Al aska State
Legi slature” on page 1, line 10. He added that he thought the
current |anguage singled out a few and left out a lot of
| egislators including the bill's sponsor.

SENATOR DYSON said he supported those changes. There were no
obj ections and Anendnent 2 was adopt ed.

SENATOR FRENCH noved Anmendnent 3 on page 2, line 3, to delete
"the | eadership of".
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SENATOR DYSON indicated his support. There were no objections
and Anendnment 3 was adopt ed.

CO CHAIR WAGONER nmoved to report CSSJR 2(RES), version B, as
anended from commttee wth individual recomrendations. There
were no objections and it was so ordered.

CO CHAI R PASKVAN transferred the gavel back to Co-chair \Wagoner.

3:50: 13 PM
At ease from 3:50:13 PMto 3:52:09 PM

SB 85-TAX CREDIT FOR NEW O L & GAS DEVELOPMENT

3:52:17 PM

CO CHAI R WAGONER announced SB 85 to be up for consideration in a
much revised version. He said M. Paw owski, staff to Senator
McGQuire, another sponsor of the bill, would co-present the new
version with Ms. Jackson.

CO- CHAI R PASKVAN noved to bring CSSB 85( ), version 27-LS0484\E,
before the commttee.

CO- CHAI R WAGONER obj ect ed for discussion purposes.
3:53:47 PM

MARY JACKSON, staff to Senator Wagoner, sponsor of SB 85, said
the new commttee substitute (CS) is a joint effort between

Senator MQ@ire and Senator Wagoner. Wen this bill was |ast
before the conmttee, Senator M CGuire expressed a willingness to
participate to expand the original bill so that credits would be

offered for areas within units subject to certain provisions
t hat she would go over in the sectional analysis.

M KE PAWOASKI, staff to Senator MQiire, presented a power
point and said the first slide showed a Departnment of Revenue
(DOR) conparison of the projected production based on fall
revenue forecasts going back for the last 10 years and said in
considering the challenge facing the state about declining oil
production they determned it was inportant to go a little bit
deeper than just |ooking at this graph by itself. The next two
graphs indicated the actual forecasted production taken from the
appendices in the back of the fall forecast, his point being
that it seens like the forecasting has a pretty good idea of
what the production of Prudhoe and Kuparuk will be, but didn't
explain why there were sone discrepancies. Vel |, t he
di screpancies largely come from the Prudhoe Bay and Kuparuk
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satellites. This was the concern that Senator McGQuire was trying
to get to. These pools are necessarily part of the mpjor field,
but are separate accunulations within the unit.

MR. PAW.OABKI said nost of the North Slope actually is unitized
at this point. So, |ooking at Senator Wagoner's goal of getting
at new oil, Senator MQuire felt there was opportunity within
the existing units to go after sone satellite provisions. That
is part of the reason for the departure in the CS. The table
shows that the percentage of new oil rose throughout the years
as production in existing units declined. So, the target that
Senat or WAgoner and Senator MGQuire jointly cane together to
focus on was really new oil.

Therefore, [CS] SB 85 adds a new devel opnent cost credit in AS
43.55.026 that is based on 100 percent of qualified devel opnent
expenditures which are linked back to the qualified capital
expenditures. To avoid the problem of stacking credits, in that
some are nonetizable and can be accunulated on top of each
ot her, the qualified capital expenditure credit in AS
43.55.023(a) and the net operating loss carry forwards in AS
43.55.023(b) are subtracted from the 100 percent qualified
devel opnent credits. So, it's not truly a 100 percent credit; it
ends up being whatever is the net known (explained in a further
slide). The key is that targeting new oil is for undevel oped
pools within existing units or |eases or property that have not
been involved directly in sustained production as of Decenber
31, 2010. That is the universe to which the credit is intended

to apply.

3:58: 09 PM
MR. PAW.ONSKI provided an exanple to denonstrate the net effect
of the way the CS handles the .026 credit. On the left was a

producer wth a tax liability (conceptually he would not
necessarily have a net operating loss carry forward under
.023(b)) - so conceptually he is making a $10 nmllion capital
expenditure. Then they are accunulating an .023(a) credit of $2
mllion on that expenditure, which would | eave an .026 credit of
$8 mllion. However, a producer with no tax liability making the
sanme $10 million expenditure would get the same .023(a) credit,
and assuming that they had a carry forward [oss of $10 million

a 25 percent of that $10 million, for an additional $2,500,000
credit, leaving the .026 credit at $5, 500, 000.

3:58: 58 PM

SENATOR W ELECHOWSKI asked if these credits are taken at the
time the expense is incurred or at the tinme of production.
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MR. PAWOANSKI answered if he was talking about the specific
mechanics within the Departnent of Revenue of when the credit
certificate application is received that he didn't feel
confortable tal king about it, but said the departnent would talk
about that on Monday.

SENATOR W ELECHOWSKI asked if under this bill, the credit would
be taken at the tine of production.

MR. PAWOANSKI replied that the credits would be taken as a
certificate, but <can't be wused wuntil the field goes into
production. That brings them to the limtations on the .026
credit. Part of Senator \Wagoner's original goal was to directly
link the provision of the credit to production. So, the .026
credit on page 2, line 30, through page 3, line 1, is not
transferable and may not be used for a person's tax liability
under AS 43.55.011(e) below zero - the key being that sonme of
credits (like .023 and .025) can either be sold back to the
state or taken against one's current tax liability.

He repeated that Senator Wagoner wanted to nmake sure the credits

are held wuntil production starts and a tax liability is
generated. The tax |evied under AS 43.55.011(e) is apportioned
in the current bill. So, the tax credit as Senator W el echowski

was asking can be applied not only when the unit goes into
production but only in apportion to the actual production from
that new oil on which the credit was earned. So, if you think
about a wunit currently producing 100,000 barrels a day and a
credit is earned on sonething that leads to 10,000 barrels a
day, the producer would only ever be able to use up to 10
percent of their tax liability for that unit on that credit in
any given year. Any balance would carry forward until the credit
i s exhausted, because it cannot reduce the tax liability bel ow
zero.

MR. PAW.OABKI said Senator WAgoner's core goal was to create a
stanpede simlar to the work he did last year on SB 309. The
"stanpede provision" is really that the expenditures to qualify
for this credit have to be within seven years, before the year
2018 (page 2, line 1).

4:01:59 PM
SENATOR STEDMAN went to the slide with the $10 mllion capita
expenditures and asked if they would still get to fully expense

the $10 mllion CAPEX with their $2 mllion credit and the .026
credit ($8 mllion).
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MR. PAW.OABKI answered yes.

SENATOR STEDMAN asked if a nodel could be done on the rates of
return for this type of investnent to conpare how the return
profile changes when the credit is inserted to see if it would
be nore advant ageous than today's system

SENATOR WAGONER replied that they could ask the Departnent of
Revenue to have that ready for them on Monday.

SENATOR STEDMAN said if the state has potential investnents it
woul d be nice to have data so they could nodel how credits woul d
i npact a project.

SENATOR WAGONER replied that he wasn't sure that could be done,
because a | ot of these projects hadn't even started yet, but the
ones he was keen on were Great Bear, Arnmstrong and Brooks Range.

MR. PAVW. ONSKI responded that his point was incredibly
appropriate, because this slide is really intended just to
denonstrate how the credit is calculated and the tax system has
a suite of other incentives that need to be evaluated. He said
that he had pulled the 2009 National Departnent of Energy's
Ener gy Technol ogy Laborat ory assessnents on pot enti al
devel opnents within the North Slope and tried to put together a
suite of some of the identified undevel oped pools that DOR could
nodel .

SENATOR STEDMAN said he renmenbered presentations from both the
legislature's and the governor's consultants on different
aspects of credit enhancenents and tax incentives and said he
t hought sone of that data should be available even though they
don't get conpany X s information.

SENATOR W ELECHOWBKI echoed Senator Stedman's comments and asked
if this was a credit towards the devel opnent of oil.

MR, PAW.OASKI replied yes. He noted |anguage on application of

the credit on page 2, lines 12-17, and that l|ine 13 covered
devel opnment expenditures - that area incurred after conpletion
of the first well that discovers a pool. He noted that line 15

says "before the state of sustained production” and that the
Alaska G| and Gas Conservation Comm ssion (AOGA) working in
consultation with the DOR would define those goal posts in a
fol |l ow ng heari ng.
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4:07:40 PM

SENATOR W ELECHOWBKI asked if everything after punching the wel
in the ground is considered development and if that would
include delineation wells, gravel roads, ice roads or seisnc
tests. And what kind of costs are they |ooking at?

MR. PAWOWSKI answered that it includes "qualified capita
expenditures” and a detailed list of those gets a little
nuanced. They are continuing to work with the departnent and
AOGCC on the sign posts to nake it clear to everyone when
exploration ends and devel opnent begins and then when
devel opnent ends and production begins; the suite of spending
wi |l depend on each different field.

The analysis that Senator Stedman was referring to really needs
to happen - the goal is try to narrow when the credit can be
used as nmuch as possi bl e.

SENATOR FRENCH said two recent developnents conme to mnd in
working with DOR on nodeling - Nakiachuk and Oooguruk - and it
would be fascinating to see how this bill would inpact those
fields.

SENATOR W ELECHOWSKI said the state is picking up 100 percent of
the developnent costs and asked what percent of exploration
costs it would continue to pick up under SB 85.

4:10: 31 PM

MR. PAW.OABKI answered that the goal is not to displace or nake
t he devel opers choose between any of the existing credits; this
is added to them and is the reason for the attenpt to subtract
credits that are clained on simlar expenditures.

SENATOR STEDMAN remarked that first concept of this bill was
that the credit would be "either/or," but the new CS says that
the credit would be stacked.

MR. PAW.OABKI responded that was correct.

SENATOR STEDMAN said one concern is that currently when you have
the imediate wite off for CAPEX ($10 million in the exanple),
and that one would get an additional $8 mllion off the tax
bill.

MR PAW.OMNBKI replied that one would deduct the additional $8
mllion when whatever field the expenditure was nade against
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comes into production and only against the apportioned tax
val ue.

SENATOR STEDMAN asked for another nodel of how nmuch the state
and federal governnents are putting on the table and how cl ose
they are to 100 percent.

MR. PAWOASKI explained that the risk of this credit to a
developer is that it may never be used. A perfect example is
where BP built up a fairly healthy expenditure to try to devel op
the Badam wunit, which didn't produce the way they thought it
woul d and got shut down. So it never generated a tax liability
to be offset by the credit.

4:15:13 PM

SENATOR W ELECHOWBKI asked if this credit would inpact the
existing state/federal exploration credits of 65 percent for new
entrants and 76 percent for a current entrant.

MR. PAW.OABKI replied that there was no intent to inpact that,
but sonme cases mght in terms of the .025 alternative
exploration credits that they are currently evaluating with the
hel p of the Departnent of Law.

SENATOR W ELECHOWBKI recapped that the state would be picking up
100 percent of the devel opment costs above the 67 and 76 percent
exploration credits.

MR. PAW.OABKI corrected that the state would pick up 100 percent
of the devel opnent costs in a success case.

SENATOR STEDVAN said he didn't want the state to be in the
position of crediting over 100 percent and was concerned that
the CS stacks the credits as opposed to the original bill that
made the producers chose between credit options.

MR. PAW.OASKI expl ai ned that the capital expenditures to qualify
for these credits have to be nade before 2018. That nunber cane
from a presentation by the AOGCC to the House Finance Conmttee
on March 16, 2011. It is intended to get through the devel opnent
phase i nto sustai ned production.

SENATOR W ELECHOWBKI why asked why there is such a big
difference between the Kuparuk River nelt water 1.5 years and
sonme of the other fields. Was it just the dynamcs of the field?
s there are another way to speed up the devel opnent of these
fields?
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4:18:55 PM

MR. PAWLOANSKI said he was ill equipped to answer that question
but a future section of the bill would help in that type of
guesti on.

He expl ained that the other addition in section 4 establishes an
Ol and Gas Conpetitiveness Review Board in statute rather than
as a legislative comm ssion (Senator McGuire's original
concept). It is a nine-nenber board wth nenbers of the
| egi sl ature (one House and one Senate), the conm ssioners of the
Department of Natural Resources and the Departnent of Revenue,
and five public nenbers four of which have specific
qualifications - geologist, petroleum engineer, economst - and
a menber of an environnmental or conservation group

The duties of the board are to review historical, current and
potential Ilevels of investnent, identify those factors that
m ght affect investnent, review the conpetitive position of the
state, and make witten findings before Decenber 1 of each year
regardi ng changes to the state's regulatory environnment, fisca
regime and alternative neans for increasing the state's ability
to attract and maintain investnent (which gets back to Senator
W el echowski's question).

MR. PAW.OAMSKI conmented on another slide (from the AOGCC s
presentation to House Finance) of a production profile of the UK
North Sea that has a double peak and then a rapid decline and
what the theoretical future of Alaska could look like (taken
from the Energy Technology Laboratory). He comented that it
i ncludes offshore, ANWR the kitchen sink and the geol ogists'
best wi shes, but in looking at new oil it's inportant to put on
the table what could theoretically be possible.

4:21:30 PM
SENATOR W ELECHOWSKI asked if this slide is what the U S DCE is
currently projecting for Alaska North Sl ope.

MR. PAW.OABKI replied that he wasn't sure. ANWR isn't in their
current projection but it is in this slide.

SENATOR STEVENS said he is always hesitant to give away
authority and responsibility of the legislature and he asked why
this board is needed and what the legislature is giving up.

MR. PAWOWMKI replied that the board has only an advisory
capacity to the state in general. Senator MGuire felt that
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since oil is so inportant to the state that it would be hel pfu

to have a public board that can review all of the issues related
to the legislature on an ongoing basis and neke recomrendati ons
to the legislature. She thought that was an inportant part of
doi ng business as the state.

SENATOR STEDVAN said he had equal concerns when he first read
through this and having a board do the review m ght encourage
the legislature to get |azy about getting into the subject
matter.

CO CHAIR WAGONER said this doesn't give away their control of
the state's hydro carbons, but it is part of developing a
process for the legislature to get information on a regular
basi s.

MR, PAW.OWBKI concurred, but he said it is a fair policy debate.

SENATOR STEDMAN acqui esced that it's not a total abrogation of
their duties, but it wuld give an easy way out for the
| egislature to not |look at the details of how the system works
and just take the board' s recommendati ons. PPT and ACES are sone
exanpl es of the conplexities.

SENATOR STEVENS said he is concerned that the board m ght not
see the enornous inportance of decoupling oil and gas as sone of
hi s col | eagues do.

4:26: 25 PM
MS. JACKSON rem nded them that a nunber of issues were raised
when this bill was first before them and summari zed that the CS

now has a seven-year provision and it also excludes Cook Inlet.
The AOGCC now certifies the production, not the DNR and
"production in paying quantities" is defined as "sustained
production” that is a term already in statute. The AOGCC
identifying the pool as it applies to shale is an ongoing
conversation that will happen in committee on Monday.

4:28:18 PM

She began the analysis saying the first change is to the title
that was necessary to include the new section 4, which is the
Ol and Gas Conpetitiveness Review Board. Section 1 has no
change. Section 2 was deleted fromthe old bill and in the new
CS nmakes 2018 the new date that production has to occur by. It
has an exclusion for the credit in the Cook Inlet Basin and the
Pt. Thonson Unit. She said if the body is willing, it could add
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any future credits for the developnment of heavy oil in this
secti on.

SENATOR W ELECHOWSKI said page 2, lines 5, 7 and 10, have
several references to Decenber 31, 2010 and asked if it would be
better to use sone other wording like "the effective date of
this bill".

M5. JACKSON said they just "grabbed a date" for drafting
pur poses, but they could use that |anguage. She would have to
check with the drafter

4:29:55 PM
SENATOR PASKVAN asked her to explain why this does not apply to
heavy oil .

M5. JACKSON answered that this bill does not apply to heavy oil
because it has already been produced. It could be added as
anot her section if that is what they want.

SENATOR PASKVAN said he wanted to see sone financial nodels of
shale oil potential in Al aska because it is highly capital
intensive. It's inportant to distinguish between the capital
expenditures of Brooks Range and Arnstrong, which are
potentially conventional new oil and shale oil, which is new
al so.

M5. JACKSON added that shale is a real problem because the first
guestion is if the AOGCC has the statutory authority to
pronul gate regulations for shale. Question two is if the AOGCC
can come up wth a definition of a "pool" for shale and is
| ooking at how it is being defined in other areas.

SENATOR PASKVAN said his understanding of the shale oi
devel opnent is that once the process is put in place, it is kind
of an industrial output in the sense that it is noving the
"cookie cutter” forward and he was trying to understand how the
capital expenditures would be differentiated in that type of
syst em

MR. PAW.OMASKI replied that it falls back to the definition of
"pool" that is an accunulation and it's all about communication.
The questions is can he put a well "here" and pull oil from
"there" and is it related to each other. Shale doesn't
communi cate between different sections; so the AOGCC itself is
struggling with the definition of a pool. It is a policy call
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for the conmittee if they want to extend the credit to those
things given its substantive nature.

CO CHAIR WAGONER said his office tried to research sone of this
and talked to an engineer with Witing, probably the second
bi ggest conpany in North Dakota, who said theirs is an acreage
al l omance. If your fracing system goes out so far, then you have
to go back that far from where that acreage's |lines goes down in
the ground so you don't take oil from the adjacent property
owner. Geat Bear's holdings are adjacent to one another, so
that shouldn't be a problemif they are tal king about associ ated
pool s.

4:35:14 PM
SENATOR W ELECHOWSKI asked if this bill wouldn't apply to heavy
oil at all.

MR. PAW.ONSKI replied that is correct at this point; only to new
oil.

SENATOR W ELECHOWSKI asked even if the heavy oil were located in
a new unit?

MR. PAW.OASKI responded that could be correct in theory, at
| east, but he has been told nost of the heavy oil is wthin
exi sting units.

SENATOR W ELECHOWEKI asked how the bill would apply to Geat
Bear .

M5. JACKSON said he didn't see how it could because they don't
have a definition of a "pool" for shale. If nmenbers want to
include heavy oil, they need to broaden the horizons to get
better definitions for both heavy and shale oils. The AOGCC
doesn't want to just pull sonething out of its hat. They had a
definition of sorts from Comm ssioner Seanmount who defined it as
a township and then the next problem canme from M. Bullock who
said they did not want to put an AOGCC definition into a credit
bill under taxes. Then the question is if they have the
authority to pronulgate regulations to do the definition of a
pool for shale.

CO CHAI R PASKVAN said shale oil for purposes of application is
an extrenely aggressive credit, because they get to deduct 100
percent as well as getting a 100 percent credit. So if the
region is defined in a small sense, then a producer is
perpetually getting 100 percent credit and if it's large, it all
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comes down to where you want to draw the boundaries of where
shale oil is different from conventional.

MR. PAW.OABKI added that the dilemma with shale is not only the
boundaries but what kind of production it wll be applied
agai nst.

CO CHAI R PASKVAN asked if Bakken or Eagle Ford have credits that
apply to shale.

4:39: 55 PM
MR. PAWOWKI said he wuld get back to them wth that
i nformati on.

CO CHAI R WAGONER said he found no credits for shale or any other
thing in North Dakota; they have a different system of 10.5
percent of the gross.

M5. JACKSON said that section 2(b) is the "goal post" target
that M. Paw owski alluded to where the AOGCC certifies the

production. New terns were used; "sustained production” was
necessary because the previous ones were DNR terns and they are
now not in the bill. Because AOGCC was put in DNR s place, sone

terms had to be changed to conform with AOGCC. They are working
with the Departnent of Revenue to get there.

Subsection 2(c) talks about how the credits bal ance against a
conpany's production tax liability. "If they have $40 mllion in
CAPEX and only $30 mllion in liability, they are only going to
get a $30 mllion credit."

SENATOR W ELECHOWEKI asked how operating expenditures are dealt
wi t h.

MR. PAW.OASKI replied that operating costs won't be counted, but
they will be included in the net operating loss credit (being
subtracted from the .026 credit) and actually |essen the value
of the credit.

4:43: 40 PM

SENATOR W ELECHOWEKI asked if he had any sense of of operating
costs versus CAPEX in the devel opment stage. He has heard that
CAPEX is a huge amount if not all.

MR, PAW.OABKI said there are sonme references in the DCE report
that he would go over with him
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CO CHAI R PASKVAN asked if Bakken and Eagle Ford and other shale
devel opnent s don' t have a credit system wth capital
expenditures, do they even differentiate between CAPEX and OPEX
for any substantive reason.

MR. PAWOANSKI replied that the goal of getting back to the
definition of a "qualified devel opnent expenditure” by |inking
it back to the AS 43.55.023 definition of a capital expenditure
was to bring it into the universe of what the DOR is already
issuing credits for. These are expenditures that conpanies are
al ready making and filing for in .023 credits.

4:45: 40 PM

CO- CHAIR PASKVAN said he appreciated that, but right now
conventional oil devel opnent has a correlation between OPEX and
CAPEX that it is skewed to 90 percent CAPEX/ 10 OPEX, and the
credit is 100 percent of CAPEX. The inpact on the treasury's
bottom line could be "incredible" and they want to know that the
new oil is not going to bankrupt the state.

4:46: 31 PM

SENATOR STEDMAN said it is hard for the conpanies to manipul ate
expenses, because the IRS classifies them has "decades of IRS
rulings.” He also conmented when they get into other basins nost
of those are regressive systens.

CO CHAI R WAGONER rem nded them that the amount of the credit is
al ready capped by the anobunt of production; producers don't have
a free run just throwing mllions of dollars out there and then
witing it off.

M5. JACKSON continued with the sectional analysis as follows:

(d) Page 2, line 26, restricts the use of the new credit so
there aren't nmultiple credits.

(e) Establishes that the credit or a portion of the credit is
not transferable and may not reduce the tax liability below
zero.

(f) Allows the Departnent of Revenue to adopt regul ati ons needed
to admnister the credit.

(g) Establishes procedures so that when the credit is utilized
it is applied only to the production tax due for the |ease or
the property that qualified for the credit.

(h) Definition section that references existing statute for a
"pool"™ with regards to "qualified devel opnent expenditures"” as
per the DOR's review, and "sustained production” is now used
rat her than "production in paying quantities."”

SENATE RES COW TTEE -17- March 25, 2011



She explained that "sustained production" was devel oped | ast
year in SB 309 and pertained to the jack up rig.

Section 4 establishes the Ol and Gas Conpetitive Revi ew Board.

4:49: 39 PM

SENATOR W ELECHOWSKI asked how this would work from a tinefrane
perspective. If someone goes out and spends five years incurring
capital costs to develop a well and then they start producing in
year six. Do they only get to collect their costs up to year
seven? How does that work?

MR. PAW.OWBKI answered it's only within the timefrane of after
di scovery up to sustained production. So, if you are in
production in the third nonth of year six, it's only from the
third nmonth of year six back to post discovery. Once you pass
it, you go back into the regular 20 percent credit in .023.

SENATOR W ELECHOWBKI asked at what period the .026 percent
credit | apses.

MR. PAWOASKI replied that it doesn't Ilapse wuntil it is
exhausted. The policy call here is that the tax credit 1is
applicable only to new oil and it can't go bel ow zero.

SENATOR W ELECHOWBKI, as an exanple, said soneone spends $100
mllion and takes the full seven years; year seven they go into
sust ai ned production. They put out $20 mllion for the next five
years. For year one they would get a credit on their production
tax, so $20 million at $100 barrel oil would give an effective
tax rate of 27.5 percent. Do they get a 100 percent deduction
off that 27.5 percent?

MR, PAWOASKI replied they would have accunulated a credit
through their devel opnment expenditures during the devel opnent
stage ($100 nmillion in Senator Welechowski's exanple). They
have production tax liability of $20 mllion in year one, two,
three and four. They would be able to take $20 nmillion a year
and roll $80 million to the next year; take $20 million in the
next year, roll $80 mllion to the next year; take $20 mllion
in the next year and roll $80 nmillion for the third year and
never being able to go bel ow zero.

M5. JACKSON added that the "true up" cones when the production
tax liability comes into play. Going back to the sectional
anal ysis, she said a mnor error in references in section 4 was
corrected and section 6 is the imedi ate effective date.
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4:54:58 PM
CO CHAIR WAGONER renoved his objection and finding no further
objections CSSB 85( ), version E, was adopted. Finding no

further business to cone before the conmttee, he adjourned the
meeting at 4:54 p.m
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