ALASKA STATE LEG SLATURE
JO NT MEETI NG
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February 14, 2012
1:03 p.m

1: 03: 02 PM

CALL TO ORDER

Senator Bert Stednan, Co-Chair called the Senate Finance
Comm ttee neeting to order at 1:03 p.m

SENATE FI NANCE COW TTEE MEMBERS PRESENT

Senat or Lyman Hof f man, Co-Chair
Senator Bert Stedman, Co-Chair
Senator Johnny Ellis

Senat or Denni s Egan

Senat or Joe Thomas

SENATE FI NANCE COW TTEE MEMBERS ABSENT

Senator Lesil MCGuire, Vice-Chair
Senat or Donny O son

SENATE RESOURCE COW TTEE MEMBERS PRESENT

Senator Bill Wagner, Co-Chair
Senat or W el echowski, Vice-Chair
Senator Bert Stednan

Senator Hollis French

Senator Gary Stevens

SENATE RESOURCE COWM TTEE MEMBERS ABSENT

Senat or Joe Paskvan, Co-Chair
Senator Lesil MCuire

ALSO PRESENT

Dr. Pedro Van Meurs, President, Van Meurs Corporation,
Consul tant, Legislative Consultant; Senator Cathy G essel;

ACTI ON NARRATI VE




1: 03: 02 PM
APRESENTATI ON BY PEDRO VAN MEURS ON ARCTI C AND ALASKA AL
ECONOM CS: SESSI ON FOUR

1: 04: 08 PM

DR PEDRO VAN MEURS, PRESIDENT, VAN MEURS CORPORATI ON,
CONSULTANT, LEQ SLATIVE CONSULTANT, provided nenbers wth
two Power Point presentations: Policy Options for Al aska Ol
and Gas; and Addendumto “Policy Options for Alaska G| and
Gas” (copy on file). He explained the presentation would
consider how the architecture for existing oil and new oil
di scussed in previous sessions could be applied to heavy
oil, shale oil and natural gas.

M. Van Meurs observed that the major heavy oil devel opnent
may face significant challenges, due to difficulties
assuring the total gravity in the TAPS |ine was adequate
for transportation. Major heavy oil devel opnment m ght have
to be stinulated in conjunction with expansion of |ight oil
pr oj ect s, wi th possible condensate and liquid stripping
projects from gas fields (such as Point Thonson) and/or
construction of GIL plant(s) (with subsequent cracking of
waxy conponents). Heavy oil production needed to part of a
br oader pl an.

1: 06: 28 PM

M. Van Meurs stressed the need for special terns for heavy
oil with a |ower governnment take. He observed that 40,000
barrels of oil per day (bopd) heavy oil was being produced
on the North Slope. He stressed the difficulty in
determining a fair decline curve and pointed out the small
volune of heavy oil. He proposed that heavy oil not be
separated by cl ass.

1: 08: 49 PM

M. Van Meurs recomended terns for heavy oil production
based on the Petroleum Profits Tax (PPT) as foll ows:

* PPT based on a flat rate of 25 percent;
e 20 percent tax credit; and

e A 15 percent allowance based on the gross value of the
heavy oil as special deduction for the determ nation
of the PPT.
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M. Van Meurs advised the severance feature start at a
hi gher price of $160 per barrel to protect governnent take
at higher |evels.

M. Van Meurs explained that governnment take could be
brought down wi thout creating problens through a 15 percent
al  ownance based on the gross value of heavy oil. At $100
per barrel of oil, $15 would be deducted before PPT was
cal cul ated; PPT would be based on $85 per barrel of oil.
There would be one nore line on the tax return for the
nunber of barrels nultiplied by 15 percent of val ue.

M. Van Meurs addressed the issue of a negative PPT. A
floor price would be initiated for the purpose of
calculating PPT at a price that would never be |ower than
$55 per barrel escalated with inflation. He observed that
the calculations mnmght need fine tuning due to their
sophi stication. Problenms with negative PPT would occur if
the tax credit were greater than 20 percent.

M. Van Meurs summarized that the system would only need
two adjustnments for new oil production for heavy oil: a 15
percent allowance and a floor price.

1:12: 38 PM

Senat or French asked where heavy oil would be neasured; oi
was neasured downstream of production facilities. Heavy oil
would join the production stream sonewhere above the
production facility. M. Van Meurs explained that the
measurenent would be field by field. The Departnent of
Natural Resources would designate fields as "heavy oil"
There mght be difficulty nmeasuring sone fields precisely.
A met hodol ogy would be needed to cal culate holdings since
ownership would be different for different fields. The
wor | dwi de practice was to establish a sinple test separator
for field tests to extrapolate, which wuld require
addi ti onal i nvest nment . He believed that Al aska had
sufficient technol ogi cal advancenent.

1: 15: 09 PM

Senator French observed that heavy oil deposits on the
North Slope mght overlay different viscosities. He asked
how often fields overlay and comngle. M. Van Meurs did
not suggest that gravity content be tracked as oil was
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produced. Any reservoir could have layers of heavy and
light oil. He recommended that entire fields be |abeled
based on described criteria and classification. He did not
see any problemestablishing criteria.

1:17:48 PM

Senator Wel echowski referred to previous statenents by M.
Van Meurs, which he felt were in conflict.

Proposal for a Profit Based, Production Tax for
Al aska, February 14, 2006, by Dr. Pedro van Meurs,

page 138:

“The fiscal proposal of a 25 percent tax rate and a 20
percent credit rate will provide a strong stimulus for
heavy oil devel opments through the considerable

downside price risk protection this system provides
and the significant inprovenent in |IRR and NPV@lO
percent under current long term price projections.
There is no need for further incentives. Such
incentives would unreasonably lower the revenues of
Alaska for no significant added benefit in econonic
stimulus.”

North Anerican Report, Recommended Fiscal Changes for
North Anmerican jurisdictions:

"For large unconventional or high cost resource
projects it can be recommended to introduce profit
sharing royalties or taxes, simlar to the Al berta
royalties for oil sands, the net profits interest for
shale gas in Northeast British Colunbia, the royalties
in Newfoundland and Nova Scotia offshore, or the
petrol eum profits tax in Al aska."

M. Van Meurs explained that the PPT structure was entirely
suitable for developnent of heavy oil and ideal over a
fixed royalty structure. He originally recommended the PPT
structure in 2006 because it was the proper architecture
for devel opment of heavy oil. He enphasized that he had not
changed his recomendation regarding the architecture, but
enphasi zed there was a different conpetitive environment in
2012. Competition wth Alberta required a greater
conpetitive environnent than 2006 when costs were |ower.
The allowance was introduced in [|ight of greater
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conpetition and higher costs. He concluded the structure
was still viable if it were kept sinple.

1:22: 05 PM

Co-Chair Stedman spoke to of capital expenditures and asked
if they were included in the 25 percent credit. M. Van
Meurs did not recommend any changes to the capita
structure inbedded in PPT.

M. Van Meurs reviewed recommendations for ultra-heavy oil
whi ch woul d be nore aggressive: PPT based on a flat rate of
25 percent. He thought governnent take would still be
somewhat higher than Al berta but advised that governnent
take and even royalties mght need to be reduced if there
were no takers. He stressed that the market should be
tested before any reductions.

1:24: 31 PM

M. Van Meurs discussed slide 92 and indicated that ultra-
heavy oil could present problenms in the pipeline. Alberta
used an up-grader to create a mxture of Ilight product
called synthetic crude oil and coke. The synthetic crude
oil was equal in quality to Wst Texas Internediate (WI)
and could be put directly into the pipeline. The coke woul d
be used to fuel the plant. He recommended that Al aska
upgrade ultra-heavy oil, which would solve the pipeline
issue wth additional quality oil.

M. Van Meurs observed that Alberta permtted a “feed
price” into the up-grader. The value of ultra-heavy oil or
Al berta oil sands would be equal to 65 percent of the val ue
of the synthetic oil that would be produced. The feed
price would be the basis for royalties and PPT and would
only pay corporate inconme tax on the upgrader, since this
was in fact a md-stream type operation. The same concept
was applied in Alberta for oil sands and recomended for
refineries in Al aska.

1:28: 00 PM

Senator Wel echowski referred to Alaska's corporate tax
provisions and questioned if the lack of separate
accounting allowed the wite-off of bad investnents nmade
outside of Alaska. M. Van Meurs felt that Al aska's system
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of taxation was a little cunbersone and conplicated the
formul a used above.

Senat or W el echowski asked if M. Van Meurs would recomend
separate accounting in Alaska to allow conpanies to wite-
off investnments and level the playing field. M. Van Meurs
affirmed that he has always been a strong supporter for
calculating state corporate tax based only on costs and
revenues attributed to devel opnent or production in Al aska.
He felt that Alaska's ability to provide incentives was
inpaired by the tax system

1: 30: 35 PM

M. Van Meurs reviewed slide 93, which was an overview of
all the terns for oil. He stressed that a w de range of
government take could be created with sinple allowances,
within PPT and w thout changing the royalty or corporate
income tax. He concluded that Alaska had flexibility to
attract investnment to "just about every resource that
Al aska has."” Royalties could be lowered if the market
demanded over tinme. Alaska would conpare favorably wth
other mmjor producers such as Colunbia. He recomended
testing the market first.

1: 32: 38 PM

M. Van Meurs observed that shale oil was risky and could
be given the same ternms as the ternms for ultra-heavy oil.
However, there was a small probability that the shale oi
operations mght turn out to be rather profitable if
fracking operations were very successful and primarily
[ight oil was produced. He suggested that introduction of
an R-factor in the case of shale oil would be wise to allow
adjustnment if it was wunusually profitable. The R-factor
woul d automatically correct.

1: 35: 18 PM

M. Van Meurs spoke to slide 95 and recommended that
natural gas be separated into two groups: new fields that
needed to be explored (Point Thonson) and associated fields
(Prudhoe Bay) where the drilling and field devel opnent
costs had been spent. He acknow edged that Governor Par nel

preferred to wait for discussions with nmajor oil conpanies,
but recomrended terns were established for both types of
gas. He advised a nore aggressive approach and pointed out
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that Alaska did not want to be dependent on major oil
conpani es for developnment. Announcing ternms would enhance
the state's bargaining position. New gas needed to be very
attractive. The only way to export gas was as LNG He
observed there were two concepts for devel opnent: devel op
LNG directly from the North Slope, conpeting with Russia
t hrough tankers, which would be economically feasible, but
not necessarily political accept abl e; or through a
pi peline, which would be acceptable politically but not
necessarily econom cal. Taking new gas on-stream would be a
maj or undertaking that needed to be aggressive to be
conpetitive. He suggested a 25 percent allowance [of the
gross value of the gas revenues]. The severance feature was
tougher, starting at a net-back of $8/ MvBt u. A floor net
back gas price would be necessary.

1: 39: 38 PM

M. Van Meurs suggested a 15 percent allowance would be
sufficient for Prudhoe Bay gas. He reiterated that the
state would be in a difficult and conpetitive position in
terns of gas developnment. He recomended that PPT be
nodified as a first step; and that legislators test the
mar ket .

Senat or W el echowski asked for a breakdown of governnent
take. M. Van Meurs promsed to provide the breakdown for
each recommendati on.

1:41: 50 PM

M. Van Meurs noted that the proposed fiscal ternms could be
provided for a sinple to admnister overall system and
would set ternms for all possible oil and gas investnents.
Al'l resources would have 25 percent PPT and 20 percent tax
credit, which would allow consolidation of all resources
into one tax return. The base price, increnment, change
price, next increment and maxi mum val ue would change, but
the concept would remain the sane for each resource. An
al l omance and floor price would be introduced for heavy
oil. Shale oil would also receive an R-factor as the only
resource capable of a huge variation in profitability. The
system woul d be sinple, easy to inplenment and deal with all
syst ens.

Senator Wel echowski asked if industry had indicated that
the proposed system would result in increased investnent.
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M. Van Meurs had no indication from industry but believed
in the market. He stressed that if the terns were clear to
i nvestnment groups around the world that the state would
know relatively quickly (days to a year), if the ternms were
well set. He was confident that investors would come wth
conpetitive terns, even if they were not the nmgjor
conpanies. He pointed out that major oil conpanies were in
an extrenme harvesting node.

1: 47:16 PM

Senat or W el echowski observed that the nunber of conpanies
doing business in Alaska had tripled, with all-time highs
in investnents. Different consultants had recomended
different concepts. The concept adopted by the state of
Al aska was depicted in a nunber of presentations by Gaffney
and Cdine and Associates. The philosophy of "portfolio
bl ending" was used to encourage production in heavier
fields since investors would |lower their overall tax rate.
He did not think it was conpletely accurate to call ACES a
net profits tax; ACES encouraged reinvestnent through cash
flow He suggested that M. Van Meurs' recommendations
noved away froma portfolio bl ending phil osophy.

M. Van Meurs agreed and acknow edged that investnent was
occurring in Alaska, but at a nodest |evel conpared to
ot her nations. He agreed that PPT was devel oped with barrel
of oil equivalent (BOE) concept in mnd and with conbined
price and tax value concept to encourage heavy oil
production. He was not in favor of the BCE concept, but he
was in favor of the tax value. H's analysis showed a need
for wider differences in governnent take than could be
achieved wth ACES. He added that new investors attracted
to the resources would not benefit from the portfolio
bl endi ng. He concluded that the terns for heavy oil itself
woul d need to change in order to attract new producers; not
because it was cross subsidized fromlight oil.

1: 52: 36 PM

Senator French asked if the lower rate should persist in
the future or be timed to the recapture of investnent. M.
Van Meurs responded that both could occur as long as the
system that allowed consolidation. He did not recomend
different tax rates were included in HB 110. The all owance
could be stronger for the first five years then be reduced
as a variation of the sanme concept. He explained he had
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recommended a flat rate because it was sinpler. He did not
think it was a major issue and noted that he had not had
time to optimze the system but variations could be put in
pl ace to optim ze the econom cs.

Senator French asked if recommendati ons were nmade for other
areas. M. Van Meurs responded that different cultures
required different structures. A simlar structure was
wor ki ng successfully in Trinidad and Tobago. The sane
system did not work in all areas of the world. Details of
fiscal terns were different from country to country.
Severance structure was al so used in Kazakhst an.

1: 57: 05 PM

Senat or WAgner questioned what the Repsol Conpany woul d say
to a simlar tax structure. M. Van Meurs felt that Repsol
woul d find the terns advantageous since the governnent take
on devel opnment would be significantly |ess. He suggested
further adjustnments could result in a sinple system that
woul d work for every resource in Al aska, which would result
in further production.

Senator Wel echowski asked if any of the proposals could
hurt Al aska, such as cuts to credits, or a nove away from
resource blending. "Was there any downside?" M. Van Meurs
stressed that conpanies and investors would be invited to
coment and identify any problens during the devel opnent of
a new system He acknow edged that renoval of the 40
percent [portfolio blending] would take away the "nassive
help for exploration” but felt that there would be nore
exploration in the end. He nmaintained that exploration was
reduced because conpanies could not see their way through a
totally profitable operation, including devel opnent. He saw
an enornous incentive for conpanies that had the cash and
incentive to explore through to devel opnent. He enphasized
the need to restore bal ance between attractive devel opnent
and sonewhat less attractive exploration, which he
mai ntained would attract nore business from mgjor ol
compani es.

2:02: 52 PM

Senator Egan asked if the proposed new fiscal ternms would
be enough to get the state out of harvest node. M. Van
Meurs stated that it would be very difficult to get the
producers out of harvest nobde because devol venent was so
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conpetitive elsewhere. He furthered that the state needed
to provide a sense of fiscal stability. He acknow edged
that it would be very difficult to change perceptions but
stressed that his proposed changes were a good start. He
mai ntai ned that Al aska remained valuable in the long-term
and new i nvestors woul d react favorably.

2: 05: 29 PM

M. Van Meurs observed that if Alaska did not achieve its
goal s and production kept declining the market would have
indicated that something needed to be done; a valuable
benchmark woul d be established as to how fiscal ternms may
have to be further changed in order to eventually attract
investnment. He nmintained that with the appropriate fisca
and contractual framework Alaska could achieve 1 mllion
barrel per day throughput through the TAPS Iline, and
significant LNG exports. However nmjor political and fisca
change was required, which would be difficult. The sooner
the process started to encourage changes the better the
future of Al aska woul d be secured.

2:07: 08 PM

M. Van Meurs reviewed the Addendum He acknow edged that
his recommendati ons represented massive change and m ght be
a "bridge too far" in the short term He provided proposals
in the <case that Alaska only wanted to nmake m nor
nodi fications to ACES through the foll owi ng changes:

e Decrease .4 to .35

+ Decrease $92.5 to $90

e Start at 0.1 percent increases to a nmaxi mum additi onal
rate of 25 percent at $ 130 per barrel, which prevent
a governnent take of nore than 75 percent,

« Establish a 20 percent of gross revenues allowance for
new oi | production, and

e Limt tax credits to 20 percent on exploration and
devel opment .

2:09: 28 PM

M. Van Meurs reviewed slide 3, which showed governnent
take under the proposed terns. He noted that the green |ine
on slide 3 should be 2 percent higher.
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M. Van Meurs observed that it was possible to test the
mar ket with a nodest change from ACES. He reiterated that
his proposals would not create a "give away" from existing
production; would provide stimulus for new production;
woul d not require ring fencing [a protection-based transfer
of assets from one destination to another]; and solve four
of five deficiencies in ACES.

2:12: 03 PM

M. Van Meurs acknowl edged that the proposal would not
solve all the deficiencies. He asserted that it would be a
nodest step, but a good step that would solve problens with
BOE cross subsidization. The proposal would not create an
“architecture” to which new Al aska resources could be
added, such as heavy oil, shale oil and natural gas, or
provide the stimulus of investnent in these resources. He
concluded that his proposals was a superior concept to HB
110 and would better protect Alaska with a start in
encour agi ng new oil production.

2:13: 33 PM

Co- Chair Hof fman asked for a breakdown of inpact in dollars
for slide 3. M. Van Meurs agreed to provide the data.

#
ADJ QURNVENT

2:15:15 PM

The neeting was adjourned at 2:15 PM
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