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CALL TO ORDER

Co-Chair

HOUSE FI NANCE COWM TTEE
April 5, 2013
9:08 a. m

Stoltze called the House Finance Conmittee neeting

to order at 9:08 a. m

VEMBERS PRESENT

Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative

VEMBERS ABSENT

Representati ve

ALSO PRESENT

Al an Aust erman, Co-Chair
Bill Stoltze, Co-Chair
Mar k Neuman, Vice-Chair

M a Costello

Bryce Edgnon

Les Gara

Li ndsey Hol nes

Scott Kawasaki, Alternate

Cat hy Munoz
St eve Thonpson
Tammi e W1 son

David Guttenberg

Dani el Sul |'i van, Comm ssi oner, Depar t ment of Nat ur al
Resources; Senator M cciche; M chael Paw owski, Advisor,
Petrol eum Fiscal Systens, Department of Revenue; Joe
Bal ash, Deput y Comm ssi oner, Depar t ment of Nat ur al
Resour ces.
SUMVARY
CSSB 21 (FIN) an(efd fld)

O L AND GAS PRODUCTI ON TAX

SB 21 was HEARD and HELD in conmttee for further

consi der ati on.

#sb21
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CS FOR SENATE BILL NO. 21(FIN) an{efd fld)

"An Act relating to the interest rate applicable to
certain anmounts due for fees, taxes, and paynents nade
and property delivered to the Departnent of Revenue;
providing a tax credit against the corporation incone
tax for qualified oil and gas service industry
expenditures; relating to the oil and gas production
tax rate; relating to gas used in the state; relating
to nmonthly installnment paynents of the oil and gas
production tax; relating to oil and gas production tax
credits for certain |osses and expenditures; relating
to oil and gas production tax credit certificates;
relating to nontransferable tax <credits based on
production; relating to the oil and gas tax credit
fund; relating to annual statenents by producers and
expl orers; est abl i shing t he al and Gas
Conpetitiveness Review Board; and nmaking conform ng
amendment s. "

9:08: 20 AM

Co-Chair Stoltze explained that the legislation would be
presented by the Departnment of Natural Resources (DNR) who
represented the sponsor.

DANI EL  SULLI VAN, COW SSI ONER, DEPARTMENT  OF  NATURAL
RESOURCES, presented the PowerPoint "QOIl Tax Reform -
Arresting TAPS Throughput Decline." He appreciated the
opportunity to present a broad overview of the issues
related to oil tax reform and the House Finance Comm ttee.
He intended to provide a straightforward agenda with a
focus on three inportant topics.

9:12:49 AM

Conmi ssioner Sullivan discussed slide 2: "Qutline."

Part |: current Context - QOpportunities and Chal | enges
Part Il: Is the Current Tax System W rking for
Al askans?

Part 111: Production, Production, Production

Comm ssioner Sullivan discussed slide 3: "Part 1 Current
Context Qpportunities and Challenges.” He noted that a
common argunent seen by DNR throughout the oil reform
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debate was that "everything was fine" with the oil business
and tax system in Alaska. The departnment argued with those
sentinments that the tax system was functioning well. The
department did not believe that business was boom ng. He
hoped to conpare production from Alaska to worldw de
production. He wi shed to address the significant chall enges
faced by the state.

9:15: 09 AM

Comm ssioner Sullivan referred to various slides as "good
or bad news." The state nust come to grips wth the
significant challenges and opportunities. He stated that
conparisons with past performance, production and pricing
were not always accurate, so he hoped to focus on the
present day. He stressed that the United States was

experiencing a hydrocarbon boom in investnent and
producti on. He opined that the country's greatest
hydr ocar bon  basi n, Al aska, was observing from the
si del i nes.
9:16:59 AM

Co-Chair Stoltze referred to a poll regarding public
opi nion about the oil industry's contribution to the state
budget and oil flow through the Trans-Al aska Pipeline
System (TAPS). He opined that additional information from
t he departnent could better educate Al askans.

9:17:45 AM

Department of Natural Resources discussed slide 4: "TAPS -
A Critical State and National Energy Asset.”

* TAPS has transported over 16.3 billion barrels of oil
and natural gas liquids since June of 1977. Production
peaked at 2.2 mllion barrels per day in the late

1980s, representing 25 percent of U S donestic
producti on

e Since its peak, however, throughput has steadily
declined; today, TAPS is 2/3 enpty and declining at an
average of 6 percent per year

e TAPS throughput decline threatens econom c disruption
and the very existence of our pipeline

* 90 percent of state revenues cone fromoil production
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W nust encourage industry to invest in exploration
and devel opnent of conventional and unconventional
resources on state and federal |and, onshore and
of f shore

e TAPS has plenty of capacity for increased throughput

 Mpst near-term critical economc issue facing the
state

e Most wurgent issue facing the state - two and half
years of studies

9:21: 30 AM

Conmi ssioner  Sullivan discussed slide 5: "Production
History.” He stated that the slide represented a declining
oil field, which he conpared to a dried-up basin. He
di scussed the rig count nunber for various states. The rigs
in Al aska were much |arger than those used in other states.
He concl uded that business was not boomi ng in Al aska.

2013 Ri g Count:

Texas = 830 active rigs

Okl ahoma = 183 active rigs
North Dakota = 174 active rigs
Pennsyl vania = 80 active rigs
Al aska = 8 active rigs

9:22: 57 AM

Conmmi ssi oner Sullivan discussed slide 6: "Mussive Resource
Base. "

* USGS estimates that Al aska's North Sl ope has nore oil
than any other Arctic nation

o OIl: Est. 40 billion barrels of conventional oi
(USGS & BOEMRE)

o (@as: Est . over 200 trillion <cubic feet of
conventional natural gas (USGS)

e« Alaska has world-class unconvent i onal resour ces,
including tens of billions of barrels of heavy oil,
shale oil, and viscous oil, and hundreds of trillions
of cubic feet of shale gas, tight gas, and gas
hydr at es

e Alaska's North Slope has already produced nore than 16
billion barrels of oil to date
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e At year-end 2010, the Energy Information Agency (EIA)
(federal Departnent of Energy) put remaining North
Sl ope reserves at 3.7 billion barrels of oi

* Refornms now can create enornous future opportunities
and benefits

e Conpared to nost hydr ocarbon basi ns, Alaska 1is
relatively underexplored, with 500 exploration wells
on the North Sl ope, conmpared to Wom ng's 19, 000.

Comm ssioner Sullivan stated that Al aska was on the cusp of
enor nous opportunity in the areas of unconventional oil. He
believed that the state's geol ogy conpared to the shale oil
plays in states |like North Dakota or Texas. He stressed the
opportunities for exploration on the North Slope. He
pointed out that Prudhoe Bay had exceeded production
expectations dramatically.

9:26: 35 AM

Conmi ssioner Sullivan detailed slide 7: "Qther Basins have
Turned Decline Around.” He noted that DNR and Departnent of
Revenue (DOR) worked together to create a tax proposal.
Throughout the process, research was perforned to detern ne
which oil basins had deviated from production decline
historically. The slide's graph depicted oil production
increases in Texas, North Dakota and Alberta. Al aska
continued to decline in oil production during the sanme tine
period. He Dbelieved that Alaska's tax system did not
i ncentivize production.

9:30: 13 AM

Conmi ssioner Sullivan stated that the incentive to invest
in Al aska was | ess because of the high prices of investnent
as related to the long-term elenments of investnent return.
He noted that the spike in Texas was related to shale. He
pointed out that Alaska was also a shale basin. |If new
shal e technol ogy with conventional and shal e pl ays.

9:31: 57 AM

M CHAEL PAW.OWBKI , ADVI SOR, PETROLEUM FI SCAL  SYSTEMS,
DEPARTMENT OF REVENUE, comented on slide 7. He stated that
the exanple of Texas and its flattened production curve was
the result of conventional oil developnment. The ability to
| evel oil production decline was possible with conventional
oi | plays.
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Comm ssioner Sullivan stressed that the slide was a "bad
news slide for Al aska." The good news was that Al aska coul d
mtigate or increase decline with the right investnent
envi ronnent .

9:33:41 AM

Comm ssioner Sullivan discussed slide 8: "Change in Average
Daily G| Production by State 2007 - 2008." He nentioned an
energy renaissance in the United States. Various basins in
the Lower 48 were experiencing |large exploration boons. The
slide conpared nmultiple basins along with the price of oil.

9:35:20 AM

Comm ssioner Sullivan discussed slide 9: "Change in Average
Daily Ol Production by State 2008 - 2009." He opined that
the slide was a "bad news slide for the state." He stated
that conparisons wth the rest of the country were
essential. He stressed that a conpetitive tax reginme was
inmportant and a partnership with the federal governnent was
benefi ci al .

Conmi ssioner Sullivan discussed slide 10: "Change in
Average Daily G| Production by State 2009 - 2010."

9: 36: 36 AM

Conmi ssioner Sullivan discussed slide 13: "Crude Ol
Production: Al aska North Slope vs. US. and CECD Countries,
2003 - 2012." He clarified that the color green represented
oil production in the United States, red represented
Organi zation for Economc Co-operation and Devel opnent
(OECD) production and bl ue represented Al aska.

Co-Chair Stoltze asked about the nmeaning of the acronym
ODEC.

Comm ssioner Sullivan answered Organization for Economc

Community and Devel opnent, which represented Western
Europe, Norway, North America and Canada. He pointed out
the graph's illustration of the significant increase in

United States production. The blue bars clearly depicted
Al aska's production and the decline in production by half
of that recorded ten years ago. He noted that the decline
in Alaska was observed despite the high prices of oil.
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Al aska was the only basin in the United States that failed
to experience the oil production boom

9:38: 27 AM

Comm ssi oner Sul i van di scussed slide 14: "Capit al
| nvest nent and the U.S Energy Renai ssance.”

* G obal and U.S. hydrocarbon boom
* |EA Wrld Energy Qutlook 2012 - U. S. to overtake Saud
Arabia and Russia to becone the world' s |argest gl obal
oi | producer by the second half of this decade
o Congressional Research Service report found that

since 2007, all increases in US. oil and gas
production occurred outside federally controlled
areas, Wwth oil and gas production on federal

| ands decreasing by 7 percent and 33 percent
respectively
e Financial Tines, Novenmber 12, 2012- "U. S. set to
becone bi ggest oil producer”
* Financial Tines, Decenber 27, 2012 -"GO| and gas - hey
bi g spenders”
0 2012 - $600 billion on exploration and production
in oil and gas industry
0 2013 projected - $650 billion on exploration and
production in oil and gas industry
o Al aska one of the world s great hydrocarbon
basins - accounted approximately half of 1
percent of these expenditures in 2012

9:42: 37 AM

Comm ssioner Sullivan discussed slide 15: "Est. Capital
Spending for Exploration and Devel opnent."” He stated that
the notion that the state did not have a problem sat in
stark contrast with the data provided on slide 15. He
believed that the issue of oil production would greatly
affect the future of Al askans.

9:43: 13 AM

Conmmi ssioner Sullivan introduced slide 16: "Part |1, |Is the
Current Tax System Working for Al askans?"

Comm ssi oner Sul I'i van di scussed slide 17: "Aver age

Governnent Take at $100/BBL." He noted that the slide was
created by PFC Energy, the state's consultant. The
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government take was assessed at the price of $100 per
barrel of oil. He pointed out that Al aska was the second
highest in CECD classification. For new developnents,
Al aska was higher than Venezuela, Russia and Kazakhstan.
The high governnent-take conmbined wth Alaska's arctic
condi ti ons, renot e | ocati on, I nfrastructure I ssues,
permtting syst ens and [itigation wor ked agai nst
incentivizing investnment. The issue of governnent-take
could be nodified, whereas the arctic conditions and renote
| ocation could not.

Comm ssioner Sullivan respected Daniel Yergin as saying,
"Tax regines are one of the nost inportant elenents of when
and how oil and gas conmes out of the ground, whether in
Al aska, Russia or Central Asia.”

9:46: 35 AM

Comm ssioner Sullivan discussed the term "giveaway." He
noted slide 18: "Current System is Not Wrking for
Al askans. "

Exanpl es of the Real G veaway

* ACES has taken away nost of the incentive to
produce nore barrels and nore profit at higher
prices

o In FY 08, North Slope oil averaged $96.51
per barrel and the total production tax
collected was $6.8 billion

o By next fiscal year (FY 14), prices are
forecasted to be $13 higher at $109.61, but
the total production tax collected is
estimated to be $3.8 billion - a decrease of
nore than $3.8 billion in unrestricted
general fund revenue

* The Utinmte G veaway

o Conparing year-end 2011 and year-end 2012,
there were ~40,000 fewer barrels of oil per
day flow ng through TAPS

0 Approximately 14.6 mllion barrels a year =

$1.46 billion in lost economc activity and
val ue

9:50: 18 AM

Comm ssi oner Sullivan discussed slide 17 again. He

menti oned Senator French and his statenent that ACES was a
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functional system but the governor's proposal was flawed
because it did not require nore oil in the pipeline in
exchange for tax reductions.

Comm ssioner Sullivan countered that the current tax system
handed out significant tax credits and direct cash paynents
of approximately $1 billion annually. He stated that the
governor's bill sought to tighten the nexus between tax
benefits and production. He discussed tax returns under
ACES.

9:52:48 AM

M. Pawl owski stated that Al aska had seen an increase in
t he anount of conpanies filing tax returns in the state. He
had seen an increase in returns, but not an increase in tax
payers. ©Many of the returns were filed wthout paynent as
the conpanies were eligible for tax credits.

Co-Chair Stoltze requested that M. Paw owski repeat his
st at enent .

M. Pawl owski repeated that the state had seen an increase
in the nunmber of conpanies filing returns with DOR The
departnment had not seen an increase in the anount of
conpani es paying taxes. Wen a conpany qualified for
credits, the state paid the conpany through the treasury.

Co-Chair Stoltze clarified that the state was witing the
oi | conpani es checks.

M . Pawl owski concurr ed.

9:54: 57 AM

Cormmi ssioner Sullivan addressed slide 19: "New Entrants in
Al aska's Current Tax System ™

» Secure Alaska's Future - al is the State's
conprehensive strategy to increase TAPS throughput to
one mllion barrels a day

o Enhance Alaska's gl obal conpetitiveness and

i nvestnment climte

o Ensure the permtting process is structured and
efficient

o Facilitate and incentivize the next phases of
Nort h Sl ope devel opnent
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o Pronote Al aska's resour ces and positive
investment climate to world markets

e Covernor Parnell's 2013 State of the State: "Qur
problem is not below the ground. Qur problem is above
the ground.”

o0 The m ssing piece is nmeaningful tax reform

o "Qur state's prosperity has always rested on
natural resources. Tonight, that foundation is at
ri sk, not because we are running out of oil, but
because we are running behind the conpetition.”

9:57:51 AM

Comm ssioner Sullivan agreed wth Representative GGra's
comments regarding the future of small and nedium sized
conpanies in the state. He saw great futures for the |arge
conpani es and shal e pl ays.

Co-Chair Stoltze asked the commi ssioner not to address
i ndi vi dual menbers of the conmttee. Comm ssioner Sullivan
agreed. Co-Chair Stoltze believed that the "personality
i ssue” would inmprove if commttee nenber were not addressed
i ndi vi dual |y.

Comm ssioner Sullivan stated that the departnent would
speak at a conference to large LNG conpanies. He pointed
out t he executive branch's out reach efforts. The
conferences allowed the departnment to ascertain other
conpany's opi ni ons about Al aska.

9:59: 22 AM

Commi ssioner Sullivan noted slide 20: "New Entrants in
Al aska's Current Tax System™

e« W cane to the North Slope in 2011, after many years
of review ng nunerous opportunities and turning them
dowmn. We considered the North Slope to be an
especially promsing area that has been shown to be
oil rich and with |ower exploratory risk than other
regi ons.

e Ofsetting these positive aspects were the extrene
climate, and a short exploration season in a renote
expensive and environnmentally sensitive area wth
little est abl i shed i nfrastructure. The bi ggest
negative factor, however, was a tax system that did
not encourage |ong-terminvestnent.

House Fi nance Conmmittee 10 04/05/13 9:08 A M



e Wth regards to investnent in onshore state |ands, we
found that in all but +the best scenarios, the
progressive nature of the ACES petroleum tax structure
did not allow for returns that were conpetitive wth
opportunities in the lower forty-eight states or other
parts of the world.

* This view changed in early 2011 when it appeared that
serious reform of the ACES tax structure would be
enacted, we would risk being lost in the rush of
conpanies to Alaska to invest in North Slope
expl oration and devel opnent projects.

10: 01: 07 AM

Co-Chair Stoltze asked if Comm ssioner Sullivan referred to
geol ogical structure in his statenent that Al aska had the
best o0il and gas structure in the world. Conmm ssioner
Sul | i van concurred.

10: 02: 08 AM

Comm ssioner Sullivan stressed that Alaska's high costs,
difficult permtting processes, lawsuits and the issue of
progressivity or high taxes at high oil prices. Those were
the sentinents expressed by conpanies conmunicating wth
the department during recent oil and gas conferences. He
had heard the argunment that the Spanish oil mjor, Repsol
made a decision to initiate projects in Al aska two years
ago, when ACES was the tax regine.

Co-Chair Stoltze noted that Repsol would come before the
commttee to provide testinony.

Comm ssioner Sullivan stated that Repsol reported the
conpany initiated its project during a tinme of potential
tax reform

10: 04: 49 AM

M. Pawl owski added that conversations anong the executive
and | egislative branches regarding tax reform often led to
an increase in interest in Al askan investnent.

Co-Chair Stoltze expressed famliarity with the issue. He
reported to the conmttee runors that he had killed the
film industry by introducing a bill addressing the film
industry's tax credits.
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Comm ssioner Sullivan relayed that the broad issue was the
limtation in investnent caused by the high tax rate. He
furthered that it was unknown how nmany conpani es were not
nmoving to the state because of the tax system

M. Paw owski pointed to slide 21.

e Under ACES - by 2022 oil prices will have to rise to
$123.44 per barrel for wunrestricted general fund oil
revenues to neet the forecast

e If oil prices do not rise further or if they fall
this revenue decline becomes nore severe.

10: 07: 58 AM

M. Paw owski discussed slide 22: "The Chal |l enge."

*If we do not make the changes today to encourage the
investnment that wll pay dividends tonorrow we are
doom ng our future to deficits and decline

*|If you are evaluating this challenge based sinply on
the range of the fiscal note, you are mssing the
scal e of the obstacle we face in the further

«$1.3 billion less in revenues will require nore than
$4,000 in new revenues per job in Alaska - those
revenues will have to come from sonewhere

10: 09: 35 AM

Comm ssioner Sullivan stated that slide 21 showed revenues
declining while estinmated oil prices were rising. He
menti oned that when oil prices declined the revenue curve
fol | oned.

Representative Gara noted that ConocoPhillips stated
projections in legacy fields for production declines of
approximately 3 percent. He wondered if slide 21 enployed a
6 percent production decline.

M. Pawl owski noted that the information was based on data
from the 2012 revenue sources book. He offered to provide
the data underlying the chart to the conmttee.

10:11: 04 AM
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Conmi ssioner Sullivan nmoved to slide 23: "Part 111 -
Production, Production, Production.”™ He recognized the need
to be nore conpetitive. He stated that ACES focused on
incentivizing spending while the departnment recomended a
tighter nexus on tax reformand direct oil production.

Cormmi ssioner Sullivan discussed slide 24: "Gl Tax Reform"™

e Tax reformnust be fair to Al askans

 Encourage new production

 Sinple so that it restores balance to the system
e Durable for the long-term

10: 12: 54 AM

Comm ssioner Sullivan discussed slide 25: "CS SB 21 (FIN)'s
Maj or Conmponents Are Focused on Incentivizing Production.”

Al aska’s O ear and Equitable Share (ACES)
e Qualified Capital Credit

o Based on 20 percent of qualified capital
expendi tures

o To generate an additional $100 nmillion in
capital credits a conmpany nust spend $500
mllion

o $500 mMm x 20 percent = $100 mm

CS SB21 (FIN)

* Per Barrel Credit
0 Based on taxabl e production
o To generate an additional $100 mllion in
credits a conpany nust produce an additional
20 mllion barrels
0 20 mm x $5 = $100 nmm
* G oss Revenue Exclusion
o Tax benefit for new production
0o Newer units (2003 and after)
0 New participating areas in |egacy units
o Expansions of participating areas in |egacy
units

M. Paw owski discussed the qualified capital expenditure
credit. He stated that a conpany nust spend $500 million to
generate an additional $100 mllion in capital credits.
Wth SB 21, the incentives noved away froma credit tied to
spending and toward a credit based on a conpany's
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production. The qualified capital expenditure credit would
tax each taxable barrel produced. Wth SB 21, a conpany was
eligible for the same $100 million credit with production
of 20 mllion additional barrels of oil.

M. Pawl owski continued wth secondary incentives tied
directly to production. Both  options required ol
productions to qualify. The gross revenue exclusion (GRE)
was limted to new production (established after 2003) for
new geologically distinct pieces within |egacy units and
expansions of participating areas wthin the |egacy units.
The value of the new incentives was based on the gross
val ue of oil produced.

Representative WIson asked if the departnent was
di scussing the finance version or the resource version of
the bill.

Co-Chair Stoltze believed that the departnment was referring
to broader concepts and policies.

10: 16: 51 AM

M. Paw owski apol ogi zed for the confusion.

Comm ssioner Sullivan clarified that incentives provided by
SB 21 focused on production rather than spendi ng.

10:17: 44 AM

Comm ssioner Sullivan discussed slide 26: "Status Quo of
continued Decline is Unacceptable.”

e This is about Al askans' future present citizens and
future generations

W clearly have the resource base to turn our oi
producti on decline around

e The status quo of continued decline when there is a
gl obal investnment boom and literally every other basin
in the United States is increasing production is
unaccept abl e

* ACES, al though well-intentioned, is significantly
contributing to our production decline as well as
di scouragi ng potential new entrants.

e As the production continues to decline, the strain on
the state will only grow
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e Tax reformnust focus on incentivizing production

e "The ANSCA Regional Association is calling on state
| eaders to continue noving on an oil tax reform bill.
Tax reform for the oil and gas industry that results
in increased production will give comunities across
the state access to inportant econom c opportunities.
Associ ation nmenbers stress the inportance of new and
increased production wth Jlong-term benefits to
Al askans." -March 28, 2013

Co-Chair Stoltze appreciated the departnent's presentation
and presence. He discussed future finance conmmttee
hearings with consultants. He encouraged comittee nenbers
to present their witten questions to his office for
transmttal to the appropriate departnent personnel.

10: 22: 45 AM

Representative Gara responded to Conm ssioner Sullivan's
statement that nmany legislators were content wth the
status quo regarding oil production. He countered that
while different proposals existed, he was unaware of a
| egi sl ator who was happy with the current tax regine.

Co-Chair Stoltze asked both parties to tone down the
rhetoric.

Representati ve Hol mes asked about the adoption of HCS CSSB
21( RES).

Co-Chair Stoltze replied that he intended to introduce the

bill later in the afternoon neeting. He wanted commttee
menbers to take tinme to read the bill and return wth
guesti ons.

CSSB 21 (FIN) am(eld fld) was HEARD and HELD in conmttee
for further consideration.

#
ADJ QURNVENT

10: 24: 54 AM

The neeting was adjourned at 10:25 a. m
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