9:04: 44 AM

CALL TO ORDER

Co-Chair

HOUSE FI NANCE COWM TTEE
April 6, 2013
9:04 a. m

Stoltze called the House Finance Conmittee neeting

to order at 9:04 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

Representative Beth Kerttula; M chael Paw owski, Advisor,
Petrol eum Fiscal Systens, Departnent of Revenue; Susan
Pollard, Q1l, Gas, and Mning Section, Departnent of Law,
Joe Bal ash, Deputy Comm ssioner, Departnent of Natural
Resour ces.
SUMVARY
CSSB 21(FIN) anm(efd fld)
O L AND GAS PRODUCTI ON TAX
CSSB 21(FIN) am(efd fld) was HEARD and HELD in
commttee for further consideration.
#sb21
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CS FOR SENATE BILL NO. 21(FIN) am(efd fld)

"An Act relating to the interest rate applicable to
certain anounts due for fees, taxes, and paynents nade
and property delivered to the Departnment 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 |losses 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 making conform ng
amendnments. "

9:05: 26 AM

Representative Costell o MOVED to ADOPT the HCS CSSB 21( RES)
as a working docunent. There being NO OBJECTIQON, it was so
or der ed.

9:06: 39 AM

M CHAEL PAW.OMSKI, ADVI SOR, PETROLEUM FISCAL SYSTEMS
DEPARTMENT  OF  REVENUE, provided the Power Poi nt ,
"Department of Revenue Sectional Review HCS CSSB 21(RES)
April 5, 2013" (copy on file).

9:07: 30 AM
AT EASE

9:07:57 AM
RECONVENED

Co-Chair Stoltze requested that nenbers to hold questions
until the end of each section.

M. Pawl owski turned to Slide 2, "Miin Provisions", which

listed the itens of discussion in the order they would be
present ed:
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sInterest Rate for Delinquent Tax Paynents and Refunds
of Overpaynents of Taxes

elncone Tax Credit for Qualified Gl and Gas Service
| ndustry Expenditures

*Production Tax Rate - 33%

* Repeal of Progressivity

* G oss Val ue Reduction
o Establishes 20 % reduction fromthe gross val ue
at the point of production for North Slope oil
and gas produced from
1) new units,
2) new participating areas in existing units and,
3) expanded acr eage.

eTax Credits

o Elimnates current 20% capital expenditure tax
credit for North Slope after Decenmber 31, 2013.

0 Increases tax credit for carried-forward annual
| osses to 33% for the North Slope after Decenber
31, 2013.

o Establishes a $5 per barrel of oil tax credit
for sonme production.

o Establishes a sliding scale «credit for
production not qualified for the $5 credit.

0 Extends smal | producer credit.
0 Revenue report to legislature in 2016
0 Lease expenditures and joint interest billings

o Ol and gas infrastructure fund in Al DEA
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M. Pawl owski turned to Slide 3, "Interest Rate Delinquent
Taxes." He noted that menbers could find the provision on
Page 3, lines 9 through 19 of the bill:

* Sec. 5. AS 43.05.225 is amended by adding a new
Subsection to read:

(b)) On and after January 1, 2014, unl ess
ot herwi se provi ded,

(1) when a tax levied in this title becones
delinquent, it bears interest in a cal endar
guarter at the rate of three percentage
poi nts above the annual rate

charged nenber banks for advances by the
12th Federal Reserve District as of the
first day of t hat cal endar quarter
conpounded quarterly as of the last day of
that quarter;

(2) the interest rate is 12 percent a year
for
(A) delinquent fees payable under AS
05. 15.095(c); and
(B) unclainmed property that 1is not
timely paid or delivered, as allowed by
AS 34.45.470(a).

M. Pawl owski continued with Slide 3:

Amends AS 43.05.225(1) to set the interest rate at 3%
poi nts above the annual rate charged nenber banks for
advances by the 12th Federal Reserve District
conpounded quarterly.

oCurrently, the interest rate is the greater of
either 5% points above the annual rate charged
nmenber banks for advances by the 12th Federal
Reserve District OR the annual rate of 11%
conpounded quarterly.

*Elimnates the 11% al ternate annual rate.

*Applies to many tax types.

*Applies against the State for refunds of overpaynents
of taxes.
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eInterest rate change as of January 1, 2014.

M. Paw owski stated that if a conpany overpaid its taxes
the state would owe the conpany a refund, and if it
underpaid, the state would be owed the difference according
to the interest rate. He relayed that the bill would
sinplify the tax structure so that the rate would no | onger
be a greater than or less than scenario, but a fixed
floating percentage rate of 3 percent above the federal
funds rate. He said that the rate applied to many different
tax types.

9:11: 50 AM

Representative Holnmes asked whether the new rate could
cause businesses to w thhold noney because nore noney coul d
be made el sewhere

M. Pawl owski replied that upstream oil and gas activities
typically had high hurdle rates. He said that overpaying a
tax in order to get a refund from the state, at 3
percentage points above a l|ower anmount, would not be
beneficial to conpanies. Conversely, the 3 percentage
points, was close to what the Internal Revenue Service
(I'RS) applied and seened nore feasible.

Representative Gara discussed when Alaska’s Cear and
Equi t abl e Share (ACES) had been passed people had expressed
concern that conpanies would not accurately report profits.
He wondered if renmoving the 11 percent rate woul d take away
the incentive for conpanies to accurately report profits.
He asked whether nore underpaynents or overpaynents had
been made.

M. Pawl owski answered that historically there had been
nore underpaynments than overpaynents. He said that the
concern about accurate profit reporting had been discussed
in the previous conmmittee. He warned that being punitive
for things that were often outside of a conpany’ s control
when the state had not had the ability to execute decisions
qui ckly, could be stifling to the business climate.

9:14:30 AM

Co-Chair Stoltze asked if the tax provision was the sane
provi sion enployed in the Carl son case.
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SUSAN POLLARD, OL, GAS, AND M NI NG SECTI ON, DEPARTMENT OF
LAW responded the tax provision was an issue in the
Carl son case; the Suprenme Court had to decide whether the
provi sions of AS 43.55.225 would apply to the danage award
in the case. The decision in the case was that the
provi si on woul d not apply.

Co-Chair Stoltze understood that the case of the Carlson
decision the interest rate had been egregiously placed on
t he state.

Ms. Pollard replied that the state had argued that the 11
percent rate in AS 43.05.225 did not apply to the Carlson
case. She furthered that the penalty provisions were well
within statute and separately assessed. She said that
unli ke other tax provisions where a tax could be settled
i nterest accrued and could not be conprom sed.

Co-Chair Stoltze relayed that the Carlson case involved
out-of-state fishernen who had sued the state because they
believed they had been treated unfairly because their
licensure rate for participating in exclusive use fisheries
was higher than the rate for in-state fishernen

Co-Chair Stoltze recognized Representative Kerttula in the
room

9:18: 09 AM

M. Paw owski highlighted Section 8 of the bill:

Sec. 8. AS 43.20 is anended by adding a new section to
read:

Sec. 43.20.049. Qualified oil and gas service industry
expenditure credit.

(a) For a tax year beginning after Decenber 31, 2013,
a taxpayer nmay apply a credit against the tax due
under this chapter for a qualified oil and gas service
i ndustry expenditure incurred in the state. The total
anount of credit a taxpayer may receive in a tax year
may not exceed the l|lesser of 10 percent of qualified
oil and gas service industry expenditures incurred in
the state during the tax year or $10, 000, 000.

(b) A taxpayer may  not apply nore than
$10, 000,000 in tax credits under this section in
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a tax year. A tax credit or portion of a tax
credit wunder this section may not be used to
reduce the taxpayer's tax liability under this
chapter below zero. Any wunused tax credit or
portion of a tax credit under this section may be
applied in later tax years, except that any
unused tax credit or portion of a tax credit may
not be carried forward for nore than five tax
years imedi ately followng the tax year in which
the qualified oil and gas service industry
expenditures were incurred.

(c) An expenditure that is the basis of the
credit under this section nmay not be the basis
for
(1) a deduction against the tax |evied under
this chapter
(2) a credit or deduction under another
provision of this title; or
(3) any federal <credit clained under this
title.

(d) Notw thstanding any contrary provision of AS
40. 25.100(a) or AS 43.05.230(e), for a year that
three or nore taxpayers claim a tax credit under
this section, the departnment my publish the
aggregated amount of tax credits clainmed under
this section and a description of the qualified
oil and gas service industry expenditures that
were the basis for a tax credit wunder this
section.

(e) I'n this section,

(1) "manufacture” neans to perform
substanti al i ndustrial operations in
the state to transform raw naterial
into tangi ble personal property with a

useful life of three years or nore for
use in the exploration for, devel opnent
of , or production of oil or gas
deposi ts;

(2) "modi fication” means an
adj ust nment , equi ppi ng, or ot her
alteration to exi sting t angi bl e

personal property that has a useful
life of three years or nore and is for
use in the exploration for, devel opnment
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of , or production of oil or gas
deposi ts; "nodi fication” does not
include mnor product alterations or
inventory activities;

(3) "qualified oil and gas service
i ndustry expendi t ur e" means an
expenditure directly attributable to an
in-state manuf act ur e or in-state
nodi fication of t angi bl e per sona
property used in the exploration for,
devel opnment of, or production of oil or
gas deposits, but does not include
conponents or equipnent used for or in
the process of that manufacturing or
nodi fi cati on.

M. Paw owski shared that the provision had been added to

the governor's ori gi nal bill with the intent of
incentivizing activity outside of the direct focus of the
bill. He asserted that a vibrant service industry was
critical to support a vibrant oil and gas industry. He

rel ayed that the goal behind the credit was to focus on
giving a benefit to conpanies that were doing nmanufacturing
or nodification work in-state that supported the oil and
gas industry.

M. Paw owski spoke to Slide 4:

Amends the Al aska Net |ncone Tax Act by adding a new
section, AS 43.20.049.

e Provides a tax credit for the lesser of 10 % of

qualified oi | and gas i ndustry service
expendi tures i ncurred in t he state or
$10, 000, 000.

e Applies against tax liability, nay be carried-

forward for no nore than 5 tax years after the
expendi tures were incurred.

* Qualified oi | and gas service i ndustry
expenditure nust be directly attributable to the
in-state manufacture or nodification of tangible
personal property that has a wuseful Ilife of 3
years or nor e used in t he expl oration
devel opnent, or production of oil or gas.

M. Paw owski stated the "qualified oil and gas service
expenditure” was defined on Page 5, lines 3 through 15. In
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order to qualify for the credit the conpany first had to be
a tax payer. Several conpanies in the state, due to their
corporate organization were not subject to the tax. The
credit was directly targeted to conpanies that were tax
payers and only allowed conpanies to use the credit against
their tax liability. The credit was not transferable but
was a direct benefit to conpanies doing work in the state
t hat was directly tied to the manufacturing and
nodi fication of the type of large infrastructure necessary
to support the oil and gas industry.

9:20: 30 AM

Representative WIson asked for an exanple of what would
qgqual i fy under the credit.

M. Paw owski replied the "hot oil" units and nodul es had
been considered. He nentioned the fabrication that occurred
in t he I nterior; val ue added wor k t hat built

i nfrastructure.

Representative Holnmes understood that the credit applied
not to people buying the products but to the people
manuf act uring them

M. Paw owski pointed to Page 4, |ines 25 through 27:

(1) a deduction against the tax levied under this
chapter;

(2) a credit or deduction under another provision of
this title; or

(3) any federal credit clainmed under this title.

He elaborated that there was a Ilimtation on double
gualifying the expenditures. If an integrated oil conpany,
doing its own fabrication work wanted to claim the credit,
the fabrication work expenditures could not be used as a
deduction under the production tax. The intent was to focus
the credit on the conpanies that were supporting the
i ndustry, as the logistical support was an inportant piece
for an overall healthy industry.

Representative Holnes asked if a conpany was not paying

taxes in year one, could the credit be carried forward into
future years when taxes woul d be paid.
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M. Paw owski responded in the affirmative.

9:22:48 AM

Representative Hol mnes wondered if the credit would be ained
at attracting new work in the state or would it apply to
wor k that had al ready been done in the state.

M. Pawl owski replied that the intent was to increase work.
He offered that it would benefit sone of the work currently
happening in the state. The intent of the credit was to
give the production and manufacturing facilities in the
state a leg up to conpete agai nst outside work.

Representative Gara believed that everyone on the conmmttee
would like to see increased work; however, the credit was
not incentivizing new work but giving a 10 percent credit
to work that was al ready happeni ng.

M. Pawl owski rebutted that there was work currently being
done in the state. The hope was that as industry investnent
grew Al askan businesses would be conpeting for a |arger
amount of the work.

Representative Gara wondered what percentage of the work
was al ready being done in the state.

M. Paw owski replied that he did not know the percent. He
stated that it would be difficult to determ ne the nunber.

Vi ce-Chair Neuman asked about a scenario related to the
building of a liquid natural gas (LNG facility.

M. Pawl owski did not believe a facility would qualify
under the credit. He added that if the facility was
manufactured in the state then it would qualify; however
the conpany would have to be nmanufacturing the facility
itself and not the actual outcone of the product that the
pl ant produced, in order to receive the credit.

Vi ce-Chair Neunan asked whether an existing LNG export
facility or manufacturing facility could qualify for the
credit.

M. Pawl owski replied in the negative. He relayed that the
LNG was not tangible personal property with a useful life
of three years or nore, but rather was a product that was
used i medi ately.
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9:28:49 AM

Co- Chair Austerman understood that the liquification plant
that was planned for the LNG project in Fairbanks was a
nodul e that would be devel oped, created and built in-state
and would be eligible for the credit.

M. Paw owski replied that if the actual plant was
fabricated and assenbled in the state then the plant would
qual i fy.

Co-Chair Austerman asked whether $10 nmllion was the
maxi num benefit.

M. Pawl owski responded that the benefit was 10 percent of
the qualified expenditures as a | esser of $10 million.

M. Paw owski continued to Page 6, lines 11 through 13:

(2) on and after January 1, 2014, the tax is equal to
t he annual production tax value of the taxable oil and
gas as calculated under AS 43.55.160(a) nultiplied by
33 percent.

M. Paw owski stated the change would nobve away from the
current sum of a 25 percent tax plus the progressive tax.
He spoke to Slide 5:

e AS 43.55.011(e) is anmended to levy an annual flat
tax rate of 33% Applies to oil and gas produced
after Decenber 31, 2013.

e AS 43.55.011(g), the nonthly progressivity tax, is
repeal ed as of January 1, 2014.

e Producers of oil and gas still nmke estimted
nmonthly install ment paynents.

Co-Chair Stoltze handed the gavel to Co-Chair Austernman.

Representative Gara spoke to the decision to get rid of the
progressive tax. He understood that nobst of the current
progressivity tax was paid by Exxon, Conoco Phillips and
British Petroleum He asked whether any of the corporations
were obligated to spend any of the progressivity tax
credits in Al aska.
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M. Pawl owski replied no; there was no direct statutory
requirenent in the bill that any tax reduction nust be
spent in-state.

Representative Gara asked whether any analysis had been
done as to what portion of the noney would be spent in
Al aska.

9:32: 20 AM

M. Pawl owski replied that the intent was for a broader
i mprovenent of the economcs in the state. He said that

instead of focusing solely on the small, zero sum gane of
the revenues generated that would be used in the state, the
adm nistration had |ooked at inmproving the overal

econom cs to attract nore outside capital. The analysis had
been devel oped with consultants from both the Departnent of
Revenue and the | egislature.

Representative Gara clarified that there had been no
anal ysis done that would determne what portion of the
noney woul d be spent in-state.

M. Pawl owski hoped that the conpanies would reinvest nore
in-state than they earned, and that opportunities in the
state woul d becone nore attractive in order to draw in nore
capital. He shared that the adm nistration wanted investors
to see Al aska as a destination for investnent.

9:33: 54 AM

Co-Chair Austerman requested that the admnistration
address and provide detail concerning the |anguage on Page
6 of the bill.

M. Paw owski explained that the production tax was
currently divided into two separate taxes: the base 25
percent tax and the additional tax rate added to the base,
which was referred to as a progressivity tax. The tax was
calculated nonthly based on a mathematical equation that
stated that above 30 dollars a barrel of btu equivalent
production tax value, or the profit before tax per barrel

the tax rate itself increased four tenths of a percent.
Currently, the mathematical equation determ ned percentage
changed each nonth based on oil price, conpany spending,
and oil production. The base tax rate of 25 percent was
increased to 33 percent in the current |egislation. Rather
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than having a base tax and adding a tax rate, the bill
would increase the tax and allow that to be the flat tax
rate.

Representative WIson asked whether the departnment would
outline the differences between all versions of the bill.

M. Paw owski replied in the affirmative.

Representative Wl son asked if there was a requirenent that
corporations spend a certain anmount of tax credits in-
st at e.

M. Pawl owski replied no. He felt that the tax rate, tax
credits and tax deductions had to be exam ned together in
order to understand the integrated system and the way it
woul d affect the econom cs.

9:37:25 AM

Representative Gara quoted a statement by the governor in
2010:

"I am not interested in choosing progressivity so they
(the conpanies) can take that noney and invest it
somewhere else. If they are willing to invest it here
| am open to considering it but | am standing up for
Al askan's in this and not sone other country."

Representative Gara wondered what had changed the
governor's analysis of the situation.

JOE BALASH, DEPUTY COW SSI ONER, DEPARTMENT OF NATURAL
RESOURCES, referred to a presentation given to the
committee the prior day regarding investnent relative to
other places in the world, as prices had varied. He said
that the ability to nmake decisions was only as good as the
nost recent period of data reported. He relayed that there
was a drop in oil prices after the spike in 2008, and that
the gap between Al aska and other oil producing states had
significantly increased.

9:39:24 AM

Representative Gara wunderstood that the states where
production had increased since 2008 were wusing newy
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devel oped fracking technology and that there had not been
an increase in conventional oil production.

M. Balash replied that he had been speaking to investnent
dollars and not to production. He elaborated that the
relative pace at which the state had been attracting
i nvestment was the issue at hand. He stressed that the 2009
benchmar ki ng study showed that Al aska had been in-line with
the rest of the U S and the globe; in the years since the
evi dence was overwhelmngly in the opposite direction.

Representative Minoz inquired about the projected revenue
inplications connected to the shift from 35 percent to 33
per cent .

M. Pawl owski replied that as a general rule of thunb,
before credits or the application of other pieces of the
bill, each one percent nove in the tax rate was equival ent
to approximately $100 million.

Representative Munoz asked how the 33 percent in the new
system conpared to ACES at | ower prices.

M. Pawl owski replied that ACES was 25 percent less the
certain amount of tax as prices rose. As oil prices fell he
33 percent would beconme a tax increase at |ower prices. He
said that the nunber was off-set at sonme price |levels by
other pieces in the legislation. He offered that 33 percent
at many price levels at the | ower end of price ranges woul d
be a higher tax rate than the current 25 percent under
ACES.

9:42: 42 AM

Representative Costello queried any discussion that had
occurred related to bracketing versus the elimnation of
progressivity.

M. Balash replied that the best summation of the oil tax
problem had cone from the legislative consultant PFC
Energy, which had identified five key issues with ACES; in
each case the line could be drawn back to progressivity.
In attenpting to address progressivity in current |aw the
departnment had found that progressivity created problens in
a conpany's ability to plan. One of the significant
problens that had been identified was that if the current
mechani sm was converted from a function to a bracket there
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would still be a net trigger; there would still be rates
that changed from nonth to nonth. The HCS CSSB 21(RES)
version addressed the per barrel credit by bringing a nore
progressive system The admnistration did not have a
problem with a progressive system but progressivity as a
mechani sm was an unfi xable problem requiring the renoval of
progressivity altogether.

9:45: 52 AM

Representative Costell o wondered what other sections of the
bill were nost inportant |ooking at the 33 percent rate.
She noted that the 33 percent was not the rate that
conpani es woul d be paying in the future.

M. Pawl owski answered that it was inportant to consider
the tax rate in conjunction with the renoval of the
gqualified capital expenditure credit, the carry forward
loss credit, the small producer credit, the gross revenue
exclusion, the sliding per barrel credit and the basic
devel opnment of a net system Al of the itens conbined
formed the governnent take. He explained that the tax
syst em under di scussion was one elenent of the total burden
that industry paid to the state. Wen |ooking at the tax
rate, the inpact of credits and the gross revenue exclusion
had to be considered because the conbination created an
effective tax rate.

Co-Chair Stoltze relayed that PFC Energy would address the
conmttee later in the day.

9:48: 35 AM

Represent ati ve Kawasaki questioned whether the investnent
of capital expenditures by corporations in Alaska had
i ncreased.

M. Balash replied that the issue was how much investnent
the state was attracting in conparison to the globa
i nvest ment pool .

Represent ati ve Kawasaki asserted that the states that were
attracting nore investnent were using hydraulic fracking,
which was not a practice in Al aska. He questioned whether
it was a fair conparison
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M. Balash replied that fracking was not taking place all
over the world. Wen the larger, global considerations
were taken into account the state was sinply not conpeting
with global market. He stated that Al aska was not conpeting
for the growmh in capital spending for upstreamoil and gas
i nvestnment around the world. He admtted that the advent of
hydraulic fracking had nmade an inprovenent to the
production of tight resource formations but pointed out
that higher oil prices were also a factor

9:52:19 AM

Representati ve Kawasaki asked how anmending AS 43.55.011(e)
woul d address the issue.

M. Balash replied that the base tax rate was a key driver
of the marginal influences on investnment decisions nmade by
compani es.

M. Paw owski added that around the world increasing oil
prices, coupled with increased innovation and technol ogy,
was driving investnent that was Jleading to increased
production; Al aska was not experiencing the same growth
trend. The administration believed that the reason Al aska
was falling behind was due to a tax rate that increased as
prices rose. The tax increases under ACES was di m nishing
the effect that increasing prices had on driving investnent
behavior. The flat tax would allow the price signal to
follow into the system and benefit the state, as it does in
the rest of the world.

Co-Chair Austernman hoped that the conversation would
respond to the question of what percentage the state would
take. He believed the point was of particular interest to
t he public.

M. Pawl owski replied that the intent of the afternoon
neeting was to allow nenbers to understand where in the
bill the various nechanisnms that the consultants would
integrate into an economc picture for Alaskans could be
f ound.

9:56: 18 AM

Representative Thonpson wondered how nuch of the noney
bei ng spent on the North Slope was related to |ocating and
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produci ng new oil conpared to investnent in the naintenance
of continued oil flow

Co-Chair Stoltze hoped industry would be able to answer the
guestion later. He believed that the cormmttee accepted the
concept that tax policy influenced behavior.

M. Pawl owski continued to Slide 6:

* Amends AS 29.60.850(b) to elimnate the reference
to AS 43.55.011(g) and substitutes the corporate
i ncone tax.

e Statute directs appropriation not to exceed
$60, 000, 000 or amount when added to fund bal ance,
equal s $180, 000, 000.

* No change is made to t he eligibility
determnations for comunity revenue sharing
paynents or to authority of legislature to
appropri ate any anount.

M. Paw owski pointed to Page 2, lines 9 through 16 of the
legislation. He shared that «current revenues from the
progressivity surcharge were softly dedicated directly to
the community revenue sharing fund. He remarked that in the
original version of the bill the community revenue sharing
fund was targeted back to the Al aska net inconme tax, which
i ncluded corporate inconme tax on oil and gas tax payers as
well as the broader economc activity of all corporate
i ncome tax payers.

Co-Chair Stoltze hoped the issue would be a smaller part of
the commttee' s di scussion.

10: 00: 28 AM

M. Pawl owski clarified that no changes would be nmade in
the eligibility determinations or to the authority of the
| egislature to appropriate any amount to the fund. The
intent was to maintain the system under which conmunities
had been operating. The current version of the bill
relinked the community revenue sharing back to the
corporate incone tax as a source of funding.

M . Pawl owsKki di scussed slide 7: "Qualified Capital
Expenditure Tax Credit."
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e« The 20 percent qualified capital expenditure tax
credit is limted to expenditures incurred before
January 1, 2014 to explore for, devel op, or produce
oil and gas deposits on the North Sl ope.

e Tax credits for expenditures incurred to explore
for, develop, or produce oil and gas deposits south
of the North Sl ope are not i npacted.

e The full anpbunt of a tax credit certificate may be
issued in a single year.

M. Pawl owski spoke to Page 14, line 17 of the |egislation.

Under current |aw when a conpany nade a qualified capita

expenditure credit on the North Slope, two tax certificates
were issued; the credit had to be divided and taken over
two years. The spending itself generated the credit and
then the credit was spread out in order to snooth the
fiscal inpact on the state. The general obligation was
created by the act of spending. The |egislation would allow
the capital credits to be taken in a single year. The
change would close out the 20 percent capital expenditure
credit for the North Slope in the calendar year 2013.

Expendi tures made during 2013 would still generate the 20
percent capital credit, but expenditures after January 1,
2014 would no | onger generate the credit.

Co-Chair Stoltze asked if the provision could result in a
| oss of revenue to the state.

M. Pawl owski replied that the provision would becone an
increase in revenue for the state because the state would
no | onger be paying the credits.

10: 03: 34 AM

Representative Holmes understood that the underlying
concept of the provision was that the state had been
i ncentivizing spending rather than production.

M. Pawl owski responded that when the adm nistration began
the process to repeal progressivity it was discovered that
the repeal of progressivity was bal anced by the repeal of
the credits. The admnistration wished to sinplify the tax
rate as well as reduce the obligation for the state of the
credits.
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Representative Hol nes hoped for a deeper public discussion
that included the credits outstanding and the obligations
of the state

10: 05: 19 AM

Representati ve Munoz asked about the increase in tax filers
who were not tax payer. She noted the provision that stated
that the tax filers were not owed a tax liability to the
state.

M. Pawl owski stated that 19 tax payers were currently
filed, 6 actually paid tax and 13 received enough in tax
credits that their tax liability was zero. An additional 33
conpanies in the state had not produced oil but had filed
for tax credits. He noted that the information could be
found in the tax division's annual report.

Co-Chair Stoltze asked if the report listed the taxpayers
by nane.

M. Pawl owski replied that they were listed as anonynous
filers.

Representative Munoz requested a copy of the report.

M. Pawl owski said he wuld provide a copy to the
comm ttee.

10: 07: 09 AM

Representative Costello queried the state's outstanding
obligation for the qualified capital expenditure credit.

M. Pawl owski clarified that the question was for the
current FY14 fiscal year.

Representative Costello requested the total potentia
l[iability to the state through the credit.

M. Paw owski responded that the estimate for FY15 was
approxi mately $850 mllion.

Representative Costello wondered whether the credits were

the driving force behind new exploration that had occurred
in recent years.
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M. Paw owski stated that industry found credits inportant,
but that the credits needed to be bal anced by the tax rate.
He said that if the state had a punitive tax system the
credits would not be enough to overcone the tax system The
Brooks Range had given statenents concerning the chall enges
faced which seeking out financing for new devel opnents.

10: 09: 39 AM

Representati ve Kawasaki asked if Departnent of Revenue had
a copy of the audited capital expenditures available to the
conmi ttee nmenbers.

M. Pawl owski responded that the departnment regularly
audited before credits were issued. He understood that the
conmttee would need to go into executive session or sign a
confidentiality agreenent in order to see confidential tax
payer infornmation.

Representative Kawasaki recalled that when the original
bill was drafted the intent had been to incentivize nore
expl oration, production and devel opnent. He expressed
concern that there were only 500 wells on the North Slope
conpared to nost other hydrocarbon basins, such as Womn ng,
whi ch had 20, 000 wel I s.

Representative Gara asked how many tax payers there were
prior to ACES.

M. Pawl owski clarified that the nunbers were not in
reference to before ACES, rather that there were currently
19 potential tax payers, 6 of which actually paid tax. The
remai ning 13 received enough in tax credits to reduce their
tax liability to zero. He added that there were an
additional 33 that filed and received the exploration
credits.

Representative Gara noted the mjor oil conpanies had
testified that they were not interested in exploring
outside of their wunits. He understood that the future of
the state involved incentivizing new exploration and new
fields online. He suggested that the extra 46 conpanies
trying to get oil into the pipeline was beneficial to the
state, even though the conpanies were not paying taxes,
because they generated activity.
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M. Pawl owski replied that the activity in the state was
not as beneficial when put into the context of the activity
occurring worldw de. The HCS CSSB 21(RES) did not repeal
the exploration credit.

10: 14: 26 AM

Representative Gara believed that ACES was poorly worded.
He wondered why the state could not rewite the credit so
that it related to direct well activity.

M. Pawl owski replied that a comopn statenent mnade by
conpanies was that Alaska often tended to m cromanage
devel opnment. He had observed during the evolution of the
| egislation a departure fromtrying to narrowy define what
was incentivized. Rather than trying to design an incentive
that generated targets toward wells or facilities the
| egislation would give a credit per barrel of oil. Instead
of trying to incentivize what mght result in production
the benefit should be directly tied to the barrel of oil
pr oduced.

10: 16: 16 AM

Representative Gara recalled from previous testinony that
one out of every 20 wells that were drilled proved usel ess.
Taking away the credit for conpanies to spend noney on
wells could deter investnent and other production related
activity.

M. Pawl owski explained that the exploration incentive
credit could still be used by qualifying conpanies. He said
that there was a loss carried-forward credit in the
| egislation would generate a credit for conpanies that
spent the noney to drill an exploration well, and had no
tax liability, that could be turned into the state for
cash. He explained that the reason that the credit was
| ower than under ACES was because the bill reduced taxes
overal | .

Vi ce-Chair Neunman asked whether noving to a base qualified
capital expenditure tax credit would sinplify the tax code.

M. Paw owski replied that that base tax rate was the
primary sinplification to the system He reiterated that
the admnistration wanted to focus the incentive on
producti on.
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10: 21: 07 AM

VE . Pawl owski addressed Slide 8, "Carried-Forward Tax
Credit AS 43.55.023(b)":

e Based on the anobunt of a producer’s or explorer’s
adjusted |ease expenditures that were  not
deductible in calculating the annual production
tax val ues for that year.

* Retains 25% credit for a carried-forward annual
loss for adjusted |ease expenditures incurred
outside of the North Sl ope.

e Provides a tax credit of 33% for a carried-
f orward annual | oss for adj ust ed | ease
expenditures incurred after Decenmber 31, 2013 on
the North Sl ope.

M. Paw owski directed nmenbers to Page 15, line 14 of the
bill. The previous qualified capital expenditure credit was
based on qualified capital expenditures and was avail able
to the major producers or a snmall producer that did not
have a tax liability. The loss carried-forward credit was
targeted specifically to conpanies that were spending nore
than they were earning, which narrowed the range of
eligible conpanies. He stated that the admnistration
believed that matching the 33 percent tax rate was an
important policy objective because it would keep the new
investors wth the conpanies that were already in
production. He encouraged the commttee to keep the |oss
carry-forward consistent with the base tax rate.

M. Pawl owski continued to Slide 9, "AS 43.55.024 Credit":

* Extends the small producer credit to 2022 (from
2016) for producers of less than 100,000 BTU
equi val ent barrels of daily production.

* Non-transferabl e, only applies agai nst AS
43.55.011(e) tax.

e Establishes a $5 per barrel «credit for each
barrel of taxable oil that qualifies for a gross
revenue excl usion.

e Establishes a sliding scale credit from $8 to
zero based on nonthly gross value of oil produced
on the North Slope that does not qualify for the
gross revenue exclusion. Not applicable against
the m ni numt ax.
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M. Paw owski explained that the credit was a $12 nillion
credit per conpany and provided a base |evel of support for
smal l er producers in the state. The «credit was non-
transferrable and only applied agai nst the production tax.

Representative Gara queried the definition of a smal
producer based on the nunber of barrels produced in a day.

M. Pawl owski clarified that the $12 nmillion credit was for
a producer with 50,000 barrel equivalent or |ess per day,
but that the credit itself went up to less than 100, 000,
with a phase out between the two.

Vi ce-Chair Neuman asked about the ramfications of
returning to a btu equival ent nmeasurenent.

M. Pawowski replied that the btu equivalent in AS
43.55.011(g) was the progressivity function that determ ned
the tax rate. The reference to btu equivalent barrels was
retained in the small producer credit section of the
| egi sl ation and was a production volune for the purposes of
determining a fixed tax credit.

10: 26: 38 AM
Co- Chai r Aust er man request ed further clarification
concerning the $12 mllion fixed credit.

M. Paw owski replied that the small producer credit was a
fixed anount per conpany and not per project. The snall
producer received a fixed annual credit of $12 nmllion
until the point above 50,000 btu equival ent was reached, at
which time the value of the credit itself would decline.

Co-Chair Austerman asked for nore detail.

M. Paw owski believed it would decline to $6 mllion and
then down to zero. He noted the -equation in Section
43. 55.024(c), subsection 2. He stated that no changes were
being made to the way in which the credit functioned in
current law, but was extending the tinme period with which a
conpany could enter production and qualify for the credit.
The legislation included an addition to the 02.4 credits

the credits were non-transferrable and only usable by the
conpany that was generating the credit. He directed
attention to Page 18 of the legislation which listed the
per barrel credits:
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Sec. 26. AS 43.55.024 is anended by adding new
subsections to read:

(i) A producer may apply against the producer's tax
liability for the calendar year under AS 43.55.011(e)
a tax credit of $5 for each barrel of oil taxable
under AS 43.55.011(e) that neets one or nore of the
criteria in AS 43.55.160(f) and that is produced
during a cal endar year after Decenber 31, 2013. A tax
credit authorized by this subsection may not reduce a
producer's tax liability for a cal endar year under AS
43.55.011(e) to bel ow zero.

(j) A producer nmay apply against the producer's tax
liability for the calendar year under AS 43.55.011(e)
a tax credit in the anount specified in this
subsection for each barrel of taxable oil wunder AS
43.55.011(e) that does not neet any of the criteria in
AS 43.55.160(f) and that is produced during a cal endar
year after Decenber 31, 2013, from |eases or
properties north of 68 degrees North latitude. A tax
credit under this subsection my not reduce a
producer's tax liability for a cal endar year under AS
43.55.011(e) to below the amount calculated under AS
43.55.011(f). The amount of the tax credit for a
barrel of taxable oil subject to this subsection is
(1) $8 for each barrel of taxable oil if the
average gross value at the point of production
for the nonth is less than $80 a barrel;
(2) $7 for each barrel of taxable oil if the
average gross value at the point of production
for the nonth is greater than or equal to $80 a
barrel, but |ess than
$90 a barrel
(3) $6 for each barrel of taxable oil if the
average gross value at the point of production
for the nonth is greater than or equal to $90 a
barrel, but |ess than
$100 a barrel;
(4) $5 for each barrel of taxable oil if the
average gross value at the point of production
for the nonth is greater than or equal to $100 a
barrel, but |less than $110 a barrel;
(5) 9$4 for each barrel of taxable oil if the
average gross value at the point of production
for the nmonth is greater than or equal to $110 a
barrel, but |ess than $120 a barrel;
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(6) $3 for each barrel of taxable oil if the
average gross value at the point of production
for the nmonth is greater than or equal to $120 a
barrel, but |ess than $130 a barrel;

(7) $2 for each barrel of taxable oil if the
average gross value at the point of production
for the nonth is greater than or equal to $130 a
barrel, but |less than $140 a barrel;

(8) $1 for each barrel of taxable oil if the
average gross value at the point of production
for the nmonth is greater than or equal to $140 a
barrel, but |ess than $150 a barrel;

(9) zero if the average gross value at the point
of production for the nonth is greater than or
equal to $150 a barrel.

10: 31: 03 AM

Representative WIson wondered if it would be an
oversinplification to make all of the credits by-the-barrel
credits.

M. Pawl owski responded that the easy oil was gone. He said
that the economics of production required a variety of
styles of credits in order to support the nore expensive
devel opnent .

Representative WIson wondered whether nore credits could
be given to conpanies working with the harder to produce
oil.

M. Pawl owski replied that the structure in the bill had
cone from the previous comrittee in an attenpt to increase
the effective tax rate at higher prices.

Representative WI son request ed a witten response
hi ghlighting the advantages and disadvantages of a sinple
per barrel credit.

Co-Chair Stoltze remarked that the admnistration was
presenting an agnostic and clinical view of the changes
made by another commttee; the admnistrations original
bill was not before the conmttee.

M. Paw owski appreciated the clarification.

10: 34: 43 AM
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M. Balash comunicated that a later presentation would
hi ghli ght how the GRE would be the nost effective tool for
new producti on.

Representative Gara asked how the $8 to zero sliding-scale
"mni-progressivity" element shown on Slide 9 conpared to
progressivity under ACES. He shared that currently, after
$30 of profit was nmade on a barrel, progressivity was .4
percent per dollar.

M. Pawl owski deferred the question to econom sts and
consultants. He furthered that slides would be devel oped
t hat woul d best illustrate an answer.

10: 37: 41 AM

Representative Gara asked for verification that the $5 per
barrel credit only related to new oil.

M. Pawl owski replied in the affirmative.

Representative Gara remarked that the way the credit was
currently designed it applied to |eases given in 2003 for
oil that had gone in to the pipeline in the past. He argued
that the legislation would incentivize sonething that had
al ready been done.

Co-Chair Stoltze remarked that the question would be held
for later.

M. Pawl owsKki relayed that the next slide in the
presentation woul d provide further information.

Co-Chair Austernman quoted Page 6 of a presentation fromthe
previ ous day:

"At the year-end 2010 the Energy Information Agency
and the Federal Departnment of Energy put remaining
North Sl ope reserves at 3.7 billion barrels of oil."

Co-Chair Austerman assuned that the fields nentioned were

| egacy fields. He probed the determnation of t he
percentage of new oil versus old oil in the |egacy fields.
He wondered how much of the 3.7 billion barrels of oil the

sliding scale could be applied to.

10: 40: 02 AM
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M. Balash answered that the 3.7 billion was cited for the
year-end 2010; production since had brought the nunber down
to 3.3 billion barrels. He thought that for conparison
purposes; the central North Slope, on-shore, nostly state
| and, undi scovered resource estimated to be recoverabl e was
approximately 3.1 billion barrels that should qualify under
the GRE. He observed that the sliding scale credit, when
oil was $110 per barrel, offered a lot of incentive for a
conpany to produce oil reserves already in the ground. He
said that the 3.3 billion barrels estinated by the
departnment coul d produce for decades.

M. Pawl owski clarified that the 3.3 billion that started
off as the 3.7 billion estimated in the slide was not
generally seen as eligible for the targeted incentives
toward the geol ogi cally new producti on.

10: 43: 38 AM

Representative Costello wondered what would be the | owest
effective tax rate and the highest for both the current and
proposed tax systens.

M. Pawl owski spoke specifically to the |legacy fields
because they were the easiest to calculate. Under ACES, the
| onest effective tax rate was essentially zero because
credits could be used to off-set the mninmum tax. The
hi ghest effective tax rate was the 75 percent, which was a
conmbi nation of the 25 percent base rate plus the potentia
50 percent of progressivity. He qualified that the 75
percent rate kicked in at extrenmely high oil prices. Under
the bill the highest effective tax rate would be 33
percent. He offered that having a fixed tax rate benefited
conpani es because the conpany could plan around the tax
rate using credits to off-set expenses. Under 33 percent
and the $8 top zero sliding scale the 4 percent gross
m ni mum woul d raise to a maxi num of 33 percent on the net;
under ACES it could go fromzero to 75 percent.

Representative Costello believed that the discussion should
take into account Ilower oil prices. She requested a
conparison of the effect of progressivity at higher prices
versus the sliding scale.

M. Pawl owski replied that the adm nistration would address
the issue later in the day. He appreciated the recognition
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that there was a difference between a progressive tax and
progressivity.

Representative Hol mes expressed concern that if oil prices
dropped under ACES the state would be in financial trouble.
She asked whether the credits would go into negative at the
expense of the state if there was no mninmum effective tax
rate under ACES.

M. Pawl owski replied that it was true. He stated that in
| ow prices, high spending, and many credits being generated
could set the stage for a negative tax liability situation.
| ncunbent producers would not have the ability to turn the
credits into the state for a cash paynent, the credits
woul d be carried forward. The inpact would be negative and
woul d erode the state revenues into the follow ng year.

10: 48: 09 AM

Representative Gara understood that at the highest price
possible the tax rate would only rise to 33 percent.

M. Pawl owski replied in the affirmative. The credit would
be used to offset taxes, simlar to the capital credit
under ACES.

Representative Gara hypot hesi zed that the highest tax rate,
at the highest price of $200 per barrel, would be 33
percent under the sliding scale.

M. Pawl owski replied in the affirmative.

Representative Gara wondered whether the 4 percent m ninmum
could go | ower.

M. Pawl owski replied that a small producer or exploration
credit could be used against the sliding scale, but the
af orenenti oned credits were targeted and specific credits.

Representative Gara asked if a conpany's tax paynent could
be below zero under the credits that the bill left on the
books.

M. Pawl owski said that he would get back to the commttee.
He stated that the sliding scale was targeted to specific
production; the reality of the 4 percent mninum tax was
still large when conpared to a zero tax. He said he would
need to add up all of the possible credits that would
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remai n under the system to conclude if the nunber could be
taken to zero.

Representative Gara questioned whether the state had been
in a situation under ACES where |less than a 25 percent tax
had been col | ect ed.

M. Paw owski stated that he would follow up with the
committee with the information.

10: 50: 56 AM

M. Balash thought that a review of several nonths in 2009
m ght reveal that the state did fall below 25 percent on a
nmont hl y basi s.

Representati ve Munoz asked if t he adm ni stration
anticipated a problemw th the nom nal dollar figure verses
a percentage in the per barrel scenario.

M. Pawl owski replied that it would be an issue in |ong-
term economcs. He stated that it was, nore often than not,
a benefit to the state. He said that the fear had been
addi ng an additional |evel of conplication by adjusting for
the paynents. He thought that Ilowering the per barrel
credit would be a larger issue.

10: 55: 36 AM
RECESSED

12: 21: 23 PM
RECONVENED

M. Pawl owski discussed slide 10: "G oss Revenue Excl usion
for North Slope Ol and Gas (G oss Val ue Reduction):

e For oil and gas produced north of 68 degrees North
| atitude, the gross value at the point of production
is reduced by 20 percent for the oil or gas produced
from

1) Leases in a unit established after January 1,
2003;

2) New reservoirs in an expanded participating

area wWithin a unit fornmed before January 1, 2003;
or
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3) Acreage added to an existing participating
area wWith approval by the Departnent of Natural
Resour ces.

M. Paw owski stated that the GRE was technically a
reduction in the gross value. He noted that the provision
could be found on Page 24, line 24 of the legislation. The
provi sion would exam ne new devel opnments both within and
outside of existing units in an effort to reduce the gross
production tax value by 20 percent of the gross value of
the particular oil and gas that was produced. Under the
current system the state did not distinguish between
multiple different fields or different types of oil and gas
bei ng produced when taxing a conpany. In the spirit of
sinplicity, the nechanism focused on the barrel rather than
i nvestnment or spending. The bill defined where the barrels
came from and then counted themdifferently at the |evel of
t he gross val ue.

12:25:35 PM

M. Pawl owski di scussed the distinctions.

M. Balash stated that when oil fields were explored and
di scoveries were nade the fields generally covered nore
than a single lease, at which tine the |eases were brought
together in a wunit. Wthin the wunit existed a two
di mensi onal boundary and a new unit that was brought into

production would be easy to count as new oil. Only two
units producing presently would qualify on the unit test:
Oooguruk and Naki achuk. In both cases those units were

brought forward by conpanies that were making investnent
conmmitnments wth a great degree of uncertainty. The
decision to include them in the proposal had been made in
an attenpt to be fair. He relayed that when a conpany cane
to the state and nade a discovery, and then took the step
of unitizing, as they noved into production they identified
for the Division of Ol and Gas what their participating
area would be; the parts of the reservoir that would
contribute to production from the wells that would be
drilled in the plan of developnent. Once a conpany noved
into production there was the possibility that another oi
producing reservoir mght be found. Miltiple participating
areas could exist in the unit proper and a new
participating area in a legacy field would be considered
new oil .

House Fi nance Conmmittee 30 04/06/13 9:04 A M



12: 31: 43 PM

M. Bal ash discussed the expansion of an area included in
an existing field. He said that when the areas were
established they were based on the expectation of how
producti on woul d occur based on the technol ogy avail abl e at
the time. As tinme has passed technol ogy has advanced to the
point that conpanies could access further out and drive
production from the extended areas, which required
conpanies to apply for an expansion of the participating
area. If a participating area expanded in a |egacy field,
the area could qualify for the GRE if the conpany was able
to satisfy the departnment concerning the accountability of
t he producti on.

#
ADJ QURNVENT

12: 34: 12 PM

The neeting was adjourned at 12:34 p. m
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