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“"An Act relating to appropriations from taxes paid under the
Alaska Net Income Tax Act; relating to the oil and gas
production tax rate; relating to gas used in the state; relating
to nonthly installnment paynents of the oil and gas production
tax; relating to oil and gas production tax credits for certain
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tax values including adjustnents based on a percentage of gross
value at the point of production from certain |eases or
properties; making conform ng anendnents; and providing for an
effective date."
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Anchor age, Al aska

POSI TI ON STATEMENT: Answered questions related to HB 72.

ACTI ON NARRATI VE

1:02: 51 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:02 p.m Representatives Hawker,

Johnson, Tuck, O son, Seaton, P. WIson, Saddler, and Feige were
present at the call to order. Representative Tarr arrived as
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the neeting was in progress. Representati ve Josephson was al so
present .

HB 72-O L AND GAS PRODUCTI ON TAX

1: 03: 11 PM

CO- CHAIR FEI GE announced that the only order of business is
HOUSE BILL NO. 72, "An Act relating to appropriations fromtaxes
paid under the Alaska Net Income Tax Act; relating to the oil
and gas production tax rate; relating to gas used in the state;
relating to nonthly installnment paynments 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 statenments by producers and
explorers; relating to the determ nation of annual oil and gas
production tax values including adjustnents based on a
percentage of gross value at the point of production from
certain |leases or properties; making conform ng amendnents; and
providing for an effective date."

1: 04: 07 PM

DAN SULLI VAN, Conmmi ssioner, Departnent of Natural Resources
(DNR), began his co-introduction of HB 72 wth Conm ssioner
Bryan Butcher, Departnent of Revenue (DOR), by way of a
Power Poi nt presentation entitled, "A Durable Tax System that is
Conmpetitive for the Long Term" He said HB 72 is inportant to
the state, present-day Al askans, and future generations. The
presentation wll provide a background of the Trans-Al aska
Pi peline System (TAPS) chall enges, review the investnent that is
happeni ng throughout the U S and the world which is hitting
all-time records, and show that the TAPS throughput decline is
not i nevitable. He said the basis for the bill comes from the
integrated efforts of DNR and DOR He shared that he just
returned from the North American Petrol eum Expo (NAPE) neeting
in Houston, Texas, where the state made a presentation and he
had the opportunity to neet with several conpani es.

1: 06: 50 PM
COW SSI ONER SULLI VAN said TAPS is a critical state and nati onal
energy infrastructure asset [slide 2]. The history of TAPS

shows the inportant role played by the federal governnent, and
Congress in particular, in getting TAPS up and running. That
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federal partnership is needed to turn around the throughput
decline, but it has not been seen. At one point TAPS carried
2.2 mllion barrels a day, representing 25 percent of US.
domestic production [slide 3]. [ The decline] is inportant and
urgent to the state. Referring to the "giveaway" discussion
that has occurred over the past several years, he naintained
that the ultimate giveaway is the |oss of 40,000 barrels per day
over the past year that is no longer in the pipeline or in
Al aska' s econony. That is about 14.7 mllion barrels |ost over
the past year, which at $100 per barrel is about $1.5 billion
that is gone and no longer in the Alaska econony, whether in
state coffers or circulating around the econony. That is the
gi veaway the administration is trying to turn around.

1: 09: 24 PM

COWMM SSI ONER SULLI VAN turned to a graph depicting the chall enge
of declining Alaska North Slope (ANS) production [slide 4]. He
stressed that a mature field, |ike Prudhoe Bay, is not the sane
thing as a mature basin. Significant opportunity for both
conventional and unconventional oil still exists on the North
Sl ope. He related that in his neetings with other conpanies,
the consistent thene is that alnpbst every conpany sees this
basin as providi ng enornous opportunity.

COWMM SSI ONER SULLI VAN pointed out the urgency to the state of
the TAPS throughput decline challenge [slide 5]. Two years ago
TAPS had a shutdown when it was 40 degrees below 0, and although
the state dodged the bullet it was not clear at that tine
whet her the pipeline could be brought back up. This issue is
not a scare tactic, but a problemthat is in the present. The
| esson learned is that the |ower the TAPS output, the nore risk
I i ke what happened two years ago. Conpanies are certainly going
to be spending nore dollars to maintain the infrastructure to
avoid these kinds of technical <challenges, but that has
consequences for tariffs and |less revenue for the state, and for
conpani es that want to come to Alaska. The best way to address
any of these challenges in technical aspects of a premature TAPS

shutdown is to get nore oil in the pipeline.

1:11: 53 PM

COWM SSI ONER SULLI VAN said the state has nany positive things
going for it to address this challenge [slide 6]. Nunber one is
that the North Slope is a world class hydrocarbon basin that is
still relatively unexplored. He related that the admnistration

thinks the state has enough resources, and the potential for
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resources, to secure the state's future for decades to conme, an
important point for how to address the TAPS throughput
chal | enges. Turning around the TAPS throughput challenge is
going to require billions of dollars of additional investnent
[slide 7]. The North Slope is one of the few places in North
Anmerican where both |arge conventional and shale oil plays can
be | ooked for at the sanme tine.

1:13: 42 PM

COW SSI ONER  SULLI VAN stated that when |ooking at HB 72, an
i nportant consideration is the energy production going on in the
US. and globally [slide 8]. The "World Energy Qutlook 2012"
report, put out by the International Energy Agency (I|IEA),
predicts that the US wll be the largest producer of oil and
gas by 2020. This huge renai ssance of oil and gas production
bodes well for Al aska. Plus, there has al so been a huge boomin
global investnment in oil and gas exploration and production.
Last year the Financial Tines estimted that about $600 billion
was spent on exploration, much of that going to countries in the
Organi sation for Economi c Co-operation and Devel opnent (OECD),
which includes the U S. The good news is that for 2013,
[ exploration and production] spending is projected to be $650

billion. The nore depressing news is that in 2012 Al aska got
about one-half of one percent of that, despite sitting on still
one of the world' s great hydrocarbon basins. He said Al aska

needs to be leading, not an anchor, on this Anerican energy
production renai ssance and needs to be focused on becom ng nore
conpetitive to get in on this boomin exploration and production
investnment that is predicted to continue this year.

1:15: 41 PM

COWM SSI ONER SULLI VAN said the admnistration, as well as the
conpani es, believe Al aska has the geology [slide 9]. A gl obal
i nvest ment boom i s happening, but the question still remains as
to whether [Alaska's production decline] can be turned around.
The adm nistration |ooked at whether other basins have turned
around their throughput declines and found that their declines
have not only flattened out but have conme back up. The articles
shown on slide 9 are exanples of what is predicted to be a very
strong investnent boomin the United Kingdonmis (UK) oil and gas
sector. A couple years ago the UK raised its oil and gas
production taxes and not surprising was a decline. So the WK
government reforned its taxes which resulted in an i medi ate and
significant inpact on investnment and jobs, an analog to Al aska
that is very rel evant.
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1:17: 41 PM

COWM SSI ONER SULLI VAN pointed out that there are nmany exanples
in individual fields, as well, one exanple being the Forties
Field in the North Sea [slide 10]. Apache Corporation acquired
that field from BP and wth investnent and technology the
decline was reversed. It is inportant to learn |essons fromthe
many exanples that are being seen all over the globe, he said.
Al aska is one of the few big basins not seeing a turn around and
it is inmportant to address that [slide 11]. The adm nistration
is addressing that by wundertaking a conprehensive plan. A
mssing piece with regard to conpetitiveness is the issue of
making Alaska's tax regine nore conpetitive. Common  t henes
heard at last week's North American Petroleum Expo (NAPE) were
the recognition of a huge resource basin on the North Sl ope,

enornous opportunity, but also the cost. In particular,
guestions were being asked about Alaska's taxes and nore
specifically about progressivity. He found that conpanies are

keeping an eye on what is happening in Alaska this legislative
session and Alaska's conpetitiveness is at the forefront for
t hose conpanies that want to invest in the state.

COWM SSI ONER SULLI VAN said inportant activity is happening in
Al aska [slide 12], but that only the surface is being scratched
in terns of the multiple billions of dollars of investnent in
Al aska necessary to turn around the TAPS throughput chall enge -
and those dollars are out there. Wiile there is a good start
with a diversity of players and resource plays, a |lot nore can
be done and tax reformis a critical conponent of that.

1: 21: 01 PM

BRYAN BUTCHER, Comm ssi oner, Departnent of Revenue (DOR),
reviewed the governor's four principles of tax reform [slide
13]. He said the base of |ooking at these principles has to
come from a point of trying to nmake Al aska conpetitive. At
current prices, Al aska has the highest oil taxes in the US.,
the highest in North Anerica, and the second highest of all OECD
countries, being second to Norway. If oil prices went up $10
per barrel, Alaska' s taxes would surpass Norway. Al aska has
extrenely high taxes at the high oil prices seen over the |ast
five years. Conmbined with Alaska being one of the nost
expensive places to explore, develop, and produce oil, it is no
surprise that Alaska is not seeing a lot of the investnent,
devel opnent, and production that is occurring in many other
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areas in the world, including many jurisdictions with far |ess
oil than the state of Al aska.

1:22: 20 PM

COWM SSI ONER BUTCHER specified that the first of the governor's
four principles is that tax reform nmust be fair to Al askans,
whi ch nmeans Al aska needs to be conpetitive while keeping a fair
share in both the short and long term The second principle is
to encourage new production. Wiile this needs to be done in new
smaller fields, it is vital that it also be done in the current

| egacy fields. The DOR |ong-term production forecast predicts
that, over 10 years out, over 50 percent of the oil expected to
be produced will come from | egacy fields. The third principle

is that it needs to be sinple so that it restores balance to the
system Right now Al aska takes a disproportionately |arge share
on the high end and a very small percentage on the |Iow end. The
result is that when the price of oil is low and the state really
needs the incone, it sees very little inconme; and on the high
end the state brings in larger surpluses than needed to neet its

budget. The bill | ooks at trying to balance the systemin this
regard.
1:24:10 PM

COWM SSI ONER BUTCHER, continuing his discussion about the third
principle, said that in addition to restoring balance, Al aska's
tax structure needs to be sinple. Alaska has one of, if not the
nost, conplex tax structures for oil in the world. Conpani es
| ooking at investing in Alaska have had difficulty figuring out
the entire picture for Alaska's [conplex] oil tax structure:
what it nmeans at certain price levels, how the progressivity
wor ks, how the tax credits work. For exanple, Texas has just
the 1 percent and North Dakota has 8.5 percent up to $50 per
barrel and then 11 percent. In talks with jurisdictions all
over North Anmerica as they were turning around and Al aska was
not, the enphasis was on sinplicity. A good exanple is the
state of North Dakota which has just one person working on oi
taxes because it is sinply a matter of multiplying what is
produced tines the price tinmes a certain percentage. It is very
difficult for a new conpany to understand Al aska's tax system
well enough to be able to explain to its board of directors what
an investment in Al aska would nmnean. That the tax has to be
calculated nonthly, rather than vyearly, nmakes it even nore
difficult.

1: 25: 49 PM
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COWM SSI ONER BUTCHER noved to the governor's fourth principle:
the tax system needs to be durable for the long term He said
Al aska's oil taxes have been changed a nunber of tines in the
| ast seven years and now it's |ooking at changing them again.
When a state is constantly changing its tax structure, a conpany
that is contenplating where to invest is unable to determ ne
what is going to happen to its investnent over the 10-year to

30-year period of investnent. He related that the governor is
hoping to set up a tax system that will work short-term and
long-term and will work for current producers and new entrants

and that over a longer period of time is sonmething the conpanies
can rely on.

1:27: 02 PM

COWMM SSI ONER BUTCHER noted the team working on [oil tax reform
is much nore integrated than it has been previously, wth
expertise from DOR and DNR brought to the table, along with the
expertise of consultant, Econ One Research, Inc., that was asked
to anal yze where Alaska is and is not conpetitive. Econ One is
famliar with Al aska, having worked over the years on oil taxes
and gas issues for the admnistration and the | egislature. He
hi ghl i ghted the process the team went through [slide 14], saying
the team began with a review of previous work by both the
adm nistration and the legislature fromthe tine of the econonic
limt factor (ELF) to the production profits tax (PPT) to
Al aska's C ear and Equitable Share (ACES). The team identified
what it considers problems wth +the current tax system
declining production, conpetitive environnment, progressivity,
and tax credits. Additionally, the team | ooked at the inpacts
of production decline not just on revenues, but also on the
Trans- Al aska Pi pel i ne System ( TAPS).

1:29: 42 PM

COWMM SSI ONER BUTCHER next | ooked at the jurisdictions in North
Anerica that are the largest oil producers along with the state
of Al aska [slide 15]. He explained that the green dotted I|ine
on the graph is the price of oil, which bounced up and down
between 1977 and the m d-2000s but which has had a sustained
price increase over the last 8 years except for one dip that
came right back up. Turning to the states depicted on the
slide, he noted that North Dakota had very little production for
decades, but then had a giant junp when the price of oil went
up, surpassing Alaska in production. He explained it was not
econom c to produce shale oil in North Dakota until oil rose
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above $70 a barrel; therefore, if today's price was $40-$50,

that wupturn would not have been seen. Hi gher oil ©prices
conbined with technology created the junp in North Dakot a. He
said this sane thing happened in Alberta - once oil prices
becane sustained at higher than $30 per barrel it becane

econom c and profitable to produce northern Al berta' s oil sands.
1:32:16 PM

COWM SSI ONER BUTCHER, continuing his 1look at oil producing
states [slide 15], directed attention to a conparison of Texas
and Al aska. He pointed out that Texas, which has produced oi
much | onger than Al aska, began a production decline in the md-
1970s while Alaska was on its production increase that peaked in
the late 1980s at 2.1 mllion barrels a day, at which point
Al aska and Texas conme together. For the nost part over the next
decades the Al aska and Texas declines were alnost identical.
Then cane the 2004/2005 junp in oil prices, at which point Texas
flattened out and then began turning around. Al aska,
unfortunately, has continued the decline that Texas would have
seen had the price of oil not junped. Unlike North Dakota where
the increased production is from shale oil, the turnaround in
Texas was al nost 100 percent from conventional oil, until the
upward shot of the past two years that is alnbst entirely due to
oi | shale. Thus, the high prices allowed a state that was on
the same decline as Alaska to turn around. Conm ssioner Butcher
added that, simlar to Alaska, the North Sea had a mature field
that was declining; but this area has been turned around a
couple of tines. "The idea that once an oil field is declining
is sinply not true," he said. He related that the U S.
CGeol ogi cal Survey (USGS) does not consider Alaska's North Slope
to be a mature oil field because over 70 percent of it remains
mnimally explored, if at all. The tendency is to think
specifically about only Prudhoe Bay and Kuparuk, but Al aska has
| ots opportunities and their sizes and |l evels need to be found.

1: 35: 04 PM

COWMM SSI ONER BUTCHER conpared a 50 mllion barrel devel opnent in
Al aska to conparabl e devel opments in the Lower 48, Norway, and
the United Kingdoms North Sea [slide 16]. At a price per
barrel of $100 and a net present value (NPV) discounted at the
i ndustry standard of 12 percent, a conpany would earn: $4.07 in

Al aska, $5.52 for wunconventional oil in the Lower 48, $2.34 in
Norway, and $8.25 in the North Sea's brownfield, which has seen
the real junp in investnment over the last year. ldeally, Al aska

woul d be nore conpetitive with countries and states that are
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seeing junps in investnment; the closer Al aska gets to Norway the
less likely its conpetitiveness.

1: 37: 05 PM

COM SSI ONER BUTCHER said progressivity is conplicated and
unpredi ctable, for both the state and investors [slide 17].
Al aska's tax includes a 25 percent base rate, increasing by 0.4
percent for every $1 per barrel that the production tax val ue
exceeds $30 per barrel up to $92.50 per barrel, at which point
it goes dowmn to 0.1 percent per dollar until the total tax rate
equals 75 percent, a cap the state has yet to cone close to. He
noted the production tax value (PTV) is the price per barrel
m nus transportation costs m nus | ease expendi t ur es.
Progressivity is calculated nonthly. He pointed out that when
state-by-state conparisons are made on oil tax rates, Alaska is
frequently listed as 25-75 percent. Unrealistic as that 75
percent nunber is, when conpanies are looking at 7 percent in
Texas they may take a step back before even digging into the
conplex nature of progressivity. Al aska's tax system al so has
high marginal tax rates. At today's higher oil prices, 80
percent of each increasing dollar goes to the governnent, nost
to the State of Alaska, sone to the federal governnent.
Al aska's high marginal rate neans that at high prices, conpanies
do not get as big a bite as they would in other jurisdictions
[to nmake up for losing noney at |ow oil prices].

1: 39: 31 PM

COWM SSI ONER BUTCHER revi ewed a graph of Al aska's production tax
credits [slide 18], saying this was a piece the admnistration
| ooked at when focusing on what should be in the bill. Shown on
the graph in red are credits applied against production tax
ltability; these are conpanies that take their tax credits off
what they owe in taxes to the state. Shown in grey are tax
credit certificates refunded; these are conpanies doing work
that qualifies for tax credits but that are not producing, are
not paying taxes to the state, so the state pays the credits in
cash to these conpanies. The state is paying a trenmendous
anount of noney in credits, he said. To determ ne whether these
credits are leading to new production, DOR put together a five-
year | ook back from ACES to today. A direct connection between
the tax credits and production was not seen, but rather a
connection to increased spending. In particular, the state is
looking at $800 mllion in the current fiscal year and
potentially $1 billion in fiscal year 2014. At high oil prices
t hese nunbers tend not to be noticed because they are one piece
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taken out of a very large anmount of noney coming into the state.
However, Conmm ssioner Butcher cautioned, as everyone knows, oil
prices go up and down, and if oil prices dropped to $80 or $90

per barrel the State of Alaska would find itself in billions of
dollars of deficit. These tax credits are not price sensitive
so if oil prices dropped to $60 or $80 per barrel the state
would still owe $1 billion. Wiile the focus is on areas in the
budget that need to be funded, there is still that nunmber of $1
billion. This nunber would nmean one thing if it was directly

connected to a future production, but it neans quite another if
there is not that connection.

1: 42: 56 PM

REPRESENTATIVE P. WLSON asked whether DOR s |ook back found
that tax credits were given to conpanies for doing nmaintenance
t hat woul d have been done anyway.

COWM SSI ONER BUTCHER replied that, until this current year, this
was sonet hing DOR was unable to define in enough detail to know.
Wen DOR started this process two years ago, the departnent
heard from this commttee that it needed to be known what the
state was getting for these tax credits. In DOR s defense, he
pointed out that the departnment had to wite up and adm nister
over 70 regulations with the passage of ACES, so the focus was
on that rather than this detail. In its five-year | ook back,
DOR asked the conpanies to voluntarily provide nore information,
but this information could not be required because DOR was
| ooki ng back. Wile the conpanies were helpful and are
following the law, it was still not enough information to define
specifically and DOR was wunable to connect it directly to
production. Starting this calendar year, 2013, DOR is requiring
much greater detail from the conpanies, so going forward DOR
will be able to provide a better snapshot.

1:44: 55 PM

CO- CHAI R SADDLER concluded from slide 18 that lots of cash is
wal king out the door - $800 mllion to $1 billion. He inquired
whether there is any inportance or information that should be
attached to the ratios of what is actually being applied to
production versus not.

COWM SSI ONER BUTCHER responded DOR focused on that but did not
really cone out with a determning. [ The ratio] has been nore
or less 50:50, but DOR has not figured out specifically why that
m ght go back and forth
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COWM SSI ONER SULLI VAN interjected that the [graph on the] slide
makes the point that the grey areas are cash paynents out the
door without any kind of tie to any production.

1: 46: 05 PM

REPRESENTATI VE SEATON renmarked that he is confused as to DOR s
direction here. He recalled industry's strong testinony during
devel opnment of PPT and ACES that trying to tie directly to
production was counterproductive because the lead time from
investnment to actual production was so long that the value of
the state's participation was drastically dimnished if it was
based on sonetinme proving that oil went into the pipeline rather
t han based on investnment up front. He further recalled industry
testifying that it nost needed help with exploration because of
the potential for a dry hole. However, what he is hearing from
DOR now is that the state does not want to give credits to risky
exploration but instead to tie credits only to things that can
be denonstrated as production.

COWM SSI ONER BUTCHER pointed out that the adm nistration is not
| ooking at elimnating these credits, but at reinbursing them

when there is production. In |ooking back over a six-year
period, DOR did not need to see exactly that receipt of X
produced Y, but the department did not see anything. |In |ooking
at the fields potentially com ng on over the next 5 to 10 years,
there is not a whole lot there. The expectation in spending
billions of dollars from the state treasury was that it would
lead to sonething. The North Sea saw $50-%$60 billion in
i nvest nment . If, as hoped for, Alaska got $20 billion in new

i nvestment from new conpani es over a nunber of years, the state
woul d be |ooking at paying out $8-$12 billion in cash to these
conpani es. He said he does not even know that the treasury
could nmake it to the point in which there would potentially be
production if the state got the kind of boom and investnent
under its current tax structure that Conmm ssioner Sullivan's
wor k woul d hope to |l ead to.

1: 49: 55 PM

COW SSI ONER BUTCHER, returning to his presentation, discussed
tariffs in TAPS [slide 19]. He shared that a grow ng concern
was identified with DOR s revenue nodeling, which did not
dynam cally link throughput wth TAPS tariff rates or capture
any added capital expenditure ("capex") or operating expenditure
("opex"™) for lowthroughput mtigation neasures. This neans DOR
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would look forward one to three years to determ ne what would
happen to the tariff as |ower throughput occurred and what the
expected effects would be to the State of Al aska. [Prelimnary
observations are that] low flow mtigation capital and operating
expenditures could increase tariffs by as nuch as $1 (18
percent) per barrel by 2019 and as nuch as $2.50 (33 percent)
per barrel in 2022. [Assuming the price, production, and tariff
used] in DOR s Fall 2012 Revenue Sources Book, a $1 increase in
the TAPS tariff wll decrease state oil and gas revenue by an
average of $110 million. Wile there can be argunent about how
many decades the pipeline has left, he stressed it is known that
the decline in throughput is causing nore problens due to
cooling of the oil and nore water, which requires nore capita

spendi ng whi ch t hen results in tariff I ncr eases t hat
subsequently reduce the revenue the state gets from its 12.5
percent royalty oil.

1: 52: 05 PM

COWMM SSI ONER BUTCHER hi ghlighted the proposals in HB 72 [slide
20], saying the bill would: elimnate progressivity and credits
based on capital expenditures; reform remaining credits to be
carried forward to when there is production and a conpany is
payi ng taxes; and establish a gross revenue exclusion for newer
units and for new participating areas in existing units. The
benefit of the gross revenue exclusion is that it can be used to
focus on other nore challenged devel opnents. Lastly, the bil
woul d not make any changes to Cook Inlet and Mddle Earth; these
two areas would be held harm ess because the bill specifically
applies to north of 68 degrees North | atitude.

1: 53: 50 PM

COWMM SSI ONER BUTCHER conpared current law with HB 72 [slide 21].
He said the current base tax rate of 25 percent would remain at
25 percent under the proposed bill. Progressivity in current
| aw woul d be renoved by HB 72. Sone of the current tax credits,
cash reinbursenents and reduced tax revenue to the state, would

be altered and some would be elimnated. The proposed bill
woul d provide a gross revenue exclusion (GRE) for new oil. For
fiscal year 2014, elimnating progressivity would reduce state
revenue by $1.5 billion, but changing the tax credits would
reduce the amount the state pays out by $1 billion; therefore HB
72 has a much nore nodest fiscal note than did [the governor's
previ ous proposal in] House Bill 110.

1: 55: 06 PM
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REPRESENTATI VE SEATON, referring to slide 10, said that a year
ago DOR was asked for exanples and the only exanple the
department could come up with was the turnaround of the Forties
Fi el d. The lesson was that the Forties Field was owned by a
single |legacy producer unwilling to re-invest in the field, so
the field was sold to a nore ninble independent that invested
and turned around the field. The three |egacy owners on the
North Slope - Prudhoe Bay being the biggest field - have joint
operating agreenents under which each owner nust agree to an
i nvestnment, otherw se that investnment does not go forward. Now,
he continued, the proposal is to change the tax structure for
the | egacy owners when the exanple provided to the commttee is
for a field that the |egacy owner was unwilling to invest in to

turn around. Menbers need sone information and sone security
that there will be a reversal in the attitude of the |egacy
owners about investing in and turning around their fields. He

asked why the Forties Field is a good exanple for the situation
on the North Slope, given that the |egacy owners would not be
selling the fields to sonmeone with a different attitude.

1: 58: 02 PM

COWM SSI ONER SULLI VAN replied the point of today's overview is
to give the conmttee a sense, at a high level, of what is going
on in different fields and basins and what is driving the
different production decline turnarounds, whether it 1is 1in
fields basin-wide, which is what slide 15 is focused on, or
whether it is the North Sea incentives, or nore specific fields
t hensel ves. The idea was not to get into details of exactly why
BP [sold] or Apache purchased a field, or what the inplications
are for a veto power of the operating agreenent at Prudhoe Bay,
but to give the conmttee a sense of what is happening basin-
wi de and can happen to specific fields. Sonetinmes in the debate
it is heard that this is Alaska's future and nothing can be done

about it. [ The admi nistration] does not believe that, and nore
importantly, there are exanples all over the world show ng that
that does not have to be Alaska' s future. The point of the

various slides was to denonstrate at a high level that this
turnaround, that is absolutely fundanentally critical to the
future of Alaska, is doable. This tax reform proposal is also
to help with getting nore conpetition on the North Slope - nore

i nvestors, huge investors, medi um si zed investors, smal |
i nvestors. More investors on the North Slope would provide
Al aska the opportunities that can either turn around fields or
di scover new fields. It is not just focused on the |Iegacy

producers. Gowing the pie is what this tax reform proposal is

HOUSE RES COW TTEE -14- February 11, 2013



ultimately about. Wiile the question is a good one, [slide 10]
was nmeant to give an overview sense, not the detail, that a
turnaround in production decline is doable in Al aska.

2:01: 57 PM

REPRESENTATI VE SEATON clarified he was not saying it was not
doable. If, as in the exanple, it took a change in ownership, a
change in the structure of the investors, instead of a change in
the tax rates to make the change, should the state take a | ook
at the structural change that took place to do that? He said he

wants to ensure that the actual structural inpedinments to
turning around the fields are addressed instead of just assum ng
that a change of one thing wll address those structural
changes.

COWM SSI ONER  SULLI VAN al l owed the aforenentioned is a valid
poi nt . He said [the administration] is trying to address the
t hroughput decline across a nunber of areas, sonme of which have
to do with tax reform and sone of which do not, but tax reform
is a fundanental el enent.

2:03:39 PM

CO- CHAI R SADDLER, regarding slide 16, requested an expansion on
the $4.07 per barrel that would be earned under ACES in Al aska
at a price of $100. Wil e he understood that the net present
val ue of 12 percent changes the cal cul ation, he said people have
heard that there is lots nore profit per barrel than the $4.07
that is shown on the slide.

M CHAEL PAW.OWBKI, G| & Gas Devel opnent Project Manager, Ofice
of the Conmm ssioner, Departnment of Revenue (DOR), first noted he
is the advisor for petroleum fiscal systens to the Departnent of
Revenue. He then replied that | ooking at the net present val ue
(NPV) is but one of several financial netrics. The net present
value per barrel takes the lifecycle earnings over the entire
future developnent of this field and pulls all of that expense
in cash back to the first years; so, it is just one way of
| ooking at something. The earnings that people talk about
typically are thought of as the cash margins that are earned
each year on that developnent, which is actually a different
nmetric than what this slide is show ng. In the Econ One
presentation included in the conmttee packet, it can be seen
that each region is conpared not just on net present value or
internal rate of return, but rather on a range of netrics where
each tells a different story about what the actual economcs
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| ook i ke. Slide 16 is showing that after the costs and after
the cash flows have been brought all the way back to today this

is the way they look like for this specific field. In the past,
the use of analytics, one analytic versus another, has been
l[imted, so going forward there will be focus on the variety

because each one will show Al aska in a different context.
2: 06: 06 PM

REPRESENTATI VE TUCK, returning to the BP/ Apache exanple on slide
10, recalled that at a joint commttee neeting |ast year PFC
Energy stated BP does not specialize in getting the |ast drop of
oil and oftentinmes sells to conpanies that are experts in this
regard. He further recounted that PFC said Alaska is clearly in
a harvest node and that ACES was working well for that harvest
node situation. He concurred that nore conpetition, not |ess,
is needed on the North Slope, but said the hard part is trying
to get the legacy people to nove and how to get them to nove.
He said he, too, is concerned about the amount of nopney going
out and that it is unknown what the state is getting for it.
However, the governor's bill of the past [House Bill 110] did
not guarantee anything either and he does not know about HB 72

He understood the legacy fields have an advantage in that an
unsuccessful well has better tax advantages than those for the
new comnpani es. Profits on the North Slope are very good right
now, he opi ned, but the conpanies J[are not increasing
production] because it is not in their best interest to do that
right now based on what they have going on in the rest of the
world. A nice thing about Alaska's current tax credit systemis
the state is guaranteeing that those investnents are happening
in Alaska and that is what 1is happening with those new
conpani es. It would be nice to know what information the state
is receiving for the noney it is spending so that legislators
can nmake better decisions going forward. He offered his hope
that if this information is not in the sectional analysis or the
bill that the admnistration will allow the legislature to put
those provisions in the bill to ensure that the right decisions
are made goi ng forward.

COWM SSI ONER  SULLI VAN responded that everyone agrees on the
i nportance of |egacy producers as well as getting new investors
up to Alaska to explore and to maybe partner with some of the
| egacy producers. He said no one sees the progressivity aspect
of ACES as a positive elenent in their decision making to cone
to Alaska. It is an issue raised by every conpany he has tal ked
to and he is very convinced that it affects new entrants as well
as the | egacy producers.
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2:09:17 PM

REPRESENTATI VE TUCK, referring to slide 16, inquired whether the
brownfield is located in the North Sea.

COW SS|I ONER BUTCHER confirnmed that it is.

COCHAIR FEIGE added that the difference between the terns
brownfield and greenfield is that greenfield is open land and
brownfield al ready has sone devel opnent on it.

2:09:47 PM

REPRESENTATI VE TARR drew attention to slide 18 and recalled that
Conmi ssioner Sullivan stated the credits are not helping in
terms of investnent. Presum ng that fiscal years 2013 and 2014
are based on the Fall 2012 Revenue Sources Forecast, she asked
why there is a junp upward in those two fiscal years for tax
credits if the conpanies were not investing [in Al aska].

COWM SSI ONER SULLI VAN answered there mght be some correlation
bet ween the investnent credits, the exploration credits, and new
conpani es conmng up to explore. By nature of the way those are
designed right now, there is no requirenent, no nexus, between
the spending [and production]. The governor's bill would
tighten that nexus significantly wth regard to not just
spending, but credits that relate to [indisc.], sonething wth
whi ch nost | egislators woul d agree.

COW SSI ONER BUTCHER interjected that tax credits incentivize
spending, but it is not known that they incentivize production

For conpanies currently producing there is a spending junp of
over $100 mllion from fiscal year 2013 to 2014, but the
guestion is whether the state is getting nore production for
t hose doll ars.

2:12:46 PM

MR. PAW.OABKI then provided a PowerPoint overview of HB 72
entitled, "Overview of HB 72 G| & Gas Production Tax," noting
the purpose of his presentation is to famliarize nmenbers wth
the bill's different sections and the specific provisions that
they relate to. He reiterated the governor's four principles
[slide 2]: tax reform nust be fair to Al askans, nust encourage
new production, nust be sinple so that it restores balance to
the system and nust be durable for the long-term He said
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these principles are all geared toward the ultimte goal of
maki ng Al aska conpetitive while adhering to these principles.

2:14: 09 PM

MR, PAW.ONSKI reviewed highlights of the proposal [slide 3],
saying that HB 72 balances the elimnation of progressivity and
credits based on qualified capital expenditures. First, not al

of the credits are being refornmed or gone through by the bill;
for exanple, the exploration stage credits under AS 43.55.025
are not adjusted by HB 72. Credits being adjusted are the
gualified capital expenditure credit, the net operating |oss
carry forward credit, and the small producer [credit]. The key
is to look at progressivity as a revenue generator, with its own
i npacts and issues, balanced against credits that are based on
purely capital expenditures. Second, the credits being retained
would be reformed to be carried forward to when there 1is
production, the principle of being fair to Al askans in that when
the state gives an incentive there is corresponding production
in revenue to pay for the incentive being given. Third, is
establishing a gross revenue exclusion for the newer units and
the new participating areas wthin existing units, encouraging
new production by offering an incentive that is geared directly

towards that new production. Both the second and third
proposals are geared towards new production - the incentives,
credits, are received by a conpany when it produces oil. The
gross revenue exclusion is given when the new oil is produced.
2:16: 08 PM

REPRESENTATI VE P. W LSON understood that net would still be used

in the rest of Alaska's tax system except for the proposed
excl usion that woul d use gross.

MR. PAW.OASKI replied correct. The bill would maintain the base
25 percent net tax, which is the core of the current tax system
The progressivity and the qualified capital expenditure credits

woul d be renopved. Currently, the net operating loss credit,
which is an additional 25 percent, can be cashed out from the
state by sonmeone who does not have a tax liability. In HB 72

that credit would have to be carried forward to be used when the
producer actually has a tax liability.

2:17:17 PM

REPRESENTATI VE SEATON surmised the gross revenue exclusion is
just anot her nmechani sm and understood it would | ower the revenue
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by one-fifth, or 20 percent. He inquired whether there is any
di fference between that and just saying the tax rate for new oi
is going to be 20 percent instead of 25 percent.

MR. PAW.OASKI replied the aforenmentioned is right conceptually,
but the difference is in the execution. Previ ous proposals by
the admnistration had functionally different tax rates in
recognition that sone of this new devel opment for infrastructure
has much nore challenged economcs that a lower tax rate is
necessary for. However, different tax rates for different
fields causes the Departnment of Revenue a serious problem with
apportioning costs by field back through the net system A
gross revenue exclusion allows the ability to offer a |ower tax
rate on that new production because it only taxes 80 percent of
the value and it avoids all of the conplicated accounting and
apportioning costs that conme up when there are separate tax
rates. Renenbering that one of the core principles is trying to
be sinple, it was decided that the gross revenue exclusion was a
better nmechanism to get to the ultimate goal of providing
incentive for new oil w thout conplex accounting.

2:18: 49 PM

REPRESENTATI VE SEATON concl uded that although it is a different
mechani sm the effect is the sane as lowering the tax rate to 20
percent on new oil .

MR. PAW.OWSKI responded he would have to look at the specific
math that 20 percent is the exact nunber because it would nove
around based on costs and the way the gross revenue worKks.
However, it is effectively correct that it is just offering a
| ower tax rate in a sinple way.

2:19: 16 PM

MR. PAW.OANSKI returned to his presentation, stating the fourth
highlight of HB 72 is that the majority of the bill relates to
the no changes to the Cook Inlet and M ddle Earth provisions.

2:19:30 PM

MR. PAW.OASKI next provided a sectional analysis of the bil

[slide 4], beginning with the elimnation of progressivity under
[ Sections 1, 2, and 26]. Section 26, page 23, line 12, would
repeal AS 43.55.011(g), which is the identification of the
progressive part of the tax. Repeal of AS 43.55.011(g) causes
multiple other things within the statute to then happen. The
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first of those inpacts is in Section 1, beginning on page 1,
line 12. Under current law, a portion of progressivity is
directed to the comunity revenue sharing fund. The idea was to
have three years of funding for comunity revenue sharing in an
account that could forward fund a balance for revenue fund

sharing in the future. Elimnating progressivity elimnates
that fund source for community revenue sharing. The first of
two inmportant changes is on page 2, line [2], which elimnates
the |anguage "an anount equal to 20 percent of the". The
concern about this language is that it limts the anmount of
noney available to go into the revenue sharing fund. As can be
seen from page 2, lines 5-6, the revenue sharing fund is
intended to be $60 mllion per year or, when needed, up to $180
mllion. Twenty percent of progressivity when prices are |ow

and when there is no progressivity is zero. When the governor
| ooked at this issue, it was to neet the intent of the actua
financial benchmarks for comrunity revenue sharing that are set
at $60 mllion and $180 mllion. The 20 percent |anguage was
seen as a limtation and could potentially |lead to underfunding
the comunity revenue sharing fund, so that problem is dealt
with by elimnating the |anguage "an anmount equal to 20 percent
of the". Page 2, line 3, noves the revenue source for funding
of the comunity revenue sharing fund to AS 43.20.030(c),
recei pts from the Al aska Net Inconme Tax Act. This tax is paid
by other corporations as well as oil and gas conpanies, thus
providing a broader and nore stable source of funding. I n
fiscal year 2013 the total anmount of revenue fromthis tax was a
bit over $660 nillion and is projected to be a bit over $700
mllion in fiscal year 2014.

2:23: 47 PM

CO CHAIR FEI GE surm sed the better Al aska's econony does overal
the nore noney will be avail able for revenue sharing.

MR. PAW.OABKI answered correct.

2:23:58 PM

REPRESENTATIVE P. WLSON inquired whether all noney from [the
net incone tax] currently goes into the general fund or whether
sonme goes into the permanent fund.

MR. PAW.OWNSKI replied the noney that goes into the permanent
fund is a function of the royalties, bonuses, and |l eases paid to

the state. [ The net income tax] is just tax revenue so it is
general fund revenue, just as the progressivity revenue is
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general fund revenue. Wth elimnation of progressivity the
source of funding to comunity revenue sharing goes away, SO
anot her source had to be found.

2:24: 41 PM

REPRESENTATI VE SEATON recalled that when this was devel oped the
state was in deficit spending and had elimnated the nunicipa
and community revenue sharing programentirely. This was put in
so that when there were surpluses through progressivity there
woul d be funding for the fund because during times of deficit
spending the legislature has historically not taken noney out of
savings to give away through nmunicipal and comrunity revenue
shari ng. He asked whether, with this change, the governor is
now saying that he is comritted to funding nunicipalities and
conmmunities at $60 mllion a year even if the state is in
deficit spending and taking noney out of savings, which is
di fferent phil osophy than the |l egislature had when it put in the
mechani sm of fundi ng nuni ci pal revenue sharing w th surpluses.

MR. PAW.OWNSKI responded he will take that question to the Ofice
of Managenent & Budget for an answer because he is not equipped
to speak to the actual spending plans. However, the point was
to ensure that the revenues for community revenue sharing were
replaced with a different mechani sm

2:26:32 PM

REPRESENTATI VE SEATON said an answer from the Ofice of
Managenment & Budget woul d be appreci at ed.

MR. PAW.OWNSKI added that corporate inconme taxes are necessarily
subject to incone. As incones rise the nore noney available to

go into the community revenue sharing fund. Cor porate incone
tax has risen as oil prices have gone up, so there is a
sensitivity. If there was no incone for the conpanies there

woul d be no corporate income tax receipts and therefore no noney
for the revenue sharing. However, in this instance it is better
di versified because there are other businesses that pay into the
net incone tax.

2:27:36 PM
REPRESENTATI VE TARR recal l ed the thinking behind the funding of
muni ci pal revenue sharing through oil devel opnent was that it is

a conmmon property resource, so that wealth would be shared with
and distributed to l|ocal conmunities. Therefore, the proposal
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seens |ike a fundanental shift in the way those funds are
acqui r ed. Wiile those funds would be going into the general
fund, would there be a reason to be concerned about that in
terms of the way that change would change the situation, she
asked.

MR. PAWOMNSKI allowed that is a fair point, but noted that
m ning and fisheries businesses pay a corporate incone tax. So,
the broad breadth of resources is now related through the net
income tax system towards the community revenue sharing.
Elimnating progressivity takes away the noney that was
designated directly to ~conmunity revenue sharing. The
importance of the principle is the commtnent to community
revenue sharing, the degree to which is subject to ultinate
budgets and appropriations, but the bill makes a commtnment to
putting noney into that fund.

2:28:51 PM

REPRESENTATI VE TARR i nquired whether there could be a [future]
situation where, for exanple, tough times for oil revenue would
create increased pressure on the other industries to help put
[ money] into that fund.

MR. PAW.OWNSKI answered he would have to think about that wth
the departnment and talk about projections to corporate incone
tax receipts. Regarding the nunber of $60 million, he said he
is not sure the circunstance of which corporate incone taxes on
a diversified basis would drop bel ow t hat.

2:29: 35 PM

JOE BALASH, Deputy Conmi ssioner, Ofice of the Conm ssioner,
Department of Natural Resources (DNR) followed up on the points
made relative to progressivity and revenue sharing. He pointed
out that in forecasts for the very near term expected revenues
are projected to be bel ow expected expenses. The state will be
in a deficit in the near time with plenty of progressivity
comng in the door. Thus, progressivity by itself is not a
denonstration of the state having itself in good fiscal health.

COCHAIR FEICGE interjected it is still up to the legislature to
appropriate the noney as appropri ate.

2: 30: 16 PM

HOUSE RES COW TTEE -22- February 11, 2013



MR. PAW.OWSKI, continuing his presentation, said [Section 1]
noves away fromthe core of the bill, which is reformof the oil
and gas fiscal system However, given the inportance of the
comunity revenue sharing fund, he thought it inportant to spend

a few mnutes talking about the nmechanism Returning to
di scussion of the way HB 72 relates to oil and gas taxes, M.
Pawl owski stated that Section 2, on page 2, lines 8-18, is a

further reform necessary to the statute because of the repeal of
AS 43.55.011(9q). The annual production tax before credits, as
it currently exists under AS 43.55.011(e), is the conbination of
the 25 percent [base rate] plus the progressivity, which is "the
sum over all nonths of the calendar year, of the tax anounts
determ ned under [AS 43.55.011(9g)]". In that the progressivity
is elimnated, the sum |anguage needs to go away. The 25
percent base rate is maintained.

2:31: 36 PM

MR. PAW.ONSKI next addressed the conformng sections related to
the elimnation of progressivity [Sections 5, 6, 22, and 23].
Drawi ng attention to Section 5, beginning on page 5, line 27, he
explained that there are nonthly installnent paynments for Cook
Inlet and Mddle Earth that exist for one year until
progressivity is repealed. Section 5 anmends Section 4 of the
Act which had to be amended to preserve the current tax ceilings
and treatnments there, but Section 5 is when the nonthly
progressivity installnment paynments go away and the |[|anguage

needs to be changed to reflect that. Thr oughout Section 5 it
can be seen that Cook Inlet and Mddle Earth are broken out; for
exanple, page 6, line 11, takes out "the sum of" because it is
no |longer the sum of 25 percent plus a progressivity, it is just
the 25 percent. The inportant difference there is on page 7,
lines 3-5,  which is an adjustnment for the gross revenue
exclusion that occurs later in the bill. The section being

dealt wth 1is the calculation of the nonthly installnment
paynents which are currently the sum of 25 percent plus the
taxpayer's progressivity as adjusted by the tax ceilings. I n
that the progressivity is going away, the nonthly install nment
paynment section nust be adj usted.

2:33:59 PM

CO CHAI R FEI GE understood that Section 5 is basically anending a
previ ous change in the law that was put in Section 4.

MR. PAW.OABKI replied yes.

HOUSE RES COW TTEE -23- February 11, 2013



CO CHAIR FEI GE requested clarification for why it is being done
this way.

MR. PAW.OABKI expl ained Section 4 nakes anendnents to reflect
the different tax ceilings and preferential tax treatnent put in
pl ace over the years for: the Cook Inlet basin, the area south
of 68 degrees North latitude [known as] Mddle Earth, and gas

produced and wused in-state. In adjusting progressivity,
sections of law are referenced that are all interrel ated. For
exanple, Section 4, page 3, line 4, adds the [|anguage "not

subject to AS 43.55.011(0) or (p)"; AS 43.55.011(0)-(p) includes
the different treatnments such as tax ceiling and special tax

rate for gas produced and used in-state. | f passed, the
effective date of the bill and repeal of progressivity is
January 1, 2014. Since it is currently the cal endar year 2013,
there wll be a one-year period in which these nonthly
instal l ment paynents will still be made. So this is a cleanup

of the [tax ceiling and preferential tax treatnent] |anguage for
that one-year tinme period and then an anmendnent to the cleanup
in the i medi ate next year.

2:36: 40 PM

MR. PAW.OMNSKI returned to his presentation, explaining that
Section 22, page 21, line 10, deals with the different ceilings.
What renmins after progressivity goes away are separate buckets
of different types of oil and gas that under current law are
treated and taxed differently. Wil e progressivity does not
apply to them now, cleaning up the statute nmkes it easier for
the future. So Section 22 attenpts to organize the statute in a
way that is clearer to people trying to do business in the state
and to conpanies that are investing. He rem nded nenbers that
the price of oil mnus transportation cost is the gross value at
the point of production, mnus the |ease expenditures is the
production tax value, which can be thought of as the cash flow
to which taxes are applied. Section 22 addresses the different
ways that taxes are applied to the different types of oil and
gas that have been given preferential treatnment in different
pi eces of |aw throughout tine.

2:38:35 PM

MR. PAW.OWBKI read paragraph (1) of Section 22, page 21, lines
21-23, which states, "oil and gas produced from |eases or
properties in the state that include land north of 68 degrees
North latitude, other than gas produced before 2022 and used in
the state;". He said that is by and large North Slope oil and
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gas and the main target of HB 72 is the North Sl ope. He then
drew attention to paragraph (2) of Section 22, page 21, Ilines
24-30, which states, "oil and gas produced from |eases or
properties in the state outside of the Cook Inlet sedinmentary
basin, no part of which is north of 68 degrees North |atitude
..." and said this is the Mddle Earth section that is not the
North Slope and not Cook Inlet. He next read subparagraph (A
whi ch states, "gas produced before 2022 and used in the state;
or" and subparagraph (B) which states, "oil and gas subject to
AS 43.55.011(p);" and explained that AS 43.55.011(p) is the
| anguage included in legislation last year that provided a 4
percent gross tax ceiling for oil and gas produced from the
M ddl e Earth area.

2:39:53 PM

MR,  PAW.OWBKI continued reading the renaining paragraphs of
Section 22, which state:

(3) oil produced before 2022 from each |ease or
property in the Cook Inlet sedinentary basin;

(4) gas produced before 2022 from each |ease or
property in the Cook Inlet sedinentary basin;

(5) gas produced before 2022 from each |ease or
property in the state outside the Cook Inlet
sedimentary basin and used in the state, other than
gas subject to AS 43.55.011(p);

(6) oil and gas subject to AS 43.55.011(0)
produced from | eases or properties in the state;

(7) ol and gas produced from |eases or
properties in the state no part of which is north of
68 degrees North latitude, other than oil or gas
described in (2), (3), (4), (5, or (6) of this
subsecti on.

MR. PAW.OASKI said paragraph (7) is looking to the future
because paragraphs (1)-(6) all have expiration dates of 2022.
After all of those exclusions expire in 2022, a section in |aw
had to be created where they could all fall back into. After
t hose 2022 dates go away, all of the oil and gas produced in the
state will default into the general 25 percent flat taxes.

2:41: 14 PM
CO CHAI R SADDLER understood the 4 percent gross tax ceiling for

oil and gas produced fromthe Mddle Earth area was a provision
of Senate Bill 23 enacted into law in [Septenber ] 2012.
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MR. PAW.OANSKI replied correct. Responding further to Co-Chair
Saddl er, he expounded on the process that would happen after
2022. He drew attention to page 21, line 29, which states, "gas

produced before 2022 ...", and said that is the way the |aw was
drafted and adopt ed. Page 21, line 31, is "oil produced before
2022 ..." and that |anguage is also in paragraphs (4) and (5).

He read from AS 43.55.011(p), which states:

(p) For the seven years imediately follow ng the
commencenent of comrercial production of oil or gas
produced from | eases or properties in the state that
are outside the Cook Inlet sedinmentary basin and that
do not include |land located north of 68 degrees North
| atitude, where that conmercial production began after
Decenber 31, 2012, and before January 1, 2022, the
| evy of tax under (e) of this section for oil and gas
may not exceed four percent of the gross value at the
poi nt of production.

That is for seven years before 2022, he continued. In statute
it nust be |ooked forward to the fact that 2022 m ght happen and
the legislature or the public mght not actually change the |aw
to address Cook Inlet or Mddle Earth before then. So, a
statutory construction needed to be made to allow clearly what
actual ly happens once those expire. In the current |aw these
statutes kind of spread throughout the statute. Section 22 is
an orderly <clarification of the different oil or gas tax
treatments that have been passed by the legislature set out in a
very deliberative fashion

2:43: 25 PM

MR. PAW.OABKI explained that Section 23 is an anmendnent to
conformto the changes that were nade in Section 22 so that the
production tax value is calculated under [AS 43.55.160] (a)(3),
(4), (5), or (6) rather than (a)(1)(©C, (D, (E), or (F).

2:44. 06 PM

MR. PAW.OWBKI then reviewed Section 8, a provision in HB 72
related to North Slope qualified capital expenditure (QCE)

credits. Drawing attention to page 10, lines 16-18, he said
that the QCE credit, which is the 20 percent of capital
expenditures, wll be allowed for 2013, but an expenditure nmade

on the North Slope after January 1, 2014, will no longer qualify
for a QCE credit.
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2:45: 08 PM

REPRESENTATI VE SEATON understood the QCE credits are allowed at
the tinme the expenditures are nmade rather than when the work is
done. He said information has been received that sone operators
have been paying service conpanies for well work overwork but
not having the work done. He offered his belief that that is
| egal under the |aw because it is when the expenditure is nade
and allowed it wuld be reasonable if the conmpany was
anticipating that the work would be done in the next year. He
asked if DOR is tracking whether the work is being frontloaded
and not performed at the tinme and whether DOR has any audits on
that. He further asked whether this [proposed] deadline for the
end of 2013 will result in conpanies paying for work that wll
be done in the future and legitimately claim the capital
expenditures this year.

MR. PAW.ONSKI responded "in that expenditures are made legally

and qualify in 2013, the bill does not change the treatnent of
those credits for expenditures in 2013." As to the departnent's
i nt ernal controls for the «credit, he said the deputy

comi ssioner and auditors are on line and may be able to provide
the detail about what and how the departnment tracks the concern
about frontloading expenditures. He said it is up to the
conmittee as to the detail it would like.

REPRESENTATI VE SEATON said it would be fine for DOR to get back
to the conmmittee with the details.

2:47: 46 PM

CO- CHAI R FEI GE suggested the conpanies thenselves be asked this
guesti on. He concl uded from Representative Seaton's description
that the conpanies are naking the expenditure early to get the
tax benefit, but said he did not think they would put too nuch
noney out there without getting the work done because that would
not make nuch busi ness sense.

MR. BALASH interjected that some vendors have had chall enges
getting paynent after the work was done, so there nmay be sone
comerci al value to having paynent up front in certain cases.

REPRESENTATI VE SEATON recounted that when these credits were
being talked about it was discussed that investnment could be
stinmulated during high prices by allow ng paynent for sonething
like a total pipeline replacenent and getting a |lot nore state
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participation in that pipeline at those high tax rates. So, it
is not necessarily a nefarious thing, but this proposed change
could stinmulate sonething that has been marginal up to this
poi nt .

2:49: 37 PM

MR. PAW.OABKI returned to his presentation and discussed the
conformng sections for the North Slope QCE credit provision.
He explained that wunder current law, a capital expenditure
credit, which is based on 20 percent of that expenditure, is
divided into two certificates for the North Slope - half the
credit may be used in the year it is earned and the other half
must be carried forward. Under conformng Section 7, page 9,
lines 21-22, the requirenent that not nore than half of the tax
credit may be applied for in a single year is deleted. Credits
earned for expenditures in 2013, therefore, would be used in one
certificate instead of two. The inpact of using the credits in
one year instead of over two is reflected in the fiscal note for
fiscal year 2014. Because [Section 8] shuts down the QCE
program for the North Slope after calendar year 2013, this
provision is intended to take care of the liability in one year
and finish the program

2:51: 24 PM

MR. PAW.OWBKI pointed out that Section 7 does not include AS
43.55.023(nm), that portion of statute for QCE credits earned
south of 68 degrees [North latitude] and which are not required
to be divided into two years. Therefore, since the credit would

be taken in one year, conformng Section 11, page 11, line 8,
repl aces the word "certificates" with "certificate". Al so, page
11, line 20, replaces the word "two" with "a" to reflect the
current practice [under AS 43.55.023(nm)] of one certificate for
south of the North Sl ope. G ven there would no |onger be any
qualified capital expenditure credits for the North Slope, this
change goes back to the sinple principle - nmaking it clear in

every section of the lawthat it is one certificate, not two.
2:53:16 PM

CO CHAI R SADDLER understood that because the qualified capita
expenditure credit would be phased out, Section 7 bunps up the

taking of the credits to one year; other credits wll remain,
but instead of two years it wll be one year.
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MR. PAW.OANSKI replied that the remaining credits are currently
one-year credits. The only credit that would be elimnated is
the current two-year credit. So, nmoving forward, why |eave
ot her sections of statute conflicting?

2:54: 04 PM

MR. PAW.OWSKI, continuing his discussion of conformng sections
for the proposed elimnation of North Slope QCE credits, drew
attention to Section 12, beginning on page 11, line 29. He said
the conformng | anguage in this section is just being clear that
"except for a tax credit based on |ease expenditures incurred
after Decenber 31, 2013 ... north of 68 degrees [North]
| atitude", a person may take a tax credit.

2:54: 32 PM

MR. PAW.OASKI noved to the other mmjor proposals included wthin
HB 72 [slide 5], noting that another primary credit related to
qualified capital expenditures is the net operating loss carry
forward credit under AS 43.55.023(b), which is 25 percent of a
conpany's | oss. The bill would maintain that credit, but it
woul d be carried forward to when there is production. Secti ons
9 and 15 are the changes to the way that credit is treated.
Since this net operating loss credit is being elimnated only
for the North Slope and not for other regions, Section 9, I|ines
21-24, makes this credit subject to the new subsections (p)-(u)
that are added under Section 15 of the bill. Section 15,
begi nning on page 13, line 15, adds new subsections (p)-(u) [to
AS 43.55.023] to govern how that 25 percent net operating |oss
carry forward credit for North Slope expenditures is treated.

Subsection (p), beginning on page 13, line 16, states that the
tax credit for |ease expenditures located north of 68 degrees
North latitude, i.e. the North Slope, may not be applied unti

two calendar years after the expenditure is nade, which is
basi cally under current |aw when a conpany would be getting the

credit. So, a conpany can make the expenditure and then use the
credit the next year, but does not have to bring it to the state
for a credit certificate until the second year. This is just

recogni zing the natural flow through DOR of the way these
credits are earned and processed.

2:57: 03 PM
MR. PAWOANSKI said the inportant limtation is that each of

these credits is only good for a time period of 10 years, after
whi ch each one of these credit certificates expires (page 13,
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line 23). The inportance of the tine limt for when this credit
can be used to offset production taxes can be seen in subsection
(r), page 14, line 2. Under current |aw, a conpany receives a
cash paynent from the state for the credit. Recogni zi ng t hat
there is a tinme value to noney, the value of the credit being
carried forward increases at a rate of 15 percent per year,
starting in the second year after the noney is expended. The
goal was to provide an increase that is conparable to the other
opportunity the <conpany may have to invest that <capita
somewhere else and earn a rate of return. So, the way the net
operating loss carry forward credit works is the expenditure is
made, 25 percent of the value of that expenditure is turned into
a credit and carried forward. Under the governor's plan, rather
t han cash being paid out, the value of that 25 percent increases
at 15 percent a year starting in the second year after the
credit has been issued and ends at year 10. If the credit has
not been earned by year 10 it is not useable at all.

2:58: 43 PM

CO- CHAIR SADDLER understood that credits used sooner are nore
valuable than <credits wused |later. He asked whether any
consideration was given to losing a percent per year over the 10
years, or was the consideration that just having a two-year wait
peri od was enough val ue to encourage things upfront.

MR. PAW.OABKI replied that when the administration's consultants
cone forward it wll be seen just how inportant the carry
forward credit rate is to inproving the net present value of the
project in a way that is fair to the producers but al so does not
put a burden on the treasury. The credit is being deferred so
the state is not paying it out wuntil there is production to
charge the credit against.

2:59:46 PM

MR. PAW.OWNSKI, returning to his presentation, explained that to
protect the state, new subsection (qg), page 13, beginning on
line 25, would inplenent the "first earned, first used" rule
Since credits are being earned every year and each is increasing
at a rate, in tinme the first credit earned is the one that nust
be used first and then the second credit earned is the second
credit used.

3:01: 01 PM
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REPRESENTATI VE TUCK understood that the net operating |oss carry
forward credit for the North Slope would grow 15 percent each
year. He asked whether after 10 years the credit would stop
growing but still be a valid credit or would the credit becone
null and void al together.

MR. PAW.OABKI responded that the credit is null and void.
3:01: 25 PM

REPRESENTATI VE SEATON said it seenms to him that the current
system for net operating loss credits has been greatly
successful for Al aska, given all the new players on the North
Slope and alnost half of the credits com ng back. Pr evi ous
testinmony by the people out drilling the holes and building
pi pelines has been that it is inportant to get the credit back
as quick as possible for reinvestnent. Changi ng the system so
that the credits cannot be received for two years and so they
are lost if it takes a conpany |onger than 10 years to get the
oil into the pipeline seens to elimnate the value that has
produced the investnment the state has been |ooking for. He
requested that when there is tine he would like to be apprised
of the basic structural philosophy as to how this is going to
stinmulate the investnent that the current credit has achi eved.

3:03:24 PM

MR. PAW.OASKI allowed that is an inportant question and said it
will be seen in Econ One's presentation that the credits offered
up front were intended to stinulate that new activity in that
new devel opnent. There is a difference between the exploration
stage and the devel opnent stage and that is why HB 72 does not
change the exploration credits, but rather the credits that work
in the devel opnent stage. Because of progressivity and because
of the lifecycle economcs, the ability to get to devel opnent is

not working with the credits, which will be seen in the Econ One
nodel s. The bill, in context, is attenpting to dramatically
i mprove the overall economcs which will drive the devel opnent
deci si on.

3:04:16 PM

CO CHAIR FEI GE hel d over HB 72.

3:04: 28 PM
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ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:04 p.m
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