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Depart ment of Natural Resources (DNR)

Anchor age, Al aska

PCOSI TI ON STATEMENT: During the hearing of CSSB 21(FIN) an{efd
fld), provided a PowerPoint presentation in consort wth
Departnment of Revenue Conm ssioner Bryan Butcher.

BRYAN BUTCHER, Conmi ssi oner

Depart ment of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT: During the hearing of CSSB 21(FIN) an{efd
fld), provided a PowerPoint presentation in consort wth
Depart ment of Natural Resources Commi ssioner Dan Sullivan.

WLLIAM C. BARRON, Director

Division of Gl & Gas

Departnment of Natural Resources (DNR)

Anchor age, Al aska

PCSI TI ON STATEMENT: Answer ed questions regarding CSSB 21(FIN)
am(efd fld).

JOE BALASH, Deputy Conmi ssi oner

O fice of the Conm ssioner
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Anchor age, Al aska

POSI TI ON STATEMENT: Answer ed questions regarding CSSB 21(FIN)
am(efd fld).

M CHAEL PAW.OWBKI, G| & Gas Devel opnent Project Mnager

O fice of the Conm ssioner

Depart ment of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT:  Answered questions related to CSSB 21(FIN)
am(efd fld).

ROGER MARKS, Econom st

Logsdon & Associ at es

Anchor age, Al aska

PCSI TI ON STATEMENT: As consultant to the Legislative Budget and
Audit Commttee, answered questions regarding CSSB 21(FIN)
am(efd fld).

JANAK MAYER, Manager, Upstream and Gas

PFC Ener gy

Washi ngton, DC

PCSI TI ON STATEMENT: As consultant to the |egislature, answered
guestions regarding CSSB 21(FIN) an(efd fld).
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BARRY PULLI AM Econom st & Managi ng Director

Econ One Research, Inc.

Los Angeles, California

PCSI TI ON  STATEMENT: As consultant to the admnistration,
answer ed questions regarding CSSB 21(FIN) an(efd fld).

ACTI ON NARRATI VE
6: 07: 10 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 6:07 p.m Representatives Seaton
A son, Tarr, P. WIlson, Saddler, and Feige were present at the
call to order. Representatives Tuck and Johnson arrived as the
nmeeting was in progress.

SB 21-O L AND GAS PRODUCTI ON TAX

6: 07:29 PM

CO CHAI R FEI GE announced that the only order of business is CS
FOR SENATE BILL NO 21(FIN) am(efd fld), "An Act relating to the
interest rate applicable to certain anobunts due for fees, taxes,
and paynents nade and property delivered to the Departnent of
Revenue; providing a tax credit against the corporation incone
tax for qualified oil and gas service industry expenditures;
relating to the oil and gas production tax rate; relating to gas
used in the state; relating to nonthly installnment paynents of

the oil and gas production tax; relating to oil and gas
production tax credits for certain |osses and expenditures;
relating to oil and gas production tax credit certificates;

relating to nontransferable tax credits based on production;
relating to the oil and gas tax credit fund; relating to annua
statenments by producers and explorers; establishing the Gl and
Gas Conpetitiveness Review Board; and making conformng
amendnments. "

6: 07: 55 PM

DAN SULLI VAN, Conmmi ssioner, Departnent of Natural Resources
(DNR) began the admnistration's Power Poi nt presentation
entitled, "Gl Tax Reform - Arresting TAPS Throughput Decline".
He said an argunent being heard in debates on the tax reform

proposal is that Al aska does not have nuch of a problem
business is boomng, the tax system is working, and enploynent
and capital expenditures are up [slide 3]. He and Departnent of

Revenue Conmi ssioner Bryan Butcher have been relentlessly trying

HOUSE RES COW TTEE - 6- March 28, 2013



to get new investnment and new production in Al aska and he woul d
like to believe that "business is boomng and all is well"” in
the state. Unfortunately, he and Conm ssioner Butcher do not
believe that is the case, particularly when focusing on the
metrics of production and what 1is happening throughout the
United States and the world. When those conparisons are nade
it is very clear Al aska has a systemthat needs to be fixed.

6: 10: 40 PM

COWM SSI ONER SULLI VAN decl ared the unequi vocal good news is that
Al aska still has a massive resource base that is well recognized
around the world [slide 4]. The state is also one of the nost
relatively unexplored and is on the cusp, he believes, of big
potential for unconventional resources. Al aska has a resource
base that can keep the state's econony, governnent revenue, and
citizens with good jobs healthy and strong for decades to cone.

COWM SSI ONER  SULLI VAN recounted that a question asked during

work on the governor's bill was whether other declining basins
have been turned around. The answer is pretty nmuch that
everybody, at these high sustained prices in the U S and other
countries, is turning around their declines, wth the very

depressing exception of the state of Al aska. Drawi ng attention
to slide 5, he pointed out that as prices start to spike and
stay at sustained high levels, basins |ike North Dakota, Texas,
and Al berta have flattened out their declines and then turned
around to increased production. The one exception is Al aska and
[the administration] believes the reason is because Al aska's tax
system does not provide incentive for conmpanies to invest at the
hi gher prices in terns of profits, but it does everywhere el se.

6: 13: 21 PM

BRYAN BUTCHER, Comnmi ssioner, Departnment of Revenue (DOR),
addressed the argunment that it is all about shale and not really
Al aska's tax system He allowed that, currently, shale is
certainly contributing to a trenendous increase in North Dakota
and Texas. However, he pointed out, Texas flattened out and
began to turn around with just conventional crude oil. Slide 5
makes sense in that it shows prices rising, production rising,
because things becane nore econonmic at oil prices of $80-%$100
than they were at prices of $40-$50. What does not meke sense
is that over the last few years the Alaska North Slope (ANS)
price has been $5-%$20 nore per barrel than Wst Texas
Internmediate (W) prices. However, one would think the |ast of
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the jurisdictions to continue to see a decline would be Al aska
since the other jurisdictions are tied to the WII.

6:14:22 PM
COWMM SSI ONER SULLI VAN stressed slide 5 is not good news. People

claimng that things are going well and business is boomng are
not focused on this slide, which [the adm nistration] thinks is

the nost inportant netric to focus on - production. He said
slides 6-10 provide a snapshot of what is happening in other
states by year at different prices. They depict a positive
story in that they show ol der basins can be turned around, but
they are negative when |ooking at Al aska. In the year 2007-
2008, [five states were in decline], but by year 2011-2012 and
prices having gone up [Alaska is the only state still in
decl i ne]. Every basin in the country has turned around its

production decline, except Al aska.

COWM SSI ONER BUTCHER interjected that what makes slide 10 odder
is that Alaska has nore resources than any of the other states.
Bet ween 2011 and 2012, the one state out of all of the oil
producing states that did not see an increase in production was
the state with the nbst resources.

6: 16: 11 PM

COWM SSI ONER SULLI VAN noted slide 11 is from Econ One Research

Inc., and it tells the sane story regarding production declines.
He expl ained that 2003 is the base year in the slide, equalizing
the different |evels of production. [ From 2003 to 2012], U.S.
production dips a little bit, flattens out, and then increases
significantly, and a simlar production pattern occurs for
countries in the Oganisation for Economc Co-operation and
Devel oprment ( OECD) . Al aska, however, 1is producing at nearly
half of what it was producing just 10 years ago. Al aska has the
resources to turn it around and [the adm nistration] believes
that the people who think business is booming in the state are
very m sgui ded.

COMM SSI ONER SULLI VAN said clains are heard that investnment [in
Al aska] is at an all-tinme high [slide 12]. But of inportance is
investnment relative to what? The world, and the US. in
particular, are going through probably the biggest investnent
boom ever seen. There is capital that wants to be deployed in
hydr ocar bon- pr oduci ng basi ns. The International Energy Agency
(IEA) has predicted that by 2020 the U S. wll be the biggest
producer of oil and gas in the world. That is great news for
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the U S., it should be great news for Alaska. d obal investnent
in oil and gas in 2012 was $600 billion and for 2013 it is
projected to be $650 billion. In 2012, Al aska got about one-
half of 1 percent of that, despite being one of the world's
great hydrocarbon basins. That is bad news for Al aska. Slide
13 is another way of telling the investnment story [for the years
2003-2012], he conti nued. Dramatic increases in investnent
occurred in the US. and globally during this time period, but
investnment in Alaska increased a little bit and then flattened
out . Alaska is on the sidelines with the global investnent
boom Alaska is the anchor in the U S. energy renaissance.

6:19: 30 PM

COWM SSI ONER SULLI VAN posited that all of the aforenentioned
begs the question of whether the current tax system is working
for Alaskans [slide 14]. He enphasized "for Al askans," given
there is a ot of talk about "big oil."™ Fromthe perspective of
[the adm nistration] this whole debate is about the future of
Al askans, he said. Slide 15, prepared by the legislature's
consultant, [PFC Energy], answers the questions in an inportant
way. At an oil price of $100, Al aska's government take is one
of the highest in the world. This is conmbined with the high
cost of doing business in Alaska due to renpteness, extrene
arctic climte, and limted exploration seasons. Bet ween hi gh
government take and high costs, Al aska has been unconpetitive
relative to other areas despite a global economc boom in
i nvest ment and producti on.

6:21: 23 PM

COWM SSI ONER  SULLI VAN maintained the current system is not
wor ki ng for Al askans in another way [slide 16]. He said a term
used during the debates is "giveaway," and it is wusually
mentioned in regard to what mght happen in the future relative
to prices, production, or investnent. He argued the real
gi veaways have already happened - noney that is already not

circulating in terms of tax revenue collected or econonic
activity circulating through the econony. Between fiscal years
2008 and 2014, the production tax collected under Al aska's C ear
and Equitable Share (ACES) will decline by an estimted $3
billion despite the dramatic increase in oil prices; that is $3
billion in unrestricted general fund revenue that will be gone.
Today, about 14.6 mllion barrels a year fewer are flow ng
t hrough the Trans- Al aska Pipeline System (TAPS) than a year ago.
At $100 per barrel, that is about $1.5 billion that is not
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circulating through the econony this year. That is a very clear
gi veaway, he asserted, because it is gone.

6: 23: 33 PM

COW SSI ONER SULLI VAN said rmuch of the focus has been on current
producers and current production, but another issue is conpanies
that m ght be considering investing in Alaska [slide 17]. Par t
|V of the admi nistration's conprehensive strategy to reverse the
TAPS throughput decline is to pitch to conpanies of all sizes,
including private equity conpanies and investnment banks. Over
the last few years the admi nistration has been trying to recruit
as many conpanies as possible to conme, invest, and produce in

Al aska. In addition to the high cost of doing business in
Al aska, a concern heard al nost every tinme a pitch is nade is the
tax rates, particularly progressivity. He recalled testinony

before the commttee by Brooks Range Petrol eum Corporation [on
3/ 27/ 13] about the many investors the conpany approached and how
hard it was to get investnment dollars. Wiile it is unknown who
has been looking at Alaska and is not here because of the
current tax system the system is very well known because the
adm nistration is asked about it all the tine.

6: 25:26 PM

COW SSI ONER SULLI VAN stated Alaska's ultimte new entrant is
Repsol E & P USA Inc. [slide 18]. Regarding people who are not
interested in tax reform and who say there is no probl em because
Repsol came to Al aska under the current ACES regine, he reported
that what the admnistration hears from Repsol is simlar to
what it is hearing from other conpanies: great resource base

very interested; high costs, particularly the tax regine.
[CGting Repsol's 3/6/13 letter to the Senate Finance Committee],
he said Repsol cane to Alaska after it saw that the state was
serious about tax reform Thus, Repsol has a different view
about ACES than the people who think there is no problem with
ACES. Repsol is the exact kind of conmpany [the admi nistration]
wants in Alaska - big, can provide nore conpetition on the North
Sl ope, and very interested in finding and producing new fields.

Repsol sees tax reformas critical and if Repsol finds oil, the
action on tax reformis going to be very inportant as to whether
Repsol noves into production.

COWM SSI ONER SULLI VAN pointed out that production is the focus

of the governor's bill and what elenents need to be fixed, while
ACES incentivizes spending [slide 19]. Production is the

HOUSE RES COW TTEE - 10- March 28, 2013



correct place for this bill to be focused, not just spending,
but on what is needed - production and rigs [slide 20].

6: 28: 09 PM

COWM SSI ONER BUTCHER drew attention to slide 21, saying it shows
what a conpany currently producing in Al aska would have to do to
qualify for $100 million in credits fromthe state. Under ACES,
the conmpany would need to spend $500 mllion in capital to

qualify for $100 mllion in qualified capital expenditure
credits. Under CSSB 21(FIN) am(efd fld), that same conpany
would have to produce 20 mllion barrels to qualify for $100
mllion in credit from the $5 per barrel credit. From the
state's perspective, it is much better to pay out $100 nillion
in credits for 20 mllion barrels of oil produced than to pay

out $100 million in credits for $500 nillion spent on anything
that qualifies as capital spending, not just specifically for
new devel opnent and new production of oil. He further specified
that the gross value reduction is |limted to new participating
areas either inside or outside a legacy unit; thus, it is for
oil that is not currently being produced.

6:29: 33 PM

COWM SSI ONER  SULLI VAN concl uded the presentation by stressing
that Alaska's status quo of continued decline, when everybody
else is turning around their declines, is an unacceptable path
for the state. Wth tax reformthat is focused on incentivizing
production, Alaska can do the same thing as the others. He
noted the Alaska Native Cdains Settlenment Act Regi onal
Association is calling for increased production as a way of
benefitting all Al askans. This bill is about the future of
Al aska's citizens.

6: 30: 59 PM

REPRESENTATI VE SEATON, regarding the prospect of a gas sales
agreenent and fiscal certainty, noted the three producers have
insisted they want 35 years. He inquired whether the
adm nistration is ready to do a gas sales agreenent with fisca
certainty so that the fiscal system would be |ocked in for both
oil and gas for 20 or 25 years.

COWM SSI ONER BUTCHER replied the admnistration is not at this
time |ooking at an extended period of |ocking sonething in. On
the oil side, it needs to be seen whether it works and if it
does not he thinks pretty nuch everybody is in agreenent that it
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will be changed. Gas is sonething that will occur down the road
and [the admnistration] has not gotten to the point in the
process that those conversations wll occur. Det er mi ni ng what
can be done constitutionally in terns of giving fiscal certainty
over a long time period is a very conplicated issue.

6:32:41 PM

REPRESENTATI VE SEATON conmmented there would be no need to worry
if that was the case. However, since the Alaska Stranded Gas
Devel opnment Act, and every tinme there has been tal k about a gas
sal es agreenment, the three producers have been very specific
that that is only going to take place if there is fiscal
certainty over a long period of tine. He said he wants to nake
sure the administration is not looking at this the same way he
thinks the producers are, which is that it is going to be |ocked
in for a very long period of time. VWhile it is nice to say the
state will change it if it is not working, fiscal certainty by
itself says that if the tax rate is changed there is a guarantee
that noney will be taken out of the treasury to reinburse them
for any increase in tax costs. It would give nmuch nore security
if it was known "that the adm nistration was going to oppose
fiscal certainty in a gas sales agreenment and not lock in a tax
regime that is not automatically conpensating in itself."

COWM SSI ONER BUTCHER responded "that is certainly not anything
that has been discussed by the admnistration” that he is aware
of . At the nmonent it is premature and is not sonething that a
t remendous anount of tine is being spent on.

COWM SSI ONER SULLI VAN added durability is one of the governor's

four principles in ternms of oil production. If the state
changes its tax regine every couple years it is not good for the
investnment climate in Al aska. The other regines discussed
today, like Texas and the Gulf of Mexico, have been durable and

[the adm nistration] thinks that hel ps incentivize investnent.
6: 35: 26 PM
COWM SSI ONER  SULLI VAN, responding to Co-Chair Saddler about

slide 4, explained that the broadest definition for hydrocarbons
is the U S Ceological Survey's estimates of what is technically

recoverabl e but undiscovered, which is estimated at 40 billion
barrels [of conventional oil for Alaska' s North Slope]. The
figure of 3.7 billion barrels is for known reserves [renaining

on the North Slope], which is the nost narrow definition and
nost exact .
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CO CHAIR FEI GE asked whether it is the difference between "Pl"
and "P3" reserves. [Pl = proved, P2 = probable, P3 = possible]

COWM SSI ONER SULLI VAN answered it is beyond "P3."
6: 37: 07 PM

REPRESENTATI VE SEATON, regarding a durable system that nay get
locked in for a long period of tine, related it is projected
that the in-field producing areas are where quick turnaround
could conme from when people talk about three years. He inquired
whether it would be advisable to have sone criteria built in
around producti on. For exanple, if a conmpany were to cut its
specific rate of decline by 50 percent it would receive a per
barrel credit of $7 instead of $5, or if a conpany did not neet
that requirenent its per-barrel credit would be reduced from $5
to $2. He said it seens there needs to be sonme hook in the tax
system that gives nore advantage or disadvantage for actual
pr oducti on. He further asked whether the admnistration has
t hought about doi ng anything that actually requires production.

COWMM SSI ONER BUTCHER replied it was |ooked at, but did not make
sense for two reasons. First, a sinple tax structure that is
easier to understand has val ue. Second, many different
variables play roles in what a decline has been for a conpany,
what a decline has been for a field. For exanple, in Field Ait
makes sense economcally for the conpany to spend a lot to stem
the decline to, say, 2 percent over a period of time, but in
Field B a conpany has a 7 percent decline and does not spend as
much. By incentivizing the rate of decline you would be
rewarding the company in Field B that mght not have been
putting the work into stemmng the decline that the conpany in
Field A would be. Issues like that are what play into variabl es
that result in unintended consequences.

6: 39: 38 PM

REPRESENTATI VE SEATON posited it sounds like it is being said
the state is not going to reward production because the tax base

is conpany-w de, not field-wde. It is not hard for the three
big producers on the North Slope to figure out their conpany-
wi de decline rate. If it does not matter whether the conpanies

stem their declines, then it is exactly the opposite of the
adm nistration saying that it wants to focus on production. He
encouraged the admnistration to think nore about building in
sone |ever for the producing conpanies so there is focus on
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production and not just on a tax decrease. If a tax decrease
does not yield additional production, he said, the state has not
acconplished its goal.

COWM SSI ONER SULLI VAN responded the adm nistration has been very
focused on the current system that has paid out enornous tax
credits and cash paynments and does not require any commtnent to

production at all, which is one of the flaws of ACES. The
governor's bill and CSSB 21(FIN) am(efd fld) nmake that nexus
bet ween tax benefits and production much tighter. A nexus does

not exist under ACES and is one of the problenms with ACES. The
adm nistration is addressing Representative Seaton's concern, he
sai d. Ri ght now, conpanies that have received hundreds of
mllions in cash from the state could pack up and wal k away
wi t hout havi ng produced one drop of oil. The wel | -intentioned,
but flawed system under ACES is one reason why the
admnistration is focusing on production in this bill and
conpanies get the benefits of tax credits when they are
produci ng, unlike the current system

6:43:11 PM

COCHAIR FEIGE clarified the gross value reduction is for new
participating areas and new units, so it is for oil that is not
bei ng produced now.

COW SSI ONER SULLI VAN concurred the reduction is received when
new oil is produced.

REPRESENTATI VE SEATON argued the $5 per barrel would go on
whether it is old or new production; if a conpany stays where it
is and keeps declining, it gets $5 a barrel. |If the purpose of
the bill is to ensure the state gets new production, it seens
that building in a single lever that if a conpany slows its
decline by over 50 percent within three years, it wll get a
bunp. | f a conpany does not accelerate its production, then it
woul d get a penalty. That is sinple and gives a goal. He urged
the admnistration to ook at that idea nore carefully because
he agrees the state wants to incentivize production, but the
worry is about the state not getting to that point.

CO- CHAIR FEIGE said he does not know why the admnistration is
being blamed, given the bill is in its third conmttee of
referral and is the nowthe legislature's bill.

6:44: 50 PM
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REPRESENTATI VE TARR recalled that yesterday the small explorers
testified the credits were essential to their conmng to Al aska
Had those credits not been in place, the Mistang project would

probably still have gone forward, but would have been del ayed by
a few years. Thus, the next project that is going to bring new
oil is because of the tax credit system in ACES. Two of the

producers testifying yesterday said they scratch their heads
whenever they hear that the [ACES] credits are not leading to
new oil because new exploration and drilling is exactly what
these credits are being used for. She asked why these conpanies
are saying sonmething that conpletely contradicts what the
adm nistration is saying.

COWM SSI ONER SULLI VAN answered the conpanies are not lying to
the commttee, but if they packed up today they would wal k out
with a lot of cash in their hands that they got fromtax credits
fromthe State of Alaska that did not relate to any production.

6:46: 02 PM

REPRESENTATI VE TARR asked whether Commi ssioner Sullivan is
suggesting the state m ght encounter a situation where conpanies
come to Al aska, spend hundreds of mllions of dollars, and then
just pack up and | eave.

COWMM SSI ONER SULLI VAN replied he is suggesting it is strongly in
the state's interest to nmake the nexus between tax benefits,
whet her they are reductions or credits, strongly tied to actua
production. That is what the adm nistration is trying to do in
this bill and that is what ACES does not do.

COWM SSI ONER BUTCHER added nothing is being done with nobst of

the credits in the state's tax code. There is no suggestion
that the small producer tax credit or the explorer tax credit be
el i m nat ed. This bill speaks specifically to elimnating the

qualified capital expenditures, which is the 20 percent credit
that currently-produci ng conpani es receive. This is the credit
that the admnistration is saying has no data showing that it
has | ed to new production.

6:47: 06 PM

REPRESENTATI VE TARR understood the small producer credit and
exploration credit will be elimnated in 2016 under CSSB 21(FIN)

amefd fld). She said she is concerned about what the small
explorers said regarding the need for |egacy field devel opnent
and new exploration and drilling work happening simnultaneously
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because this bill seens to seriously disadvantage that kind of

work, as explained by the conpanies doing that work. She
posited the state will mss a big part of the opportunity to get
new oil if that is not considered.

COW SSI ONER BUTCHER responded 2016 is in current law, it is not
bei ng nade shorter. If it is not extended further, it wll
remai n 2016. Previous versions of the bill had it extended to
2022, which is sonmething [the admnistration] woul d  be
interested in discussing with the commttee if the conmmttee
wants to go in that direction

COCHAIR FEIGE told Representative Tarr he would entertain an
amendnent to that effect.

6:48: 13 PM

CO CHAIR SADDLER asked what Alaska's other options are for
revenue from natural resources or other sources, if no action is
taken and this production decline continues.

COWM SSI ONER BUTCHER answered as has been seen in the last few
years, and what has made this such a critical issue to deal with
today, is that the state is losing tens of thousands of barrels
a day, so the price of oil mnust keep going up to keep the
state's |evel of revenue up. Fortunately for the state, the
price has gone up over the |last few years, but that is not going
to continue. If the decline continues at its current rate and
Al aska continues losing barrels of oil, the gap would have to be
made up by many of the things that were discussed at the [Mrch
2001] Fiscal Policy Caucus, which includes statew de incone tax,
statewide sales tax, and the Pernmanent Fund. Currently, the
state has anple reserves to bridge the gap between where it is
today and when new production will occur, assumng this bil
passes and new production does in fact happen. In further
response, Conmi ssioner Butcher said it is the admnistration's
view that decline in Alaska is continuing to occur at these high
prices while not appearing to be happening anywhere el se. | f
Al aska does not becone nore conpetitive, there no reason why the
decline would turn around since it has yet to happen [at these
hi gh prices].

6: 50: 17 PM
COCHAIR FEICGE qualified he is not advocating this, but asked

how much oil revenue could be replaced by inplenenting a state
sal es tax and state incone tax.
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COWM SSI ONER BUTCHER replied he does not have those nunbers off
the top of his head, but said it is absolutely the case if the
point being made is that it is a relatively small anmount of
noney conpared to the oil revenue. He said if Alaska had no oi
revenue, |ike nost of the |lower 48 states, there would be no way
the state's small population of residents could be taxed to the
| evel needed to pay for the current budget.

6:51: 08 PM

CO CHAIR SADDLER inquired what the risk would be if the state
let ACES ride for another couple of years to see if it turns
around and is going to work.

COWM SSI ONER BUTCHER responded decline would continue to be
seen, which is troubling because the North Slope is a nuch nore
severe climate and much nore expensive place to do business.

Places |ike Texas and Louisiana can explore for oil, find it,
and get to a point of production in 18 nonths, while the
hi storical average in Alaska is about 10 years. It is not a

situation where the state can sit around for a couple of years,
realize things are not getting any better, and then start
turning the wheels. These wheels need to start as soon as
possi bl e because it is going to take a while to get on line
particularly for the newer fields outside the | egacy areas.

COWM SSI ONER SULLI VAN said another issue is that as throughput
declines, TAPS tariff rates increase, which beconmes an inhibitor
to new entrants. Getting new entrants is critical and the
adm ni stration has been working hard on this. New explorers and
new plays are needed, such as shale oil plays. If Alaska is
made nore conpetitive, the resource base and the interest from
conpanies of all sizes is high, as far as getting that
production turnaround that is needed so badly.

6: 53: 28 PM

REPRESENTATI VE TUCK expressed his concern about the statenent
that the credits do not lead to production. The small conpanies
testified last night that they are scratching their heads as to
why this statenent was made. He said he is al so concerned about
the statenent that these explorers are profiting off Al aska's
tax credits and wll cut |oose and take their noney out of the
st at e. The adm nistration just showed a slide indicating the
state is giving these conpanies 20 percent in capital credit

meani ng they have to invest quite a bit, and he does think they
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are investing to try to get that 20 percent from the State of
Al aska so they can cut |oose and | eave. He has problens wth
these statenents because these snmall conpanies are serious and
want to get to production on the North Slope; the state has

invested in them and partnered with them I n Decenber 2011,
Pedro van Meurs conpared Al aska with 120 other places that also
have shallow water oil and concluded that A aska is in the
bal | par k. Al aska has a lot of frontend loading which is so
attractive that the Departnment of Natural Resources is even
pl aci ng advertisenents about it. It takes 7-15 years to make

new oil happen, so it is a conbination of trying to maximze
what the state has right now with its current production and
partnering wth industry to ensure long-term oil. North
Dakota's new production is unconventional production, and this
new production is applying new technologies due to high oil
prices. They are able to quickly get into the shale and
fracture it to start bringing wells, a luxury Al aska does not
have. Al aska recognizes the high cost of exploration and
devel opnment and the limted facilities in the state. Much of
the current investnent is in facilities because the facilities
are needed to be able to drill. He maintained the state is on a
hope and a prayer if it relies on the type of economc policies
that just |ower taxes and do nothing nore than that.

6:57:34 PM

COWMWM SSI ONER BUTCHER said the adm nistration is not suggesting
that the small producer credit or exploration credit be reduced
or elimnated. The 20 percent being |ooked at for elimnation
is for conpanies that are currently producing. The fol ks being
heard from are not benefitting from the credit that would be
elimnated because they are not currently producing. The
percentage received in state credits is considerably higher for
the exploration conpanies referenced by Conmm ssioner Sullivan.
Dependi ng on what they are doing, what they take advantage of,
and where they are, the State of Al aska reinburses a conpany
anywhere from 40 to 60 percent of what it spends.

6: 58: 40 PM

COWM SSI ONER  SULLI VAN added he does not think he said the
admnistration wants the small producers and new explorers to
| eave the state. To the contrary, the adm nistration has been
wor king very hard recruiting some and hel ping sone of the ones
that have testified before the commttee. The focus has been to
get them and nore of them up to Al aska. The advertisenent is
part of the recruiting effort; it was highlighting what 1is
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currently in the law that is attractive; it did not include that
at $120 the governnent take in Alaska is close to 80 percent.
Based on his talks with different conpanies, he allowed they do
have different views depending on where they are in their
finances and strategies, but the general view is that there
needs to be a balance of having sone limtations on credits up
front and a reduction in the progressivity, which the conpanies
clearly see as the nost unconpetitive long-term capital return
el ement of investing in Al aska, particularly at high prices.

7:00: 27 PM

CO CHAI R FEI GE asked whether the ad nentioned by Representative
Tuck has generated any interest.

COW SSI ONER SULLI VAN answered it is always hard to tell. The
adm ni stration sees conpanies and goes back to see them after
being told to "take a hike," so the admnistration is relentless
on this. It is a long-termhorizon with this industry as far as
t hi ngs becom ng positive fromone year to the next.

CO- CHAIR FEI GE surm sed that even though the 40 percent support
for exploration wells is being advertised, it is not necessarily
generating a | ot of exploration.

COWMM SSI ONER SULLI VAN replied he would say the state needs nore
expl orati on.

7:01: 37 PM

REPRESENTATI VE P. W LSON observed from slide 20 that Al aska only
has 8 [active] rigs conpared to 830 in Texas, 183 in Cklahong,
and 174 in North Dakot a. That tells her Alaska is in trouble
and she is concerned about it. The Fiscal Policy Commttee she
was on | ooked at incone tax, sales tax, even a school tax, to
try to bring in inconme. A 3 percent sales tax was nothing given
the nunber of people in the state, and the cost of setting up
the bureaucracy to put the tax in place nmade it pathetic.
Alaska is in a ness and sonething different nust be done.

7:03: 30 PM
REPRESENTATI VE JOHNSON noted production is increasing in the

U.S. and understood the current ANS Wst Coast price is $109 and
the West Texas Internediate (W) price is $90.
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COWMM SSI ONER BUTCHER responded the WII is a little higher, about
a $12 difference the two prices.

7:04: 05 PM

REPRESENTATI VE JOHNSON opined Alaska has been saved by high
prices; if prices were at $80 per barrel Al aska would be in very
bad shape. He inquired how nuch longer the ANS price prem um
can be expected.

COWM SSI ONER BUTCHER answered this has been | ooked at with great
interest because it used to be the WI was $1 to a barrel
premum to ANS and that has flipped. Experts brought in for
[ DOR s] forecasting session had thought that as nore pipeline
capacity came on line in the Lower 48 near the gulf the WI
would conme up a lot nore than the ANS would drop, eventually
shrinking the ANS prem um of $20 to nore or less what it used to
be. The experts thought this because ANS and Brent are both
within a dollar or two of each other and the real outlier is
WIT . Over the calendar year of 2011 into 2012 the difference
did shrink from$20 to $4 or $5 and it appeared to be doi ng what
everyone thought it was going to do, but then it turned around,
goi ng back up into the high teens and now back down to $12. The
US. is starting to outperform Saudi Arabia and there is concern
that it is going to affect the price of oil because a lot of
states, such as North Dakota, filled the pipelines, then they
filled the railcars, and now they are trucking to the Wst Coast
where they get nore for their oil; the added expense of trucking
is made up by this prem um Canada is looking at the sane
thing. The price per barrel in Canada is in the fifties because
the first oil in is getting sold in the gulf. The further away
from the gulf, such as North Dakota, the price is $10 or so
under WIl, and once into Alberta it is dire straits. Alberta is
| ooking at whether to build a pipeline to the East Coast or to
the West Coast. Many factors are in play largely due to the | ow
price of WII conpared to ANS

7:07: 07 PM

REPRESENTATI VE JOHNSON said Alaska is blessed to have that
prem um because the state would be in severe deficit spending
with the continued decline in production. The W and ANS coul d
becone conparable very quickly - that does not nean the WIl is
comng up, the ANS could go down in a matter of nonths. | f
today's price was $90 a barrel, Al aska's revenue picture would
| ook considerably different than what DOR forecasted. Al aska
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cannot forever depend on price to save itself, Al aska nust
depend on vol une.

COM SSI ONER BUTCHER replied it is a frightening exercise when
playing with the production and the price. There have only been
a handful of years in history in which the price has been higher

than $90 a barrel. If the price of oil over a fiscal year were
to drop to $85, Alaska would be in billions of dollars deficit
for its current budget. That is how precarious Al aska's budget

situation is given its declining production.
7:08: 38 PM

REPRESENTATI VE JOHNSON inquired how many mllions less to the
treasury for each $1 drop in oil price.

COWM SSI ONER BUTCHER responded he will get back to the commttee
because the figure changes each year. Respondi ng further, he
confirmed the dollar anmount |ess depends on the oil vol une.

7:09: 18 PM

REPRESENTATI VE TUCK, regarding slide 20 and the |ow nunber of
drilling rigs in Alaska, said nmuch of that has to do with being
unable to park the rigs on the back of a truck as is done in
many pl aces. Havi ng worked on nodules on the North Slope, he
knows the drilling rigs are extensive rather than snall ones
that can be noved around. It would be nice to have additiona
active rigs - Repsol has had an aggressive drilling schedul e but
there are not enough drilling rigs or drillers on the North

Sl ope due to the anbunt of activity that is taking place.
7:09: 54 PM

REPRESENTATI VE TUCK, nmoving to slide 15, posited that if there
is a direct correlation between tax reginmes and investnents, it
could be said that Syria, Pakistan, and Bolivia probably have
very low investnents [due to high governnent take], while
Irel and, Peru, and New Zealand [with |ow governnment take] would
probably have nore investnent.

CO CHAI R FEI GE asked whether there is any oil in Ireland.

REPRESENTATI VE TARR said that is the point.
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COWMWM SSI ONER BUTCHER answered slide 15 was prepared by the
| egi slature's consultant, so the adm nistration had no input as
to what countries or states were included in the slide.

COWM SSI ONER SULLI VAN added that slide 15 is a snapshot of one
critical elenent of conpetitiveness, others being infrastructure

and clinmate. A positive for Al aska, however, is its small
resource risk - nost conpanies think that when they cone up to
Alaska to look for oil they wll find it. Wen the
adm nistration talks to conpanies, [ gover nnment t ake] is

sonet hi ng heard fromthem al nost across the board.
7:11:53 PM

REPRESENTATI VE TUCK asked whether at $85 per barrel Al aska would
be better off under SB 21 because it would not be losing so many
billions.

COW SSI ONER BUTCHER replied he cannot speak to CSSB 21(FIN)
amefd fld), but he said A aska would be better off wunder the
original SB 21. Wuld the state be better off billions nore?
No, but the point he was trying to nmake is that as production
declines by tens of thousands of barrels a year, no bill or tax
structure is going to save that. It nust be nore devel opnent
and ultimately nore production because that one factor that wll
turn it around and be of nore benefit to the treasury. Alaska's
reliance on high prices really gives the adm nistration pause.

7:13:10 PM

REPRESENTATI VE TARR related that according to a slide prepared
by the administration's consultant, Econ One, nore people are
working on the North Slope now than in 1990. She inquired why
so many people would be working if nothing is happening.

COWM SSI ONER BUTCHER responded it can be seen on the slide that
the increase in enploynment began before ACES, which shows it is
an aging infrastructure. The increase continued the year after
ACES passed and then flattened out. |[|f |ooking at Alaska in and
of itself, it looks like the state gained a little bit and then
flattened out. But in other oil producing jurisdictions, such
as North Dakota and Al berta, |abor nunbers are going through the
roof - tens of thousands of jobs - and those places are having
troubl e keeping people in high school and college. A flat |abor
force in a world of trenmendous growh is not a positive piece of
the state puzzle fromthe adm nistration's perspective.
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COWM SSI ONER  SULLI VAN added it goes to the admnistration's
original conmments that the statistics being cited as indicating
things are going great are not being |ooked at in the overall
picture of the industry in the U S and the world. Conparing it
to other jurisdictions is critical and keeping an enphasis on
production is what nost of the admnistration's focus has been.

7:16: 06 PM

REPRESENTATI VE TARR conceded Al aska's marginal rate ranks at the
bottom but said Alaska's various credits are in the top ten
rankings and those credits are considered to have high or
noder at e-t 0- hi gh econonmi ¢ i npacts. Alaska is nore attractive
when | ooki ng at the whol e package; progressivity and the credits
were a balance in putting the package together and incentivizing
t he behavior that was wanted. Simlarly, she posited, the bil
bei ng contenplated now needs to be considered as a package in
regard to attractiveness.

COWM SSI ONER BUTCHER concurred there are things that make ACES
attractive; for exanple, no other state pays for 40-60 percent
of a conpany's costs. However, things are breaking down when
the transition is made from the work on the front end to the
work on the production end because those conpanies are |ooking
at the tax rates. Alaska is the only oil-producing jurisdiction
still in decline. He agreed that that is what was trying to be
achieved with ACES, but said it is obvious to the adm nistration
that it has not been achieved and is not worKking.

7:18:17 PM

REPRESENTATI VE SEATON drew attention to slide 21, noting
Comm ssi oner Butcher had said the 20 percent capital expenditure
credit did not apply to small oil fields. He surm sed the
conmi ssioner wants to correct that to ensure there is not
m srepresentation. He understood from slide 21 that the gross
value reduction (GVR) is limted to new participating areas
whet her inside or outside a legacy unit. He said he is pleased
if that is the admnistration's position because it is sonething
that can be determined fairly clearly.

COWM SSI ONER BUTCHER deferred to M chael Paw owski to answer the
guestion, but said everything is looked at in terms of having a
bal ance. He explained slide 21 is not a listing of what the
adm ni stration supports but is nerely pointing out what is in
CSSB 21(FIN) amefd fld) conpared to ACES. He concurred he
m sspoke if he said the capital expenditure credit did not
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qualify for snmaller fields with snaller conpanies. He said the
credit can be used against a conpany's tax liability regardl ess
of the size of the field.

REPRESENTATI VE SEATON stated the [gross value reduction]/gross
revenue exclusion (GVRIGRE) nmkes it sinple and clear and he
hopes the adm nistration will be supporting that as the standard
instead of wusing sonething that is wunclear and subject to
adm nistrative determnation, which will be chall enged.

7:21: 13 PM

CO CHAIR SADDLER related it has been heard that Al aska should
demand guaranteed production before adjusting its current tax
rate. He asked what elenents are in current state |aws that
guarantee current levels of any |level of production.

COW SSI ONER BUTCHER answered those do not exist and said his
opinion is that the state is never going to get any kind of a
guarantee from a conpany, given all the variables that go on,
such as an oil spill that costs the conpany billions of dollars
or a better opportunity someplace else. To ask for a guarantee
is alnost to say the state does not want to change the law so it
is going to set up a hurdle that is probably not going to be
att ai ned. Does it need to be heard from conpanies that [the
bill] is material and do legislators need to be convinced by
what they say?  Sure. However, he cannot inagine a board of
directors that would agree to expect a guarantee that if the
conpany does this the state will do that when the conpanies are
| ooki ng worl dwi de at opportunities at today's high oil prices.

COWM SSI ONER SULLI VAN interjected that the status quo is not
working and it is going to be nore [of what is seen on slide
10], and that should be a very big concern for everyone.

7:24: 02 PM

REPRESENTATI VE TARR noted a concern is how the third el ement of
the GVR/ GRE woul d be defined. As the bill is currently witten,
the GVRIGRE is at the discretion of the DNR conm ssioner. She
asked how the departnment would neter and neasure the production
and what areas mght qualify. She paraphrased from the
provision on page 21 of the bill, beginning on line 25, which
reads as foll ows:

(3) the oil or gas is produced from a well that has
been accurately netered and neasured by the operator
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to the satisfaction of the conm ssioner, and the
producer denonstrates to the departnent that the
metered well drains a reservoir or portion of a
reservoir that the Departnment of Natural Resources has
certified was not contributing to production before
January 1, 2013, and the producer denonstrates to the
departnment that the volume of oil or gas produced from
the well was subject to certification by the
Departnent of Natural Resources.

7:25: 38 PM

WLLIAM C. BARRON, Director, Division of Ol & Gas, Departnent
of Natural Resources (DNR), responded to Representative Tarr by
di splaying slide 13 from DNR Deputy Conm ssioner Joe Balash's
3/ 22/ 13 Power Point presentation to the conmttee. He expl ai ned
the slide depicts a "bubble map" of the Kuparuk River Unit, in
which the oil that has been produced is represented on the map
in one color and the size of each bubble represents the vol unes
of oil produced from each well. This sinplified type of map is
used as an aid in reservoir managenent in terns of where oil has
been produced. The blue bubbles are water injection. As water

is injected and sweeps the oil from the injector to the
producer, a defined pattern can be seen, which is a very classic
water flow pattern and is actually a world class pattern. In

the southwest and southcentral-east edges are areas that
currently exist within the participating area (PA) that clearly
do not have wells and, where there are wells, the magnitude of
the bubbles indicate that those are very |ow producing wells.
The sane exists in the gap between the PA boundary and the unit
boundary. Those are the areas that, under the current proposal,
the conpanies could bring to the division and denonstrate to the
division's satisfaction that they are not currently contributing
even though they are part of the PA Denonstration is through
t hree di nensional reservoir nodeling, such as streanline nodels,
pressure waves, water fronts, and oil mgration patterns. \Wen
a PA is originally created, the boundaries are established as
generously as possible, given these are giant fields and
protection nust be provided to all parties so those parties on
the fringe of a field will not be harned by not being in the
center part - so, trying to establish areas and establish tract
factors that allow snmaller players or players on the fringe to
al so participate in the production and the cost. The conpanies
woul d have to prove that those areas are not contributing.
Those would be areas that the division would say is really an
accel eration of existing proven reserves. Is it new oil? Yes,
it is new production. But it is not new oil that would be
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necessarily bookable because it is already booked in the U S.
Securities and Exchange Conmm ssion (SEC) definitions. The
division struggles a bit with that because that would be the
hardest form of the oil or the area to prove definitively that
it is not contributing. In theory and in spirit the conpanies
should be noving forward toward that devel opnent in the natura
course of devel opnent of field.

7:29: 11 PM

MR. BARRON nmoved to slide 14 from M. Balash's 3/22/13
presentation, saying that in 2012 ConocoPhillips Al aska, Inc.
drilled the Sharks Tooth Well. Even though the conpany
classified it through the Alaska Gl and Gas Conservation
Comm ssion (AOGCC) as an exploratory well and had a discovery
according to the benchmarks, it is actually discovery wthin a
PA, so it is kind of an oxynoron. That being said, that really
kind of showed that, yes, the PA was of the appropriate size

In the proposed statute, that specific area would be an area
that the conpany could carve out, show that it was not currently
contri buti ng, and then proceed wth drilling operations,
facility installations, hookup, and nodules to bring those
facilities on as new oil or accelerated oil through a PA - nuch
nmore difficult for the conpany to definitively prove than a PA
expansion or a new PA. In the hierarchy of new oil or expansion
of product, clearly the sinple one is new units and within those
new units clearly new PAs. The stepw se procedure is to form a
unit and then build out the PAs in strata. The next step would
be expansion of PAs, where the size of the PA is |ooked at or
what can be proven geologically or through engineering with the
exploration and delineation wells. There are many tinmes that
wells can actually be drilled side-by-side that really do not
communi cate, especially when it is thin or lenticular or sands
that are part of a braided stream that nmeander through the area.
Those could be either new PAs or a new PA expansion, since it
could be said that they are in close participation areas and are

contributing with each other. As a conpany fills out its
drilling programit can begin to expand its PAs and a PA can be
expanded in a couple of ways. The division's preference is that
a PA be expanded by drilling rather than geol ogic nodeling.
Ceol ogic nodels are good, but they are fraught with error and
uncertainty that can only be proven by drilling.

7:31:44 PM

MR. BARRON continued, explaining that a conmpany has its original
units, PAs within those new units, as well as new PAs within old
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units, which happens quite often. How PAs cone in over tinme was

shown in the 3/22/13 presentation, he noted. There are stil

potential PAs w thin Kuparuk, between Kuparuk and Coleville, and
maybe wi thin Prudhoe. So, there are the PAs, and the PA
expansions are off of that. This is really the next hybrid and
it wll be nore difficult to show that this production is
already in a PA but not contributing. It 1is doable

mat hematically and scientifically, but the division's preference
is for the conpanies to cone in and absolutely convince the
division that it is not contributing, a high hurdle to junp.

MR. BARRON addressed netering, noting industry's conventional
standard is to neter wells on a nonthly basis and the aggregate

of their production at that drill site is based on an allocation
process that is approved by AOGCC It is doable to install
mul ti-phase neters on every well, but it is expensive. It is
doable to install new facilities, and have a test separator for
every well, but probably not very efficient and not very
operationally friendly, so conpanies would probably shy away
from that. Mul ti-flow, nmulti-phase neters are fairly comon

t hese days and reasonably accurate, plus or mnus 8-9 percent on
total fluid. Those vary with difference of water cut and vary

with difference of gas to oil ratios and liquid ratios. The
nore gas, typically the less accurate they are. The metering
could be individually by well or in aggregate. In Sharks Tooth,
for exanple, if a new pad was set and drilling went out from

that pad, then that area could be isolated off and netered and
nmoni tored i ndependently of the rest of the Kuparuk fields.

7:34: 37 PM
REPRESENTATI VE JOHNSON i nqui red about the cost of a neter.

MR. BARRON estimated at |east $10,000 and rmaybe $100, 000 for the
facilities thensel ves. In further response, he said he is sure
his estimate is not |low and said a nulti-phase neter is probably
in the ball park of $10,000. He offered to find out exactly.

REPRESENTATI VE JOHNSON asked how many peopl e know t he technol ogy
for repairing these neters.

MR. BARRON replied the University of Al aska Anchorage (UAA) and
University of Al aska Fairbanks (UAF) have good prograns for
training the state's high school graduates and college kids as
technical people for the oil field. | nstrunent technicians are
capable of doing this kind of calibration every day. Responding
further, he said it is one thing if it is only Al askans that are
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bei ng | ooked at for doing this work, but in the greater world of
the oil industry instrunent technicians is an up and com ng part
of the business. Years ago instrument technicians worked solely
with pneumatics, gas and air pressure equipnent, but now they

have gone to small wres. It is basically a magration of
technologies, and small wre personnel are now regularly
avai |l abl e. Many conpani es have very good training programs to

support that and many are building fromthe ground up.
7:37:11 PM

COCHAIR FEIGE inquired how oil is typically nmeasured as it is
transacted between the conpani es and the state.

MR. BARRON posed a scenario of a drill site with a group of 20
wells, explaining every well nust have its own individual test.
Each well goes through a test separator or has a multi-phase
nmeter on it, depending upon what is needed for reservoir
managemnment pur poses. Currently, AOGCC requires a nonthly well
test, which can be certified and corroborated through the
conpany. Once that well is out of test it is put into a bulk or
group separator, which is where everything goes if it is not in
test. It is a sinple system - just valves on a header to nove
the oil around. That oil is then shipped fromthat drill site
to a flow station or gathering center for further processing.
That is typically where nost of the gas is knocked off and water
extracted, and that is nmetered at every step of the way - not
for allocation purposes, but for |eak detection. As the oil and
fluids mgrate froma drill site to a gathering center and then
froma gathering center to Punp 1, all of that is netered so the
oi |l conpanies can | ook for | eaks. D screpancy of the incom ng
and outgoing neters is what sends the alarm for |eaks. At that
point is where the transaction occurs between the industry and
to the pipeline. For the state, the well test is the earmark
that [the division] works from through AOGCC for reservoir
managenent, production allocations, and royalties.

MR. BARRON, responding further to Co-Chair Feige, said a revenue

transaction is a rollup based on production fromthe well itself
from that well test. The conpanies have to identify from the
wel |l test what each well has contributed to that drill site and

then that is where the royalties and revenues cone from
corroborated by all the nmeters al ong the way.

7:40:14 PM
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REPRESENTATI VE SEATON comment ed he was pl eased when he saw slide
21 and it appeared that the admnistration was favoring new
participating areas. He asked about the nunber of personnel
that would be required by the division or whether it would be in
conjunction with AOGCC for handling the acceleration wthin a
participating area, the clains, the data, and appeals.

MR. BARRON responded that it is a hard question to answer. The
burden of proof still needs to be on the industry/conpanies for
all of that, even the PA expansions. The division has the staff
that can look at the information and nake the determ nation as
to whether it is in fact contributing based upon the technical

present ati on. If the division is inadequately staffed, it can
gat her consultants. The AOGCC is nore involved wth well
netering, well allocation processes, and well inspection. The

AOGCC is also involved with any federal, Native, or private
| eases; the division is blind to those because it has no
jurisdictional claim over anything other than state |ands. He
woul d say, at this point, that the division would not need any
additional staff to do this piece, but mght have to reach out
periodically for consultant services, which would be budgeted
for. It is hard to say right now, he continued, given how the
PAs are built and how many of them would have the kind of
denonstration that is had at Sharks Toot h.

7:42:52 PM

REPRESENTATI VE SEATON posited that with the 20 percent GVR GRE
there will be a real inpetus to forward every possible well for
consideration and proof. Another consideration is shale oil, he
sai d. He asked whether every shale oil well is going to be
considered a new PA for the purposes of this determ nation.

MR. BARRON, regarding every well for the GVR GRE, noted that
wells clearly within the pattern would be very difficult for a
conpany to say is new oil. Regarding shale, he said it is a bit
of a conundrum that everyone is trying to get their arns around.
The division does not currently see overall justification for
formng broad units for shale because part of the definition of
the reason for having a unit is for the correlative rights of
pl ayers. A single well can only really contribute unto itself
and not have any interference or contribution from outside of
its drainage area because of the tightness of shales, so every
one of those would be maybe its own unit. He said he does not
know that he would call it a PA Under this definition every
shal e well would arguably be new oil.
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7:44:47 PM

REPRESENTATI VE SEATON related that on a recent [legislative]

field trip, ConocoPhillips had a coiled tube drilling unit and
was using seismc to look at fault blocks. He posited the
conpany wll propose that each fault block and well - and there
are going to be eight wells - is new oil. The conpany is
drilling in existing well bores, but it is going out to other
areas beyond to accelerate the flow and that is his concern when
talking about within existing participating areas. A conpany

woul d be presum ng every one of those as being an accel eration
of a PA or accessing sonething that was not being produced and
he sees a | ot of proposals comng to the division on that basis.
He inquired whether, instead of doing an enhanced oil project in
a well, a conpany mght do sonething else so that 20 percent of
t he revenue can be excl uded.

7:46:24 PM

MR. BARRON answered that, typically, the conpany is using nmulti-
|ateral and coiled tube drilling to look at its current
reservoir nodel and the bubble map and trying do augnent its
current enhanced oil recovery (EOR) projects. Through infill
drilling, increasing sweep efficiencies, nodeling, and pressure
results, the conpany is finding areas that are not currently
bei ng swept. It is infield work. Each one of those would
clearly not be new oil. If the proposed program was put in
pl ace, the conpany would have to cone to the division and
originally prove it through reservoir nodeling. He proffered
the division would also ask as part of the stipulation that once
drilling is comenced a series of very extensive tests be
conducted to show to the division that it had not previously
been contri buti ng. For exanple, if an area was drilled into
that was said not to be contributing and the pressure was found
depl et ed, the division would say it is obviously in
communi cation and has been contributing in sone degree. So,
there woul d probably have to be a two-stage test associated with
reservoirs or new oil within existing PAs. This is the piece
that is the nost difficult to get one's arns around.

7:48: 38 PM

MR. BARRON, continuing his answer, said he does not know that he
woul d support the idea that there would be a lot comng in.
When |ooking at a field |ike Kuparuk or Prudhoe that has been
extensively delineated and devel oped, he woul d not expect to see
many isolated fault blocks that are not in sone form currently
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producing or contributing to production - it would be unique
Areas that are on the fringe, the fringe oil, the PA expansions,
he would offer, would be quite likely. Oiginally sonme of the
PAs were designed and established with 20 and 30 foot pay
cutoffs, today the limt would probably be a 10 foot or 5 foot
cutoff. Some of these PAs could easily be expanded by |atera
drilling into thinner and thinner zones. Those would be clearly
new oil and the conpany would have to show the division what it
was going to do and how the conpany is going to do it.

7:49: 53 PM

CO CHAIR SADDLER requested clarification about whether nost
fault bl ocks are currently contributing production.

MR. BARRON replied it is a generalized statenent. Each field in
each area would have to be | ooked at to nmake that determ nation
which is why it is so critical the burden of proof be placed on

the oil conpany itself. The areas that Pioneer and EN are
devel oping are uniquely different than the areas of Coleville
Ri ver, or Kuparuk, or Prudhoe, or Badam . Each is a wunique

reservoir system and reservoir managenent system which is why a
bl anket statenent that all fault blocks are contributing is not

fair or reasonable. When answering Representative Seaton's
guestion, he was trying to discuss fields that are extensively
devel oped, |ike Kuparuk or Prudhoe. In his opinion, the

i kelihood of such fields having new areas that are not
currently contributing, with the exception of the fringe, would
be on the |lower side rather than the higher side.

7:51: 08 PM

CO CHAI R SADDLER understood M. Barron to be saying that the
third category of GVR/GRE determnation is unlikely to produce
much oil qualified as new oil under this current definition.

MR. BARRON responded that would be a reasonable way to phrase
it, but qualified his comment is speculative and he put it out
there just as a specul ative comment. Much of it wll depend on
how aggressive the conpanies are. The conundrum needing to be
solved here is that this is oil that is already within the PA
The first hurdle to get past in the division's dialogue with the
industry is that this is oil the conpany has al ready established
within the PA and should already be in the conpany's devel opnent
schene. The conpany would have to explain to the division why
this oil is not in the devel opnent scheme and where it was in
the conpany's original planning; for exanple, whether there were
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geologic or engineering factors that precluded doing this
originally.

7:52:24 PM

CO- CHAIR SADDLER surmised a conpany nmaking an investnent
deci sion woul d not know whether the oil would qualify as new oi
under the GVR/ GRE definition when running its econom c nodeling.
He i nquired whether the GVR GRE woul d be easy to factor.

MR. BARRON said the answer is "probably yes." When a conpany
| ooks at the natural step out from the center to the edge of a
field, it wll have a reasonable idea of what that timng is
going to look I|ike. The further away from infrastructure the
hi gher is the cost, which is why the fringe areas tend to be the
| ast to be devel oped. It is his experience that nobst conpanies
will run a series of economcs wth tax credits, or with the
GVR/ GRE, included and excluded and will find that balance of how
and when and what the difference between the two are - this
series of economcs is run anyway. The real question is if the
conpany runs it and it is not economc and yet it is not
contri buting. H s question to the conpany would then be, If it
is not contributing and not going to be done, why not coll apse
the PA? If the end result is collapsing the PA to where the
conpany is going to have its producing boundaries, then that is
a business call that the conpany shoul d make.

7:54: 20 PM

CO CHAI R SADDLER asked whether there is any benefit to a conpany
to collapse its PA

MR. BARRON answered "not necessarily.”

CO CHAI R SADDLER i nquired whether there are any costs associ ated
with that.

MR. BARRON replied the only cost is nmaking sure the interests of
all parties are protected in terns of another player and that
that player is in tune with what is being done and conme back
through with tract allocation factors and rejig financials.
Again, it is a burden on the industry.

7:54: 55 PM

CO- CHAIR FEI GE invited the DNR deputy conm ssioner to comrent.
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JOE BALASH, Deputy Conmi ssioner, Ofice of the Conm ssioner,
Department of Natural Resources (DNR), added the awkward part of
this is going to be when conpanies cone in the door |ooking to
have part of an existing PA qualify for the GVR GRE because it
is not contributing to production. Probably one of the first
questions the departnment will ask is, "Well, why is it in the
PA?" The likelihood is that the conpany thought it was going to
contribute at one point or another and it turned out that it did
not because of sonething unforeseen. In | ooking at the broader
boundaries of a PA and where the wells are and which ones are
produci ng and contributing, the question is, "At what point is
there too much of a cushion there?" At what point should those
PAs be a little nore actively nmanaged and trinmred back so that
if through an expansion of the PA there is a really clear
delineation and understanding of what will be done, what would
be contributing to production. He said the previous iteration
of this |anguage had sonething that the departnent was quite
confortable with in terms of the cascade that M. Barron
referenced earlier - units, new PAs, expansions of PAs, and then
this, which could be nicknanmed a sub-PA

7:56:54 PM

REPRESENTATI VE SEATON read from [slide 13] of AOGA' s [3/27/13]
presentation which states: "CSSB 21 attenpts to expand GRE to
80-90 [percent] of the potential developnent on North Slope in
| egacy fields." Thus, he said, AOGA s perception of what is
going to qualify for the GVRIGRE is much broader than what DNR
seens to be talking about and seens to be at odds with DNR s

per cepti on. He also recalled ACGA tal king about the conpanies
not knowing if sonmething qualifies for the GVR GRE until after
the investnent is nade so they will be unable to use the GVR GRE
as a factor for determning investnent. He further conmmented

that 80-90 percent is quite a bit in any accelerated production
out of the | egacy fields.

MR. BARRON responded he did not see AOGA' s presentation, but in
| ooking at the slide he clearly cannot identify where 80 percent
of Kuparuk would satisfy the GV/R GRE of not currently
contributing to production. There is a disconnect if 80 percent
is ACGA s understanding, he said. The entire intent that DNR
woul d be presenting is that if a conpany thinks an area is not
currently contributing, then prove it, and that is the threshold
that the conpany woul d have to clinb.

CO- CHAI R FEI GE pointed out ConocoPhillips Alaska, Inc. is not a
menber of AOCGA.
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REPRESENTATI VE SEATON said he is just talking about AOCGA s
presentation on the | egacy fields.

7:59: 43 PM

CO CHAI R FEI GE asked whether it is technically possible for the
state to give a conpany assurance before it makes its investnent
decision that that "shape in the ground” wll actually fall
within this particular GVR GRE.

MR. BARRON answered "not definitively" and said that is why as
part of the process, probably through regulations, DNR would
stipulate a nmulti-step process: 1) identify the sub-PA area and
prove it as best as possible, and then 2) drilling and testing
to confirm the conpany's reservoir nodeling or justification.
The threshold the state would take is if at step 2 it was proven
that it was previously contributing it would be excluded from
the GVUR/ GRE. Thus, a conpany would not know definitively before
it makes the investnent, but the conpany would probably be
runni ng dual economics to determ ne whether it is econonic.

CO- CHAIR FEIGE, assuming that that "shape in the ground" falls
in a GURRGRE, inquired whether the oil com ng out of the ground
could be accurately neasured in an econom cal and practical way
to sufficiently satisfy DOR

MR. BARRON confirmed it would be to the standards of DOR for
that departnent's purposes, but in conjunction wth AOGCC
Through interaction between AOGCC, DNR, and DOR, progranms and
protocols could be established that would satisfy all parties in
terms of accurate nmeasurenent of those areas.

8:02: 25 PM

REPRESENTATI VE TARR, noting the fiscal note was prepared quickly
after CSSB 21(FIN) am(efd fld) passed the Senate, asked whether
the bill's estimted fiscal inpact is accurate, given the
uncertainty and eval uation that has taken place since that tine.
For exanple, the fiscal inpact for fiscal year 2015 is estimted
at $25-$175 mllion.

MR. BALASH replied that today Oooguruk and N kaitchug would
qualify for this category within the G/R GRE, and hopefully a
couple nore wunits would as tine goes on. He offered his
understanding that DOR took a conservative approach when
estimating the potential applicability of the third category.
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He posited DNR would push that estinmate to the lower end if it
was nmeking the estimte, but said DOR wants to provide a broad,
but reasonable, estinmate for the legislature as it considers the
i npact of the provision.

8:04: 11 PM

REPRESENTATI VE SEATON requested M. Balash to provide an
estimate of the fiscal inpact should 80-90 percent of new oi
produced from the legacy fields qualify for that provision of
the GVR'GRE, as anticipated by the industry. Legi sl ators need
to know what it would be using industry's nunbers as well as the
state's conservative nunbers, he said.

MR. BALASH deferred to DOR to put that together. He said he
thinks the 80-90 percent figure is just in reference to the
percent of oil that is out there in the fields, not necessarily
inferring that 80-90 percent of the production is going to
gqualify for the GVR GRE

CO- CHAIR FEICGE reread the AOGA statenent cited by Representative
Seat on, enphasi zi ng 80-90 percent of "potential" devel opnent.

8: 05: 59 PM

REPRESENTATIVE TARR inquired how DNR is incorporating the
natural decline curve of 10-12 percent into the overall picture
of decline. For exanple, ConocoPhillips has said it can get the
decline curve to 3 percent.

MR. BALASH responded a substantial anount of work on declines
and decline curves has been done by the Division of Gl & Gas in
conjunction with DOR for purposes of revising the production
forecast nmethodology. He offered that, rather than slog through
anot her presentation, DNR prepare materials for forwarding
t hrough the co-chairs' offices. Because natural decline is a
term of art, he urged that thought be given to what the decline
woul d be if no additional work was done. A trenendous anount of

work continues to be done in legacy fields - new wells are
continually drilled to bring on additional rate or reserves and
DNR thinks nuch nore could and should be done. In the whole
schenme of things, what is trying to be done is get the state's
base tax system to a point where those things will happen, that
a GVURIGRE is not needed for doing the normal course of business
and activity in those |egacy fields. Fundanental | y, the base
system needs to drive the investnent behavior, not the bells and
whi st | es. The bells and whistles - the GWRIGRE - is really
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something that is intended to help bring on new reserves in new
units in outlying areas or reserves that are not currently in a

participating area (PA). Since PAs should be booked, it is
known that Alaska has approximately 3.3 billion barrels in
proven reserves and it is estimated that in just the onshore
central North Slope area there is over 3 billion barrels in
undi scovered economcally recoverable oil at today's prices.
Finding those accunmulations wll start to add to Al aska's
reserve base because one of the nost inportant things in the oil
business is the bottom line nunber of how nany reserves. | f

that nunber is going down it means going out of business and
Al aska's nunber is going down. The GVR/'GRE is a mechanism to
encourage conpanies to put nore reserves on the books, nore of
Al askans' reserves, on Al aska's books.

8:10: 44 PM

CO CHAIR FEI GE observed the third category of GVR/ GRE uses the
term "accurately neasured and netered". He asked whether it is
possible to satisfy DOR s requirenents for accurately netering
that oil to determ ne how nuch is new oil.

COM SSIONER BUTCHER replied the short answer is yes, DOR

believes it would be able to do that. He deferred to M.
Pawl owski for providing nore detail in this regard.
8:11:52 PM

REPRESENTATI VE SEATON inquired whether oil conming from an
existing well bore that is tapping new areas through coiled
tubing can be accurately netered to determ ne how much of the
production is new oil.

M CHAEL PAWLOWSKI, Ol & Gas Devel opnent Project Manager, Ofice
of the Conm ssioner, Departnent of Revenue (DOR), answered it

certainly poses a challenge and will require collaboration by
the three departnments to develop the standards for that
particul ar neasurenent. The other body's intent in devel opi ng

the provision was to expand the real m of possible application of
the GVRIGRE to target as nuch potential new production as
possible. It is certainly difficult and there is a higher |evel
of threshold that needs to be net for the conm ssioner.
I ndi vidual wells could pose a problem while aggregating the
wells into a multi-well developnent is nuch easier. Those
things would be defined by the departnental collaboration and
regul atory process.
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8:13: 30 PM

CO- CHAIR SADDLER asked whether the determnations through
col |l aboration of the departnents would be on a de novo basis
every tinme there was an application or would there be, over
time, the devel opnent of a precedent.

MR. PAWOASKI replied the intent of the departnments in working
with the other body in developing this |anguage was that the
maxi mum of clarity be put before industry so that the processes
and procedures are known at the tinme. The intent is to put as
much clarity wup front as possible, while retaining the
flexibility as described by DNR to nmake those determ nations in
the state's interests.

CO CHAIR SADDLER, while wunderstanding that every circunstance
cannot be foreseen, inquired whether that standard woul d evol ve
as applied and the back and forth happened.

MR. PAW.OABKI responded DOR s understanding is that devel opnent
of the metering and neasuring, the basic counting, would be a
standard that would be reached and be fairly fixed. He said
DOR s teans are concerned with how nmany barrels are com ng out
of a particular devel opnment and once the standard is devel oped,
it is the standard.

CO CHAI R SADDLER asked whether this systemis used in other tax
regimes to identify new oil.

MR. PAW.OWNSKI answered he does not know and suggested asking

DNR. It is known that other jurisdictions look at things on a
wel | -by-well basis, he said. In Alaska's system royalty is
all ocated back to the wells on a |ease basis. To provide that
type of «clarity wll require developnent of an appropriate

standard through a col |l aborative process with industry.
8:15: 52 PM

REPRESENTATI VE TARR observed this provision would becone
effective 1/1/14 and posited that, due to the elimnation of
progressivity, this would be done on an annual basis, so the
state would not know if it had mssed the ballpark in its
estimates for the GVR/ GRE.

MR, PAW.OABKI clarified the elimnation of progressivity is not

affecting the nmonthly paynent of tax or the annual true-up of
tax at the end of the year. The repeal of progressivity affects
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Al aska's tax rate such that under the proposed bill Alaska's tax
rate would remain at the fixed rate of 35 percent, while under
the current regime of ACES it varies wildly fromnonth to nonth.

REPRESENTATI VE TARR inquired when the state wll be able to
audit how the GVR/ GRE is appli ed.

MR. PAWOABKI replied it would be in the normal course of the
audi ti ng process.

8:17: 06 PM

REPRESENTATI VE TARR understood that currently the auditing
process is still |ooking at 2007.

MR. PAW.OASKI confirmed DOR is still |ooking at 2007. Part of
that continuation is that changes in the system have an effect.
He pointed out changes have al so been nade at the federal |evel
that have re-opened sone portions of sone of those returns.
Returns get anended as retroactive changes apply, he expl ai ned.
In addition, the state has changed regulations in a retroactive
manner, interest penalties being an exanple. Goi ng back to the
guestion of audits, he allowed it will certainly take tine, but
should accelerate a little once DORs [new] tax revenue
managenent system is inplemented, and the process of going
t hrough the production profits tax (PPT) to ACES is conpl et ed.

REPRESENTATI VE TARR requested DOR to provide the commttee with
a wal k through on the timng of that.

8:19: 25 PM
The conmttee took an at-ease from8:19 p.m to 8:26 p. m
8:26: 23 PM

REPRESENTATI VE SEATON recounted how [last week] he asked the
consul tants whether a system could be designed where there is a
trust account under which tax is calculated as it is and also
calculated in the new ampbunt and then there is a revolving
anount that would be held over and if the producer did not neet
benchmar ks of production within so many years that portion would
be lost and revert to the state. The consultants answered that
they could not figure out a way to do that w thout having a | ot
of interferences. Earlier tonight with Conmm ssioner Sullivan
and Conmi ssioner Butcher he put forth the idea that if Al aska's
tax reginme is changed there is a way for ensuring that the state
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gets the increased production it is |ooking for. Now, he said,
he is wondering whether the consultants can | ook at the $5 per
barrel credit and suggest sone benchmarks such that if in three
years, given it is the |legacy producers being tal ked about here,
an individual conpany does not cut its decline rate by 50
percent the credit would be reduced to $2, but if a conpany
neets or exceeds that 50 percent reduction in the decline the
credit would rise to $7. This way there would actually be a tie
to increasing production. He requested the consultants to
di scuss having the credit on this type of basis.

8:29:43 PM

REPRESENTATI VE SEATON, at the request of Co-Chair Saddler,
restated his question. The bill includes a $5 per barrel credit
for every barrel that is produced, he said. The intention in
this tax regine is to incentivize increased production, yet the
$5 credit will still be given even if production is declining.

He asked whether benchmarks could be built into the system such
that if the production benchmarks are exceeded the credit would
be nore than $5 per barrel and if a reasonable benchmark is not
met within three years, given this wuld apply to the I|egacy
fields, then the credit would be reduced by $3 per barrel.

8:30: 55 PM

ROGER MARKS, Econonist, Logsdon & Associates, consultant to
Legi slative Budget and Audit Conmttee, responded by first
noting that the reason everyone is here is the perception that
Al aska's tax system is not conpetitive and, because of that,
people are dissatisfied with the amunt of production and
i nvest nent . The goal is to nake the tax system conpetitive.
Producers are not investing in Al aska sinply because they can
make nore noney putting noney in other places where they do not
have to pay as nuch tax. Producers will perceive a risk if
benchmarks are put out, he advised. The future is uncertain,
there are many things over which producers have no control, and
there is the risk that if they invest and then do not nmke the
benchmarks then the oil produced is penalized by high tax just
like it is today. Uncertainties include external events, such
as a drop in oil prices or the situation |ike ConocoPhillips
where it took nmore than five years to get a permt from the
Envi ronnental Protection Agency (EPA) to put a bridge across the
Coleville River. There are situations where investnents are
very lunpy - a conpany could go along for a while not doing nuch
and then suddenly a big investnment raises its production, but
then it has the sanme decline but froma higher rate. At Prudhoe
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Bay there are three major working interest owners; their other
interests in different fields vary and investnent for one
producer may help that producer's overall decline rate for one
field but not another. Wrking interest owners in a given field
m ght have vastly different interests in where they put their
i nvest nent s. For these reasons, when the question was put to
him | ast week, he could not see a neaningful way to cone up with
any benchmarks that would not scare producers into doing no nore
i nvesting than what they are now just because of the uncertainty
that they mght be left with what they have now. He deferred to
t he other consultants for their opinions.

8:34: 07 PM

REPRESENTATI VE SEATON said he wants to nake sure it is not his
guestion about a trust account that is being tal ked about by M.
Mar ks. He said he has set that question aside and is now
tal king about having benchmarks on that $5 per barrel credit
He chose three years because that is the tine period stated by
producers for the | egacy fields.

MR. MARKS replied he sees comng up with a benchmark for that
sort of mechanism no |ess challenging. He suggested the other
two consultants, M. Myer and M. Pulliam be asked for their
per spectives on the question.

8:35:48 PM

JANAK MAYER, Manager, Upstream and Gas, PFC Energy, consultant
to the legislature, stated there is a carrot aspect and stick
aspect to what is being posited by Representative Seaton - if a
producer neets its benchmark it gets an inproved dollar per
barrel credit and if it fails the dollar per credit is reduced

He said he is |ess concerned about the carrot aspect than he is

about the stick aspect. How a producer sees it wll vary
dependi ng upon cost assunptions and whether it is one year that
is being | ooked at or across the project |ifecycle. The bill's
current structure of a 35 percent rate and a $5 per barrel
credit is a tax increase. The 35 percent rate and a $2 per
barrel credit would be a fairly substantial tax increase at |lots
of prices. Therefore, he advised, the idea that if a producer

fails to neet a benchmark and the state's response to that is to
rai se the producer's taxes even further at nost price levels, is
probably not going to be a strong nove to build confidence in
future investnment in the North Sl ope.

8:37:21 PM
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BARRY PULLI AM Econom st & Managing Director, Econ One Research

Inc., consultant to the adm nistration, concurred with M. Marks
and M. Mayer. Mechanically, such a thing could be designed, he
said, but the challenge would be to get those carrots and sticks
at the right place. Designing a good, conpetitive system at the
base level is what is being sought; the bells and whistles are
not what should be had as the main feature of the system The
bill's current rate and per barrel credit operate in conjunction
with each other, both to provide a credit that is tied to
barrels and as an inportant way to get the right tax rate over
the price range. Should the conmittee go down the road that is
bei ng posited, he would urge there be nothing punitive, such as
lowering the credit to $2 if a benchmark is not net, because

going punitive does not send a good signal at all. The 35
percent rate and $5 credit is designed to get Al aska to a point
that is conpetitive and that should attract. If the committee

is going to do sonething, although he does not know he would
encourage that, he would suggest |ooking at the carrot side,
such as offering a higher incentive to get to a certain |evel
for exanple, raise the $5 credit to $7, provided the state can
do that fiscally.

8:40: 05 PM

REPRESENTATI VE JOHNSON asked whether a conpany would, should
such a system be adopted, do its nodeling using the stick,
possi bly taking away the attractiveness of the project.

MR. PULLI AM responded that that would becone their stress test,
the project would have to neet the worst case scenario.

8:40: 42 PM

REPRESENTATI VE TUCK understood Representative Seaton's proposa
to be that the credit is $5 per barrel and if the benchmark is
exceeded the credit would be nore and if the benchmark is not
met then the credit would be less. He posited that this is |less
of a carrot rather than being a stick.

MR. MAYER answered the problemis that concurrent with this the
base rate is increased from 25 percent to 35 percent, and 35
percent with a $2 credit is a substantial tax increase at quite
a wde range of prices conpared to the current tax under ACES
So, what is essentially being said is that if a producer fails
to neet the state's performance benchmark the producer's taxes
will be raised even further above where they are today.
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8:41:34 PM

COCHAIR FEIGE wunderstood the problem wth a perfornmance
benchmark in a field with shared ownership is that a producer
woul d have to depend on its partners to cone through to nmake all
t hat happen.

MR. MARKS replied correct. Each conpany w Il have different
working interests in each field and wll therefore have
different incentives to put investnent in different fields,
whi ch woul d create a misalignment within the units.

MR. PULLIAM added that, while not the mnmechanism described by
Representative Seaton, there is a carrot to add barrels, which
cones in the formof the GVRRGRE. The GVR/GRE is an additiona
benefit over and above the [$5 credit]. I f producers can find
new barrels to add, they will have the benefit of the GVR GRE,
which is, basically, an additional credit.

8:42:56 PM

REPRESENTATI VE JOHNSON, tying the aforenentioned question and
the GVR/ GRE together, noted producers will do their base case on
"the stick"™ and will not know about the GVR/ GRE until they dril
the well, junmp through hoops, and prove it. He therefore asked
what value is it when it conmes to project econom cs.

MR. PULLI AM responded it is known with respect to the new unit
and new participating area (PA). For the others, he concurred
there is nore of a hurdle. As described by M. Barron, the
intent would be to have to have those barrels proved up and the
ultimate proof would involve at |east naking sone investnent
because the producer would have to drill and do sone appraisal
to satisfy DNR that this does indeed neet the requirenents. He
said his sense is that the majority of the investnent for the
full devel opnent woul d probably then take place after that.

8:44: 26 PM

REPRESENTATI VE JOHNSON posed a scenario of a producer doing
project economcs for oil that may or may not be there, and if
the project qualifies it is a good project. But, if it does not
qualify it is not a good project, so why drill that first hole.

MR. MAYER explained that that sane circunstance of decision
maki ng uncertainty applies to alnost any risk-taking activity in
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the upstream sector. An initial exploration well is drilled

with a strong chance of drilling a dry hole, an appraisal well
is drilled to delineate a field wth the possibility the result
will not be as big as was thought. He allowed there could be

further work to do in defining this aspect of the GV/R GRE, and
trying to create better certainty as to how exactly it applies
and what that process would be. As described by DNR there may
be sone investnent required in ternms of drilling a well in the
sane way as when drilling a well to delineate and appraise a
known prospect; that is not the sane as an ultimate final
i nvestment deci sion on an entire devel opnent of that area.

8:45:45 PM

REPRESENTATI VE JOHNSON said attracting new devel opment is what
is being | ooked at and he is one of those people who believe the
next Prudhoe Bay is Prudhoe Bay and that drilling nust be done
in the | egacy fields. The GVR/GRE nmay or may not nake certain
areas profitable within an existing PA, and while clarification
of the GVRI'GRE is needed, he is wondering the value of it. He

agreed with Representative Seaton that putting new oil in the
pi peline should be able to be done within three years and that
that oil will conme from the |egacy fields. He wants Alaska to

be real attractive, not in the mddle of attractive. He said he
thinks any oil from a new hole in the ground should qualify,
al t hough he recogni zes he is probably alone in that thought. He
said he would like to work on cleaning up the GVURIGRE so that it
is a nore attractive investnent matrix on paper before the
producer has to go through the investnent process. He requested
the opinion of M. Marks in this regard.

MR. MARKS replied it is what the conmittee wants. He said his
understanding of the existing North Slope reservoirs is that
there are hundreds of isolated fault blocks or stratigraphic
traps that have weak comunication wth the rest of the
reservoir that really need to be drilled directly to produce.
H's inpression from M. Barron's conments this evening is that
very few of those would qualify for the GUR GRE or there is the

possibility that very few would qualify, as the bill is
currently witten. Doing reconnai ssance work means drilling the
well, which is the main cost. |f indeed these targets may be

contributing to existing production, but not in a material way,
maybe it would be possible to re-craft the |anguage to address
those kinds of targets, if that is what the commttee wants.

8:49: 02 PM
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REPRESENTATI VE JOHNSON expressed his concern that the weak
connection nmentioned by M. Mirks would disqualify that well.
He further argued that while weak pressure neans the oil is
goi ng somewhere, it nmay not be going to the well that is being
drilled. He would like to explore [re-crafting the |anguage]
because increased production needs to happen in three years, not
seven, and will need to conme fromthe |legacy fields which nay be
excl uded under the current |anguage. He said he wll be |ooking
to the consultants and the co-chairs for help in this regard.

8:50: 20 PM

CO CHAIR SADDLER said he would be open to suggestions for
clarifying the GVRRGRE if it is determned to be the best tool.
He, like industry, would feel nore confortable with nore clarity
as to how the l|anguage before the commttee would actually be
appl i ed. He inquired whether the GVR'GRE is the best tool, or
should there be something else, if the goal is to have an
el ement of Al aska's tax encourage devel opnent of new oil.

MR. MARKS responded the whole point is to be conpetitive with
other jurisdictions that have the sane general risk/reward
bal ance. The first step is to figure out the jurisdictions
Al aska is conmpeting with, what the governnent take is in those
jurisdictions, and where does Alaska want to land as a target.
A nunber of tools can then be used to get to that target. Wen
he was |ooking at the conpetition while the bill was being
devel oped, his judgnent was that a governnent take of about 62
percent across a broad spectrum of prices would be conpetitive
with Al aska's peer group. The consensus was to have as flat a
rate as possible through a spectrum of prices because the
international |andscape is fairly flat. The question is how to
achi eve that take. The main thing is the target of 62 or 64
percent, regardless of the nethod used for getting there. A
challenge with Alaska's tax systemis that it has high tax rates
at low prices due to the royalty, which is regressive. Thi s
needs to be offset, especially when costs are high. The $5 per
barrel credit and the GVR'GRE are used to get as flat a rate as
possi ble at | ow prices and across the spectrum

8:54: 06 PM

MR. MARKS, continuing his answer, noted that targeted tax
credits are a tool not being used [in this bill], but that could
be. Targeted tax credits have advantages and di sadvant ages, and
t he disadvantages were discussed today by the adm nistration.
At low prices credits provide a |lot of cash, and he has no doubt
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[that under ACES] they have incentivized devel opnent, especially
at the new small fields. However, there is some concern that
they have been used for mmintenance itens rather than getting
new oil and that is why tax credits could be used for targeted
things that are conducive to producing oil rather than
mai nt enance; for exanple, air fields and dining halls are needed
to produce oil but they are not directly involved in producing.
An advantage of credits is that they provide an incentive,
especially since they are received on the front end and provide
a net present value boost as well; a conpany can actually
decrease its tax rate by investing. | f concerned about cash
flow or cash flow at |ow prices, something could be set up where
credits cannot exceed "X percent"” of gross value or "X percent”
of production tax val ue.

MR. MARKS said another advantage of a credit is that it
recognizes a conpany's actual econom cs and provides an
automatic offsetting nechanism whereas the GVR/ GRE and $5 per
barrel credit are one-size-fits-all. There is a broad spectrum
of costs on the North Slope - one development night be $10 a
barrel in capital cost and another m ght be upwards of $30. A
$5 per barrel credit neans nuch different for a $10 cost than
for a $30 cost, and anything based on gross does not recognize

actual costs at all. Because a credit recognizes a conpany's
actual econom cs, a devel opment having higher costs will receive
a higher credit and, automatically, the higher costs with the
hi gher credit will bring the conpany's taxes down nore at a tine
when nore help is needed. Wth |lower costs and a lower credit,
a conmpany's tax will be brought down less at a tinme when not as
much help is needed. Thus, credits are a tool other than a

GVR/ CGRE. The main thing is to figure out what take to get and
get there; regardless of which mechanism is used for getting
there, it is the same anmount of noney.

8:57:40 PM

REPRESENTATI VE TARR noted a governnent take of 62 percent has
been suggested by the other two consultants as well M. Marks.

MR. MARKS referred to his [3/4/13] presentation to the Senate
Finance Commttee to provide an answer. He explained Al aska is
not conpeting with every other jurisdiction in the world, and
slides 5-7 are his assessnent of the jurisdictions conprising
Al aska's peer group because they have a risk/reward balance

simlar to Al aska. He said it has been denonstrated that
producers will pay nore where the reward is greater and |ess
where the reward is |ess. The peer group mnmust be ascribed to

HOUSE RES COW TTEE -45- March 28, 2013



figure out what the conpetition is and the group he came up with
is simlar to the one that M. Mayer came up with. |In conparing
Al aska to its peer group at per barrel prices of $110, $70, and
$160, his judgnment is that [a governnent take] of about 62

percent across all prices wuld be conpetitive. At current
prices of $110, the United Kingdom and North Dakota are at 62
percent. Qher people could |ook at these nunbers and land at a

different target, he allowed, but this is his judgnment for what
woul d be a reasonabl e target.

8:59: 55 PM

REPRESENTATI VE TARR surnised a big problemin the devel opnent of
ACES was that nodeling was not done above the price of $90. I n
regard to a governnent take of 62 percent, she asked whether
adjusting progressivity at higher prices, along wth the
credits, could be a systemthat would work as a package.

MR. MARKS answered there are pros and cons to progressivity. A
pro is that progressivity neans |ow take at |ow prices, not just
getting high take at high prices. So, a progressive system
protects the producer's interest at |low prices and protects the
state's interest at high prices. The challenge is that it nust
be bal anced and not too aggressive. Because of the royalty it
is very hard to design sonmething that protects the producer's
interest at low prices in a balanced way that gets upside

potential with progressivity. In looking at the conpetition,
only one or two other jurisdictions have progressivity. At a
price of $200, the state would be naking lots of noney whether
under progressivity or the proposed Senate bill. Progressivity
creates the inpression that there may be sone fiscal
instability. In many countries in the world where investors
perceive fiscal instability, they wll actually prefer a
progressive system so they know what the deal is if prices go
up. "One could picture investors |ooking at their econom cs and

| ooki ng at what happens in the high price world and they say in
Alaska if it gets to $200 a barrel we do not think this wll
hold so we do not know what the situation is, which is not
good. " Progressivity only works if it is balanced on both the
high and | ow ends. It would be difficult to design sonething
that is truly balanced on the low side given how nuch the
royalty takes as a percentage of net at |ow prices.

9:03: 27 PM
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REPRESENTATI VE TARR posited that on the low price end it could
be controlled by not having the progressive feature apply unti
a certain price.

MR. MARKS drew attention to slide 13 of his 3/4/13 presentation
to the Senate Finance Committee and explained that the royalty
is based on gross value. Because royalty is based on the gross,
it is the sane whether the field s costs are high or |ow For
exanple, at a price of $70, the royalty itself takes 100 percent
of the net value of the oil. This challenge at |low price is why
desi gning a bal anced progressive systemnmay be difficult.

9:04:57 PM

CO CHAIR SADDLER, returning to slide 5 of the aforenentioned
presentation, inquired how static the governnment takes are for
Al aska' s peer group.

MR. MARKS replied nost of the jurisdictions are tax and royalty
systens; so, because of royalty, they are slightly regressive
like Alaska is. They have higher takes at |ower prices and
| oner takes at higher prices.

9: 05: 55 PM

CO CHAI R SADDLER qualified that his question is not just about
royalty and re-stated the question by asking whether, in
general, the trend globally has been toward higher governnent
takes or has oscillated over the decades.

MR. MARKS responded that, generally, sonme jurisdictions will try
rai sing rates when prices spike. For exanple, Alberta, which is
nostly a royalty jurisdiction, raised its royalty significantly
in 2007. As opposed to Al aska where producers cannot nove their
i nvestnments very much, nmany of the producers in Al berta reacted
by putting their rigs on their pickup trucks and driving to
British Colunmbia and Saskatchewan, so production plumeted in
Al bert a. In 2010 Al berta dropped the royalty and it all cane
back. In general, when prices go higher there is a slight
novenent for higher takes, but the take seen now for many of
these jurisdictions is what was seen when oil was $60 a barrel.

9: 07: 30 PM
MR. MAYER added it wvaries enornously by the tinefranme being

considered and the sorts of countries being considered. The
1960s had a period of substantial increases in governnent take
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over a wide range of countries when a nunber of recently post-
colonial countries found thenselves with |ow |evels of royalty.
A nunber of particularly big national resource holders |ooked to
production sharing contracts that would give them a nuch bigger
share of the wupside, rather than having regressive royalty
systens. A second price shock was the Arab oil enbargo. | f
this conversation were taking place five years ago, a nunber of
regines could have been identified that in the previous decade
had rai sed governnent take, particularly as prices were starting
to rise. Probably the biggest thing in the last five years, as
a strong counter to that trend, is that high oil prices have
brought renewed production from a range of sources in the
Organisation for Econom c Co-operation and Devel opnent (OECD)
that all have relatively speaking |low | evels of governnent take.
The | ogical conpetition for Alaska is no longer as it mght have
been five to ten years ago - major producers wth production
sharing contracts. It is now the Lower 48 and other places with
substantially lower |evels of governnent take, and that has been
a very strong noderating influence in the opposite direction.

9:09:14 PM

CO CHAIR SADDLER recalled DNR s earlier suggestion that it was
appropriate for operators on the North Slope to keep shuffling
through their PAs and to discard areas that were not producing
to keep them narrowly defined. He asked whether it s
reasonable to require old conpanies to go through their
participating agreenents and filter out the areas they are not
actual Iy producing from

MR. MARKS answered he thinks it would be prudent adm nistrative
practice on the part of DNR to weed out areas of PAs that are
not being produced. In further response, he said it would be
possi bl e that DNR would want to offer those for |ease to soneone
el se who mght see sonething different there, given the state
makes noney from | ease sal es.

CO CHAI R SADDLER inquired whether there is a nechanism for the
state to offer area 1inside a wunit that 1is a putative
participating area to | ease to sonebody el se.

MR. MARKS replied the |eases are surface acreage so he cannot
see how that woul d work

CO- CHAI R SADDLER understood M. WMarks to have said it would be

appropriate to release the non-producing area so it could be
| eased to sonebody el se.
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MR. MARKS responded correct, if the area was not being used. In
further response, he said the state will not be able to rel ease
it around the land area so he cannot see how it could be done
wthin a unit because the sane | and woul d be invol ved.

9:11: 33 PM

REPRESENTATI VE SEATON returned to slide 13 of M. Mrk's 3/4/13
presentation to the Senate Finance Commttee and addressed the
point made by M. Marks that at the price of $70 per barrel the
royalty would eat up all the profit. He inquired whether
producers were |osing noney during the years prior to 2005 when
prices were bel ow $65 a barrel

MR. MARKS answered the high operating and capital cost that he
used [for the slide] was on the order of $50 a barrel and he
doubts that back in those years anyone would have pursued
production at those costs. In further response, he said that,
today, $50 is the end spectrum with what might be possible with
viscous oil and other oil that is in renpote areas. A producer
would not want to develop that oil if the price was $70, but
woul d need to be aware of what happens if it is.

9:13: 07 PM
[CSSB 21(FIN) am(efd fld) was held over.]
9:13: 22 PM
ADJ QURNIVENT

There being no further business before the conmttee, the House
Resources Standing Commttee neeting was adjourned at 9:13 p. m
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