SENATE FI NANCE COW TTEE
March 12, 2013
1:51 p. m

1:51: 03 PM

CALL TO ORDER

Co-Chair Meyer called the Senate Finance Commttee neeting
to order at 1:51 p.m

VEMBERS PRESENT

Senat or Kevin Meyer, Co-Chair
Senat or Pete Kelly, Co-Chair
Senat or Kevin Meyer, Co-Chair
Senat or Anna Faircl ough, Vice-Chair
Senator Cick Bishop

Senat or M ke Dunl eavy

Senat or Donny d son

VEMBERS ABSENT

None

ALSO PRESENT

Janak Mayer, Manager, Upstream PFC Energy; Joe Bal ash,

Deputy Conmi ssi oner, Departnment of  Natural Resour ces;
M chael Pawl owski,  Advi sor, Petrol eum Fi scal Syst ens,
Department of Revenue; Senator Cathy G essel; Senator Bert
St edman; Senator Bill W el echowski ;

SUMVARY

SB 21 O L AND GAS PRODUCTI ON TAX

SB 21 was HEARD and HELD in conmittee for further
consi derati on.

#sb21
SENATE BILL NO. 21

"An Act relating to appropriations from taxes paid
under the Alaska Net Inconme Tax Act; relating to the
oil and gas production tax rate; relating to gas used
in the state; relating to nonthly installnment paynents



of the oil and gas production tax; relating to oil and
gas production tax credits for certain |osses and
expenditures; relating to oil and gas production tax
credit certificates; relating to nontransferable tax
credits based on production; relating to the oil and
gas tax credit fund; relating to annual statenents by
producers and explorers; relating to the determ nation
of annual oil and gas production tax values including
adj ustnents based on a percentage of gross value at
the point of production from certain |eases or
properties; maki ng conform ng amendnent s; and
providing for an effective date."

1: 52: 29 PM

JANAK MAYER, MANAGER, UPSTREAM PFC ENERGY, sunmarized that
t he cruci al provi si ons of CSSB  21(FIN) af fecting
government take and economics were a 30 percent base rate
with the $5 per barrel allowance, a 20 percent G 0SS
Revenue Exclusion (GRE) for 10 years on new production in
new and | egacy fields and a nonetizable net operating |oss
credit. The system was revenue "neutral"™ wth a governnent
take of 62.5 percent across a broad range of oil prices. He
declared that the CS was a "substantial inprovenent over
ACES (Alaska Clear and Equitable Share)" in ternms of
conpetitiveness with "peer" oil and gas producers.

M. Myer began a PowerPoint presentation titled: "Senate
Finance Conmittee CSSB 21 Analysis" (3/12/13) (copy on
file), and spoke to Slide 2 titled "Base Production." He
pointed to the graph on the upper left corner of the slide
and explained that the 30 percent base rate conbined wth
the $5 dollar per  barrel all omance was a "capped
progressive element” of the tax system The el enent "al nost
perfectly conpensated the regressive nature of the royalty"”
system and resulted in a neutral system of governnent take
ranging from prices of $65/bbl. (per barrel) up to
$160/ bbl . barrel. The neutrality corresponded to the val ue
of production split between the state, producers and the
federal government as illustrated in the graph on the top
right of the slide.

M. Mayer turned to Slide 3 titled: " 18/ bbl . New
Devel opnent with GRE, Standalone.” He related that the
system had a neutral governnent take of approxinmately 60
percent at prices over $80/bbl.
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M. Mayer addressed Slide 4 titled: " 25/ bbl . New
Devel opnent with GRE, Standalone.” He noted the simlar
| evel of governnent take as illustrated in the graphs. He
qualified that the "conbination of higher costs for new
devel opment and the regressive nature" of the tax resulted
in a 62 percent government take at $80/bbl. lowering to 61
percent at $100/bbl. of oil.

M . Mayer discussed Slide 5 titled: " 18/ bbl . New
Devel opnent with GRE, Increnmental to Incunbent.” The slide
| ooked at the after tax effect economcs for an existing
producer. He explained that the data exam ned the finished
econoni cs of base production cash flow of a |arge producer
| ayered on the new field devel opnent and subtracted one
from the other to determne the after tax effect for an
exi sting producer. The results were slightly higher
governnent take of 62.5 percent across a w de range of oil
prices, which included the GRE (gross revenue exclusion)
for new production.

M. Mayer addressed Slide 6 titled: " 25/ bbl . New
Devel opnent with GRE, Increnental to I|ncunbent” and noted
the very simlar results as the previous slide. He thought
that overall the bill realized the conmmttee's desire of a
revenue neutral system at a conpetitive level of 62.5
percent government take for existing production and 60
percent for new production. He continued with a gl obal
conparison of the tax structure.

M. Mwyer spoke to Slide 7 titled: "Governnment Take
Conpetitiveness-$80/bbl." The graph conpared the proposed
tax system to other world tax reginmes at $80/bbl. of oil.
He pointed out that wunder ACES, Alaska was the second
highest tax regine in the Oganization for [Economc
Cooper ati on and Devel opnent ( CECD) . The comittee
substitute (CS) ranked the state toward the center of the
CECD countri es.

M. Mwyer noved to Slide 9 titled: "Governnment Take
Conpetitiveness -$120/bbl." He observed that at $120/bbl.
under ACES for new devel opnent, Al aska was the highest in
the OECD. The CS kept Alaska in "the heart of the pack" at
exi sting production and was even nore conpetitive for new
producti on.

Co-Chair Meyer asked for an explanation of Slide 8:
"Gover nment Take Conpetitiveness - $100/ bbl . "
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1:59: 24 PM

Co-Chair Meyer felt that some of the regines characterized
with blue lines were countries that Alaska was not
conpeting with but that the countries denoted in yellow
were simlar. He observed that the ACES system was at the
top of the Ilist at $100/bbl. of oil. The CS placed
governnent take in the mddle at 63 percent for existing
production and for new developnent Alaska was very
conpetitive. He pointed out that under the CS; an existing
producer in Al aska was nore conpetitive than North Dakot a.

Co-Chair Meyer stated that it appeared that the conmttee
had met its goal of being conpetitive in global markets,
especially for new oil. He inquired whether his deductions
were correct. M. Myer replied in the affirmative and
turned to Slide 11: "Governnent Take Conpetitiveness" to
illustrate his point. He offered that the graph summarized
the conpetitiveness from a |imted peer perspective of
gl obal producers. The slide depicted the peer tax regines
across a range of prices for conparison. The red bar
portrayed $80/bbl., the yellow bar portrayed $100/bbl., the
bl ue bar portrayed $120/bbl., and the green bar portrayed
$140/bbl. He related that the set of bars that signified
ACES marked by red arrows, depicted a steep slope for new
devel opnent and base production which characterized
progressivity; exclusive to Alaska. He pointed to the two
sets of bars marked by blue arrows. The bars depicted the
CS provisions for base production and new devel opnent and
were |evel, which represented the neutral feature of the
tax system of 62 percent to 60 percent governnent take. The
figures placed Alaska in the conpetitively placed m ddl e of
t he peer group.

Co-Chair Meyer appreciated the analysis and a job well
done.

Co-Chair Meyer noted that the various tax credits were
confusing and inquired whether there was a sinpler way to
offer credits. M. Mayer responded that the credit system
under ACES was conplicated and noted that the CS was
sinpler, which excluded capital credits. Options existed to
streaniine the proposed provisions in the CS. He el aborated
that the net operating loss (NOL) credit was nonetizable
under the new CS under certain conditions. The NCL was only
nmonti zable if the producer had <capital spending the
followi ng year sufficient to nonetize the full value or the
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bal ance was carried forward. He believed nonetizing the NOL
credit was sensible as long as the state's liability was
"manageabl e." The system was designed for fairness to both
an existing producer and a new producer. The tax liability
should be "as simlar as possible” to both. He stated that
the nonetizable NOL tax credit achieved fairness. An
exi sting producer bore the full 30 percent of the tax
l[iability but a new producer would not have a production
tax liability. The nonetizable NOL credits created equity
anongst the tax liability. The existing producer’'s spending
could take its tax liability below zero and for the portion
of the negative liability can obtain a refundable credit.
He pointed out that if NOL credits were nonetizabl e wthout
the restrictions the systemcould be further sinplified.

M. Myer remarked that the exploration credit was due to
expire in 2016, but was extended to 2022 in the CS. He
nmentioned two issues with the exploration credit. The
| evel s of governnent support for spending were very high

The exploration credit could be added to a tax liability or
the NOL credit bringing the |evel of governnment support to
over 70 percent. An existing producer wunder ACES can
achi eve over 100 percent support for exploration spending.
He reported that the CS limted the anount of governnent
support to 30 or 40 percent for exploration and elimnated
"stacking credits.” He qualified that an existing producer
can still stack deductions against an existing tax
ltability with the exploration credit and still achieve 70
percent government support. He suggested addressing the
exploration credit to level the playing field with new
producers. He understood that nost producers use the NOL
credit for exploration. He recommended elimnation of the
exploration credit. He detailed that if the CS base credit
was 30 percent and a fully nonetizable NOL was 30 percent
the sane |evel of governnent support as the exploration
credit would be available. He offered that the state did
not need a separate |level of credits. The sane result was
avai lable through the NOL credit "with |ess conplexity."
The scenario also achieved equity between the snmall and
| arge producer. Governnment support was set at 30 percent
regardl ess of an existing tax liability.

2:12: 31 PM

He discerned that the scenario also created a "conpletely
|l evel playing field between small producers and |arge
producers.” He questioned the need for a small producer
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credit under the circunmstances. A nuch sinpler tax system
could be achieved under the scenarios of reducing the
nunber of credits and leveling the playing field.

Senator O son asked what the potential inpacts were wth
NCL credits coupled with the GRE and new production. He
i nquired whether the state was creating a future financial
problem with credits. M. Myer responded that the biggest
liability to the state was with the capital credit. The
capital credit could be stacked with the NOL available to
both incunmbent or new producer rather than only to new
producers. Renobving the <capital <credit elimnated the

| ar gest portion  of the liability. He opined that
maintaining a fully refundable NOL <credit created a
liability for the state but was " nmanageabl e" and

"justified" in attenpting to balance the tax system between
new and i ncunbent producers.

Senator Bishop queried whether it was possible for Al aska
to becone too conpetitive by "starting a race to the
bottom"™ M. Mayer responded that the Lower 48 states were
not a "perfect" conparison but that a strong counterforce
was the dependency on oil and gas production for revenue.
He judged that in general, "very few countries wanted to
aggressively pursue a race to the bottom because the costs
were too great."

Co- Chair Meyer inquired whether elimnating the exploration
and small producer tax credits would help the state's
position regarding governnment take. M. Mayer responded
that his coments were related to achieving the greatest
possible sinplicity and balance between new and existing
producers within the tax structure. He acknow edged that
the result had a fiscal inpact to the state. The state
woul d realize a "relative net positive" through elimnation
of the small producer credit. The financial benefits to the
state were nminimal through elinmnation of the exploration
credit because of the NOL credit, but would substantially
sinplify and bal ance the tax system

2:19:43 PM
AT EASE

2:21: 18 PM
RECONVENED
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Co-Chair Meyer noted sone committee concern regarding the
GRE and how it dealt with new oil in legacy fields.
Vice-Chair Fairclough offered that the discussion had been
whet her the GRE should have a time limt or not. She
rel ayed that there were arguments on both sides of the
i ssue.

JOE BALASH, DEPUTY COW SSI ONER, DEPARTMENT OF NATURAL
RESOURCES, explained that the admnistration had intended

to apply the GRE to new oil reserves brought into
production. He reported that Alaska had a "trenendous
resource base" and that estimates required drilling to

confirm reserve quantities and nove the oil resource into
the known "reserve" category. The goal was to incite new
reserves devel opnent. The Departnment of Natural Resources
(DNR) identified new units and "new participating areas"”
within legacy fields. He stated that the challenge and
priority was identifying new oil within the |egacy fields.
He detailed that DNR s system of managing units included

"participating areas." "A participating area was a
reservoir within a unit that contributed to production.™
Ol wells within a unit mght not be drilling all of the
oil in individual reservoirs that conprise the unit. The

departnment identified new participating areas within the
|l egacy fields as new oil and extended the GRE to oil from
new participating areas. He furthered that the Senate
Resources Conmittee applied the GRE to oil in previously
identified participating areas that was now recoverable
through new technology. The Senate Resources committee

qualified oil recovered from the expanded participating
area for the CGRE. He understood that the finance CS went
even further and ext ended sections of exi sting

participating areas that contained a geographic or other
i npedi nent to production. The section would becone eligible
for the GRE if it had not been producing but now woul d be
and was approved by DNR. The intent was to target new oi
reserves from previously unrecoverable oil in dormnt
sections  of existing  participating areas wth new
technology by extending the participating areas and
appl ying the GRE

2:29: 14 PM

Senat or Dunl eavy recalled that according to public
testinmony there were | arge anmounts of "known" oil that was
being "sat on." He inquired whether this assertion was true
and whether the nore accessible known oil could be taxed
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under the lower rate proposed in the CS. M. Balash replied

that DNR was unaware of any |large pockets of oil that
remai ned undevel oped that were profitable to devel op;
however, the departnment was aware of snall pocket s

("bubbles") of oil wthin legacy fields and participating
areas that could be developed wth new sophisticated
technol ogy. He added that viscous and heavy oil deposits
were |arge, but were not econom c enough to be devel oped.

Senator Bishop continued that he had witten the conments
down that Senator Dunleavy was referring to and offered
that the testifier cited a 600 mllion barrel field within
BP's properties. He inquired how many barrels a "smal
bubbl e" quantified. M. Balash replied that a small bubble
anounted to approxi mately 300, 000 barrels.

Senator O son reiterated his inquiry regarding what the
potential inmpact on state revenue was from the NOL credits
and the CGRE on shale oil exploration and production by
Great Bear. M. Balash replied that DOR pondered the sane
guestion when it was considering how to address the
production tax system He stated that the departnent wanted
to avoid a situation where a conpany was profitable and
state revenues were "in the red.” Tax incentives
potentially turned into subsidies that cost the state. He
mai ntai ned that the underlying principle of the GRE was to
create incentives for new oil production. The state would
accept |less now for new production in the future that would
create value to the state. The way the NOL was structured a
producer could not continue to produce and |ose noney. He
added that G eat Bear drilled for core sanples but did not
conduct a flow test. Wthout a flow test it was difficult
to determne the economcs of shale production. The
departnent believed shale production was not predicted in
the near future and was not factored into DNR s production
forecast.

M. Balash segued into a response to Co-Chair Myer's
guestion regarding an unlimted GRE shifting |egacy or
currently producing oil to new oil. He explained that
| egacy fields were capable of producing oil for multiple
decades dependi ng on production costs and the price of oil.
Exi sting production would renmain under base production and
was not eligible for the GRE. Over tine nore and nore
barrels woul d beconme GRE eligible barrels in the production
nodel. He stressed that GRE barrels would not displace
| egacy barrels until existing oil production ceased.
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Vi ce- Chair Faircl ough communicated that the explanation was
precisely the question. Considering the next generation of
Al askans, nost of the oil would be taxed under the GRE. She
inquired whether the state should continue the GRE beyond
an initial recovery period for industry. M. Balash replied
that the issue regarding the timng of the GRE was rel ated
to the level of the GRE. He stated that the adm nistration
set the CGRE at 20 percent wthout a tine limt. The
resources version set the GRE at 30 percent. At that anount
of reduction to the gross value a tine |imt seened
justifiable. The adm nistration was "confortable”™ with no
time limt on a 20 percent GRE. The departnent did agree
with the finance CS provision which established a tine
[imt for the GRE on a well by well basis. The departnent
could provide the conmttee wth production rates and
recovery factors for wells over a ten year period.

2:39: 52 PM

Vice-Chair Fairclough recalled a scenario from previous
testimony where the state created a threshold limt under a
previ ous t ax regi me t hat resul ted in uni nt ended
consequences for the state. She asked for clarification.
M. Balash replied that the issue arose when ELF (Econonic
Limt Factor) was in effect. He delineated that ELF was a
mul tiplier against a 15 percent gross tax rate and used

productivity and field size in order to determne
profitability. The system offered "marginal"™ incentives to
produce a specific nunber of barrels in a well in order to

optim ze the ELF factor. He offered that the Kuparik oil
field was developed under the system and produced nore
wel l's than necessary to "efficiently" recover the oil. The
producers were "efficiently” recovering the oil in a manner
that favored their tax liability.

M CHAEL PAW.OWSKI,  ADVI SOR, PETROCLEUM FI SCAL  SYSTEMS,
DEPARTMENT OF REVENUE, stated that the departnent was
wor ki ng on sone cash-flow conparisons in order to exam ne
the inpact of the GRE versus nonetizable credits and the
effect on state revenues over tine. He addressed Senator
A son's question regarding the "up front" nonetization of
| oss carry forwards versus carry forwards only applied to a
tax liability. He voiced that the practical inpact to the
state would be lost revenue either wupfront revenue or
future revenue. The issue was timng; when the state could
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afford the | ost revenue. He renminded the conmittee that in
all versions of SB 21 the carry forward' s value was
increased and conpounded, which reduced taxes 1in the
future. The bal ance was between upfront paynents and nore
tax revenue in the future conpared to the GRE

Vi ce-Chair Fairclough recalled testinony from industry that
the major producers had stated that the GRE did not have
any inpact on their production. She asked for clarification
fromindustry.

Co-Chair Meyer renenbered that the industry favored
"targeted capital credits" over the GRE. He remarked that
capital credits did not favor the state's economcs. He
anticipated that the GRE would provide industry the sane
benefit; just not "upfront.” The credit was only avail able
i f industry produced oil.

SB 21 was HEARD and HELD in commttee for further
consi derati on.

#
ADJ OURNVENT

2:48: 36 PM

The neeting was adjourned at 2:48 p. m
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