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Alaska Net Income Tax Act; relating to the oil and gas
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effective date.”
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ACTI ON NARRATI VE

3:31:21 PM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Committee neeting to order at 3:31 p.m Present at the call to
order were Senators Fairclough, French, Mcciche and Chair
G essel .

SB 21-O L AND GAS PRODUCTI ON TAX

3:32:11 PM
CHAI R G ESSEL announced SB 21 to be up for consideration.

3:32: 38 PM
SENATOR BI SHOP j oi ned the comm ttee.

BRYAN BUTCHER, Comnmi ssioner, Departnment of Revenue (DOR),
Juneau, Al aska, introduced hinself.

3:33: 07 PM
DAN SULLI VAN, Conm ssioner, Departnment of Natural Resources
(DNR), Juneau, Al aska, introduced hinself.

COWM SSI ONER SULLI VAN began the first part of the presentation
saying that throughput decline is the nobst urgent issue facing
the economc future of Alaska and his goal today was to provide
a little bit of background on the Trans Al aska Pipeline System
(TAPS) throughput and describe the challenge in the broader
context of what is going on in the country and globally wth
energy devel opments and underscore the fact that the decline is
not inevitable. There are nmany exanples where the state can | ook
at how other basins have turned around serious production
declines and Al aska can do that, too!

3:35:04 PM
He said TAPS is a critical state and national energy asset and
having the federal government as a partner is critical 1in

turning the decline around, but he hadn't seen nuch interest
from them TAPS used to represent 25 percent of US donestic
production and he said the admnistration sees the decline as
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the "ultimte giveaway." Bloonberg reported about a nonth ago
that it [ost 40,000 barrels a day from Decenber 2011 to Decenber
2012; at $100/barrel that is about $1.5 billion that is not
circulating through either state coffers or the Al aska econony.
That revenue is gone and he stated that is the ultimate give-
away to future generations of Al askans.

3:37:46 PM
COWMM SSI ONER SULLI VAN said the North Slope is a mature basin but
the state as well as the United States Geol ogical Survey (USGS)

believe that it still has enornous opportunity, but there is
some urgency he said recalling a TAPS shutdown that happened two
years ago in 40 below zero weather. If you talk to Admral

Barrett or the folks at Alyeska, getting it back up and running
was not a sure thing. The |ower output TAPS has each year, the
nore risk there is of it shutting down. Conpanies wll be
required to spend nore on maintaining existing infrastructure
and that also has an inpact with regard to how new explorers
view the state and on the revenues the state will be getting.
The Dbest way to address these challenges is to turn the
t hr oughput ar ound.

3:39: 58 PM

COWM SSI ONER SULLI VAN said nany positive things are going on
that are providing Alaska the wherewithal to address this
chal l enge. A huge resource basin still exists on the North Sl ope
and its next phase of devel opnent includes huge fields, smaller
conventional fields, unconventional oil and the fact that nuch
of its area is still relatively unexplored, enough to sustain
Al askans for decades.

3:41: 08 PM
SENATOR DYSON j oi ned the conmm ttee.

3:41: 32 PM

COWM SSI ONER SULLI VAN said the other positive devel opnent that
has happened in the last couple of years is the very significant
renai ssance of energy production in the US and the Organization
for Econom c Co-operation and Devel opnent (OECD) countries; the
I nternational Energy Agency (IEA) has predicted the US wll
become the world' s largest global oil and gas producer by 2020,
overtaking Saudi Arabia and Russia. This nonunental shift has
all kinds of positive inplications. The Financial Tinmes reported
an estimated $600 billion was spent in 2012 in the US and CECD
and that was projected to increase to $650 billion in 2013;
unfortunately he estimated that only about half of 1 percent of
that $600 billion went to Alaska in 2012. He said it was
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inmportant for this conmittee to realize that the US energy
renai ssance is happening and that Al aska should be leading it
not dragging it down. The industry investnent is out there for
Al aska to get.

3:44:. 52 PM

COWM SSI ONER SULLI VAN sai d nost other basins had or were in the
process of turning around their production declines; that Al aska
clearly has better geol ogy conpanies agree, but it still is not
getting any of that investnment. One Internet article said the UK
was turning its North Sea production around with tax reform and
reductions and that area is mature and in nany other ways
anal ogous to Al aska.

3:46:26 PM

COWM SSI ONER  SULLI VAN said Apache had also turned around a
declining field by wusing technology here in Al aska. So,
facilitating the next phases of North Sl ope developnment in terns
of unconventionals or smaller pools of conventionals is not just
about tax reform He said the DNR went to Houston |ast week and
set up a booth neeting with dozens of conpanies that talked
about Al aska and its resource basin, but a continuing thenme from
t hose conpani es was that while they recogni zed the resource base
they also recognized the costs around devel oping them one was
Al aska's high production taxes particularly at high prices.

3:48: 52 PM
SENATOR FRENCH ask how Al askans would know this bill is working
if it passes. \Wen throughput goes up?

COW SSI ONER  SULLI VAN replied yes; they are focused on the
t hroughput decline nunber, although it wuld not go up
overnight. And they would start to see increased investnent on
the North Sl ope.

3:49: 54 PM

COM SSIONER  BUTCHER said the governor's oil tax reform
princi ples were under a base of getting Al aska nore conpetitive.
If you look at the investnent and job increases going on in
other jurisdictions you see that Al aska is |agging. Al aska has
the highest oil taxes in North America in the current high price
environnent; in fact it is second to Norway anong OECD states
and countries and they don't have to go nuch higher to pass
Norway. Taxes are not the only thing that conpanies base their
decisions on, but it's a big piece. Conbining that wth how
expensive it is to do business on the North Slope, it is not
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surprising that Alaska is not seeing what is going on in al nost
every other oil producing jurisdiction.

He outlined the governor's four tax reformprinciples. It nust:

-be fair to Al askans.

-encourage new production in new and | egacy fields

-be sinple so that it restores bal ance to the system
The state takes a disproportionately |arge chunk of
revenue at high ends and at |low ends we take a very
mnimal piece of it. In a way at |low prices you would
hope to have a higher percentage comng in and we have
very little; at high prices when potentially we have
enough coming in that we don't need to take a huge
piece and we are taking a |large piece. W have one of
anong the nost conplex tax systenms in the world;
conpani es struggle with understanding it.

-be durable for the long-term

3:53: 53 PM

COWM SSI ONER BUTCHER explained that conpanies view our tax
system as being very conplicated to explain to board nenbers
maki ng the return on investnment equation hard to calculate. It
has to do with how progressivity works at any particular dollar
anount, how the tax credit system works and with how it 1is
calculated on a nonthly basis rather than annually.

The tax reform nmust be durable for the long-term Alaska' s oil
tax structure has changed too many tines over the |last few years
and if you think of being a conpany and |ooking at sone areas
around the world that don't change very often, they know what
they are going to get 10 years out. They | ook at Al aska and see
it changing every couple of years and in the years it's not
change is seriously being tal ked about.

3:55:10 PM

He said that the DNR and DOR had been working closer than
previously and had brought on a new consultant, Econ One
Research with Barry Pulliam who has worked for t he
adm nistration and the | egislature before.

3:55:47 PM

CHAI R G ESSEL asked what he neant by tax reform "being fair to
Al askans." |s there a particular way to divvy that up, 60/40?
3:56:12 PM

COWM SSI ONER BUTCHER replied that is one issue that nakes this
topic so difficult. They started out |ooking at Jay Hammond's
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one-third/one-third/one-third concept, but of course, it doesn't
work out that way; the state governnment takes nuch |arger than a
third share and the federal governnment takes less. Utimtely,
Al askans can define what makes a lot of sense to the state, but
if it's not getting any new devel opnment or new production, it
needs to take a fresh view

COWM SSI ONER  SULLI VAN comented that he thinks that fairness
al so goes to future generations of Al askans and that the decline
status quo approach is unfair now as well as into the future.

3:58:22 PM
COWM SSI ONER BUTCHER said the tax reform team revi ewed previous
work by the legislature and the adm nistration, work done during
the past two years, work done during ACES, PPT, ELF and
identified problenms with the current tax systemas foll ows:
-declining production of 6 percent per year
-conpetitive environnment
-progressivity
It's difficult piece to conpare to other areas that
don't have it or have it in a very sinple way such as
North Dakota that has 8.5 percent up to $50/ barrel and
11 percent after that, which 1is very weasy to
calculate. Their tax departnment has one person doing
its oil taxes as opposed to Al aska's Arny.
-tax credits
(Which ones are working and which ones need tweaking
to be alittle nore effective)

SENATOR FAI RCLOUGH asked for a better explanation of North
Dakota progressivity.

COWM SSI ONER BUTCHER expl ai ned that they use a gross tax, which
is much sinpler (although he wasn't suggesting going to that)
and it's two-tiered; up to $50 is taxed at a flat percent and
over $50 is taxed at a higher percentage. It doesn't go back and

pick up the entire barrel like Al aska does. It is progressive in
that they take a little bit higher percentage when the price of
oil is higher, but it doesn't lead to the high marginal tax

rates of 80 to 90 percent that Alaska's progressivity has for
its governnent take.

SENATOR FAlI RCLOUGH said she wanted it to be clear that it isn't
really progressivity as the state of Alaska has defined it.
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COWM SSI ONER BUTCHER agreed and said he wasn't aware of any
jurisdiction that had progressivity |ike Alaska's. Very few have
it and the ones that do tend to do it bracketed.

SENATOR DYSON asked if he was inferring they should go to a
gross tax as opposed to a net profit tax on new oil.

COWM SSI ONER BUTCHER answered no, just the opposite. The benefit
of net is that it takes into consideration a higher cost
devel opnment conpared to gross. But it is nuch nore difficult to
adm ni ster.

4:02: 33 PM

SENATOR DYSON said they had heard testinony that our net profits
tax renoves the incentive for the producers to reduce their cost
of drilling allowng a way to hide sonme of their resources from
taxes and he hoped the conm ssioner would help them rethink
t hat .

COW SSI ONER BUTCHER said they would in future discussion about
taxes and credits.

SENATOR DYSON asked if he was suggesting that credits reduce the
i npedi nents to nore efficient production.

COWM SSI ONER BUTCHER answered yes; tax credits can be used to
spend down one's tax liability under progressivity and all the
credits in this bill were weighed separately on how effective
t hey have been.

SENATOR DYSON said he would cone back to that question at
anot her tine.

4:04: 09 PM

COW SSI ONER BUTCHER said there was a coordinated effort to
understand the inpacts of production decline on not just
revenues but on TAPS. Slide 15 conpared the Ilargest oil
producing jurisdictions in North Anerica of North Dakota, Texas,
Al aska and Alberta after the 2003/04/05 price spike. They all
started with very slow but steady production over nany decades
until the price of oil spiked. Then oil shale played a huge
factor in North Dakota passing Alaska as a producer. New
technol ogy allowed this to happen, but the price of oil had to
be at $70 in order for that technology to becone economc. So at
$40 or $50 a barrel it wouldn't have happened. Al berta was faced
with the sanme situation
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Most interesting, however, was the conparison between Texas and
Al aska, because Texas had been producing oil a lot |onger than
Alaska. In the md-70s they were in a decline when Al aska shot
up with Prudhoe Bay. After Prudhoe Bay peaked in the md-80s
Texas and Al aska had the sane decline curve until the price of
oil spiked up. Then Texas turned around and Al aska stayed the
sane.

COWMWM SSI ONER BUTCHER said everyone knows that shale oil is
occurring in Texas just like it is in North Dakota, but the
interesting things about Texas was told to him by the Texas
Rai | road Commi ssion - that the Texas turn-around was done al npst
entirely on conventional oil and only the last tw years was
fromshal e oil

4:08:19 PM
SENATOR M CCICHE asked if it was all conventional in 2006 and
2007 when Al aska and Texas started separating on the graph.

COW SSI ONER BUTCHER replied yes; for Texas it was a conbination
of going into new fields and going back to old fields that were
nore economcal to produce at $100/barrel than they were when
t hey had stopped producing at $30/barrel.

4:09: 00 PM
Slide 16 conpared Al aska to other opportunities using detailed
nodel s and analyzing a variety of netrics. It showed Al aska

being nore conpetitive at lower oil prices, but |ess conpetitive
at higher prices. Unfortunately, conpanies |ose noney when the
price goes low and it's at the high prices where they hope to
recoup that loss. But in Alaska that is where the state takes a
| ot hi gher piece.

4:11: 01 PM
SENATOR FAI RCLOUGH asked why he pulled a slide of Wst Coast ANS
prices fromthe TTP Conm ttee presentation.

M KE  PAW.ONSKI , Advi sor, Petroleum and Fiscal Syst ens,
Departnent of Revenue (DOR), Juneau, Al aska, explained that that
slide evolves continually as the admnistration's consultant
runs the nunbers, which he does on a regul ar basis.

SENATOR FAIRCLOUGH again asked why they were not show ng
$70/ barrel that had sone negative nunbers.
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MR. PAW.OASKI replied that there was no specific reason, but it
does go negative in certain circunstances for different
jurisdictions.

4:12: 22 PM

COWM SSI ONER BUTCHER said progressivity is conplicated and
unpredi ctable both for the state and investors. Having to factor
in the rate dollar by dollar makes forecasting where the price
of oil is going and how it wll affect a particular devel opnent
nore conplicated. Having to calculate it nonthly also nakes it
nmore difficult; and at high marginal tax rates, the governnent
can take 80 percent plus on each increasing dollar.

4:14: 01 PM

Slide 18 showed a graph on how production tax credits were
applied against production tax liability as refunded tax credit
certificates. The conm ssioner said they started with a five-
year | ook back, but there was very little information on how tax
credits were working and there wasn't a break down on what the
spending was on even by the tinme he cane into office tw years
ago. He explained that the DNR and the DOR had spent the
previous years trying to inplement and adm nister over 70 new
regul ations for ACES, which took the vast majority of their
time. As a result they didn't have as good of a picture of what
tax credits were doing on the North Slope as they would have
liked. But 2013 will be the first year in which conpanies wll
provide a nmuch nore detailed breakdown and they expect at the
cl ose of cal endar year 2013 to have a nmuch nore detailed view of
what is going on up there.

4:15: 55 PM
SENATOR DYSON asked if the Y axis represented billions.

COWM SSI ONER BUTCHER answered that it represented mllions. He
said the state had paid out a little under $6 billion in tax
credits so far and an estimated $800 mllion plus would be paid
out in FYl4. The state paid out alnmost $1 billion in credits to
conpani es that have no production yet - and at high oil prices
with a lot of revenue comng in, that nunber doesn't junp out as
much as it does when there are low oil prices and |ess revenue
coming in. If the price of oil drops into the $70s, $80s or $90s
the state budget would be billions of dollars in deficit, he
said and the state would still be on the hook for the credits

The current tax systemreally gets into difficulties if we were
able to get the kind of investment we want, like $20 billion
over two or three years because we would also see the $8 to $12
billion going out in tax credits to pay for that investnment. W
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may not even have the reserves to get us to the point of that
potential production, because we were too good at getting
conpanies to cone here. And that is a pretty upside down tax
structure.

4:18: 51 PM
COWM SSI ONER  SULLI VAN added that situation would happen
particularly at low oil prices.

COWM SSI ONER BUTCHER said the reason it was set up that way was
because one conpany used to be able to sell its tax credits to
anot her conpany, but it was discovered they would have to be
sold at a discount. That was changed so that now conpani es can
come to the state for a check

SENATOR M CCICHE said he would like to know if the state is
paying out nore than it is bringing in and which were the right
credits.

COWM SSI ONER BUTCHER said they would get that information for
him but basically, the conpanies that are producing in Al aska
are paying for all the tax credits. As the departnent analyzed
what the state was getting for the $5.85 billion, they didn't
see a direct connection over these years to any production in
the future. That isn't to say there isn't a connection, but the
DOR couldn't see that with the information it has.

4:21:26 PM
COWM SSI ONER SULLI VAN said one of the reform proposals is to
significantly tighten wup the nexus between credits and
pr oducti on.

SENATOR FAI RCLOUGH asked if they were establishing criterion in
regulations for <credentials of people applying to becone
wi |l dcatters or explorers on the North Slope - or could
Faircl ough and Conpany cone in and receive mllions of dollars
worth of credit to try and dig a hole and then go back hone.

COW SSI ONER BUTCHER answered if your conpany does the work and
subnmits the information, you would qualify for the tax credit.

SENATOR FAI RCLOUGH said that was her point; Fairclough has no
experience in oil exploration and she was asking iif the
departnent had considered criteria so they know a conpany
actually has exploration ability and experience for getting
those credits.
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COWM SSI ONER BUTCHER said they hadn't spent any tine talking
about it, but they could.

SENATOR FAI RCLOUGH asked if she would have any skin in the gane
if she was able to do that.

COWM SSI ONER BUTCHER answered yes. The state would not be paying
for 100 percent of what she was doing, but it would be a fairly
hi gh percent age depending on the credits she qualified for.

SENATOR FAI RCLOUGH asked an outside nunber for how nuch skin she
would have in the gane in order to qualify for Alaska' s tax
credits.

4:24:25 PM
COW SSI ONER BUTCHER replied that the departnment has generally
considered that state participation is 40 to 60 percent.

He said there was growing concern that their revenue nodeling
didn't link throughput with tariff rates or capture any CAPEX or
OPEX for |ow throughput mtigation neasures and how those costs
may affect the state of Alaska's bottom line. Low flow
mtigation CAPEX and OPEX could increase tariffs by as nuch as
$1/barrel by 2019 and as nuch as $2.50/barrel by 2022. If you
assune the price of production and the tariff that was provided
in the fall 2012 Revenue Sources Book, a $1 increase in TAPS
tariff would decrease state oil and gas revenue by an average of
about $110 million a year.

4:26:46 PM
COMM SSI ONER SULLI VAN said it's hard to attract new i nvestnent
with those kinds of TAPS tariff issues.

4:27: 33 PM

COWMM SSI ONER BUTCHER sai d the proposal has the foll ow ng pieces:
-elimnates progressivity and qualified capital expenditures
(QCE) credits of 20 percent. Exploration tax credits would be
kept the sane

-reforms remaining credits to be carried forward to when there
is production (up to 10 years) to subtract it from elimnating
checks going out fromthe State Treasury

-establish a G oss Revenue Exclusion (GRE) for newer units and
new Participating Agreenents (PAs) in existing units

-hol ds Cook Inlet and Mddle Earth harnl ess

4:29:24 PM

SENATE RES COW TTEE -12- February 11, 2013



SENATOR DYSON asked what "gross revenue excl usion"” neans and how
it applies.

COM SSIONER BUTCHER replied in this case it would nean a
certain anmount of barrels. If you were to start production from
a new field - 100,000 barrels a day for instance - 20 percent of
those would be excluded from the tax equation. So, 80,000
barrels would be taxed. It acconplishes what they were already
wor ki ng on - making the econom cs of a project better.

SENATOR DYSON asked why he was using gross instead of net on the
revenue si de.

COWM SSI ONER BUTCHER expl ained that equation was done on the
gross and the net would apply to the 80 percent not the entire
100, 000 percent.

4:33:34 PM
SENATOR BI SHOP asked if capital expenditures credits are going
away .

COWM SSI ONER BUTCHER replied yes, as of January 1, 2014.

SENATOR BISHOP said he was concerned that sone new drilling
technology that mght advance and further enhance production
fromthe existing fields wouldn't qualify and he wanted that to
be a deduction. Is that elimnated in the proposal ?

COWM SSI ONER BUTCHER said he had a presentation that dug into
that in detail that he would be happy to show him He said no
changes would be nade to Cook Inlet and Mddle Earth and that
this change would only affect 68 degrees North latitude (the
North Sl ope).

4:35: 05 PM

Slide 21 conpared the current tax rate with the proposal in SB
21. The 25 percent base rate would stay the sanme. Under the
proposal, progressivity and the QCE tax credits would be
elimnated and the proposal would add the GRE for new oil.

Under current |aw, they expect progressivity in FY14 to anount
to approximately $1.5 billion and the tax credits to amount to
$1 billion. So there is a much nore nodest nunber in the fisca
note as a result of that bal ance.

4:37:52 PM
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SENATOR FRENCH asked if he would consider the bill a failure if
it's adopted and production doesn’t goes up.

COWM SSI ONER BUTCHER replied that he would consider it a failure
if it doesn't lead to new investnment that I|eads to new
production. If it goes from a 6 percent decline rate to
flattening out and not turning around, he would consider that
the first step.

COWM SSI ONER SULLI VAN added the state is looking for levers it
can pull, but it doesn't have all the levers. They might do
everything right, but w shed the federal governnent would be a
little bit nore notivated to help us and help the country put
nmore oil init.

COWM SSI ONER BUTCHER sai d they could see when Econ One testifies
if this bill passes howthe state will becone nore conpetitive.

4:40: 41 PM

SENATOR DYSON said he didn't want to appear negative, but he
really wanted to see what the state's oil and gas people say
will add another 400,000 barrels a day, because he didn't think
that would happen until Shell oil cones in from the Beaufort
Sea. None of the little fields comng on line are going to
produce half of what one well did in the legacy field. He
t hought we woul d be lucky to just flatten the decline curve.

COWM SSI ONER  SULLI VAN said that was a good point and they
realize the 1 nmillion barrels a day goal in 10 years is very
anbitious, but it's inportant to be able to lay out a vision
that people can try to achieve. If they get to only 700,000
barrels a day within 10 years, he wouldn't consider that a
failure. They are concentrating on a diversity of plays; there's
Shell in the OCS and the shale play and that technology could
take off here like it did in North Dakota and Texas. There are
smal l er pools that folks |ike Repsol are focused on. Maybe al |
of themw |l cone together, but maybe only one or two. So, they
have to focus on all of them and nake the tax system attractive
to themall.

4:44. 06 PM

SENATOR M CCICHE said he thought flattening the decline curve
woul d be an absolute victory, but reducing it to 3 percent would
kick the sustainability foot out there quite a ways and give the
state a chance to diversify the rest of the econony. Texas, a
tired 100-year old producing econony, turned itself around and
he wanted to capture sone of those phil osophies.
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COWMM SSI ONER SULLI VAN expl ained that the spike in the price of
oil made things becone economc in Texas, but Alaska has
progressivity which the others don't and conpanies can't get the
same return on investnent they can in Texas or el sewhere.

4:46: 20 PM

SENATOR FRENCH said he had asked why there was a difference in
the spring revenue forecast that had a 2 percent decline for
Prudhoe Bay over the next 10 years whereas the fall Revenue
Sources Book a much steeper decline and he wondered how that
answer was com ng al ong.

COWMM SSI ONER BUTCHER said he had just signed off on that and he
shoul d get it tonorrow

CHAIR G ESSEL thanked them and said they would next get an
overview of SB 21 fromthe Departnment of Revenue (DOR).

4:47: 24 PM
M CHAEL PAW.OABKI, QI & Gas Project WMnager, Departnent of
Revenue, Anchorage, Alaska, stated that he would walk the
committee through SB 21 so that they could understand the
| anguage and | ocations of the provisions in the bill. He said
the principles in SB 21 were:

» Tax reformnust be fair to Al askans

 Encourage new production

 Sinple so that it restores balance to the system

» Durable for the long term

He said when taken together, these guiding principles are
intended to create a conpetitive environment that attracts new
investnment to the state and grows the econony.

4:51: 35 PM
MR. PAW.OWBKI explained that the proposal is built around four
core provisions:

e Elimnating progressivity and credits based on capital
expendi tures

e Reforming remaining credits to be carried forward to when
there is production

* Establishing a "Goss Revenue Exclusion"”™ for newer units
and new participating areas in existing units

* Hol ding Cook Inlet and Mddle Earth Harm ess

4:53:21 PM
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MR. PAW.OWNSKI explained how the bill intends to elimnate
progressivity starting with Section 26 on page 23, line 12,
whi ch repeals three sections of |aw. AS 43.55.011(g), the actua

progressivity; AS 43.55.023(i), the transition investnent
expenditure credits that were done |eading into PPT before ACES
(that are no |long being used and this was an opportunity to take
it off the books) and AS 43.55.160(c), the nonthly production
tax value that relates specifically to the progressivity going
away (because it was repeal ed).

MR.  PAW.ONSKI explained when progressivity is repealed it
effects several different parts of statute. To understand those
he went to the beginning of the bill, page 1, line 12.

4:54:55 PM
SENATOR M CClI CHE asked what is retroactive to January 1, 2013 if
this passes (page 23).

MR. PAW.OABKI said to answer that he would have to wal k through
the different sections; section 3 is the Cook Inlet Mddle Earth
provi sion that was passed |last year in SB 23 establishing a 4
percent gross tax for oil and gas produced from frontier basins
essentially outside of Cook Inlet and not the North Slope for
the first seven years immediately follow ng the comencenent of
commercial production if it happens before January 1, 2012.

MR. PAW.OASKI continued that section 7 on page 9, line 12, was
the inportant one. He explained wunder current law when a
gqualified capital expenditure credit (QCE) is earned on the
North Slope, that 20 percent credit is divided and taken over
two years and is issued in two certificates, 10 percent one year
and 10 percent the next vyear. Qutside of the North Sl ope,
credits are allowed to be taken in one year. So, because the
bill is ending qualified capital expenditure credits for the
North Slope after January 1, 2014, they need to go retroactive
to 2013 and allow the credits to be taken in one certificate,
cut the programoff and end the obligation to the state.

4:57:23 PM

He expl ai ned that several years ago a fund for comunity revenue
sharing was established and revenue from progressivity was
dedicated to it. That revenue was |limted to the anobunt of 20
percent of progressivity, intended to be $60 mllion a year or
up to the anpbunt necessary to bring the balance of the fund to
$180 million, the thought being that if revenue sharing is $60
mllion a year there would be three years of revenue sharing in
the fund and then it could be refreshed. The proposal (section 1
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on page 1, line 12, through page 2, line 7) elimnates the "20
percent of" Ilanguage and rather relies strictly on the $60
mllion and $180 nillion criteria as the goal. But since
progressivity is being elimnated, a different fund source(the
Al aska net income tax which is corporate incone tax paynments to
the state) is designated in AS 43.20.030(c) on pages 2, line 3.
So under this proposal revenue sharing is not |inked to one
elenent of the oil tax system but rather the corporate incone
and earnings of the diversified base of businesses that pay
corporate incone taxes in the state of Al aska.

4:58:52 PM

MR. PAW.OABKI said another adjustnment was required due to the
renmoval of progressivity fromthe bill. He said it is found in
section 2 on page 2, lines 8 through 18. The |anguage deleted is

currently in AS 43.55.011(e), the primary tax section. Line 14
says that the annual production tax value of the oil or gas as
it's calculated in AS 43.55.160(a) is multiplied by 25 percent.
Then  under the current system t hat 25 percent pl us
progressivity is where the production tax is defined. In that
progressivity is repealed, this deletes (2), the "sum of"

| anguage that is no |onger necessary, because going forward the
production tax will be a sinple 25 percent of the net value of
the oil or gas produced fromthe North Sl ope.

4:59: 58 PM
SENATOR DYSON asked how $30 figures into what he just said.

MR  PAWOMSKI replied that the $30 is the trigger that
determ nes the progressivity feature each nmonth that is being
repeal ed. Repealing progressivity neans going back into the
statute and repealing every place that it is referenced in the
nonthly installnment paynents, because now it is 25 percent of
your production tax value (not 25 plus 13 percent one nonth and
25 plus 6 nonth the next), which is all dependent on the price
of oil, the production of the conpany and the costs associated
wi th that production.

5:02: 28 PM

Section 4, starting on page 2, line 25, is the installnent
paynents for Cook Inlet and Mddle Earth that will exist for one
year before the progressivity is repealed to nake the |aw work
inthe way it is referenced. Section 4 will exist for a year and
then section 5 will be the law of the land going forward after

January 1, 2014.
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Section 5 elimnates the "sum of" |anguage again (sane as
section 2). It is what the nonthly installnment paynments wll be
after progressivity is repealed. And that is why it is
consi dered a conform ng section.

5:03:51 PM
CHAI R G ESSEL noted that there are still nonthly paynents.

MR. PAWOMSKI said that was true; there are still nonthly
paynents in an annual true up. What is different in the proposal
is that the tax rate won't vary on a nonthly basis.

SENATOR DYSON asked how "gross value at the point of production”
on page 7, line 3, was used.

MR. PAWLOWSKI replied that a specific calculation determ nes the
gross value at point of production.

SENATOR DYSON asked if production costs were deleted from that
figure.

MVR. PAW.ONEKI replied it's the market price mnus the
transportation costs.

SENATOR DYSON said he would be interested in know ng why they
are doing that.

5:05: 14 PM
MR. PAW.OABKI said section 6, on page 8, line 25, through page
9, line 10, was another conform ng section because progressivity

goes away. He explained that several different tax treatnents
for specific types of oil and gas had been added into |aw over
the years and after progressivity is repealed, section 22, on
page 21, line 10, is the cleaner and clearer categorization of
all of those tax treatnents.

SENATOR BI SHOP asked if they are "bundling" everything now.

MR, PAW.OASKI answered no, but rather highlighting in statute

how oil will be treated based on the existing law in an orderly
list rather than |eaving them scattered around the statute. The
point would be that page 21, line 21, talks about oil or gas

produced from |eases or properties in the state that include
land north of 68 degrees - the North Slope - the area the bil
is attenpting to really make changes to - other than gas
produced before 2022 and used in state that gets treated
differently.
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SENATOR FRENCH asked what AS 43.55.011(p) referred to.

MR. PAW.OANSKI replied that is the provision that was included in
SB 23 last year that was the specific tax treatnment for oil or
gas produced from areas south of 68 degrees North |atitude and
not in the Cook Inlet sedinmentary basin (Mddle Earth). To put a
finer point on it he said page 22, lines 9-11, will read kind of
like the oil or gas that essentially at this point in tinme does
not exist in the State of Alaska. This is oil or gas produced
from | eases or properties that are not north of 68 degrees, not
gas used in state, not oil produced from Cook Inlet, not gas
produced from Cook Inlet, and not oil or gas produced from
M ddl e Earth. There nust be a catch-all statute that says after
the limts that were put in other statutes expire after 2022 -
the treatnment has to go sonmewhere and it defaults back into
essentially the flat 25 percent severance tax wunder this
pr oposal .

5:09: 50 PM
The North Slope qualified capital expenditure credits (QCE)
section 8, on page 9, line 30 through page 10, line 18 has new

| anguage that a credit for QCE incurred for those areas north of
68 degrees may only be taken if the expenditures occurred before
January 1, 2014. So, until January 1, 2014 the QCE credit on the
North Slope will qualify for the 20 percent credit; after that
it wll not.

5:10: 50 PM
SENATOR M CCICHE asked if that was adequate tine for smaller
investors to wean off of the old system

MR. PAW.OAMSKI said that is an inportant conversation to have
but he would have to defer to testinony from the conpanies. The
adm nistration's consultants have shown the inprovenment in the
econom cs of the life cycle of the project should actually drive
the ability to nove past the credits and into the actual
i nvestnment and taking too long could cause the problem the bil
is attenpting to address.

5:12: 05 PM

Section 7 was another conformng section that talked about the
retroactive appeals. That was followed up with section 11 on
page 11, line 4, that talks about two credit certificates that
are divided up. The conformng change on page 11, |line 8,
substitutes "certificate" for "certificates" because they are no
longer two certificates but rather a single certificate. The
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associ ated | anguage on lines 21-28 that is deleted also relates
to that division of certificates.

The inportant piece here is the conform ng |anguage |ater on the
North Slope QCE credits that had to be divided into the two
certificates. However, a separate provision - AS 43.55.023(m -
said a credit can be taken in a single year if it is not on the
North Slope. The problem in trying to sinplify the system is
that AS 43.55.023(d) said credits had to be divided into two
certificates and then AS 43.55.023(m cane along later and said
"except for anywhere other than the North Slope"; an investor
could read that and msinterpret it by not reading the other.
This language is trying to be transparent by saying that these
credits can be retained and already can be taken in one
certificate.

5:13: 52 PM

Section 12 on page 11, line 29 is conformng |anguage that
conforns "except for the tax credits incurred after Decenber 31

2013." It's just being clear that the issuance of transferable

and redeemable tax «credit certificates cannot be done for
qualified capital expenditure credits that occur on the North
Sl ope after that date.

5:14: 35 PM

Section 9 changes the North Slope net operating loss credits
The current system has a 20 percent capital credit and a 25
percent credit of the losses that are incurred by a conpany that
m ght have no production but is spending and has a |loss on an
annual basis on the North Slope. Twenty-five percent of that
| oss can be turned into the state for a credit certificate which
is redeemable by a cash paynent from the state or sold to
anot her conpany. Under the governor's proposal that 25 percent
|l oss credit would no longer be allowed for an area north of 68
degrees North latitude. Instead they are subject to |anguage on
page 10, line 24, the new (p)-(u) sections of AS 43.55.023. A
| oss carry forward credit on the North Slope will be subject to
a host of new requirenents in section 15, which begins on page
13, line 15.

SENATOR BI SHOP asked for clarification.

MR. PAW.OASKI replied (p) through (u) relates only to the | oss-
carry forward credit and in order to qualify for a loss-carry
forward credit you have to have a loss. So it is hard
functionally to see a situation where this would apply on | egacy
fields.
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Subsection (p) on page 13, line 20, limts application of a
North Slope carried-forward loss credit to tax liability two or
nore cal endar years after the expenditures on which the credit
is based were incurred. Since the credit isn't applied for until
the second year after the loss is why there is the two-year
i ssue. Then they can conme to the state and get a certifcate if
they have conplied with the filing law. The other limtation is
on page 13, line 23, that says each one of the of these credit
certificates expires after 10 years.

SENATOR BISHOP asked if the credit on line 23 shows as a
l[iability in the state's annual budget.

MR. PAW.OWSKI responded that there are provisions in this
section about coming to the state so it can recognize that
l[itability. The inportance of the other provisions was to have
the certification, have reporting and have it tracked so that it
can be included subsequently.

5:19: 03 PM

SENATOR FRENCH asked if this is nmeant to say you can't |ose
nmoney for 10 years on the North Slope or does it pick some
arbitrary date.

MR. PAW.OASKI replied that the function of 10 years is bal anced
by subsection (r) on page 14, lines 2-14. He explained that
under current law these credits are given to a conpany as a cash
paynent from the state, and not getting that cash paynment a
conpany suffers essentially a loss of opportunity. So there is
an opportunity cost to the conpany. The credit is increased at a
rate of 15 percent a year beginning in the second year to
conpensate for that cost of capital. They decided on 15 percent,
because it was conparable to what their consultant saw as a
reasonabl e |evel of upstream oil and gas opportunity - and the
point was to protect the state fromthat being carried forward.

Functionally, it is intended to allow a conpany to recover a | ot
of the cost that they put into the devel opnent when they get
into the production tax paynment stage. It's conplicated, but the
credit is based on 25 percent of your |osses; 15 percent
conpounds that credit by doubling in five years. So you can
wite off 50 percent of the cost of your devel opment prospect
when you have production tax. This is intended to provide a
bal ance between how |ong those costs and the obligation to the
state are out there with really inproving the econonm cs of the
life cycle, which is the goal of the bill.
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SENATOR FRENCH provided a hypothetical exanple: if Fairclough
Ol and the conmttee are shareholders and drill one well for
$10 mllion and it's a duster, then they |eave Al aska and never
conme back, that 25 percent credit expires after 10 years and
grows to a magnificent nunber, but since they had no profit to
show, it just expires and goes away. They can't sell it or trade
it.

SENATOR FAI RCLOUGH asked if that credit is also intended to
i ncrease production.

MR. PAW.OASKI answered yes, because the value of the credit only
exists if there is production and revenues.

5:23: 05 PM
SENATOR FRENCH asked how nergers and acqui sitions are handl ed.

MR. PAW.OASBKI said a provision will allow for the transfer of a
credit to another conpany, but its only valuable in that the
purchaser of the credit takes the property, creates production
from it and then a proxy limts the value of the credit each
year to 20 percent of the gross value X the operating
percentage. The goal is to not let a conmpany buy a property,
produce a very little bit of oil and then use a nassive anount
of tax credits bought from soneone else. It is neant to provide
a ceiling on the use of the credit which will let market forces
drive how that credit is actually affected.

SENATOR BI SHOP asked if the end result was intended to limt the
state's exposure.

MR. PAW.OASKI answered yes. It enforces that point that there
needs to be production and revenue before the credits are used.

SENATOR M CCICHE asked if there is other text saying if the
remai nder is negative it is considered to be equal to zero for
pur poses of this paragraph (page 15, line I3) to ensure there is
no cash back

MR. PAW.OABKI replied yes in relation to this specific credit.
One other credit is available under current law until 2016 that
could be turned in for cash specifically limted to the
expl oration phase on the North Slope that have distance and
sharing information with DNR requirenents. There is a simlar
concept in the small producer tax credit that is extended as
well in Section 16 of the bill.
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5:26: 04 PM

He said there are two nore inportant things to say about the
treatment of the 15 percent increase in value for these credits:
page 13, line 25, is really the "first in/first out rule.”
Because expenditures are happening in several years before there
is other production and the credits are increasing in value, the
first credit earned should be the first credit used. The second
credit earned the second credit used - as there is production
val ue that cones on. That is intended to keep the person earning
the credits from taking a credit and holding it for the 15
percent increase. In fact, to protect the state further, if a
conpany has a tax liability and doesn't use a credit against it,
they lose the increase for that year. The point is to not have a
conpany have the opportunity of either paying their taxes with a
credit or holding on to the credit and getting the 15 percent
conpounded. The credits are earned and should be used to take
the tax liability to zero in any given year.

MR. PAW.OWBKI said that philosophy takes them to page 16, |ine
26, section 16, which is the small producer tax credit. Like the
new version of the loss-carry forward credit, it is only usable
to offset a tax liability. It may not be transferred or turned
into the state for cash. This is a basic reduction for a small
producer in the state of Al aska.

5:28: 01 PM
He expl ained under current statute (page 16, line 29) a snall
producer had until 2016 to come into production and qualify for

this credit and SB 21 extends that deadline to 2022.

5:28: 31 PM
MR. PAW.OAMSKI said that brought them to the &Goss Revenue
Exclusion (GRE) on page 23, line 1

5:28:49 PM
SENATOR M CClI CHE asked why 15 percent was used and not sone
i ndexed figure.

VR. PAW.OASKI replied that the point was to provide
predictability to an investor and also that you are creating
alnost a proxy for the cost to be recovered. An existing
producer could wite these expenditures off against taxes; a
person w thout production can't. So the 25 percent is giving
them credit for that expenditure. The increase in value of that
expenditure carry forward is essentially a way to allow for a
conpany to wite the costs of their investnent off against their
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taxes in the early years if they have a tax Iliability. 1In
working the life-cycle economcs, 15 percent was the one that
provi ded transparency and worked. It's inportant to know the 15
percent isn't occurring for 10 years but for the 8 years because
of the two cal endar years issue.

5:30:17 PM
JOE BALASH, Deputy Conm ssioner, Departnent of Natural Resources
(DNR), Juneau, Al aska, explained that another section, section

24, is a key conponent of the bill; it is the incentive that has
been targeted at new production. There is very little
di sagreenent about a wllingness to extend some incentive or

share sonme portion of the pie with those conpanies that are
going to bring in new oil to TAPS. This particular provision
energed in the waning days of |ast session. It is a nechanism
that takes the gross value at the point of production and
reduces it by 20 percent before a conpany starts to apply its
costs to arrive at the production tax value (PTV). The nechani sm
itself fits well for investors who are incunbents and have
| egacy production that happen to qualify for the gross revenue
excl usion on any new producti on.

One can qualify for the gross revenue exclusion (GRE) one of two
ways: you can produce barrels froma unit forned after January
1, 2003 or you can produce oil or gas from a participating area
(PA) approved by the DNR after Decenber 31, 2011. Those two
types of |ease managenent units are inportant and have different
dates for different reasons. The date January 1, 2003 goes back
to the only two units that are producing today, Oooguruk and
Ni kai tchug, that experienced a tax change while they were in the
mddle of having their fields developed. Oooguruk Unit was
formed in 2003; a sanctioned decision was made for the field in
2006 and while they were doing that, changes were circulating
around ELF and PPT. By the tine they got through construction
and first production, PPT was nodified in 2007 by ACES and their
first oil flowed in 2008. The N kaitchuq field was unitized in
2005/6 and a simlar royalty nodification was granted in 2008

sanctioned and construction began, and their first oil was
produced in 2010.

SENATOR FRENCH asked if both fields would qualify for the 20
percent CRE

MR. BALASH replied yes; these are the only two units producing
today that would qualify under this unit threshold.
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He said the second way in which a conpany could qualify for the
GRE is through the formation of a new PA approved by the
departnment after Decenber 31, 2011. No PAs have been approved
since that point in tine, so they are really tal king about those
t hat woul d be approved prospectively.

He expl ained that PAs are a managenent tool used by the DNR PAs
are a third dinmension to leases and units, two dinensional
measures of property. In other words, within a unit area you
have a large colum of earth that has nultiple pockets of oil
and gas within it. Wen they are produced they are reported as
belonging to a PA  Those reservoirs that contribute to
production are included in the PA

5:35: 39 PM
|f at another horizon in a different formation in a different
reservoir another pocket or pool of oil is found and devel oped,

a new PA is formed. You can have nultiple PAs within the sane
unit at varying horizons so that they nmay be overlying or
underlying one another. The inportant point here is that a new
PA is new oil. That is how the GRE would apply to oil produced
in the legacy fields in ternms of satisfying the "command” from
the public and the legislature that they are going to reward new
oi |

CHAIR G ESSEL asked what if there is a provision for new
technol ogy finding nore oil in an existing PA that is producing.

MR. BALASH answered no, but that isn't to say they couldn't
account for it. He said expanding that provision could be done,
but it wouldn't be easy and sone policy calls would have to be
made.

SENATOR FRENCH asked where Pt. Thonson falls in this schene.

MR. BALASH replied that Pt. Thonson doesn't have a PA. If they
are successful in neeting their obligations under t he
settlenment, a PA would be formed once they achieve production in
2016, and they would qualify for the GRE. But with other changes
being made, certain incentives and benefits that t he
| easehol ders at Pt. Thonmson would receive under the current
system would no |onger be available to them particularly the
CE credit and the benefits of deducting their expenditures as
t hey proceed to production.

5:39:19 PM
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SENATOR FRENCH said new fields had been produced from Kupar uk,
for exanple Tarn and Tabasco, and asked if those are new PAs.

MR. BALASH replied yes, both are separate PAs.

SENATOR FRENCH said that enhanced oil recovery (EOR) was not
envi si oned here.

MR. BALASH said that was right.

5:40: 48 PM

MR. PAW.OASKI said one policy call had to be nade to preserve
the Cook Inlet and Mddle Earth sections that had separate tax
treatnents for oil and gas. It was reflected on page 2, lines
19-24. He explained that prior to the passage of SB 23 | ast year
gas produced in state and used in state was subject to the
equi valent of the "Cook Inlet treatnent." Wth passage of SB 23,
gas produced in the Mddle Earth and used in state was |eft
uncl ear and subject to a 4 percent. So they went with the nost
recent action by the legislature around the tax treatnent of
that gas or oil produced from that area. That was really done
| argely because of the conplexity of trying to do separate
accounting for the potential producers within the Mddle Earth
for one stream of oil and one stream of gas under a different
tax system while they are both comng out of the ground in the
samre well. So, they went with the nbst recent action by the
| egi sl ature, which neans gas produced in Mddle Earth and used
in state would be subject to (up to) the 4 percent cap for the
first seven years.

5:43: 24 PM

MR. PAW.OWNSKI expl ained that section 4 on page 2, line 25, was a
conform ng section so that now instead of having to divvy out
all the different sections for a calendar year in which a
producer is subject to tax under AS 43.55.011(e)-(i) or (p) it
just says AS 43.55.011.

Section 13 on page 12, line 19, was the provision dealing with
the credit split (AS 43.55.123(m)); it now says a credit issued
under (d) (which was the former (nm) that was deleted). This is
about the two-year to one-year certificates and being able to
turn them into the state for a transferable tax certificate.
There is no reason to have duplicative sections, which is what
you see through sections 13, 14, and 17. Section 18, on page 17,
inserts "fornmer" to recognize that there was a tinme period
before where credits were issued under (m and (d). This is
related to the purchase of certificates by the state in AS
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43.55.028(g) and recognizes if a tax credit was issued under (m
at one point and soneone waited a few years to turn it in to the
state, that at one point (m was an actual statute that a credit
was validly issued under.

Section 21 on page 19, Iline 5, talks about the way the
production tax (AS 43.55.160) value is calculated. This is clean
up language related to all the different types of production
that are in statute and is for the period of one year while
there still is progressivity. This inserts a reference to AS
43.55.011(p) that was mssed in the passage of SB 23 |ast year
so there isn't a mstake in the calculation of production tax
value. After next year this section wll be repealed and
replaced with the clean section that lists each type of
production and tax treatnent.

5:48: 00 PM

Finally, he said Section 25 on page 23, line 11, repeals AS
43.55.023(m, which he rem nded them was for areas outside of
the North Slope where a credit doesn't have to be divided
between two certificates and can be issued as one certificate.

MR. PAW.OASKI wrapped up his presentation saying that his intent
today was to meke it easier for people to find the relevant
sections.

5:49: 03 PM

SENATOR DYSON said under ACES discussions, CGovernor Palin had
reluctantly said that conpanies should be allowed to deduct
their expenses under a net profits tax, because they needed to
incentivize devel opnment. Pedro van Meurs and at | east one of the
producers in the last two weeks said that incentive was gone. |f
that was true, was there any way to help? H's other point was
that they should be careful about raising folks' expectations
that they were going to get 1 mllion barrels of throughput a
day in the TAPS, because that sets them up for |ooking like
failure. He agreed with Senator Mcciche flattening the decline
by half that would be a victory. The million barrels is probably
subject to the wunconventional and heavy oil production and
probably Shell bringing their oil on shore.

CHAIR G ESSEL thanked M. Pawl owski for his presentation and
held SB 21 in conmittee.

5:53:16 PM
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There being no further business to cone before the commttee,
Chair G essel adjourned the Senate Resources Committee neeting
at 5:53 p.m
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