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SENATE BILL NO 21

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

- HEARD & HELD
PREVI QUS COW TTEE ACTI ON
BILL: SB 21

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
SPONSCR(s) : RULES BY REQUEST OF THE GOVERNOR
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02/ 07/ 13 (S TTP AT 3:30 PM BUTROVI CH 205

02/ 07/ 13 (S) Moved SB 21 Qut of Committee

02/ 07/ 13 (S) M NUTE( TTP)

02/ 08/ 13 (S TTP RPT 1NR 4AM

02/ 08/ 13 (S) NR: DUNLEAVY

02/ 08/ 13 (S AM M CCl CHE, GARDNER, FAI RCLOUGH,
MCGUI RE

02/ 08/ 13 (S LETTER OF | NTENT WTH TTP REPORT

02/ 09/ 13 (S TTP AT 10: 00 AM BUTROVI CH 205

02/ 09/ 13 (S -- MEETI NG CANCELED - -

02/ 11/ 13 (S) RES AT 3: 30 PM BUTROVI CH 205

02/ 11/ 13 (S Heard & Held

02/11/13 (S M NUTE( RES)

02/ 13/ 13 (S RES AT 3: 30 PM BUTROVI CH 205

02/ 13/ 13 (S Heard & Held

02/ 13/ 13 (S M NUTE( RES)

02/ 15/ 13 (S RES AT 3: 30 PM BUTROVI CH 205

02/ 15/ 13 (S Heard & Held

02/ 15/ 13 (S M NUTE( RES)

02/ 18/ 13 (S RES AT 3: 30 PM BUTROVI CH 205

02/ 18/ 13 (S Heard & Held

02/ 18/ 13 (S M NUTE( RES)

02/ 20/ 13 (S RES AT 3: 30 PM BUTROVI CH 205

02/ 20/ 13 (S Heard & Held

02/ 20/ 13 (S M NUTE( RES)
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W TNESS REG STER

SHARON LONG, staff to Senator G essel
Al aska State Legislature
Juneau, AK
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PCSI TI ON STATEMENT: Expl ai ned provisions in CSSB 21( ), |abeled
28- GS1647\ U.

JANEK MAYER, Project Manager

Upstream Practice

PFC Ener gy

Washi ngton, D.C.

POSI TI ON STATEMENT: Modeled provisions in CSSB 21( ), |abeled
28-GS1647\ U, on behalf of the |egislature.

M KE PAW.OWSKI, Advi sor for Petrol eum Fi scal Systens

O fice of the Conm ssioner

Depart ment of Revenue (DOR)

Juneau, AK

PCSI TI ON STATEMENT: Comrented governnent take issues related to
CSSB 21( ), |abeled 28-GS1647\ U.

BARRY PULLI AM Managi ng Director

Econ One Research, Inc.

Los Angeles, CA

PCSI TI ON STATEMENT: Model ed provisions in CSSB 21( ), |abeled
28-GS1647\U, on behalf of the adm nistration.

JOE BALASH, Deputy Conmi ssi oner

Depart ment of Revenue (DOR)

Juneau, AK

POSI TI ON STATEMENT: Expl ained that gross revenue exclusion in
CSSB 21( ), |abeled 28-G51647\ U.

MARGARET DOALI NG staff to Senator G essel

Al aska State Legislature

Juneau, AK

POSI TI ON STATEMENT: Explained the exploration incentive credit
(EIC) in CSSB 21( ), |abeled 28-GS1647\ U.

BRUCE TANGEMAN, Deputy Comm ssi oner

Depart nent of Revenue (DOR)

Juneau, AK

PCSI TI ON STATEMENT: Expl ai ned how the manufacturing credit in
CssB 21( ), labeled 28-GS1647\U, would inpact the state
treasury.

ACTI ON NARRATI VE
3:35: 24 PM

CHAIR CATHY GQESSEL called the Senate Resources Standing
Commttee neeting to order at 3:34 p.m Present at the call to

SENATE RES COW TTEE - 3- February 22, 2013



order were Senators Dyson, Fairclough, Bishop, Mcciche, MQire
and Chair G essel.

SB 21-O L AND GAS PRODUCTI ON TAX

CHAI R G ESSEL announced SB 21 to be up for consideration.

3:36: 15 PM
SENATOR DYSON noved to adopt CSSB 21( ), |abeled 28-GS1647\U, as
t he wor ki ng docunent .

CHAIR G ESSEL objected for discussion purposes and invited her
staff, Sharon Long, to explain the commttee substitute (CS),
starting with a concept that addresses the governnent take at
high and | ow prices that was | abeled the "35/5 el enent."

SHARON LONG staff to Senator G essel, Alaska State Legislature,
Juneau, AK, explained the provision that flattens the governnent
take starts on page 4, line 1, and changes the base tax rate
from 25 to 35 percent and adds a $5 per taxable barrel credit
for North Slope production. That credit is not transferrable and
cannot be carried forward; it nust be used against the tax
liability for the year in which the barrel was produced and it
cannot be used to reduce the tax below zero in any given year.

3:38:41 PM
M5. LONG said the chair asked this to be nodeled by their
consul tant, PFC Energy and M. Mayer was here to present it.

3:39:11 PM

CHAIR G ESSEL noted the |anguage saying a producer may apply a
tax credit of $5 for each barrel of taxable oil produced during
a cal endar year was inserted throughout the bill for uniformty
and was a concept brought forward by Senator M cciche.

3:40: 57 PM

JANEK MAYER, Project Manager, Upstream Practice, PFC Energy,
Washi ngton, D.C., explained that a significant inpetus for this
CS came from concerns that the bill, while it is a tax decrease
at high oil prices, has a crossover point below which (because
of renoving the capital credit) represents a tax increase rather
than a decrease. The point at which that occurs depends a | ot on
one's assunptions about Ilevels of capital spending. So a
producer with low levels of capital spending mght see that
crossover occur only at the $70-80 price range (looking at the
| arge mature producing fields and nothing else). But if you also
i ncorporate new spending and use a higher CAPEX nunber, the

SENATE RES COW TTEE -4- February 22, 2013



price level at which this tax increase steadily rises to is nore
l'i ke $110/ bbl .

In the context of overall regine conpetitiveness, while it
starts off being reasonably conpetitive at $60/bbl, by $100 or
so it's already up at the average of other reginmes and up at the
average of production-sharing contract regines, which tend to be
some of the highest governnment take contracts around versus the
average for royalty regimes which is down at $60 and the high
$50s for Organi zation of Econom c Co-operation and Devel opnent
(CECD) countri es.

MR MAYER said the CS, based purely on base production
assunptions (not the higher capital costs that cone from new
devel opnent), by contrast has that crossover at $75 or $80/ bbl
and from that point on down represents a steady reduction in
governnment take, but below that point it is in fact a tax
i ncrease.

CHAIR G ESSEL for clarification said that SB 21 as currently
witten has a downward slope and then |evels off (above the
yel l ow |ine).

MR. MAYER said that was correct, the yellow line being the
average for royalty reginmes around the worl d.

3:44:53 PM

MR. MAYER said there are two fundanental issues here; one being
concerns about the regressive nature of SB 21 in that the
governnent take steadily falls, particularly earlier in the
price deck and then flattens off, and then the question of the
crossover and how to address that by introducing a different
form of tax credit that is tied to production rather than one
tied to spending and capital developnent (which has its own
strengt hs and weaknesses).

Hs <charts conpared a nunber of other possible regine
i nterventions, but using both discounted and undi scounted rates
for base production an incunbent producer would have rising
rates under ACES and falling governnent take under SB 21 (from
66 percent at $70/bbl down to 62 percent at $150/bbl).

Raising the base rate to 35 percent and introducing a $5/bbl
production credit per taxable barrel produced only claimble in
that year [in the CS] had a nuch flatter overall |evel of
[ undi scount ed] governnent take around the 65 percent nmark in the
for a base producer (of a mature field at Prudhoe Bay) and the
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crossover point there went from about $75/bbl down to $70/bbl
He also | ooked at discounted cash flows of governnent take and
found those to be fairly conparable.

But, he said, that changes when | ooking at a new devel opnment on
a standal one basis (outside an existing producing area including
the gross revenue exclusion (GRE)). In his nodel of the CS one
saw a slightly higher |evel of governnent take wth the 35/5
el enent, but the inpact is |ess evident because one is |ooking
at a new developnment rather than base production. Utimtely
what is |owering governnent take in this case is not any of the
fundanmentals of either the base rate or the production credit,
but overwhelmng it is the inpact of the GRE

MR. MAYER noted that one |ooks at any of these regimes on a
di scounted basis, there is a crossover, ultimately, because of
the capital credits (which account for quite a lot in ACES). He
added that when evaluating governnent take cash flows and not
treating all tinme periods identically the near term is nore
val uable than the future and any one of the options (for a new
devel opnent) | ooks substantially better than ACES from $90/ bbl
onwards. That 1is because the credit helps wth the early
negative cash flows that reduces and inproves the project
economi cs.

3:50: 59 PM

In raising the cost of a (standalone) new developnent [in the
CS] from $16/bbl to $25/bbl, the undiscounted government take
because of the GRE, is lower than ACES, but the crossover point
noves up to $75/bbl. However, overall it is a higher |evel of
governnment take than one sees under SB 21 because of the higher
base rate that is conpensated at least in part by the production
credit.

MR. MAYER advised that with any high cost developnent there
conmes a point at which governnent take no |onger becones a
nmeani ngful netric, because there is no divisible income to go
around (at around the $100/bbl nmark on the slide) and that
crossover is relatively higher for ACES than it is for the CS

Looking at increnental analysis for an incunbent producer that
has a new developnent and subtracting one from the other
resulted in the crossover |evel being substantially lower for a
$16/ bbl devel opnent in the CS. But nodeling it on a discounted
basis, one sees it's only at very high levels that you get
| evel s of government take that are lower than they are under
ACES. That is exacerbated further by looking at the $25/bbl
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field where the crossover cones at about $85/bbl, but a it is a
relatively lesser tax increase below that point than was the
case under SB 21(before the CS)

MR. MAYER rem nded fol ks that they were | ooking at 60-65 percent
government take as being in the area of conpetitiveness. And for
base production the net present value (NPV) at a 12 percent
di scount rate per barrel of reserves is significantly inproved
in SB 21 with or without the CS (using both a discounted and
undi scount ed basi s).

3:56: 50 PM

A new devel opment on a standal one basis including the GRE has a
crossover point where at a low price |evel econom cs | ook better
under ACES, but for anything above that they | ook substantially
better under SB 21. However, that crossover point rises with the
CS from $75/bbl to $85-90/bbl for a $16/bbl new devel oprment. At
$25/ bbl none of these things have positive NPV above about the
$90/ bbl mark. The crossover between ACES and the CS rises from
bei ng about that $90/bbl mark to being nore |ike $100-105/ bbl
That is fromthe inpact of a higher base rate that is being only
partially conpensated for by the $5 per taxable barre
production credit.

MR. MAYER said when you |ook at base production, the 35/5
el enent | ooks like the perfect regine - very flat, very neutra
and right where a lot of people want to go in terns of overall
| evel s of governnent take. But when drilling down into the
details of new developnments, one can find further sources of
concern over inproving the way the overall picture works.

3:58: 01 PM

He said the crossover point is highest on an increnental basis
and that is because of sonme of the things he had discussed in
terms of the inpacts of buy down and to the extent that one
thinks the incremental rather than standal one economics is the
way to analyze these things. He elaborated that ultimtely one
sees a crossover in the |Iow $100s under SB 21 for a $16/bbl/day
new devel opnent that has a higher NPV on an increnental basis,
but that noves nmarginally higher under the CS. Both are
substantially higher in terns of the crossover point when one
| ooks at it for an expensive $25/bbl new devel opnent.

In sunmary, he said sone strong points in terns of overall |eve
of governnent take, particularly when |ooking at the base
portfolio, but nore sources of concern in terns of |ooking at
some of the other economic netrics for a new devel opnent both on
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a standal one basis (where that is assisted by the GRE for a
conpl etely new producing project), but particularly when the GRE
doesn't apply (when potential sources of concern arise).

3:59:42 PM

MR. MAYER said simlarly when it comes to rates of return (IRR)
the crossover wunder SB 21 becomes higher rather than | ower
versus ACES; with the CS that crossover point is relatively
hi gher (both for the $16/bbl developnent and the $25/bbl
devel opnent). Al of them | ook worse on an increnental basis, if
one thinks that is a good way to | ook at this.

He expl ained that the very high levels of IRR a new producer can
get under ACES for on an increnental basis are really the work
of progressivity; and one has the counterintuitive result that
the higher the progressivity the higher the IRR you can get on
an increnental basis for a project that says nothing about the
quality of the project or the economc value that it creates.
It's sinply a quirk of the buy-down phenonenon, which he
explained by providing this exanple: imgine having a 100
percent tax rate where you could receive nothing, but with each
dol l ar of spending could buy down your rate. That first dollar
of spending that brings you down from 100 to 99 percent would
have infinite rate of return. So, it seened to him that the
guestion of high rates of return under ACES |ooking solely at
increnental analysis is a phenonenon of the problens of using
increnental analysis not a fundanental benefit of ACES as a
regi ne.

4:01: 37 PM
CHAIR G ESSEL said the goal had been to levelize the governnent
take a bit nore and asked for comments.

SENATOR M CCICHE said they heard conplaints that the take was
too high of a tax increase at the |ow end and peopl e, including
many senators, didn't like the slightly regressive nature of the
original SB 21.

CHAIR G ESSEL asked the admnistration if they had any thoughts
on this.

SENATOR M CClI CHE added that they also |ooked at snoothing out
the curve, but that had its own problens. Their concept was to
Create a slightly progressive system wi t hout usi ng
progressivity, but to preserve the sinplicity of the governor's
proposal. This CS achieves that by raising the base rate and
offsetting it with a per barrel credit. Since the tax rate was
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raised they also had to fix the GRE with correspondi ng changes
by increasing it to 30 percent and increasing the loss carry
forward to 35 percent. They like the curve, the slightly
progressive nature of it and the fact that it's a snmaller fisca
note while still retaining the conpetitive level with other OECD
produci ng areas where Al aska wants to be.

CHAIR G ESSEL said that they didn't want to create a runaway
schedule of «credits that wuld incent spending and not
production the admnistration's consultant had nodeled this also
and enphasi zed.

4:04:19 PM
SENATOR FAI RCLOUGH asked if the fiscal note was in process.

4:05:12 PM

M KE PAW.OASKI, Advisor for Petroleum Fiscal Systens, Ofice of
t he Comm ssioner, Departnent of Revenue (DOR), Juneau, AK, said
the fiscal inpact of the proposed CS is being evaluated, but the
inmpact of the bill is readily apparent in the governnent take
nunbers, the inference being that at the current range of prices
the government take wunder the CS is higher than what the
governor asked for.

CHAIR G ESSEL asked if he had any coment on this portion of the
Cs.

MR. PAW.OASKI said they asked their consultant, M. Pulliamwth
Econ One, to run it through his nodels.

4:07:09 PM

BARRY PULLI AM Managing Director, Econ One Research, Inc., Los
Angeles, CA, said he revised the governnment take line from a
slide he presented |ast week with the 35 percent flat rate and
the $5/bbl "production allowance." Over the period in a fiscal
note of 2015-2019, it wll sonmewhat increase governnent take for
all existing producers on the North Slope from the low 60
percent range to a range that approaches 65 percent at prices
above $80 or $90/ bbl and reduces governnent take at prices bel ow
$80/ bbl closer to where it was under ACES.

4:08: 54 PM

The way it acconplishes this is by nodifying the GRE to give an
al l omance that is a percent of the production value; in SB 21 it
was 20 percent. That allowance, in ternms of a dollar per barre
anount, would rise wth higher prices and fall wth |[|ower
prices. Allowing a per barrel allowance is putting in a GRE that
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as a percentage increases with lower prices - therefore hel ping
out nore than a standard percentage-based GRE - and declines
with higher prices. So it bends the curve a little bit and
acconplishes the goals of providing some |ower taxes at |ower
| evels (closer to what ACES does) and a little bit higher take
at higher levels (closer to what one sees on average throughout
the world).

4:10: 20 PM
SENATOR FAI RCLOUGH said she wanted the fiscal note to reflect
the $5 credit.

MR. PAW.OAMSKI said they will put it into the sane table fornat
as was used in SB 21.

MR. PULLI AM proceeded to another revised slide show ng how the
system would work with this allowance at different prices ($60-
$160/bbl) with total |ease expenditures of $30/bbl. At $60/bbl
(West Coast) the taxable barrel value would be $20 and the
production tax value would be $1 mllion. A 35 percent rate
woul d be an obligation of $350 million. Then you woul d take your
per barrel allowance of $5 against that (assuming a producer of
50 mllion barrels) which would be $250 mllion. That reduces
the tax to $100 nmillion and the effective rate goes to 10
percent (in his nodel). That allowance, while it stays the sane
at $5/bbl and going up in price, its value declines on a
percentage basis. So the effective tax rate rises from 10
percent all the way up to 30 percent at $160/bbl; and that is
about where it would cap out.

SENATOR M CCICHE said they heard through testinony that this
hel ps conpani es in anal yzi ng projects.

MR. PULLI AM answered that it does and w thout the nessiness of a
progressive net tax, which is inportant. One of the things he
liked about it was that the credit was tied to production and
the value of it increases at the |ower prices and fades away at
hi gher prices where it isn't really needed. It achieves a flat
take over nobst ranges and gets progressive at the | ower prices.

4:15: 07 PM

He also |looked at the inpacts on new projects at $16/bbl and
$25/ bbl incorporating the 35/5 element with the 30 percent GRE
and conpared it with SB 21 (with the GRE). That indicated that
NPV at all price levels was enhanced by the CS as were all of
the other investnent netrics; and governnent take woul d be about
60 percent for new investnent. Wiile the present value of the
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project isn't as attractive at the $25/bbl level, it's nore
attractive under the CS than SB 21. In sumary it acconplishes a
| ot of what they want to do in a neani ngful way.

SENATOR M CClI CHE commented that he |ooked forward to hearing
from the stakehol ders. It acconplishes what he want to
acconplish - inproving economcs on the low end at the price
where they hear conpanies evaluate projects; he also |liked the
fact that it's slightly progressive w thout using progressivity
and has a little nore take for Al askans, but doesn't put us out
of the ballpark on being conpetitive. He thanked the
adm ni stration and M. Pawl owski for their work.

4:17: 37 PM
SENATOR MCGUI RE remarked that Senator Bishop had worked hard on
this as well.

SENATOR BI SHOP said the nodeling showed it as being as close to
hitting the sweet spot as possible.

4:19: 15 PM

CHAIR G ESSEL asked Ms. Long to explain the expansion of the
gross revenue exclusion (GRE) to include legacy fields and
enl arging the PAs.

M5. LONG expl ai ned that section 28 on page 26, line 26, through
page 27, lines 3 - 11 had |anguage that allows expanded PAs in
existing units. Another change on |line 3 changed January 1 to
Decenber 31, 2011,

4:20:41 PM
She said M. Bullock suggested including a definition of
"participating area" on line 10.

CHAIR G ESSEL highlighted that the GRE was altered from 20 to 30
percent on page 26, |ine 29.

M5. LONG added that was triggered by the 35/5 elenent. Line 30
had anot her smal | adjustment changing "land" to "l ease".

4:21:51 PM

JCE BALASH, Deputy Conm ssioner, Departnent of Revenue (DOR),
Juneau, AK, said that |anguage was on page 27, lines 3-8 and it
makes an addition to the two ways in which you can qualify for
the GRE relative to the governor's original bill. This was to

i nclude expansions of a participating area, because as the
conmttee has heard in testinony from various operators, new
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technology is allowing conpanies to reach certain parts of the
reservoir that weren't available previously. As that kind of
work unfolds, it seens expansions of those original PAs will be
needed and it seens reasonable to apply the sane logic and
policy there as in new participating areas as long as they are
able to track and count the barrels.

4:23:23 PM

CHAIR G ESSEL said Bill Barron had explained about how new
technology had affected industry and Senator MQ@ire was
concerned about broadening PAs. ConocoPhillips said the GRE was

not broad enough and that the |egacy fields need to be part of
the GRE and that is what this change was intended to capture.

SENATOR M CCl CHE t hanked the chair for going through the process
and enbracing the concepts talked about in TAPS Throughput
Comm ttee.

4:24:53 PM

MR. BALASH returned to page 26, line 30, the first test for
qualifying for the GRE that the oil and gas is produced from a
| ease or property that does not contain a |lease that was within
a unit as on January 1, 2003. He said the original |anguage read
"did not contain land" within a unit, and Brooks Range testified
on Monday that sone of the |eases they hold today that are part
of the Miustang unit on that date were actually part one of the
|l egacy units and didn't qualify. So they had to be specific as
to the lease not the |and, because in the intervening tine the
| and was contracted out of the Kuparuk River Unit and re-I|eased
to Brooks Range for developnent. This fix should correct that
probl em

SENATOR BI SHOP asked him to el aborate on tracking and counting
barrels.

MR. BALASH said page 27, line 6, referred to the expanded PA,
saying "and the producer denonstrates to the departnment that the
volune of oil and gas produced is from an area added to an

existing participating area."” And that is where the taxpayer has
the burden to denonstrate to the Departnent of Revenue that
t hose barrels are bei ng count ed.

SENATOR FAI RCLOUGH asked him to explain how new production would
be quantified in this instance for departnent analysis.

MR. BALASH expl ai ned the departnent manages oil and gas | eases
through | eases, units, and then participating areas (PA). Leases

SENATE RES COW TTEE -12- February 22, 2013



and units are neasured in tw dinensions; a unit is a way of
managi ng multiple |leases that contain an oil or gas reservoir.
That reservoir rests in a third dinension and as those deposits
are shaped across the different |leases within that unit, certain
parts of that reservoir when penetrated with a well actually
contribute to the production in that well; reservoir engineering
and analytics is used to determne which parts of the reservoir
are actually contributing to that production in the well bore

It is through that analysis that PAs are then defined in the
unit. By identifying specifically new participating areas they
are talking about parts of the wunit that today are not
contributing to production and so, by definition, would be new
production. Expansion of an existing PA is land that previously
was not determned to have been contributing to production -
rather new parts of the reservoir that will in the future to be
contributing new barrels that will help sustain TAPS.

4:29:42 PM
SENATOR FAI RCLOUGH asked if other jurisdictions sell royalties
based on that third di nension

MR. BALASH answered that they had at tinmes talked about
segregating the state's |leases vertically, but hadn't done it
yet. But even in Alaska, they will sell the oil and gas rights
in the subsurface but not necessarily the coal rights or the
gold rights. To a degree there is a distinction, but the
participating area concept is commopn to the industry.

4:30: 26 PM

M5. LONG said Chair G essel had requested |anguage about not
rewardi ng the industry for what it would produce anyway and this
anendnent [on page 27, lines 6-8] puts the burden on industry to
prove that it is new oil.

4:31:57 PM

M5. LONG went over details of the Conpetitiveness Review Board
that had been tal ked about over a couple of |egislatures on page
27, line 12, through page 29, down to the nenbership, how they
are appointed, the information that will be provided by it, and
a sunset provision for it.

CHAI R G ESSEL invited Senator McCGuire to speak to this.
SENATOR MCQUI RE t hanked the chair, M. Pawl owski and M. Bal ash
and conplinented Senator G essel, the best first tinme

chai rperson she had experienced for driving this bill through
the process in the allotted time while respecting that the
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public's wi sdom and experience would warrant at |east 30 m nutes
to speak and then for getting all of their ideas incorporated
into this docunent.

She said the idea for this board would have not been right
wi thout the proper rollback of ACES. She said the state's budget
is 90 percent dependent on this particular revenue and if we
don't get our act together quickly we're in a whole heap of
trouble. It struck her that the discussions in her 13 years here
have been so politicized when it cones to oil and gas taxes and
she has thought that putting together a board, in this case it
woul d be nine nenbers - the commissioners of DNR DOR DEC, the
chai r per son of t he Al aska al and Gas Conservati on
Comm ssi on( AOGCC) and five nenbers of public to be selected by
t he governor including a petrol eum engi neer, a geologist and an
econom st all wth at |east three years' experience in the
field, a person from the Alaska QG| and Gas Associ ation (AOCGA)
and the Support | ndustry Alliance - to serve without
conpensation and be eligible for per diem and travel expenses.
This board would neet at least four times annually and report
its reconmendations to the |egislature about how to keep Al aska
conpetitive - without a political agenda.

They woul d | ook around the gl obe and at the Lower 48 to see what
the enmerging trends are, how other places are staying
conpetitive, and at what kinds of things Alaska could do in its
fiscal regime and regulatory process; they would review
historical, current and potential I|evels of investnent, rig
counts, factors that affect investnment in oil and gas across the
world and nmake recommendations to the legislature to increase
Al aska's conpetitiveness. She said the legislature nmakes the
ultimate decisions about how to change the fiscal system so
they would not be delegating anything about that wultimte
control

SENATOR MCGUI RE wrapped up by relating a personal story about
how this idea came to her. Wien she was president of the Pacific
Nort hwest Econom ¢ Region, her friend, Ml Knight, the Mnister
of Energy for the Province of Alberta, said they went through a
very simlar situation. They had high oil prices and the public
wanted to capture nore of it and so they adopted a w ndfall
profits tax nmuch |ike ACES. The backlash was imrediate with oi
conpanies "voting with their feet" and noving their rigs and
operations to Saskatchewan and British Col unbi a.

Al berta suffered inmensely, because it is their bread and butter
and having a parliamentary system nmany were voted out of
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office. So they put together a conpetitiveness review panel that
canme back with a series of recomrendations, which the parlianment
put into place and now Alberta is back on track and extrenely
conpetitive. It was her hope that this wll be a part of
Al aska's governance for the future nuch like the Permanent Fund
Board that sits in perpetuity outside of the legislative
structure.

4:40: 34 PM
CHAI R G ESSEL asked Ms. Long to discuss "cl eanups.”

M5. LONG said they start on page 10 that conbi nes sections 7 and
8 from the previous bill; that was suggested by Legislative
Legal. On page 15, they also suggested better phraseology on
lines 9 and 10, 17 and 18. The other cleanup was having the
definition of participating area to be included within the GRE
anmendnent, which had al ready been tal ked about.

4:42:11 PM
CHAIR G ESSEL went on to the exploration incentive credit (EIQ),
an el ement advocated by the AOGA and Brooks Range.

MARGARET DOALING  staff to Senator Gessel, Alaska State
Legi sl ature, Juneau, AK, explained that the EIC was di scussed by
the commttee; in response a change was nade on page 18. They
took the current law which allows an EIC that is set to expire
in 2016 and extended it to 2022. In addition, on page 20, |ines
18-20, the three-mle restriction was elimnated because Brooks
Range said the distance around the well was too tight for them
to qualify for an additional credit.

CHAIR G ESSEL noted AOCGA s recomendation for extending the EIC
and rem nded the commttee that Brooks Range showed them a slide
of the very tight three-mle boundary around a well. She invited
DNR to speak to this portion.

4:44: 31 PM

MR. BALASH expl ai ned that |anguage on page 20, line 8, creates a
gate for getting this .025 exploration credit. It requires that
the comm ssioner of DNR nust make an affirmative determ nation
as to the geological objective of the well. So this credit
mechani sm has a gate; you have to cone in and denonstrate to the
technical guys in the Division of Ol and Gas (DOG that in fact
sonething new is being |ooked at or looked for in order to
qualify as an exploration credit. Assumng that threshold is
nmet, that is a front end gate, then the well is drill and the
costs accounted for; the information from that well needs to be
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shared with DNR again in order to qualify for the credit and
receive it. So, there is a check on the front end and one on the
back end that makes sure the state gets sonething for a generous
credit, as the state is taking risk with a conpany on what is
the riskiest part of oil and gas devel opnent, the exploration
si de.

MR. BALASH explained that in years past, |limts have been tied
to wunit boundaries and distance from other wells. This
elimnates all of those. So even if they are tal king about an
exploration well wthin a unit, as long as it is targeting
somet hing new, you have the potential to qualify. That should
help in taking on sonme of the opportunities that are close to
the nearer the existing producing units that they believe are
out there and quite preval ent.

SENATOR FAlI RCLOUGH asked the potential liability to the state of
the exploration credit on a percentage basis and a dollar
anmount .

MR. BALASH answered that this credit is set at 40 percent and
typically the cheapest winter exploration well drilled on the
North Slope costs around $15 mnmllion. That cost goes up
depending on how far away it is, building ice roads and nmaybe
setting up a tenporary man-canp. So 40 percent of that is in the
range of $6 mllion.

4:48: 24 PM
SENATOR M CCICHE asked if this credit has to be taken against
production; so the state is not exposed.

MR. BALASH answered that these particular credits fall in the
category of those which are available for a transfer or
refundi ng on the front end.

4:49: 04 PM

SENATOR FAI RCLOUGH, using the exanple of Fairclough and Co.,
asked if there are any qualifying criteria for these conpanies
we hope wll be part of our renaissance to be able to apply for
the credits. So that people with prospects who can actually
foll ow t hrough on production are the ones being incentivized.

MR. BALASH answered that that still needs to be spelled out
somewher e.

SENATOR M CClI CHE said that could be added to the existing letter
of intent. He also said that while this definitely hel ps sone of
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the smaller conpanies for initial exploration, the folks that
know best all say the nost new oil likely to arrest the decline
will likely conme from infield areas and this makes access to
those credits available to the | egacy conmpani es as wel |l .

MR. BALASH said that was correct and he enphasized that the role
for credits to play is to incentivize those activities to find
the oil and then allow the value of the oil itself to drive the
econom ¢ decisions makings and ultimately the devel opnent as
opposed to the credit cycle.

CHAIR G ESSEL asked M. Myer to conment on the generosity of
this credit.

MR. MAYER said that, in general, exploration risk is by far the
| argest risk in upstream oil and gas devel opnent and the part
that governnments around the world usually seek desperately to
avoid. Alaska is unusual in the degree to which it happily takes
it exploration risk, particular as it stands as a 40 percent
exploration credit and the 25 percent net operating |loss credit
if there is no production. So if Fairclough and Co. decides to
drill up some random noose pasture, they are drilling with $.65
on the dollar paid for by the state of Alaska. I|If Fairclough and
Co. is an existing producer using the buy down it could get even
hi gher support than that.

SENATOR FAI RCLOUGH di scl ai mred owni ng an oil exploration conpany.

4:55:17 PM

SENATOR BI SHOP said M. Mayer was a little bit cautious and he
felt that the credits were a skosh generous, but they had heard
for the last several weeks how much it costs to do business in
Al aska, and he felt confident in taking a little risk in getting
t he new producti on goi ng.

SENATOR FAI RCLOUGH thanked M. WMyer for comuting back and
forth fromWshington D.C. to testify before the commttee.

CHAIR G ESSEL said the last elenment included in this bill 1is
i nnovative canme from the TAPS Throughput Commttee's letter of
intent that talked about Al aska hire and Al aska purchase. She
invited Ms. Long to explain that section.

4:58: 13 PM

M5. LONG expl ai ned that |anguage on page 2, line 10, called the
corporate incone tax break, was for Alaska nmanufacturing. A
primary concern in the legislature and all over the state was to
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have jobs for Al askans and to encourage nmanufacturing here. The
Department of Law (DCOL) and the courts don't agree with a |ot of
i deas, but they came up with this one that they think will pass
muster. It's a corporate inconme tax break for oil and gas sector
goods made or nodified in the state. It is transferable and is
capped at $10 million per year. |f a conpany does not have a tax
liability that credit can be carried up to seven years.

4:59: 36 PM

BRUCE TANGEMAN, Deputy Conmm ssioner, Departnent of Revenue
(DOR), Juneau, AK, added that this is for expenditures directly
attributable to instate manufacturing or instate nodification of
tangi ble personal property in exploration, developnent and
production of oil and gas. It's a very targeted tax credit ained
specifically at the manufacturer and building of itens that are
related to the oil and gas industry.

CHAIR G ESSEL asked if Fairclough and Co. was a manufacturing
conpany |located in Fairbanks and produced sonething for the
North Sl ope, how this would play out for that conpany.

MR. TANGEMAN replied that expenditures attributable to an oil
and gas depreciable item that the conpany would make would be
allowed a 10 percent tax credit against the expenditures that go
into that item

5:01: 25 PM

SENATOR DYSON said he suspected that the 10 percent credit would
then allow that conpany to bid on a product or services at a
| ower rate than a conpetitor who may also be bidding on it from
sonmewher e el se.

MR. TANGEMAN answered yes; that's the intent.

CHAIR G ESSEL asked if a conpany that is actually based in North
Dakota and producing a tangible item that is being used on the
North Sl ope get this credit.

MR. TANGEMAN answered no; they would need to have a corporate
income tax or be an entity within the state of Al aska.

CHAIR G ESSEL asked if they built a manufacturing facility in
Fai rbanks and actually were producing that product in Al aska
woul d they qualify.

MR. TANGEMAN answered yes and it would go the opposite way.

SENATE RES COW TTEE - 18- February 22, 2013



5:03:11 PM

CHAIR G ESSEL said this piece is ainmed at incentivizing or
hel ping our conpanies that are here on the ground in Al aska
enpl oying Al askans and helps bolster diversification of our
econony.

5:03: 34 PM

SENATOR FAI RCLOUGH asked how this wll affect Al aska' s bottom
line. Is it stackable on other benefits soneone m ght receive?
Could a conmpany accunulate up to $60 mllion worth of credits
because of the carry forward and those would enter a nmarket at a
di scounted rate possibly for a larger conpany that is paying
t axes, because they are transferabl e?

5:04: 40 PM

MR. TANGEMAN explained the intent is that the tax liability is
less than the credit they would receive and it is transferable,
but that should also go into the economics of the pricing
involved in manufacturing of whatever they are producing in the
st at e.

5:06: 26 PM
SENATOR DYSON said he was startled that an Al askan conpany coul d
get this credit for products going to the Qutside.

MR. TANGEMAN replied that it's for the sale of a product that
was built in Al aska but sold to North Dakota, for instance.

SENATOR DYSON said we want jobs, but he was questioning about
they would pick out this particular industry to subsidize above
others like the fish boat manufacturer. He said it mght also
have title problens because this whole thing has to do with oi
and gas in the state and all of a sudden a section was slipped
in talking about subsidizing an industry that 1s selling
products outside of the state that has nothing to do with our
oi | and gas.

SENATOR FAIRCLOUGH said the tax credits have to stay wthin
Al aska, but there are still sonme dynamcs at play in terns of
incentivizing an industry. She was thinking about t he
fabrication of pipe. At one tinme there was a conversation about
roundi ng pipe here and that kind of conpany would qualify for
this credit. She wanted to think the concept through.

MR. PAW.OWABKI supplenented that saying one of the things they

had heard consistently is the inpact of the high cost of doing
business in Alaska on the oil industry in that we have a net tax
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system and there is a relationship between a vibrant service
i ndustry and support industry to a healthy oil industry. One of
the attenpts here is to increase the health of that sector and
hopefully drive down costs.

He said it was focused towards oil and gas specific property
considering the relationship of the ultimte revenues the state
gets fromthe nore profitable projects. The state has a profits
based tax, the |less expensive the property that goes into the
cost equation actually does have a feedback |oop to the revenues
of the state.

5:10: 27 PM

SENATOR FAI RCLOUGH sai d she thought "manufacturing" was probably
defined somewhere in code, but it wasn't having a product and
adding a bolt to it and that should be clarified for the general
public.

MR. TANGEMAN pointed to page 3, line 10, where "manufacturing”
was defined as "needs to perform substantial i ndustri al
operations in the state to transformraw naterial into tangible
personal property with a useful life of three years or nore for
use in the exploration and devel opnent and production of oil and
gas regardless of whether the oil or gas is located in the
state.”

Line 14 defined "nodification"™ as "an adjustnent, equipping or
other alteration to existing tangible personal property that has

a useful life of three years of nore and is for use in the
expl orati on, devel opnent and production of oi | and gas
reserves."
5:11:32 PM
MR. PAW.OABKI said the inportant caveat in that section was on
page 3, line 17, that said, "nodification does not include m nor

product alterations or inventory activities.”" He said they would
continue to work with the commttee and the legislature on this
goi ng forward.

SENATOR FAI RCLOUGH asked if they had consulted the oil industry
or soneone nmanufacturing sonmewhere about what that product m ght
be and if there was an exanple. And why choose $10 nmillion?

MR. TANGEMAN said he had sone initial conversations, but | ooked
forward to hearing nore from the service sector. It seened they
thought it would be beneficial to their business in pronoting
busi ness growth in Alaska. The $10 million cap is a threshold;

SENATE RES COW TTEE - 20- February 22, 2013



they are hoping it will be a boom but they have to see how it
wor ks t hrough the process.

MR. PAW.OMNSKI said the sincere intent in the bill overall was to
protect the state treasury in any ongoing obligations. They
heard testinony from PFC that when there are credits, that
offering transferability of credits to be used against a tax
l[itability is a viable nmechanismto provi de sone protection.

SENATOR BI SHOP conmented said this is another way to nmake Al aska
conpetitive and the nore you do here the cheaper it is to do it.

5:16: 00 PM

CHAIR G ESSEL said that summarized the commttee's ideas in
addition to those of the TAPS Throughput Commttee. She said
sonme anmendments were not included in the CS and those would be
heard on Monday.

5:18: 08 PM
CHAIR G ESSEL renoved her objection and CSSB 21( ), |abeled 28-
GS1647\ U, was adopted and held in conmittee.

5:18:23 PM

Finding no further business to cone before the commttee Chair
G essel adjourned the Senate Resources Standing Commttee at
5:18 p. m
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