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ACTI ON NARRATI VE

3:30: 21 PM

CO- CHAIR PETER M CCICHE called the Senate Special Comrittee on
TAPS Throughput neeting to order at 3:30 p.m Present at the
call to order were Senators Gardner, Fairclough, MQ@ire, Co-
Chair Dunl eavy, and Co-Chair M cci che.

SB 21-O L AND GAS PRCDUCTI ON TAX

3:30: 35 PM

COCHAIR MCCICHE stated that the first order of business to
come before the commttee was SB 21. He noted the presence of
Senat or G essel .

COCHAIR MCCICHE related that the Senate Special Comrittee on
TAPS Throughput is "looking through challenges to decreasing the
decline of North Slope oil production.” He pointed out that the
committee is not an oil tax commttee, but rather it is designed
to arrest throughput decline.

COCHAIR MCCICHE said that the purpose of the neeting was to
begin the discussion of SB 21, the Governor's oil and gas
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production tax bill. He introduced the presenters: Conm ssioner
But cher, Comm ssi oner Sul |'i van, Joe Bal ash, and M chael
Pawl owsKki .

3:32:38 PM

DAN SULLI VAN, Conmm ssioner, Departnment of Natural Resources,
began by thanking the Senate for the public service of
establishing a special conmttee to work on the goal of
decreasi ng throughput decline. He enphasized that the Departnent
of Natural Resources (DNR) believes that the issue of TAPS
t hroughput decline is the npbst wurgent problem facing the
econonm c future of Alaska. He nmmintained that the nore people
understand the problens and the solutions of oil production
decline, the nore likely the issue will be addressed for the
benefit of all Alaskans. He said that DNR and the Departnment of
Revenue (DOR) have been working together as a team on this goa

at the request of the Governor.

3:35:26 PM

COM SSI ONER  SULLI VAN stated the goals of the presentation:
provi de the background of TAPS;, show sone of the chall enges of
hydrocarbon production and investnent in Al aska, the U S. and
the world; and provide exanples to support the idea that oil
production decline in Alaska is not inevitable.

COW SSI ONER  SULLIVAN drew attention to a handout entitled,
"Arresting TAPS Throughput Decline & Gl Tax Reform" He
depicted TAPS as a critical state and national energy asset. He
rem nded the committee that Congress was instrunmental in the
approval and rapid devel opnent of TAPS and continues to have an
inportant role. The throughput issue has federal elenents, such
as the energy security of the country and access to federal
| ands.

He highlighted the staggering nunber of barrels produced since
June of 1977. Production peaked at 2.2 mllion barrels per day
in the late 1980s, representing 25 percent of U S donestic
production. He noted how inpressive that anount was. Today, at a
little less than 600,000 barrels per day, there is excess
capacity and the decline threatens Anerica's economc future. He
said there was currently a reconfiguration of TAPS capacity.

COWM SSI ONER SULLI VAN stated that the ultimate giveaway is the
year-after-year decline of throughput. He spoke of a Bl oonberg
report from Decenber 2011, which showed production of 620,000
barrels of oil a day conmpared to Decenber 2012 with 582,000
barrels a day, a |loss of 40,000 barrels per day for a year. The
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val ue of 40,000 barrels of oil a day in a year is 4.7 mllion
barrels; at $100 per barrel, $1.5 billion was lost. He
enphasi zed the goal to arrest and turn around that giveaway.

3:40: 49 PM

COWMM SSI ONER SULLI VAN showed a graph of Al aska North Sl ope (ANS)
production history, pointing out the dom nance of Prudhoe Bay.
He distinguished mature fields from mature basins. He naintained
that the state does not have a mature basin, it has sone mature
fields.

He highlighted the urgency of the throughput decline issue and
stressed that it was not a scare tactic. He gave a persona
exanpl e of his experience with the January 2011 TAPS shutdown in
m nus-40 weather. He concluded that the lesson from that near
di saster was that the lower the output, the higher the risk of
shutdown and the nore chance for technical challenges. He
di scussed the consequence of higher tariffs due to companies'
costs fromefforts to address such probl ens.

CO- CHAIR M CCI CHE enphasi zed the increase in operational costs
due to |l ower flow rates.

COWM SSI ONER SULLI VAN agreed. He did not think that there was
any dispute that lower flow rates create a higher risk of
conpl i cation

CO- CHAlI R DUNLEAVY asked if the state can flatten out or decrease
t he decli ne.

COWM SSI ONER SULLI VAN said absolutely. He related that there is
a large resource base and several basins have already begun to
decrease the decline.

SENATOR GARDNER asked if the future |ooks larger with the majors
or with new smal |l er investors.

COWM SSI ONER SULLI VAN replied that he believes that all players
will contribute; all investors and the entire diversity of
pl ays. He spoke of the opportunities that lie in all plays. He
poi nted out that Alaska is unique in that conventional and shale
plays can exist in the sanme field or basin. The goal of
i ncreasing conpetition in the North Slope is very inportant.

3:47: 52 PM

SENATOR FAI RCLOUGH referred to the TAPS shutdown in 2011 and the
anxi ety over that situation. She enphasized that it was not an
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easy start up and it was fortunate that the pipeline had great
enpl oyees and attorneys to interpret TAPS |anguage and prevent
outside entities fromstopping the flow of oil.

COW SSI ONER SULLI VAN  agreed with Senat or Fai rcl ough's
depi cti on.

CO- CHAI R DUNLEAVY requested information on a possible timeline
for stenmmng the decline and increasing production in existing
wells and for the onset of new oil, given the right clinmate.

COWM SSI ONER SULLI VAN said it was a good question, but hard to
predict the answer. He agreed that infield drilling would be an
obvi ous place to begin a turnaround. He pointed out that there
has been exploration outside of the big units which could turn
into capable production wthin a few years. He used Point
Thonmson as an exanple of a field that ExxonMbil is starting to
build this winter with a target three years away. He recalled a
comm tnment by Exxon a year earlier that ran into delays due to
federal permtting problens.

CO-CHAIR M CClI CHE suggested that the conmttee was formed to
streaniine legislation related to the tineframe between
di scovery and production. He noted Senator Bishop's arrival.

CO CHAI R DUNLEAVY t hought it was a huge issue.

COW SSI ONER SULLI VAN suggested that the best way to address
technical issues froma shutdown is to get nore oil through the
pi pel i ne.

He turned to positive solutions to address the decline. He
pointed out the nobst inportant factor; the huge, world-class
basin on the North Slope. The United States Geol ogical Survey
(USGS) estimates that Alaska's North Slope has nore oil than any

other Arctic nation. It has about 40 billion barrels of
conventional oil (federal, state, and OCS), and over 200
trillion cubic feet of conventional natural gas. Al aska al so has
wor | d- cl ass unconventional resources, including tens of billions
of barrels of heavy oil, shale oil, and viscous oil, and
hundreds of trillions of cubic feet of shale gas, tight gas, and

gas hydrates. He added that the North Slope remains relatively
unexplored relative to other hydrocarbon basins in the US.,
anot her positive factor.

He spoke of efforts to market oil prospects in an attenpt to
bring nore investors to the state. One of the nbst common thenes
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heard from potential conpanies is that though the hydrocarbon
structure is great, the cost of doing business is too high.

3:57:24 PM

CO-CHAIR M CClI CHE thought an inportant piece of educating the
public is if people believe there are adequate supplies on the
North Slope to increase throughput. He suggested DNR and
i ndustry geol ogi sts provide further information on that topic.

COWM SSI ONER SULLI VAN said there were geol ogists available to do
so.

CO CHAIR DUNLEAVY asked if the "mmjors" share the state's
optim sm about the potential to stem throughput decline because
of the | arge anount of resources.

COWM SSI ONER  SULLIVAN opined that the majors see infield,
unconventional, and federal I|and potential. He spoke of the
efforts to get conpanies to invest and lease in shale play. He
used North Dakota as an exanple of |l|arge shale production
increases within a period of five years. He predicted that
source rock in Prudhoe Bay woul d have huge potenti al.

SENATOR GARDNER understood that shal e devel opnment involves nore
drilling and nore wells. She inquired if shale oil conmes on line
nore qui ckly than conventional oil

COWM SI ONER SULLIVAN related that a task force made up of DNR,
ot her agencies, and counterparts from North Dakota has been set
up in order to deal with shale developnent. He said he would
find the answer to that question.

He showed a map of Alaska's North Slope oil and gas potenti al
He said he was optimstic about the resource; however, he said
it would cost billions to bring it to production.

4:01:58 PM

COWM SSI ONER SULLI VAN di scussed the U. S. energy renai ssance. The
| nternational Energy Agency (IEA) predicted in their "2012 Wrld
Energy CQutlook" that the U S. would overtake Saudi Arabia and
Russia to becone the world' s |argest global oil and gas producer
by the second half of this decade. This would include an
enornmous capital spending boom by the oil industry. In 2012
about $600 billion was spent on exploration and production
globally, and it is projected that in 2013, $650 billion will be
spent. He opined that Al aska needs to be on the |eading edge of
the Anerican energy renaissance, rather than an anchor
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Currently, a lot of the spending is going to Oganisation for
Economi ¢ Co-operation and Devel opnent (OCECD) countries. He
stated that Alaska should strive for nore of that gl obal
spendi ng.

SENATOR GARDNER asked how Alaska's position as an exporter
conpares to the rest of the nation.

COW SSI ONER SULLI VAN said he did not think Al aska would becone
a major exporter of oil; however, he did think it would becone a
| arger exporter of gas.

He provided exanples of how other basins have turned their
decline around, such as in Texas, Alberta, and North Dakota. A
| ot of those basins involved shale plays. The North Sea basins
and Apache Corporation's Forties field acquisitions have turned
declines around as a result of tax reform He described Apache's
tax reform which had an inpact on production, new jobs, and
i nvest nent .

COWM SSI ONER SULLI VAN rel ated that the TAPS Throughput Conmmittee
has a much broader mandate than just tax reform He said the
state has been focused on a conprehensive plan that covers many
areas beyond tax reform For the last couple years, the state
has exam ned permtting reform the next phase of North Slope
devel opnent, and pronoting the state's resources by targeting
certain conpanies that would be a good fit in Al aska. He agreed
with a statenment from Governor Parnell's 2013 State of the State
address that said the state's problemwth attracting investnent
i s not bel ow ground, but above ground.

COWM SSI ONER  SULLI VAN di scussed the North Slope's recent and
proposed activity for oil and gas. Recent |ease sales
denonstrated positive results. He shared that DNR has actively
sought out new investnent and has seen positive results. He
stressed that this is only the beginning and Al aska has the
ability to attract new i nvestnent by all types of players.

4:12: 06 PM

SENATOR GARDNER asked about the role of Congress in devel oping a
gas pi peli ne.

COWMM SSI ONER SULLI VAN of fered to provide that information.

CO- CHAIR M CCl CHE noted the presence of Senator Huggins.

4:13: 33 PM
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BRYAN BUTCHER, Conmmi ssioner, Departnment of Revenue, began the
presentation on oil tax reform He listed the four principles of
oil tax reform which the Governor recently reiterated: the tax
reform nust be fair to Alaskans, it nust encourage new
production, both short-term and long-term it should be sinple
so that it restores balance to the system and it should be
durable for the long term He gave an exanple of the conplexity
of Alaska's current tax system

CO-CHAIR M CCICHE inquired what the admi nistration neans by "it
nmust be fair to Al askans."

COWMM SSI ONER BUTCHER shared the idea proposed by forner-Governor
Hammond of 1/3 of profits each going to the state, the federal
government, and the conpanies. He said that, in reality, it
never works out quite that way. The state's take is much |arger
than the federal governnent's take.

COW SSI ONER SULLI VAN added that it nust be fair to future
generations of Al askans.

4:19: 04 PM

COWM SSI ONER BUTCHER defined "durable for the long ternf as a
system that is conpetitive into the future. He pointed out that
the proposed tax change is the third one in the past six or
seven years. He said that the admnistration has a goal of
making the tax a "long-term answer."

COWMM SSI ONER BUTCHER spoke of the integrated team nade up of DOR
and DNR, as well as the consulting firm Econ One Research, Inc.

COWM SSI ONER BUTCHER described the process used to develop SB
21. The team reviewed previous work by both the |egislature and
the admnistration. It identified problens with the current tax
system declining production, lack of a conpetitive environnment,
problenms with progressivity, and tax credits.

COCHAIR MCCICHE agreed that |ack of conpetitiveness due to
hi gh governnent take was a problem He asked whose role it is to
determne the distribution of governnent take for oil and gas
production and severance taxes, the legislature or the
adm ni stration, or both. He suggested setting a nunber first.

COWM SSI ONER BUTCHER said it conmes down to the legislature and

the Governor to determ ne what nunber is conpetitive and makes
t he nost sense in noving forward.
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COCHAIR M CCICHE asked if there was a place in global average
government take where "we can see excitenent beginning to occur,
versus a level where there is not nuch happening because the
take is too high."

COWM SSI ONER BUTCHER did not know. He suggested Barry Pulliam
wi th Econ One mi ght have an answer.

COCHAIR MCCICHE noted t hat t he commttee would be
commi ssi oni ng PFC for independent consulting work.

4:23:41 PM

COWM SSI ONER BUTCHER continued to identify problenms with the
current tax system He discussed progressivity and tax credits.
He said DOR and DNR coordinated efforts to understand the
i npacts of production decline on TAPS revenues.

He showed a graph that shows how the conpetition fared when oi
prices spiked. He maintained that other basins have turned the
decline around. He conpared Texas, North Dakota, and Al berta
with Alaska. He said the biggest takeaway conpares Texas wth
Al aska to show that Texas flattens out and turns around, while
Al aska shows no production increase at higher oil prices. He
noted that unconventional oil, not shale oil, turned production
around. He maintained that these exanples are proof that decline
is not inevitable.

COWM SSI ONER  SULLI VAN comrented that "everybody is turning it
around" except for Al aska.

4:30: 07 PM
SENATOR GARDNER questioned Texas's governnent take during the
ti me when production was | ow.

COWM SSI ONER BUTCHER answered that Texas's tax rate was al so | ow
during that tine. He did not know what royalties were paid to
primarily private land owners. He speculated that governnent
take was not much higher than Alaska's. He offered to find out.

COCHAIR MCCCHE suggested a theoretical scenario that
contained two product lines; shale oil play during a high price
envi ronnent and conventional oil at a low price environnent. He
tal ked about decoupling types of oil and encouragi ng additiona
production at |ower prices, if shale does play out.
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COWM SSI ONER BUTCHER agreed that it could be done and has been
consi dered. He spoke of heavy oil as an exanple and suggested
that it mght be incentivized.

COWMM SSI ONER BUTCHER explained a table with detailed nodels and
a variety of metrics that shows how Al aska conpares to other oil
opportunities. The table shows an exanple for a 50 mllion
barrel devel opnment in Al aska and conparabl e devel opnents in the
Lower 48, Canada, Norway, and the United Kingdomis North Sea.
In PFC Energy's analysis last vyear, Alaska rated second to
Norway when conparing OECD sites. At $140 per barrel, Al aska
woul d surpass Norway. He stated he could provide conparisons in
a variety of ways.

COCHAIR MCCICHE said he has seen very different nunbers
published in tables that |ook |like the one Comm ssioner Butcher
presented. He questioned why there are so many versions and how
to know the right nunbers on which to base deci sions.

COWM SSI ONER BUTCHER explained that it was a very conplicated
i ssue. Progressivity, price, and credits, all have to be taken
into account. He stated that DNR and DOR have presented Econ One
with the nost up-to-date information on how Alaska's tax system
wor ks.

COCHAIR MCCICHE wished to bring all the groups together and
arrive at the real nunbers for Al askans. He added that if the
departnents have spent the tinme to arrive at the real nunbers
t hat shoul d be made cl ear.

COWM SSI ONER BUTCHER said that, generally, all the consultants
get together to make sure the input to the nodels produce the
same nunbers.

4:36: 57 PM

COW SSI ONER  BUTCHER spoke of the difficulty of defining
progressivity. He noted it was conplicated and unpredictable,
both for the state and investors. He described how the
progressivity rate is achieved. He conpared Al aska's system to
North Dakota's sinple tax system

SENATOR GARDNER thought the difficulty was 1in calculating
production tax value, but that changing progressivity and addi ng
different values is just a fornula to put into a spreadsheet.
She opined that it mght be conplicated to explain and to set up
a spreadsheet, but it's not hard after that.
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COWMM SSI ONER BUTCHER rel ated that conpani es have conpl ai ned that
they have to run endl ess nunbers based on the changing price of
oil. He described the difficulty of the tax system due to its
not being a strai ght percentage.

SENATOR GARDNER did not accept that progressivity is hard to
cal cul at e.

COWM SSI ONER BUTCHER added that Al aska's tax calcul ations nust
be done nonthly instead of annually.

4:41: 05 PM

COWMM SSI ONER BUTCHER expl ai ned a graph that shows the nunber of
tax credit certificates refunded and the credits applied agai nst
production tax liability. In FY 13, of $800 mnmllion in
production tax credits, $360 million credits were refunded and
$440 mllion were credits applied against production tax
l[iability. He predicted that the total would be about $1 billion
in FY 14. He questioned what the state was getting for $1
billion. He said it was difficult to see what the state is
getting for its investnment. He noted that the tax credit system
is incentivizing spending, but that it has not been connected
with increases in production. As a result, the admnistration
has approached the bill cautiously.

He posed a hypothetical situation where the price of oil would
drop to $80 - $90 per barrel over the course of a year and
Al aska would have a deficit in "the billions of dollars." He
spoke of the type of investnent being sought.

CO-CHAIR M CCl CHE requested clarification about pre-2009 through
2014 when the state averaged paying out $375 mllion for credit
certificates that did not produce any oil.

COWM SSI ONER BUTCHER said it was speculation on the conpanies'
parts as to what nmay have been produced that woul dn't have been
produced as a result of production tax credits. He said that DOR
was never able, in their five-year |ook back, to nake any direct
connections. He added that the total of $5.85 billion is the
amount the state either took off the tax liabilities of
conpani es or paid out in cash over the last 5-7 years.

CO- CHAIR M CCI CHE asked what conditions in 2011 made the refunds
hi gher than the credits applied agai nst production.

COWM SSI ONER BUTCHER explained that the departnent relies on
conpany expense reports. That year, nore conpanies spent nore
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noney. The departnent checks to see that the work is done and
that the conpany qualifies for the refund before it pays.

4:46: 47 PM
CO CHAI R DUNLEAVY understood that there is no evidence that
production tax credits increase production.

COW SSI ONER BUTCHER sai d DOR does not have that information.

COWMM SSI ONER SULLI VAN stressed the point that the system should
be bal anced and Al aska's treasury shoul d be solid.

CO CHAI R DUNLEAVY asked if tax credits are spending credits not
tied to production.

COWM SSI ONER BUTCHER sai d yes. The conpany only has to show that
an expense qualifies under |aw.

He discussed a growing concern of DOR and DNR that TAPS tariffs
in revenue nodeling did not dynamically link throughput wth
tariff rates or capture any added capex or opex spending for |ow
throughput mtigation neasures. He said that assumng price,
production and tariff provided in the "Fall 2012 Revenue Sources
Book," a $1 increase in the TAPS tariff wll decrease state oi
and gas revenue by an average of $110 milli on.

4:50: 30 PM
SENATOR GARDNER questioned the statenment, "Current work not
designed to find the optimal low flow mtigation option or

forecast specific operational outcones and exact tariffs.” She
wonder ed whose current work the phrase refers to.

COW SSI ONER BUTCHER expl ained that it neans the departnment is
running nodels to determne the effect an increased or |owered
tariff wll have, not to determine when oil wll run out and
TAPS woul d shut down.

SENATOR GARDNER asked who is doing that work. She assunmed it was
the operators and owners, not the departnment whose job it is to
eval uate the inpact on state revenues.

COW SSI ONER BUTCHER agreed. He added that the state is not
getting involved in predicting operational outcones.

COCHAIR MCCICHE said that Admiral Barrett [President, Al yeska
Pi pel ine Services] would be covering those issues.
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COWM SSI ONER BUTCHER highlighted the oil tax reform proposal
whi ch would elimnate progressivity and credits based on capital

expenditures - a 20 percent capital expenditure credit on the
North Slope and reform remaining credits to be carried forward
to when there is production - tax credits can be taken where

there is a tax liability and the state would no | onger be paying
cash out on a yearly basis. It would also establish a "G oss
Revenue Exclusion” for newer units and new participating areas
in existing units targeting new oil and chall enged areas, such
as a new area that is far frominfrastructure with higher costs,
or a heavy viscous oil area. The bill also holds Cook Inlet and
M ddl e Earth harmnl ess.

4:53:41 PM

M CHAEL PAW.OABKI, QI & Gas Project WMnager, Departnent of
Revenue, began an overview of SB 21 - the oil and gas production
tax. He reviewed the highlights of the bill and |ocations where
that information can be found within the bill. The information
regarding elimnating progressivity can be found in Sections 1
and 26. Conform ng sections can be found in Sections 2, 5, 6,
and 22. Information on North Slope credits based on capital
expenditures is located in Section 8 Conformng sections are 7,
11, and 12.

CO CHAI R DUNLEAVY questioned the contents of Section 2.

MR. PAW.OASKI provided clarification. He said that Section 2 was
al so a conform ng section.

SENATOR GARDNER asked for the rationale behind the "hold
harm ess” provision in Cook Inlet, but not for other smaller
devel opers.

MR. PAW.OASKI expl ained that the provision applies mainly to the
tax ceiling. The legislature has provided for |imted taxes in
areas south of 68 degrees. Mddle Earth has a 4 percent tax
based on | egislative work | ast year.

He discussed the sections in SB 21 related to reformng
remaining credits to be carried forward until there is
production. He related that the North Slope net operating |oss
credits are found in Sections 9 and 15, wth conform ng sections
10, 19 and 20. Information about small producer tax credits is
found in Section 16. The forth provision, Goss Revenue
Exclusion (GRE), is found in Section 24, and in the conformng
section 5.
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MR. PAW.ONBKI stressed that relatively few sections of the bil
relate to the basic proposals for the North Sl ope system

He provided |ocations for the provisions dealing with Cook Inlet
and Mddle Earth. The hold harmess provisions are found in
Sections 3 and 22, with conformng sections 4, 13, 14, 17, 18,
21, and 25.

He said he hoped this guidepost would be helpful to the
committee.

5:00: 45 PM
CO- CHAI R M CClI CHE suggested extending the neeting on Thursday to
6:00 p.m in order to finish the presentation on SB 21.

COCHAIR M CCICHE held SB 21 in conmmttee.
5:01: 46 PM
There being no further business to cone before the conmttee

Co-Chair Mcciche adjourned the Senate Special Conmmttee on TAPS
Throughput at 5:01 p. m
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