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SENATE FI NANCE COW TTEE
March 17, 2004
9: 06 AM

TAPES

SFC-04 # 44, Side A
SFC 04 # 44, Side B
SFC 04 # 45, Side A

CALL TO ORDER

Co-Chair Gary WI ken convened the nmeeting at approxinmately 9:06 AM
PRESENT

Senator Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senator Ben Stevens

Senat or Donny O son

Senat or Lyman Hof f man

Al so Attending: SENATOR HOLLI S FRENCH: SENATOR RALPH SEEKI NS;
SENATOR BERT STEDMAN; SENATOR GARY STEVENS; SENATOR TOM WAGONER:
PHELAN STRAUBE, Staff to Senator B. Stevens

Attending via Teleconference: There were no teleconference
parti ci pants.

SUMVARY | NFORMATI ON

Conf erence of Al askans resol uti ons
Presentations Ofered by Senators

SENATOR HOLLIS FRENCH presented a discussion on oil taxes,
specifically the economic limt factor (ELF). He referenced a
presentation as foll ows.

The "ELF" in Alaska's G| Taxes
e There are four main taxes paid by the oil industry:
* Royalty - 12.5%
e Property - 20 mlls which equals 2%
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e Corporate incone - 9.4%
e Production - 15% before ELF

Senator French noted these percentage anounts are sinplified
esti mates.

Senator French explained that the property tax is paid to the
| ocalities that have the oil pipeline running through them such as
the North Slope and the Fairbanks North Star Borough. This tax
provi des revenue to the localities and the State.

Senator French noted the production tax, or severance tax, 1Is
typically 12.5 percent for the first five years of a lease, and is
then raised to 15 percent.

The 'ELF' in Alaska's O Taxes

» The 15% production, or severance, tax varies because of
the ELF, or economic |[imt factor.

e At its sinplest, the ELF is a nunber between zero and
one. Miltiplying the production tax by a field s ELF
| owers that field s tax burden

Senat or French infornmed that because the economc limt factor is
al ways | ess than one, all of the production taxes paid to the State
are |l ess than 15 percent.

The 'ELF in Alaska's G| Taxes
* Kuparuk's ELF is about .2 now.
e .2 tinmes 15% equals 3%
* Thus, Kuparuk pays a 3% production tax.
* Prudhoe's ELF is . 86.

The "ELF" in Alaska's G| Taxes

e The forrmula is actually quite conpl ex.
AS 43.55.013. Economc Limt Factor.
(a) [Repealed, Sec. 18 ch. 116 SLA 1981].
(b) The economc limt factor for oil production of a
| ease or property shall be conputed according to the
foll ow ng formul a:
(1-[PEL/TP]) exp ([ 150,000/ (TP/ Days)] exp [(460 X
WD) / PEL] )
wher e:
PEL = the nonthly production rate at the economc limt;
TP = the total production during the nonth for which the
tax is to be paid;
WD = the total nunber of well days in the nonth for which
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the tax is to be paid;

Days = the nunber of days in the nonth for which the tax
is to be paid; and

exp = exponent.

Senat or French explained that the last two factors in this formula
are used as exponents, creating a dramatic "drop-off" in the tax as
the oil field approaches its economc |Iimt factor. For exanple, if
approxi mately 300 barrels a day were produced per well in an oi
field, the economc limt factor of that field would be zero.

The "ELF" in Alaska's GO | Taxes
e ELF was designed to encourage snall field devel opnent.
e There are twenty fields now producing on the North Sl ope.
e Twelve pay no production tax at all.

Senator French informed that twenty separate oil fields are
operating on the North Slope. Each of these fields is using the
North Slope's infrastructure, yet twelve pay no production tax.

The "ELF" in Alaska's G| Taxes
e The Tarn field nade 951, 221 bbls in January 2004.

e Tarn has a 0.08 WLF neaning it pays a 1.2 % production
tax now

e Tarn's ELF will go to zero in 2007.

The "ELF" in Alaska's G| Taxes

e Tarn is produced via Kuparuk's facilities.
[ Aerial photographs showi ng said facilities.]

Senator French stated that he worked at the "enornous" Kuparuk oi
production facility for eight years. He highlighted the size of the
facility, and various structures within the facility. He expl ai ned
that each of the orange "houses” shown in the photograph of Kuparuk
holds an oil well or water or gas injection well. Several years of
investnment was required to establish this najor North Sl ope oi
field.

The "ELF" in Alaska's G| Taxes
e Tarn required only two drill sites and three ten mle
pi pel i nes
[ Phot ograph of section of Kuparuk facility.]
Senat or French enphasi zed the sinplicity of the Tarn facility.

The "ELF" in Alaska's O Taxes
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e The Tabasco field, also produced through Kuparuk's
facilities, did not require even a drill site. It was
drilled in seven wells off an existing pad at Kupar uk.

» Tabasco makes 2500 bbls of oil per day and pays no
producti on tax.

e This nodest field will make the producers 1,000, 000 bbls
of oil this year.

Senator French indicated a booklet from BP/ Arco showi ng the overl ay
of the reservoirs belonging to separate oil fields.

The "ELF" in Alaska's O Taxes

e As new fields cone on to production, and pay no
production tax, the overall production tax rate declines.

» The average production tax wll fall from 13.5%in 1993
to 4% in 2013.

Senator French stated that the future of North Sl ope oil production
woul d be small satellite oil fields, which would have |ow or no
production taxes due to the economc limt factor.

The "ELF" in Alaska's GO | Taxes

O | Developnment in America's Arctic 1977

[Map of area of Northern Al aska bordered by the National
Petrol eum Reserve - Al aska on the West and the Arctic National
Wldlife Refuge on the East and indicating pipelines, pads,
roads and gravel mnes in existence at that tine.]

The "ELF" in Alaska's G| Taxes

Q| Developnent in Anerica' s Arctic 1989

[Map of area of Northern Al aska bordered by the National
Petrol eum Reserve - A aska on the West and the Arctic National
Wldlife Refuge on the East and indicating pipelines, pads,
roads and gravel mnes in existence at that tine.]

The "ELF" in Alaska's G| Taxes

Q| Developnment in Anerica's Arctic 1999

[Map of area of Northern Al aska bordered by the National
Petrol eum Reserve - A aska on the West and the Arctic National
Wldlife Refuge on the East and indicating pipelines, pads,
roads and gravel mnes in existence at that tine.]

Senat or French explained that between 1977 and 1989 the Kuparak
facility was expanded. The economic limt factor was | ast expanded
in 1989. Between 1989 and 1999 a "huge expansion” of the
infrastructure of the North Sl ope occurred as multiple oil fields
cane to the North Sl ope. The conparison between the oil devel opnent
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on the North Sl ope between 1977, 1989 and 1999 is inportant because
it exhibits that the future of the North Sl ope would not include
huge i nfrastructure devel opnents, but snaller fields built off of
existing drill sites, or newdrill sites that utilize the existing
infrastructure. No reason could be exhibited to construct a huge
oil production infrastructure if a ten-mle pipeline could be
constructed that would utilize an existing facility.

Co-Chair WI ken asked the distance fromthe edge of the National
Pet rol eum Reserve - Al aska (NPRA) to punp station #1.

Senator French replied that the distance is approximately 80 ml es.
Co-Chair Wl ken asked if it is 80 road mles.

Senator French affirmed.

Senat or Bunde determ ned that the distance is 60 mles or nore.

How t he bill works
e Two principal reforns:

e The first sinply establishes a m ni num 5% production tax.
Al fields nust pay the m ni num 5%

e This provision alone would raise $75 mllion at $22 per
bbl .

Senator French noted that if this proposal were inplenented, as the
price of oil increased, the production tax would increase, and as
the price of oil decreased, the production tax woul d decrease.

How the bill works

e The second major reform bases the production tax on the
price of a barrel of oil.

* As the price rises, so does the tax. As the price of oi
falls, so does the tax.

e The till sets $16 to $20 oil as the norm

Senator French referenced an article taken fromthe Petrol eum News
dat ed Decenber 30,2001 titled "Departnent of Revenue suggests oi
production tax mght need to be changed”. He inforned that this
article explains the economic |limt factor, and qualified that the
ELF proposal he is suggesting was considered in 2001.

How the bill works

 Above $20, the production tax would be nultiplied by the
price per barrel divided by 20.

e Below $16, the production tax would be nmultiplied by the
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price per barrel divided by 16.

Senator French explained that this proposal would establish $16
t hrough $20 per barrel as the normal price of oil.

Co-Chair WIken asked if the prices of a barrel of oil being
referenced are based on West Texas crude oil prices with the North
Sl ope adj ust nent .

Senator French clarified that the production tax is calcul ated
using the oil well head val ue, excluding transportation costs.

How the bill works
* Exanple: At $30 oil, the new fornula would divide 30 by
20 yielding 1.5.
e Thus, a field with 10% production tax would pay an
adj usted 15% producti on tax.
* The production tax cannot exceed 25% under the bill

Senator French clarified that if the price of a barrel of oil was
$75, the production tax would be held at 25 percent.

How the bill works

* Exanple: At lower oil prices the production tax woul d be
reduced. If oil goes to $12 per barrel, the formula would
divide 12 by 16 to yield .75. Thus the production tax on
an oil field would be reduced by 25%

* A 10% production tax would be reduced to 7.5%

How the bill works
* If oil prices fall below $10 per barrel, the bill would
wai ve half the production tax and woul d defer the other
hal f until prices rise above $16 per barrel.
e There is also an inflation adjustnent, that would
gradually raise the $16 to $20 "nornf. The idea is to
acknowl edge that costs to industry rise over tine.

How the bill works

 Finally, the bill exenpts "heavy oil" from any of its
neasures. Heavy oil, like that contained in the Wst Sak
reservoir, requires nore expensive drilling and

producti on measures.

Senator French stated that the progress being achieved in producing
West Sak oil should not be hindered.

Pr oducti on Tax Revenue
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e In 2003, the State took in $599 million in production
t axes.

e The average price that year was $28 per barrel

» The average ELF was .50, neaning the average production
tax rate was 7.5%

Senator French qualified that the 2003 average price per barrel of
oil was provided by the Departnent of Revenue.

Producti on Tax Revenue
* Looking forward, the Departnent of Revenue forecasts an
average price of $22 per barrel.
e By 2013, the average ELF will fall to .27, neaning the
average production tax will fall to 4.05%
* 2003: $599 million.
e« 2013: $180 million.

Senat or French enphasi zed the difference in State revenue that the
decreasi ng production tax would create.

Production Tax Revenue
e Under this bill, the State woul d gain:
e An additional $110 mllion at $22/bbl.
e An additional $400 million at $30/bbl.
e An additional $500 mllion at $32/bbl.

I ndustry and Al aska's Benefit from NS Petrol eum Agai nst Q|
Prices (1987-2003)

[Gaph indicating the share of gross North Slope petroleum
Val ue each of the aforementioned years for State, Industry and
NS G| Wellhead Val ue. ]

Senator French explained that in 1989 the State's share of the
total value of oil produced on the North Sl ope was approxi mately 40
percent, and the oil industry's share was approxi mately 60 percent.
In 2003 the State's share was bel ow 30 percent and the industry's
share had risen above 70 percent. Over tine the industry is taking
nore of the gross value of the North Slope oil, whereas the State
is receiving | ess.

Forecasted Decline in Severance Tax Revenue: Current Law
[Gaph indicating revenue in mllions for the years 2005
t hrough 2020 utilizing statistics provided by the Departnent
of Revenue. ]

Senat or French pointed out that the State woul d receive between
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$400 mllion to $450 million fromoil production taxes in 2005. In
2020 the State revenue fromoil production taxes would be |ess than
$100 mllion.

Senator B. Stevens referenced the "Industry and Al aska's Benefit
from NS Petrol eum Against G| Prices (1987-2003)" chart and asked
if the data on the chart is based on Departnent of Revenue's
forecasts and known oil production |evels.

Senator French affirned.

Senator B. Stevens commented that the chart resenbl es the revenue
f orecast chart.

Conparison Between G| Conpany Profits and State Revenue:
Current Law

[ Bar graph indicating the conparison in billions based on the
price of oil and current law utilizing statistics provided by
t he Departnent of Revenue.]

Senator French noted when oil prices are $22 per barrel the

industry's share of revenue is $1.7 billion, and the State's share
is approximately $1.5 billion. As oil prices increase the
difference between the industry's share and the State's share
grows. For exanple, when oil prices are $30 per barrel the
industry's share is $3.4 billion, and the State's share is $2.1
billion. The State's oil production share includes all oil taxes

and oil-related revenue: corporate incone, royalty, property taxes
and production taxes.

Co-Chair WI ken asked how the oil industry's revenue share was
det er m ned.

Senat or French responded that the anpbunts were cal cul ated by the
Departnent of Revenue.

Proj ected Severance Tax Revenue Under Current Law and Fair
Share Bill at Forecasted Prices

[Gaph indicating revenue in mllions fromthe current |aw and
t he proposed nethod for the years 2005 through 2013 utili zing
statistics provided by the Departnent of Revenue.]

Senat or French enphasi zed that this proposal would not attenpt to
reverse the decrease in production tax revenue, but rather would
| essen the decline.

Senator B. Stevens referenced the "Conpari son Between G| Conpany
Profits and State Revenue: Current Law' chart, and asserted that
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the investnents of the oil industry are not being represented. He
di sagreed with the assunption that the State deserves the sanme rate
of return as the oil industry given that the State has not invested
in oil production. He asked if his assunption was fair.

Senat or French replied that he understood how Senator B. Steven's
assunption could be reached. Senator French added that he also
resists that assunption, which is why he has not suggested that the
State's oil revenue share be equal to the industry's share. It is
coi nci dence that when oil prices are $22 barrel both shares are
simlar, and that when oil prices are $30 a barrel the shares are
widely different. He clarified that the industry should benefit
from higher oil prices as a result of the investnent risk it has
t aken.

Senator B. Stevens wanted to know the industry's revenue share when
the price of oil is $12 per barrel

Senat or French explained that this proposal would offer the oi
industry tax relief when the price of oil is |ow

Senator B. Stevens nentioned that he was concerned with the tax
| evel when the price of oil is at status quo. He asked if the
"Conpari son Between O Conpany Profits and State Revenue: Current
Law' chart represents the status quo.

Senator French affirmed that this chart assunes current |aw.
Co-Chair G een asked the anmount of the oil revenue shares received
by the industry and the State when the price of oil is $12 and $16
per barrel.

Senator French would attenpt to obtain that information.

Senator O son asserted that the investnent of the oil industry is
not of inportance because the |level of their investnent does not
determ ne the price of oil.

Senator B. Stevens clarified that the State has not invested "one

dollar" in the oil production facilities discussed in this
presentation. It is unfair to expect that the State should receive
a rate of return equal to that of the oil industry when the oi

i ndustry has been investing in the production of oil and the State
has not. The State's rate of return is based on the tax structure.
Every business in the State would | eave if simlar revenue sharing
were required in all industries.

Senator B. Stevens acknow edged that this proposal does not suggest
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an equal sharing of revenue between the industry and the State, but
enphasi zed its failure to recognize the investnent of the oil
conpani es, or the conpetition between oil devel opnent in the State
and the rest of the world.

Co-Chair WI ken established that Senator B. Stevens is questioning
the return of investnent.

Senator B. Stevens affirned.

Ratio of Industry Take to State Revenues from ANS Production
[Gaph indicating the ratios for the years 1978 through 2003. ]

Senator French stated that in 1989 the economc |limt factor was
established and the State's oil revenue share and the industry's
share were simlar; in 1987 the shares were the sane. Over tine the
i ndustry's share has increased, and in 2003 their share is nore
than two and one-half tines that of the State. The shares shoul d
not be equal; however, it is obvious that the State is receiving
| ess and | ess of the oil revenue.

Concl usi on

e |t is better to address this i ssue now, when there is no
i mmedi ate crisis.

e It is better to take an increnental approach, rather than
a whol esal e "shelf the ELF" approach.

e It is better to give the oil industry certainty during
t he pl anning and desi gn phase of the gas pipeline.

Senat or French enphasi zed that a neasured approach to this proposa
woul d be better than a hurried approach.

Senator French stated that oil taxes were |ast adjusted in 1989,
and they would inevitably be adjusted again. The oil industry woul d
be best served if a tax adjustnent were nade now before the gas
pi pel i ne project begins.

[ Phot ograph of the Kuparak facility]

Senator French detailed that he worked at the Kuparak oi
production facility for eight years, and worked on an oilrig for
four years. He explained that he is "an oil person” and "a friend
of the [oil] industry”. This proposal would not cripple the oi

i ndustry, nor drive the industry out of the State. This proposal is
a neasured approach suggesting an adjustnent and not "a whol esal e
revision” to a fifteen-year-old tax structure.
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Senator Hoffman referenced the article in the Petrol eum News and
asked why the Prudhoe Bay oil field, as the largest oil field in
the State, should be exenpt fromthe economc Iimt factor.

Senator French replied that the economc l[imt factor of Prudhoe
Bay is 0.86, and would drop to 0.75 in 2010. The Prudhoe Bay
reservoir is the largest oil reservoir in North Anerica, producing
approximately 12 mllion barrels of oil in January 2004. This
proposal would not elimnate Prudhoe Bay's ELF factor, but would
inpose the ELF on all of oil fields utilizing the Prudhoe Bay
facilities.

Senat or Hof f nan asked what the increase of oil revenue to the State
woul d be if the ELF was not adjusted, and did not apply to Prudhoe
Bay.

Senat or French answered that he was unsure, but he would find an
answer .

Senat or Dyson commented that this presentation is "excellent"”, and
well thought out. He asked how this proposal would i npact
i ndependent oil producers wanting to route their oil through
Prudhoe Bay's facilities.

Senator French replied that this proposal would inform the
i ndependent oil producers of the production tax that would be
expected. Fromthe present and into the future, nearly every field
devel oped on the North Slope would have "zero production tax
status" if this proposal is not adopted. If inplenented, this
proposal would increase the independent oil producers' costs by
five-percent.

Senat or Dyson anticipated this proposal woul d encounter objections.
He asked if historical data could be obtained that woul d determ ne
the "econom c signals" this proposal would send.

Senat or French understood that the oil industry woul d not support
this proposal. The oil industry would mnimze their investnments as
a result of the inplenentation of this proposal, thus they would
consider it a signal that there is currently too nuch oi
investnment. He explained that the oil industry would never support
a proposal that would raise their taxes unless their support would
prevent a nore damagi ng proposal from bei ng i npl enented.

Co-Chair Geen asked if inflation rates affect the price of oil.

Senator French responded that this proposal assunes the normal
price of oil to be $16 to $20. Over tine that normal rate would
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i ncrease considering that costs relating to the production of oi
would rise with inflation.

Co-Chair Green wanted nore information on the relationship between
inflation rates and the price of oil.

Senat or French thanked Senator G een for her question.

Senat or Dyson outlined an instance when Prudhoe Bay forned a | egal
case based on the uncertainty that existed in devel opi ng technol ogy
in a hostile environment where oil drilling had not occurred.
Prudhoe Bay won the | egal case. Any devel opnent organi zation that
woul d risk such a significant investnment in "the world' s |argest
poker game" wants assurance that the rules do not change as they
continue to invest. The oil industry would argue that in order to
continue to attract oil production and devel opnent, the State nust
not change the rules by raising taxes.

Senator French replied, "Things change over tinme." He added that
rules affecting the oil industry were changed in 1989.

Senat or B. Stevens questioned whet her Senator French was famliar
with the Wod- Mackenzi e benchmar k st udy.

Senat or French answered that he has not reviewed it recently.

Senator B. Stevens inforned that this study ranks Al aska agai nst 61
ot her oil-produci ng areas.

Senat or French responded that he has heard those statistics.

Senator B. Stevens continued that Al aska ranks "the nost expensive"
on wei ghted average costs of the 60 oil fields that are conparable.
In addition, the State ranks 55 out of 61 on the average rate of
return.

SFC 04 # 44, Side B 09:53 AM

Senator B. Stevens related these statistics to his concern that
this proposal could deter future oil exploration, thus negatively
inpacting the State's revenue from oil royalties. The State
benefits fromthe oil industries' production of oil, even though it
has not invested in the production, by receiving one-eighth of the
oil revenue. If the State takes any neasures to inpede oil
conpanies frominvesting in Al aska, the oil conpanies would invest
in an area where their rate of return would be higher
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Subsequently, the State would | ose revenue fromoil royalties and
production taxes.

Senat or French expl ai ned that the Tabasco oil field is a snmall oi
field, which produces 2,500 barrels of oil per day, and one mllion
barrels annually. Their revenue fromoil is $35 mllion. Senator
French asked the Conmttee what they would be willing to pay to
have access to that amount of oil and the resulting revenue. If
this proposal were inplenented the oil producers would consider
that their costs were raised, but also that they could have been
raised nore. The oil producers benefit fromthe State's stable
political environment, an infrastructure, and a |arge production
facility that could be utilized. G ven these benefits and the high
revenues, the oil producers should be willing to accept a five-
percent cost increase to continue producing oil in Alaska.

Senator Hoffrman stated that in 1989 the economc Iimt factor was a
very contentious issue. Certain argunments that are being used to
argue agai nst this proposal are the sane argunents that were used
in 1989 to argue against the economic limt factor. The Al aska
benchmark study was used to fuel opposition of the ELF and the
threat that new fields would not be developed if ELF were
i npl enented. A vast nunber of oil fields have been devel oped on the
North Sl ope since the inplenentation of the economc |imt factor
in 1989 as is exhibited by "The 'ELF in Alaska's G| Taxes" charts
showing the growh in oil devel opnment between 1989 and 1999.

Senat or Hof fman continued that the oil industry enphasized the risk
of oil developnent in Al aska when opposing the economc |imt
factor. Now the oil industry would be opposed to elimnating the
ELF because it ensures stability in the market.

Senat or Hof f man poi nted out that Al aska's econony has changed, and
it istime to "take a second | ook"™ at the economc |imt factor in
an attenpt to find solutions to balance the State's deficit. He
restated his consideration of whether Prudhoe Bay should benefit
fromthe economc limt factor.

Senator O son asked what inpact this proposal would have on the
| arge oil fields.

Senat or French responded that the basic fornmula of the economc
limt factor would not change: a larger field would pay a | arger
production tax. This proposal would set a mninmum production tax
for the smaller oil fields.

Senator Bunde asserted that "profit" is not a "dirty word." He
continued, "Fifty-percent of something is way better than one
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hundr ed- percent of nothing."

Senator Bunde stated that the economc limt factor nmay not be
appropriate for Prudhoe Bay, but suggested that it mght be
appropriate for Bristol Bay. Investnent m ght be encouraged in the
relatively new Bristol Bay oil field if the economc |imt factor
were applied. The cost of bringing Al askan oil to market is $12.50,
whereas it costs only two or three dollars to bring oil from
certain other areas to market. The State nust conpete wth these
other areas for oil devel opnent. An oil producer mght not want to
accept an additional increase to the high cost of producing oil in
Al aska. He predicted that there would be disagreenent about this
pr oposal .

Presentati on by Senator Ral ph Seekins
Percent of WMarket Val ue

SENATOR RALPH SEEKI NS informed that the Senate Judiciary Commttee
hel d hearings across the State on SIJIR 18 and SJR 19 beginning in
t he summer of 2003 and throughout this |egislative session. Mst of
t he discussion centered on SJR 18, which involves the percent of
mar ket val ue (POW) programfor the Permanent Fund. Many people did
not initially understand the POW program As they began to
understand the program they started to support it.

Co-Chair WIlken clarified that SJR 18 contains the POW proposal,
and does not specify how the earnings of the Permanent Fund shoul d
be spent.

Senat or Seekins stated that SIJR 18 proposes a new discipline for
managi ng the Permanent Fund. Senator Seekins expl ai ned that he was
appointed to the Permanent Fund Board of Trustees in 1991. This
experience was educational because the Board considered how the
Fund was invested, and how the Fund's returns could be naxim zed.
After approximately 30 days of acting as a Trustee, he understood
that the Board of Trustees could "play god® with the Permanent
Fund, and the size of the Permanent Fund D vi dend.

Senat or Seekins referenced a chart provided by the Permanent Fund
Corporation titled "Realized incone v. market value" [copy on
file]. He explained that in 1996 the Board of Trustees rationalized
that the current generation had not been receiving enough return
from the Permanent Fund so the Dividend should be increased. It
proceeded to sell stock to produce realized gains and a | arger
D vidend. The mission of the Board of Trustees is to invest the
Fund to maxim ze returns within the boundari es established by the
| egi slature. The volatility of the marketplace and political
volatility, which has been exenplified by past abuse of the Fund by
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the Trustees, should be considered when contenplating the
managenent of the Fund. Under the current investnment program six
i ndi viduals could decide the size of the contribution of the
Permanent Fund to the State of Al aska and the size of the D vidend.
The POW programwoul d not allow this political volatility because
it involves a fixed formula. The inplenentation of the POW program
woul d ensure that the mssion of the Board of Trustees would be
ful filled.

Senat or Seekins continued that he was renoved from the Board of
Trustees after four years. The governor at that tinme, Governor Tony
Know es, sent Senator Seekins a letter stating, "I amreplacing you
because | cannot feel confident that you will invest the Fund
according to nmy political philosophy."” Senator Seekins assuned that
the individuals that Governor Knowl es appointed to the Board of
Trustees shared the Governor's political philosophy. The Pernanent
Fund should not be invested for any purpose other than that of
maxi m zing the Fund's returns for the citizens of Al aska. Senator
Seekins stated that the POW plan would "insulate the Fund from
political interference and political volatility."

Senat or Seeki ns suggested that a constitutional amendnent is needed
to change the managenent of the Permanent Fund. The POW program
would intrinsically inflation proof the Fund, m nim ze the inpact
of market volatility, and elimnate political volatility. He
expressed hi s unequi vocal support of a constitutional anendnent to
i npl enent the POW managenent pl an.

Senat or Seekins commented that the question of how the Pernmanent
Fund shoul d be spent is constantly rai sed whenever the POW plan is
di scussed, which causes the issue to becone "a political |and
m ne".

Senator Seekins informed that many people question why the
managenent of the Permanent Fund needs to be changed if it remains
functional. Senator Seekins explained that Ford Model T cars are no
| onger sold at car deal ershi ps because they are antiques that are
exposed to liability and do not neet the needs of drivers. The sane
reasons explain why the current managenent of the Permanent Fund
needs to be changed.

Senat or Seekins referenced a docunment published by the Al aska
Legislative Affairs Agency titled "The Ctizen's Guide to Al aska's
Constitution” and highlighted the insight it provides. He used the
docunent to reference the section discussing Article 2 of Al aska's
Constitution, which focuses on the Convention Del egates. He read
the foll ow ng.
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Convention Del egates created a strong legislature with the
power and resources to act decisively and effectively. In
doing so, the Delegates trusted the legislature to act
responsi bly. Wiile many state constitutions reflect profound
suspicion of the legislature, Al aska's Constitution decl ares
confidence in the legislative body: it is small, it neets
annually, its nenbers are paid a salary, and it may arrange
for its own supporting services. Mst inportantly, the
| egi sl ature has broad discretion to fashion the details of
government structure and operation, details which are
specified in the constitutions of many other states.

Senator Seekins submtted that the legislature has acted
responsibly in the use and managenent of the Pernmanent Fund. Two-
thirds of the corpus of the Permanent Fund has been deposited in
t he Fund through appropriations fromthe earnings reserve account
and through inflation proofing, including the inflation proofing of
appreci ati ng assets. The Fund's current bal ance of $28 billion can
be attributed to the responsible actions of the |egislature. The
objective of the current legislature is to enact the will of their
constituents, not to plunder the Permanent Fund.

Senat or Seekins pointed out that when he served on the Permnent
Fund Board of Trustees, the only question he was ever asked was the
anount of the Permanent Fund D vidend. The anount of the Dividend
affects the quality of life of many of Al aska's citizens, yet for
other citizens the Dividend is sinply a bonus. He expressed concern
inelimnating the legislature's flexibility to determ ne the use
of the earnings of the Permanent Fund. |If the Permanent Fund
Di vidend were placed in statute the public woul d be given assurance
of their Dividend, and the legislature could continue to determ ne
the use of the renai nder of the Permanent Fund's earnings. Al of
the funds the legislature appropriates are spent on governnent
services that directly serve Al aska's citizens.

Senat or Seekins referenced a handout dated March 17, 2004, which
roughly outlines his proposal. In this proposal a new fornula would
be placed in statute that would determ ne the anount to be annually
appropriated from the Permanent Fund, and the anmobunt to be
appropriated for Dividends and for education. Under the current
version of SJR 18 only five-percent of the Permanent Fund coul d be
appropriated to the general fund. A reasonable dividend would be
requi red under this proposal simlar to the current nethod used to
determine the Dividend, and the remainder of the appropriation
woul d be earnmarked for the education budget, which affects nore
people in the State than any other program Any additional funds
woul d be used to replenish the Constitutional Budget Reserve (CBR)
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Senat or Seekins infornmed that the principal of the Permanent Fund
is conposed of royalty deposits, special deposits and inflation
proofing. As of June 30, 2003 the principal of the Fund was $22.5
billion. Beginning with the June 30, 2003 bal ance and addi ng the
royalty deposits and an ampbunt equal to the average increase in
Consuner Price Index (CPl) for all urban consuners in the Anchorage
nmetropolitan area the new bal ance of the Fund woul d be esti mated.
To address concerns that the principal of the Fund would di m nish
if this proposal was enacted, no appropriation could be made that
woul d cause the bal ance of the principal of the fund to go beneath
the new balance estimate. The estimtes would be calculated
annual | y.

Senat or Seekins stated that the current market value of the
Permanent Fund is approxinmately $28 billion, and the current
principal is approximately $23 billion. It would take two or three
"di sastrous years" for the Fund to be reduced to the principal, and
many war ni ngs woul d be received notifying of the | oss of earnings.

Senat or Seekins referenced anot her docunent that outlines how the
| egi sl ative proctors would incorporate the Permanent Fund Di vi dend
into State statute. He voiced concern in enshrining any endowrent
in the State Constitution, and expressed the need for conpetition
bet ween funds on an annual basis. He enphasized the ability of his
proposal to instill the POW plan, and address the intent of the
| egi slature regarding Dividends and other State funding through
statute, rather than through the constitution.

Senat or Seekins distributed a work draft, CS SJR 18, 23-1s1856\A.

Co-Chair Green asked if this proposal is dependent on the passage
of a POW plan and whether this proposal avoids the disposition of
t he earnings of the Permanent Fund.

Senat or Seekins affirned.

Co-Chair Green questioned whether the funds available after the
Di vi dend appropriation would be allocated at the discretion of the
| egi sl ature. She asked if the remaining funds nust be allocated to
t he educati on budget.

Senat or Seekins responded that this proposal would sinply replace
the existing statutes regarding the managenent of the Permanent
Fund and the Dividend appropriation. The statues could be changed
by the legislature in tines of an energency. The | egislature has
the responsibility of changi ng or nmintaining statutes.

Senator Bunde referred to Senator Seekins' enphasis on the
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importance of allowing the legislature the flexibility to react to
current conditions when appropriating the earnings of the Permanent
Fund. Senat or Bunde questioned how flexibility is maintai ned when
funds would be commtted to education progranms if this proposa
wer e passed.

Senat or Seeki ns understood Senator Bunde's inference. He stressed
the proposal's focus on intent, and vocalized his attenpt to avoid
a "new constitutional clash".

Senat or Bunde renenbered that the |egislature has abstained from
appropriating the Permanent Fund earnings available in the past,
partially due to public watchful ness. The | egislature has been able
to change statute, and woul d continue to have the ability to change
it. The legislature's past diligence should elimnate criticism of
this method of enshrining the D vidend and the POW pl an.

Senat or O son asked why the POW plan nust be passed before this
proposal could be inplenented.

Senat or Seeki ns responded that this proposal would not work until
the POW plan was i npl enment ed.

Senat or O son questioned whether the POW plan would enable the
| egi sl ature to access the principal of the Permanent Fund.

Senator Seekins replied that the principal would be protected
because the annual ly estinmated bal ance of the Pernmanent Fund woul d
have to be maintained. The | egislature could not appropriate funds
that woul d threaten that bal ance.

Senat or Bunde observed that w thout the POW plan Pernmanent Fund
earnings could not be used for governnent prograns because the
funding availability fluctuates fromyear to year

Senator Seekins concluded that the <current Permanent Fund
managenent system does allow the principal to be threatened through
the discrimnatory selling of equities.

Senator Bunde asked if this proposed legislation would be
i ntroduced.

Senat or Seekins answered that he would attenpt to introduce this
| egi sl ati on.

Presentati on by Senator Ben Stevens
St at ew de Sal es Tax
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Senator B. Stevens distributed work draft |egislation, SB 366, 23-
LS1051\S, which he indicated would be introduced in the Senate
during the next floor session.

Senator B. Stevens stated that the proposed legislation is "an act
relating to the | evy and collection of sales and use taxes, to the
|l evy and collection of nunicipal sales and use taxes, and to
muni ci pal sal es and use taxes on al coholic beverages; and providing
for an effective date.” This proposal is being offered as a
possi ble source of revenue for the State. Senator B. Stevens
expl ained that he is introducing this proposal because although the
Senate has considered this concept in the past, it had not been
di scussed recently.

Senator B. Stevens highlighted this proposed | egislation beginning
with Section 9 on page 3, which would allow municipalities to
inplement this tax without a vote. He also referenced page 4, |ines
15 - 17, which outline the taxes this bill would inplenent.

Chapter 44. Sal es and Use Tax.
Sec. 43.44.010. Levy of sales and use tax; tax rate. (a)
A sales tax is levied on the sale, |lease of rental of tangible
personal property and on the sale of services.

Senator B. Stevens continued that this legislation would institute
a four-percent statewide sales tax, which would be added to
exi sting nunicipal sales taxes. For exanple, Juneau has a five-
percent nunicipal tax. This bill would add a four-percent tax, for
a total tax of nine-percent. However, the State would reinburse the
municipality for the |local tax and one-percent of the State tax,
thus, the Juneau nunicipality would receive a siXx-percent
rei nbursenent. Under this proposal the State woul d al ways collect a
m nimum tax of three-percent. This bill encourages the | ocal
i npl ement ati on of a nunicipal sales tax. Those conmunities w t hout
a muni ci pal sales tax, such as Anchorage, would not receive a one-
percent rei nbursenent.

Senator B. Stevens commented that this bill is broad and i ncl usive.
The exenptions fromthe statewi de sales tax are |listed on page 4,
begi nning on line 23. Any exenptions under State and federal |aw
woul d also be exenpted in this legislation. He listed certain
exenpti ons.

Co-Chair WIlken noted that this | egislation could not be schedul ed
for a formal hearing until the follow ng week, but the Commttee
coul d di scuss the proposal before then.

Senat or Bunde asked for the reason why nmunicipalities without a
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sal es tax woul d not receive a one-percent reinbursenent.

Senator B. Stevens responded that the sales tax issue 1is
contentious to those nunicipalities that rely on the sales tax for
revenue. These nunicipalities typically have a high sales tax rate
and a low ml| rate, or no ml| rate. A statewide sales tax in
addition to a high nunicipal sales tax could cause certain
communities to becone | ess conpetitive regarding the sale of goods
and services. The statew de sales tax would entice conmunities
wi thout an existing tax to create a municipal tax to be |ess
financially reliant on State appropriations.

Senat or Bunde commented that this reinbursenment does not change the
rel ative difference between those nunicipalities with a sales tax,
and those without. The National Conference of State Legislatures is
di scussing a fair tax act that would require citizens to pay the
sales tax of their hone state when purchasing out-of-state goods.

Senator B. Stevens responded that he was aware of the fair tax act.
He added that a statewide sales tax brings forth a nultitude of
questions and uncertainties.
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Senator B. Stevens continued that 45 states have a statew de sal es
tax, and these states generate approximtely one-third of their
total budget through the revenue fromthe sales tax. These states
have managed to bal ance ot her taxes, such as county and rmuni ci pal
taxes, and the statew de sal es tax.

Senat or Hof fman commented that certain states exenpt out of state
visitors fromthe state sales tax. He asked if this sales tax woul d
apply to those out of state visitors. He also asked how much
revenue this tax woul d generate.

Senator B. Stevens replied that this sales tax would not exenpt
anyone because it would be a consunption tax.

Senator B. Stevens stated that he was unsure the anount this tax
woul d generate because the Departnment of Revenue has not yet
reviewed this bill. Using last year's figures, a three-percent tax
woul d have raised $330 million, but that amount does not include
t he one-percent reinbursenment to the nunicipalities.

SENATOR TOM WAGONER inforned that the City of Kenai and the Kena
Peni nsul a Borough each have a sales tax. He asked which entity
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woul d receive the one-percent reinbursenent if this |egislation
wer e i npl enment ed.

Senator B. Stevens replied that the reinbursenent should be
di stributed based on the percentages of each sal es tax.

Senator Wagoner clarified that the area of the Kenai Peninsula
Borough outside of the Cty of Kenai would receive the full one-
percent rei nbursenent.

Senator B. Stevens affirned.

Senat or Seekins asked if the sales tax levy would be |imted to a
certain amount of each sale.

Senator B. Stevens responded that the current proposal does not
contain a limt because of time constraints in drafting the bill
He suggested a limt at $60 per purchase.

Senat or Seekins asked how the sales tax would affect itens for
resal e

Senator B. Stevens was unsure. A provision needs to be devel oped to
elimnate resal e purchases fromthe sal es tax.

Senator Seekins clarified that Senator B. Steven's intention is to
tax the final retail transaction

Senator B. Stevens affirned.

Senat or Hof f man questi oned whether the $60 Ilimt woul d be per item
or per invoice.

Senator B. Stevens answered that the tax would be limted to $60
per transaction. For exanple, if a $10,000 itemwere purchased the
state tax woul d be $60.

Co-Chair Geen referenced a book, which detailed that many states
have a defective sales tax structure in place because it is based
on data fromthe 1930's. She read.

In 1960 41% of U.S. consunption dollars were spent on services
provided by attorneys, accountants, | andscapers, pool
cl eaners, etc. By 2000 that percentage had risen to 58% and
yet nost of those states are not taxing those services.

As a result of this tax structure, the sales tax on consunabl es and
tangi bl es continues to rise. The book suggested the validity of a
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tax that equally applies to many itens rather than a high tax on a
few itens.

PHELAN STRAUBE, Staff to Senator B. Stevens, commented that this
| egislation is based on the streamine sales tax nodel, which is a
national nodel that has elimnated the faults of past sales tax
structures. Services would be taxed under this |egislation.

SENATOR GARY STEVENS asked if this tax would be enforced by | oca
muni cipalities or by State bureaucracy.

Senator B. Stevens responded that if this legislation were
i npl emrented the State would assune the responsibility of collection
for the nunicipal sales taxes. The municipalities would informthe
Departnent of Revenue of their sales tax structure, and the
Department woul d collect the municipal and statew de taxes. The
muni ci pal sal es tax and the one-percent reinbursenent woul d then be
distributed to the nmunicipalities.

Senator B. Stevens stated that this legislation would relieve
municipalities of the efforts and costs associated with the
col l ection and enforcenment of their sales tax.

Senator G Stevens was unsure why the local structures that are
already in place to collect and enforce munici pal sales taxes would
need to be replaced by a new State structure. He agreed that
muni ci palities would benefit from not having the expenses rel ated
to collecting their taxes.

Senator B. Stevens replied that this |egislation was desi gned using
suggestions froma national nodel

M. Straube expl ained that the national nodel was used because in
ot her states where nunicipalities maintained the responsibility of
the collection and enforcenent of |ocal taxes, it was difficult for
busi nesses to interact with jurisdictions each with different rules
and enforcenent policies.

Senator Hof frman noted that natural gas, the primary heating fuel in

many areas, would be exenpted fromthis bill; however, diesel fuel
the primary heating fuel in rural Al aska, would not. He asked if
the intention of this bill was to tax rural Al askan's for their

heating fuel, and not urban Al askans.
Senator B. Stevens replied that there is no intent in this

| egislation to unfairly tax basic human needs. The absence of
heating fuel as an exenption is an oversight.
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Senator Wl ken clarified that heating fuel is used in Fairbanks.

SENATOR BERT STEDMAN asked the sponsor to explain the conceptua
aspects of this legislation. Currently the State's income and tax
structure is separate from the municipalities. This distinction
allows the nmunicipalities and boroughs flexibility to respond to
their State appropriated budget through adjustnents to property and
sal es taxes. He suggested that this flexibility would be m nim zed
with the inplenentation of a State sales tax because the
municipalities with a high sales tax would be forced to raise
property taxes in response to a budget shortfall. He noted that one
of the conmunities in his district has an ei ght-percent sal es tax.

Senator B. Stevens responded that the nunicipalities have the
ability to inplenent and raise both a sales tax and m!| rate.
Typically nmunicipalities with a high sales tax rate have a | ow m |
rate, and those with a high ml| rate have a | ow sales tax rate, or
no sales tax. This legislation would benefit nunicipalities wthout
an existing sales tax because with the adoption of a sales tax the
local m| rate could be reduced. This legislation is not intended
to lessen the discretion of the boroughs and nunicipalities
relating to | ocal revenue.

Senator Stedman infornmed that the Southeastern Al aska district he
represents has experienced a substantial decline in the industry
base of tinber and fishing. The m| rates have increased, and in
sone areas the assessnents have declined. As a result, the boroughs
and cities have lost their ability to maneuver within their revenue
streans, forcing themto consider tax increases. This |egislation
woul d not only affect the State, but also cities and boroughs with
decl i ni ng econom es.

Senat or Bunde questioned whether this legislation could allow
different exenptions to be inplemented on the State and | ocal
| evel s.

Senator B. Stevens answered that different exenptions would not
allowed. This legislation would elimnate exenption vari ances anong
the nunicipalities, and create one statew de set of exenptions.

Senat or Bunde commented that in Juneau and other areas of the State
there is a sales tax exenption for senior citizens. He warned that
elimnating those exenptions could create a "l andm ne".

Senator B. Stevens realized that this |egislation would be highly
criticized, but he was willing to hear those criticisns. The senior
citizen exenption may already be included in State law, in which
case it would be included in this legislation. He referenced the
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book that Co-Chair G een discussed, and enphasi zed the inportance
of not making too nmany exenptions.

Co-Chair WI ken suggested that the Commttee nenbers conpile their
concerns, and this bill would be brought before the Commttee

formally in the near future.

ADJ QURNIVENT

Co-Chair Gary WI ken adjourned the neeting at 11: 01 AM
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