HOUSE FI NANCE COMM TTEE
April 29, 2006
9:18 A M

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 9:18:02 AM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representati ve Ri chard Foster
Representati ve M ke Hawker
Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Carl Moses
Representati ve Bruce Weyhrauch

MEMBERS ABSENT

Representative Ji m Hol m

ALSO PRESENT

Representative Kurt O son; Representative Paul Seaton
Representative Et han Berkow tz; Representative John Coghill

Senat or

Gene Therriault; Dr. Pedro Van Meurs, Consultant,

Ofice of the Governor

SUMVARY

CS SB 305(FIN) am

An Act repealing the oil production tax and the
gas production tax and providing for a production
tax on oil and gas; relating to the cal cul ati on of
the gross value at the point of production of oil
and gas and to the determ nation of the value of
oil and gas for purposes of the production tax on
oil and gas; providing for tax credits agai nst the
production tax on oil and gas; relating to the
rel ati onship of the production tax on oil and gas
to other taxes, to the dates those tax paynents
and sur char ges are due, to i nt erest on
overpaynents of the tax, and to the treatnent of
the tax in a producer's settlenment wth the
royalty owners; relating to flared gas, and to oil
and gas used in the operation of a I|ease or
property under the production tax; relating to the
prevailing value of oil and gas wunder the
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production tax; relating to surcharges on oil;
relating to statements or other information
required to be filed with or furnished to the
Departnment of Revenue, to the penalty for failure
to file certain reports for the tax, to the powers
of the Departnment of Revenue, and to the
di sclosure of certain information required to be
furnished to the Departnment of Revenue as
applicable to the admnistration of the tax;
relating to crimnal penalties for wviolating
conditions governing access to and use of
confidential information relating to the tax, and
to the deposit of tax noney collected by the
Departnment of Revenue; amending the definitions of
‘gas,' 'oil,' and certain other terns for purposes
of the production tax, and as the definition of
the term 'gas' applies in the Al aska Stranded Gas
Devel opnent Act, and adding further definitions;
maki ng conform ng amendnents; and providing for an
effective date.

CS SB 305(FIN) am was HEARD & HELD in Committee
for further consideration.

#SB305
CS FOR SENATE BILL NO. 305(FIN) am

An Act repealing the oil production tax and the gas
production tax and providing for a production tax on
oil and gas; relating to the calculation of the gross
val ue at the point of production of oil and gas and to
the determnation of the value of oil and gas for

purposes of the production tax on oil and gas;
providing for tax credits against the production tax on
oil and gas; relating to the relationship of the

production tax on oil and gas to other taxes, to the
dates those tax paynents and surcharges are due, to
interest on overpaynents of the tax, and to the
treatment of the tax in a producer's settlenment with
the royalty owners; relating to flared gas, and to oil
and gas used in the operation of a |ease or property
under the production tax; relating to the prevailing
val ue of oil and gas under the production tax; relating
to surcharges on oil; relating to statenents or other
information required to be filed with or furnished to
t he Departnment of Revenue, to the penalty for failure
to file certain reports for the tax, to the powers of
the Departnment of Revenue, and to the disclosure of
certain information required to be furnished to the
Depar t ment of Revenue as applicabl e to t he
admnistration of the tax; relating to crimna
penalties for violating conditions governing access to
and use of confidential information relating to the
tax, and to the deposit of tax noney collected by the
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Departnment of Revenue; amending the definitions of
‘gas,' 'oil,' and certain other terms for purposes of
the production tax, and as the definition of the term
‘gas' applies in the Alaska Stranded Gas Devel opnent
Act, and adding further definitions; making conformng
amendnents; and providing for an effective date.

9:20: 06 AM

DR. PEDRO VAN MEURS, CONSULTANT, OFFICE OF THE GOVERNOR,
provided a handout to the Commttee, “Petroleum Production
Tax (PPT) Issues”. (Copy on File).

Dr. Van Meurs noted concern the Senate Finance Commttee

(SFC) had adopted the 25/20 tax rate. Prior to PPT
di scussions, extensive analysis on the heavy oil had been
undert aken. He encouraged a focus on heavy oil and that

the Adm nistration has provided extensive research on it.
Two distinct forms of oil exist, heavy & light. The concern
with the North Slope is the huge gradation of oil. The
value of oil dimnishes with a decreased Al aska Petrol eum
Institute (API) and the <cost of production increases
depending upon it. Cost becones greater wth weight.
Al aska has oil with many qualities; heavy is not just one
type of crude. Gadation starts from25 to 10 API.

Dr. Van Meurs spoke to the 25%tax credit, pointing out that
it is inportant to Alaska to stinulate heavy oil production.
The economic future of the State is linked to heavy oil
producti on.

9:26: 07 AM

Dr. Van Meurs noted that he had counsel ed the Governor not
to support a 25%tax credit because:

* High cost/low value crude oil and the |ikehood that the
crude could be economc would rapidly dimnish and the
probability of a loss in carry-forward increased.

e Higher costs and then credits becone proportionately
hi gher. Page 3 indicates the 22.5% 25% & the 20%
system and how that applies. The revenues on the
22.5% and the 25% @ $40/bbl becomes |ess because of
high tax credits; |lower prices provide a tax loss with
carry forward of capital costs.

Dr. Van Meurs enphasi zed that Al aska cannot afford such high
tax credits; he urged that the 20% tax credit be adopted.

9: 29: 28 AM

House Fi nance Conmmittee 3 04/29/06 9:18 A M



Dr. Van Meurs noted the inportance of the tax credit
consideration, faced with the fact that crude @ $10-$15/ bbl,
there woul d be capital investnent.

9:30:12 AM

Dr. Van Meurs discussed the progressive feature as |isted on
Slide 4. The starting oil price for that feature nomnally
would erode in real value over tine. It could affect
seriously heavy oil devel opnent towards |ower APl gravities
if prices are established too low. The price indicates al so
that it could be useful to determ ne the actual gross val ue
at the point of production rather than using Wst Texas
I nstrunent (W) or Al aska North Sl ope (ANS).

9:35:15 AM

Dr. Van Meurs referenced Slide 5, showing the |evel of
activity and tax rate. There is sonme relationship between
conpetitiveness in Alaska and the rest of the world. It
indicates that the higher the tax rate, the less Alaska is
attractive to the industry. As long as oil prices remin
high @ the $40-$50/bbl range, it does not matter; however,
when prices decline to $35/bbl, it becones very inportant.
He added that the net back received from Al askan oil is $5
dollars | ess per gallon.

9: 38: 03 AM

Dr. Van Meurs pointed out that Alaska oil production is in
decline and wurged consideration to bring forward oil
deposits. He reiterated differences between heavy and |ight

oils. H gher tax rates nmean less activity. A $1 billion
dol lar investnment is not enough to stop the decline; Al aska
needs to double that investnent. Dr. Van Meurs urged

caution be taken in consideration of the tax rates.

9:40: 30 AM

Dr. Van Meurs referenced Slide 6 — the 22.5-25 strategy. A
general strategy of increasing tax rates to 22.5%with a 25%
tax credit, to maintain activity at the sanme |evel as a 20-

20 system increases the State’'s risk. Under the downsi de
situation, tax loss carry forward + investnent credits equal

47.5% rat her than 40%

9:42: 02 AM

Dr. Van Meurs spoke to Slide 7 - the gas gross revenue
excl usi on. General ly, governments that face |ong distance
gas transport to market, fix governnment takes for gas at 5%
30% bel ow oil . [ ndonesi a, Ml aysia, Qatar, Qman, Libya
Trini dad, Venezuela]. There is good reason for establishing
a CGRE as proposed. Dr. Van Meurs concluded his testinony.
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9:45:41 AM

Representative Joule asked if there were nodels show ng
long-termeffects to the State. Dr. Van Meurs advi sed that
there is a conprehensive nodel of the gas project and that
there are concerns regarding Al aska relative to gas projects
in other parts of the world. He rem nded nenbers that it is
a large capital expenditure & is an unusual risk profile
that could be unprofitable. Dr. Van Meurs urged that it be
consi der ed. He nentioned the stranded gas contract,
pointing out there are producers not part of that
arrangemnent .

9: 50: 35 AM

Representative Joule recalled the decision made to treat gas
differently from oil and requested to see the nodel that
lead to that decision. Dr. Van Meurs said the analysis
coul d be provided.

9:52: 24 AM

Representative Kerttula voiced concern regar di ng a
di stinction between the North Slope and Cook Inlet wth
| oner tax and the sane gas credit. She warned that over the
long run, the State could loose a lot of revenue. She
requested the nunbers separating Cook Inlet from the North
Sl ope.

Dr. Van Meurs responded that to judge the PPT on its own
merits, all possible credits related to gas devel opnent,
woul d be upstreamcredits and related to production. 1In the
gas projects, the credits relate primarily to Pt. Thonpson
and sonme new fields. The anpunt of credits associated with
bringing the gas line forward are limted and included in
the oil informtion. He acknow edged the inportance of
those concerns, indicating that the credit section of the
gas contract had already been presented and that gross
revenue exclusion does not have to be conpared to the
credits.

9:56:10 AM

Representative Kerttula explained that was a |arge
m sunder st andi ng and thought there would be credits against

the gas. Dr. Van Meurs clarified that Point Thonpson woul d
be subject to full credits. Ol and gas would be a 20%
credit and would total about $400 million dollars, which was
included in the oil revenue presentation to the Legislature.

During that presentation M. Marks advised that the full

credits were deducted and that the gas revenue would not

subtract any further credits.

House Fi nance Conmmittee 5 04/ 29/ 06 9:18 A M



9:57:45 AM

Representative Kerttula requested a conparison to the
current system Dr. Van Meurs said he woul d provide that.

9:58: 24 AM

Representative Kerttula heard comments regarding the |ack of
fiscal certainty on the note being witten by the oil

section and asked why the State was waiting for that. Dr.

Van Meurs explained that once the Legislature passes the |aw
of general application on oil and gas, it is then
incorporated as fiscal stability to the contract. The
contract can not be finalized unless the PPT piece is
conplete and once that is ready, there will be connecting

| anguage el ement in the contract.

10: 01: 14 AM

Representative Kerttula advised that such comments make the
concern regarding the credit on oil nore inportant. Dr. Van
Meurs stated that the credits for Point Thonmpson would be
the main gas project field & assunming $2 billion dollars @
the 20%credit, equals $400 mllion dollars. Point Thonpson
applies to gas and the investnent credit would be all ocated
to oil & gas. It is too conplex to separate the investnent

between oil and gas; it is an inportant issue and is not

wi se to conplicate the PPT breakdown.

10: 04: 40 AM

Representative Weyhrauch inquired why a distinction between
profit tax dollars three tinmes greater for oil than gas.
Dr. Van Meurs understood that the Senate Finance Committee
(SFC) did not recomend a different tax rate; it would be
the same for oil and gas. G ven an exclusion, since gas is

a |l ess econom c source than oil, excluding only part of the
gross revenue from gas to calculate gas profit, which
creates a |ower government take for the gas. That could

make getting the gas difficult.
10: 08: 43 AM

Representative Kerttula thought it was confusing from the
Senate version that gas is taxed at 7.5% rather than the
22.5%on oil. Dr. Van Meurs pointed out the tight deadline;
he recommended working in parallel. I n designing the PPT,
it was not appropriate to outline the details to protect the
State and then the CGovernor introduced the 20% gas. That is
a nodest effect. The Senate version assunes that if a gas
contract noves forward, there will be producers not part of
it and the PPT law will need to include that group.

10: 12: 18 AM
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Dr. Van Meurs responded to Representative Kelly s concern
regarding a $100 run as indicated on Page 3. There will be
a positive difference at $60 dollars, where a higher tax
rate becones beneficial .

10: 13: 53 AM

Representative Kelly observed that when tax credits are
wei ghed, it is higher at a 25%credit than 25%tax. Dr. Van
Meurs enphasi zed that Al aska cannot afford 25% tax. Studies
indicate less activity at 25% as it is less conpetitive.
Heavy oil can cost up to $20 to $30 dollars a barrel to

devel op. A high cost of developnent can make heavy oil
difficult to bring up. He foresaw a negative affect to
heavy oils, but less on the light; those differences are not
i mmaterial . He cautioned against raising the tax rate as

tax credits carry a negative risk to the State.

10: 20: 37 AM

Representative Kelly referenced safety net risks at higher
prices. Dr. Van Meurs replied there is a down side to tax
credit & background analysis has nodel ed m ni mum anounts.
He would not recommend such an approach because m ni num
taxes around the world nust be conparable if the price
i ncreases. A typical mninmum tax could be recovered, an
effect not inportant for the State. An addi tional
consideration is that Al aska has been well protected on the
down si de. Royalty & property taxes already exist and
Al aska also carries a State corporate incone tax. |If prices
go down, corporate taxes stay in place.

10: 26: 43 AM

Representative Kelly nentioned the issue of profit/taxation
and why the State should let go of a system already in

pl ace. Dr. Van Meurs did not comment on the *“correct”
nunbers, noting that the PPT was not determ ned by
i nt ernati onal st andar ds. An international experience

indicates that there is nore investnent in a profit-based
system than a gross value system A net profit share is
nore difficult to adm nister than a gross profit share.

Representative Kelly spoke against the math in the current
GRE. He pointed out the effective date in the clawback &
the inpact on the long-term investnment strategy of the oil
conpanies. Dr. Van Meurs recomended a 2 for 1 system He
felt that conpani es should be rewarded for their wllingness
to nove forward. The effective date is only a matter of
nmoney, inpacting the cash flow this year. He nmai ntai ned
that there will be significant inpact this year either way
and urged the Conmttee to get organized. Dr. Van Meurs

House Fi nance Conmmittee 7 04/29/06 9:18 A M



advised that is why the Admnistration’s bill does not
i nclude retroactivity.

10: 34: 24 AM

Representative Kelly inquired about a severe worldw de
retroactive indication. Dr. Van Meurs responded that
Al geria just passed a PPT-style profit based tax, waiting
nore than a year to inplenent. The real international

practice is passing a new fiscal system and making it
applicable after the law is passed.

10: 36: 07 AM

Co-Chair Chenault believed there were countries structuring
their gas taxation in order to get into the U S. market; he
asked why that market is different. Dr. Van Meurs corrected
that other nations are structuring their taxation systemto
reach the world market, including the US. nmrket and
referenced the Tobago design system The value of gas has
been studi ed, becom ng the base for a fiscal design for |ong
di stance transportati on of gas.

10: 38: 33 AM

Co-Chair Chenault referenced the tax rate activity. He
noted the exclusion of the 22.5/25 conparison and asked if
that woul d be regressive, progressive or neutral.

Dr. Van Meurs offered to provide such an analysis. The
avai l able chart provides a conpetitiveness rating, a nore
attractive fiscal system on Slide 5. It denonstrates

current activity in Alaska and the proposed PPT system
which is the reason to nove toward a profit based system
The figures mean nothing nore than general conpetitiveness
anmong the fiscal systens.

10: 43: 09 AM

Representative Kerttul a asked about the U Shape on Slide 5.
Dr. Van Meurs replied that represents regressive fiscal
systems & low prices, where the governnent take becones
less, while at higher prices, the take becones nore
progr essi ve.

10: 43: 57 AM

Co- Chair Meyer asked what the anticipated price for oil was
for the next five years. Dr. Van Meurs replied forecasting
is difficult and that it is inportant to study the projects,
conparing price. Projects nust be acceptable to a whole
range of ideas because the world is conplex. Most oi l
conpani es use several forecasts. Dr. Van Meurs estimted a
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price of $35 dollars per barrel for long term a consensus
nunber anong many conpani es.

Co-Chair Meyer inquired if current prices were sustainable.
Dr. Van Meurs replied “action creates reaction”. |If prices
i ncrease, activities react to the high prices that result in
counter-force and that brings prices back down.

Co- Chair Meyer thought events in the Mddl e East could cause
prices to continue to increase and felt that warrants the
progressivity factor. Dr. Van Meurs contributed to the
Stranded Gas Devel opnent Act (SGDA), in which progressivity
was an inportant feature; however, he enphasized that PPT is
already a progressive system by including tax credits. He
reiterated caution about the heavy oil condition in Al aska.

10: 52: 38 AM

Representati ve Wyhrauch asked about the original concern
regarding a threshold oil/gas tax policy rate. He asked if
a tax rate nodel had been prepared by the Adm nistration

Dr. Van Meurs advised that the State has prepared tw broad
nodels, a revenue system prepared by the Departnent of
Revenue and the investnent style nodel. The PPT bill
applies to both oil and gas; it was never intended to be
separ at ed.

10: 55: 09 AM

Dr. Van Meurs said his recommendation is to have a $73
mllion allowance, given that nost Cook Inlet producers are
smaller. He explained that the gas regine could be changed
in the beginning. The purpose is to be able to present both
a gas and oil bill, not negatively inpacting Cook Inlet.
Models were well est abl i shed, running the gas line
economi cs. He offered to provide the inpact of that GRE
information to the Legislature.

CS SB 305(FIN) am was HELD in Commttee for further
consi derati on.

#

10:57:14 AM

ADJ OURNVENT

The neeting was adjourned at 10:57 A M
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