HOUSE FI NANCE COW TTEE
April 29, 2006
4:27 p. m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 4:27:53 PM

VEMBERS PRESENT

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

MEMBERS ABSENT

Representative Ji m Hol m
Representative Richard Foster
Representative Bruce Weyhrauch

ALSO PRESENT

Representative Kurt O son; Representative Paul Seaton
Representative Vic Kohring; Representative John Coghill;
Senator Cene Therriault; Representative Ethan Berkow tz

PRESENT VI A TELECONFERENCE

Dr. Tony Finizza, Special Consultant, Econ One, Research,
Contractor, Legislative Budget and Audit Committee

SUMVARY

CSSB 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
overpaynments 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
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and gas used in the operation of a |ease or
property under the production tax; relating to the

prevailing value of oil and gas wunder the
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 ternms 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.”

CSSB 305 (FIN) am was heard and HELD in Comm ttee
for further consideration.

4:28:16 PM

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 wth
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
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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
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
anmendnents; and providing for an effective date."

4:29: 06 PM

Co- Chair Chenault asked for clarification of the various tax
rates on gas production under different tax systens. He
noted concern on the 1/3 gas revenue reduction scenario.

DR TONY FI N ZZA, SPECI AL CONSULTANT, ECON ONE, RESEARCH

CONTRACTOR, LEG SLATI VE BUDGET AND AUDI T COW TTEE,
di scussed the risk of the credit rate in terns of the view
of the future. He said that oil conpanies are using a
distribution of prices when planning, which has a centra

val ue around $40 WIl, plus or mnus $15, to get to the P 20
and P 80. That is consistent with Dr. Van Meurs’ data. He

pointed out that there is no one view of the future. He
said, “You really have to think of these things in terns of
distribution.” He speculated that it could amount to $25 or

$50. Also, the central tendency m ght be closer to $40.

Dr. Finizza discussed his analysis of three types of fields
using a distribution of prices, which estimtes the
probability of a negative tax position. The first field was
for new exploration. It is likely that small field would be
found, given the fact that ANWR is not open and that the
distribution of fields in the Central North Slope and NPRA
are likely to be smaller fields. He said there could be a
non- econom ¢ devel opnent and the possibility of a negative
credit in new exploration. He estimated that probability at
35 percent at the 20 percent credit, with a 25 percent
credit that probability mght go up 5 percent. He opined
that nmoving to a 25 percent credit doesn’'t do that nuch nore
damage, given the already high-risk situation

4:35:26 PM

Dr. Finizza |looked at a satellite field under this future
price distribution. The chance of the state having a
negative tax position is 25 percent at a 20/20 rate. He

also applied that sanme data to a legacy field wedge and
found only a 5 or 6 percent chance of a negative tax. He
stated that there is a huge risk already at 20 percent
credit and going to 25 percent would boost the risk only a
little bit.
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4:37:12 PM

Dr. Finizza related that there is a natural protection at
| ow prices, because there would be little exploration. The
advantage of the credit system is when exploration takes
place at $40 and then the price of oil drops to $20. He
mai ntained that 25 percent does no nore damage than 20
per cent .

Dr. Finizza addressed the progressivity feature. He
enphasi zed that it is inportant to strike a bal ance between
the upside and the downsi de. He suggested $50, which is
above the central tendency. He voiced a concern that the
progressivity rate is in nomnal dollars and could harm
producers when costs rise. He suggested various thresholds,
especially one that is sensitive to changes in costs. He
opi ned that SB 305 should have a cap on progressivity.

4:41: 36 PM

Dr. Finizza thought that a 25 percent tax rate was
appropri ate. He noted that investnent should rise when
prices rise, which should produce nore investnent. He

predicted that there would be nore investnment under PPT at
today’ s prices.

Dr. Finizza referred to |legacy fields and the decline rate.
He maintained that PPT helps |lower the effective severance
tax rate by 3 to 4 percent at $40.

4:46: 02 PM

Representative Kerttul a asked how high the tax risk is at 20
percent . Dr. Finizza replied that a satellite field would
have a 25 percent chance of |osing noney, but the |arge
| egacy fields would have a nuch lower rate of 3 to 4
percent. The higher the credit, the nore |ikely chance of a
negati ve tax. He restated his position that the risk is
al ready high at 20 percent, so 25 percent is not that mnuch
greater.

Representative Kelly concluded that Dr. Finizza is |ess
concerned than the governor or Dr. Van Meurs about the |evel
of credit going from 20 to 25 percent. Dr. Finizza
rephrased Representative Kelly' s question to ask if there is
risk to investors that would prevent investing in Al aska.
Dr. Finizza thought it was not necessary to have a safety
net .

Representative Kelly summarized that Dr. Finizza would not
favor the safety net even though there is a 35 percent
chance of high risk. He asked why the tradeoff is needed if
there is a safety net. Dr. Finizza responded that the sweet
spot in the price curve is between $25 and $50 - where the
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world will be in the future. The PPT credit and tax system
will give protection on the low end and wll still be ahead
on the upside. He predicted it would bring in nore
expl orati on.

4:53:21 PM

Representative Kelly wondered where the floor should be.
Dr. Finizza replied, “Wien there is a 10 percent chance.”
He added that he needed nore tine to think about it.
Representative Kelly asked about a floor for the tax when it
i s approaching zero. Dr. Finizza replied that the 35
percent possibility is for new field exploration. If it is
not for the legacy fields, it would work. For |egacy fields
the risk is only 3—4 percent. |If a floor for exploration is
designed, tradeoff is |loss of exploration. Representati ve
Kelly noted that he is trying to wite a tax for everyone.
He requested nore information.

Co-Chair Meyer commented that if oil gets down to $20,
Alaska is in big trouble. The Conmittee needs to keep in
m nd that the governnent take consists of royalty, property
t axes, and corporate taxes.

4:57:57 PM

Dr. Finizza spoke to concerns about the effective tax on gas
under various systens.

Co-Chair Chenault referred to the three charts that deal
wth “lllustration of Potential Effective Tax Rate on Gas
Production Under Different Tax Systens (copy on file.) The
current Senate Finance CS before the Commttee contains
25/20 with gas revenue reduction to 1/3 of actual val ue.

Dr. Finizza addressed the issues on the graph that deals
with Senate Finance 22.5/25 Alt: Wth Gas Revenue Reduction
to 1/3 of Actual Value. He related that the graph shows the
downstream val ue of gas at $4, $6, and $8 ($MCF). Cost to
t he downstream nmarket, the well head value, and the taxable
wel | head value under the 1/3 scenario in Prudhoe Bay is
shown. The final colum depicts the total tax under the
three tax systens after analyzing production costs, net
“profit” per taxable MCF, taxable value, and PPT Tax. He
di scussed what happens when this analysis is applied to
Poi nt Thonpson and a new field. He related what would
happen under the current ELF.

5:03: 58 PM

Co-Chair Chenault noted that sone of +the Conmittee’s
concerns were about the actual percentages of well head val ue
at Prudhoe Bay, Point Thonpson, and in new fields. The
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chart depicts that there are no costs associated with OPEX
or CAPEX in Prudhoe Bay.

Dr. Finizza agreed that there would be costs associated with
that in the future. He spoke to how capital allocation
would affect Point Thonpson. The capital should be
all ocated in proportion to the gas.

Representative Kelly said the nunbers under the 1/3 scenario
don't seemto work. Dr. Finizza said at first he thought it
was a m stake because it makes Prudhoe and ELF nunbers | ook
t he sane.

5:07:42 PM

Representative Kelly thought there was an attenpt to figure
whet her costs were ascribed to oil or to gas. He terned it

a policy call. Dr. Finizza agreed, depending on what is
trying to be acconplished. For Point Thonpson all the
capital should go to gas because oil is a by-product.

Representative Kelly said it is a problem

Dr. Finizza agreed that nore tinme should be taken.
Representative Kerttula echoed Representative Kelly’'s
concern. Dr. Finizza could not offer a nunber, but said 1/3
won’ t worKk.

5:10: 58 PM

Representative Kerttula said the legislature was told the
effort was to help the small conpanies. She questi oned
whet her oil and gas should be treated separately.

Representative Kelly gave an exanple of a |I|arger-than-
expected field discovery. He opined that the state still
has drilling potential and should group this together to
accommpdat e that. He suggested pursuing it further.

Dr. Finizza agreed to do nore research on the topic.

Co-Chair Chenault wondered if the scenario was thrown in by
m st ake.

Representative Kelly asked about the safety net and the oil
price protection point. He suggested trying to protect
Al aska at the |lower price of the comodity.

Representative Kerttul a asked Dr.Finizza to show the results
in dollars for the different scenarios of likely prices and
likely volunes. Dr. Finizza said he was trying not to bring
gas into the PPT scenarios. He suggested “a rule of thunb”.
He suggested oil price scenarios using a ratio of market
value gas to oil, an 8 to 1 ratio, at $30, $40, and $50
Representative Kerttula said that is what she is |ooking
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for. Representative Kerttula also asked for volune
i nformati on.

CSSB 305 (FIN) am was heard and HELD in Commttee for
further consideration.

ADJ OURNVENT

The neeting was adjourned at 5:21 PM
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