HOUSE FI NANCE COWM TTEE
June 1, 2006
9:11 a. m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 9:12:05 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
Representative Ji m Hol m

Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Bruce Weyhrauch

MEMBERS ABSENT

Representative Carl Moses

ALSO PRESENT

Representative Ethan Berkow tz; Representative Paul Seaton
Representative Less Gara; Representative Norm Rokeberg;
Representative David (CQuttenberg; Representative Ral ph
Sanuel s; Representative Wodie Sal non; Dan D cki nson,
Consul tant, Tax Division, Departnent of Revenue; Robynn
Wl son, Director, D vision of Tax, Departnment of Revenue;
Robert M ntz, Assistant Attorney General, Department of Law

PRESENT VI A TELECONFERENCE

There were no tel econference testifiers.

SUVMVARY

#sb2001

CSSB 2001 (FIN)
"An Act relating to the production tax on oil and
gas and to conservation surcharges on oil;
relating to crimnal penalties for wviolating
conditions governing access to and use of
confidenti al i nformation relating to t he
production tax; anending the definition of 'gas'
as that definition applies in the Al aska Stranded
Gas Devel opnent Act; nmaki ng conform ng anmendnents;
and providing for an effective date.”

HCS CSSB 2001 (FIN)
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CS FOR SENATE BILL NO 2001(FIN)

"An Act relating to the production tax on oil and gas
and to conservation surcharges on oil; relating to
crimnal penalties for violating conditions governing
access to and use of confidential information relating
to the production tax; anmending the definition of 'gas
as that definition applies in the Al aska Stranded Gas
Devel opnent Act; nmaking conform ng anendnents; and
providing for an effective date."

Co-Chair Meyer MWED to ADOPT conmttee substitute 24-
GS2094\ 1, Bullock, 5/31/06. There being NO OBJECTION, it was
so ordered.

9:12:45 AM

ROBYNN WLSON, DI RECTOR, D VISION OF TAX, DEPARTMENT OF
REVENUE, reviewed changes incorporated into the commttee
substitute. Menbers were provided with a matrix to high
[ight the major difference between CSSB 2001 (FIN), version
F (Senate version) and commttee substitute GS2094\1 (CS)
adopted by the House Finance Committee (copy on file). She
observed that the tax rate was 20 percent in the CS and 22.5
percent in the Senate version. The next significant
difference relates to the treatment of Cook Inlet oil and
gas. She observed that previous versions excluded val ue,
which started with the gas revenue exclusion (GRE). The GRE
was carried over to Cook Inlet oil. Changes in the CS are
intended to sinplify the presentation of GRE. Cook Inlet oi
woul d be handled in the same manner as Cook Inlet gas in
previ ous versions. She explained that under the CS the tax
would be the lower of: the PPT tax on Cook Inlet or what
woul d have been paid under the ELF (Economc Limt Factor)
system Consequently, Cook Inlet gas renmains the sane. The
credit rate remained at 20 percent in all versions. Private
royalty rates also remain the sane. The GRE was not i ncl uded
in the CS

9:18:18 AM

Ms. W son observed that, under the CS, progressivity begins
at $45 a barrel net value with a slope of .00175 percent
(1.75% tinmes the net value. The House version [HCS CSSB 305
(FIN) am H) had a trigger of $35 net per barrel, with a
slope of 2.5% percent. The slope is lower, but kicks in
hi gher . In the Senate version, progressivity kicked in at
$35 barrel net, with a slope of .1% which is a | ower slope.

9:19: 23 AM

Ms. Wlson further item zed areas that were unchanged:
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* 50% progressivity tax cap stays the sane.

* There is no gas progressivity because the progressivity
calculation is based on net and is not deductible.

* Transition provisions have been maintained: 5 day | ook
back, 2 for 1 on capital expenditures. The 20 %credit
remai ns.

9:20: 37 AM

Ms. WIson explained that the base allowance has been
changed and is based on production. This is not the case in
the Senate version. The current CS, with regard to base
al l omance is the sane as HCS CSSB 305 (version B). Unchanged
items were:

* The 10 year rolling sunset on the base allowance has
not changed.

+ Safe harbors have not changed.
» The effective date of April 1, 2006 has not changed.

* The 10 nonth transition period was retained, however
addi ti onal | anguages was added for clarification.

e There has been no change to spill surcharges or the
treat nent.

e There has been no change to SB 185 version regarding
abandonnment refundable credits. There is no change with
how those credits are used.

« Transferability has not changed.

» Refundabl e credits have not changed.

Credits for annual loss, the net operating loss that is
converted to a credit at the rate of 20% now nmatches the
tax rate. This differs from the Senate version, which was
22.5% She further noted that the conversion rate should
match the tax rate; that was not the case in the version
t hat passed out of the House.

There is no provision for uses of RSA core val ues.

Language regarding U. S.C. Sec. 482 Internal Revenue Code was
not changed.
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Ol spill clean up costs were changed slightly, with an
exception for the gravel pad. This wll be further
highlighted later in presentation.

The  Depart nent of Nat ur al Resources (DNR) receives
exploration data. The producer nust give information to DNR
regarding the expiration credits that are clainmed. The sane
| anguage was in the |ast several versions of the |egislation
and is contained in SB 185. Provisions renmain the sane.

Ms. WIlson went on to say that the |anguage regardi ng NPSL
regul ations after industry practice (hierarchy of direct

costs), in the House version, was fairly general. The
Senate version adopted nodified |anguage to restrict it to
“in Alaska only”. This will be highlighted in the walk

t hrough of the bill.

The sanme |anguage regarding credit flowthrough re: FERC
regul ated facility, has been naintained. A high energy fund
was established in the House version, but was renoved from
t he Senate version and not included in the current House CS

9:25:59 AM

Ms. WIlson reviewed the |egislation. She referred to page 3,
section 5, line 9, which contains the 20 percent tax rate.

ROBERT M NTZ, ASSI STANT ATTORNEY GENERAL, DEPARTMENT OF LAW
spoke in regards to section 5. He pointed out that the tax
cap for Cook Inlet oil would be the sane as the current rate
for Cook Inlet gas. The |anguage outlining this is found on
page 3, line 8, subsection (j). The new provision

subsection (i), provides for Cook Inlet gas.

9:27:46 AM

Ms. WIson observed that progressivity starts on line 3,
page 4. The trigger point on net of $45 is on line 16. She
hi ghl i ghted subsection (h), which requires anortization of
the |lease expenditures to calculate productivity. She
expl ained that the timng of expenditures is critical, when
establishing progressivity on a net basis. This provision
woul d take into account expenditures that vary greatly from
nonth to nonth on an annual basis. She observed that it was
difficult to draft progressivity provisions based on barrels
of oil equivalent (BOE) on an energy content. She explai ned
t hat an amendnent would be forthcom ng.

9:29: 56 AM

Ms. WIlson provided nenbers with a graph denonstrating
progressivity rates for each of the three versions (copy on
file).
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M. Mntz explained that there would be two different
nmet hods of cal cul ati ng BOE (bottom of page 6). The intention
is to have two different ways to define BOE depending on
what subsection it refers to. One definition is based on
cubic feet, the other is based on energy content. He noted
that there was an attenpt to fix the potential confusion.

9: 30: 58 AM

Ms. WIlson explained that the graph denonstrates the
progressivity line for each of the three versions discussed.
The top line pertained to the House version passed (yellow).
The mddle line is the current CS (blue). The bottom |ine
pertained to the version passed by the Senate (red). She
noted that the current CS represents a noderate option of
the three versions with the House version being the highest
and the Senate version being the | owest {return}.

Co- Chair Meyer questioned the affect of these rates at the

current price of oil, at $75 with higher progressivity and a
20 percent tax rate. The Senate version has a higher tax
rate of 22.5% with a lower progressivity rate. He asked

whi ch provided the greater return to the state.

9: 32: 58 AM

Ms. WIson said she woul d provide that information.

Ms. WIson continued review of the CS: line 22, page 4,
section (i), the Cook Inlet gas, tax cap provision (from
pages 4 to page 5, line 8). On the next line is the sane
| anguage wth regards to Cook Inlet oil. On line 27 is a

new subsection that explains how Cook Inlet credits apply;
PPT taxes are calculated along with progressivity on Cook
I nl et. This is then conpared to what would have been
charged under ELF, and the lower anount is applied. I t
explains how credits are taken into account and applied.
This section explains how the credit carry forward is
reduced by that credit amount.

In response to a question from Representative Kertula M.
Wl son explained that if producers get a break on the tax
rate it would not be fair to get the extra credits. The
af orenenti oned | anguage is there to address this.

9:37: 05 AM

Ms. WIlson noted the need for a technical anmendnent on page
6, lines 7, 9, and 10 to nake one word granmati cal changes:
Repl ace “are” with “is”, replace “of” wth "“or” replace
“under” with “by”. She noted an anendnent for these changes
woul d be forthcom ng.

Ms. WIlson referenced page 6 |lines 22-27, section (l):
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This is |anguage regarding regulations adopted by the
departnent that was inadvertently conbined in the drafting.
She noted an anendnent will be forthcomng to correct it.

Section (m is new |anguage, regarding barrels of oi
equi val ent, measured on energy units to establish
regul ations for sanpling and testing.

9:39: 25 AM

Ms. Wl son referenced page 9, highlighting the basic tax on
line 8 M. Mntz pointed out that wording on page 9, line
10 was changed from “elected” to “substitution” to allow a
substitution under 160(f). AS 43.55.160 (f) provides for a
producer to either deduct actual |ease expenditures for one
month or to annualize expenditures and deduct 1/12 cal endar
year |ease expenditures. The producer is required to
annual i ze for progressivity purposes. |If the progressivity
tax kicks in during the year, it is not an election, it is a
requi renent, hence the change of the wording from“el ection”
to “substitution”.

9:40: 55 AM

Ms. WIlson referenced page 10, line 5. The credit conversion
of net operating loss at 20 percent is outlined. The phrase
“may be applied irrespective of if the producer pays the
credit” was taken out of this section due to a |ack of
clarity: page 8, lines 23 and 24 of CSSB 2001 (FIN). M.
M ntz expl ai ned that the | anguage was superfl uous and caused
confusion. It does not change any intent or neaning by its
removal .

9:42: 42 AM

Ms. WIlson related that page 11, line 12, (f) explains the
refundable credit. On line 15 — 17 is the production limt
{Oof 50, 000 BOE}

9:43: 13 AM

Representative Kelly referred to the $25 mllion credit. He
noted that Dr. Van Meurs indicated the credit could cause
probl ems when oil prices are on the decline. He questioned
if the provision was addressed. M. D ckinson expl ained that
the Admi nistration is not confortable with the $25 nmillion
credit and felt credits should stay with the PPT. A direct
credit would have to conme from inconme tax credits or other
sources. The state of Alaska feels that the full anount
shoul d be paid. Representative Kelly observed that it is a
policy call.

Co-Chair Chenault noted that the i ssue was not addressed.
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9:46: 07 AM

In response to a question by Representative Kelly, M.
Di ckinson explained that the credit was not a key issue of
the PPT or part of the major focus. Ms. WIson added that
the nore potential refund there is the nore the risk. The

$10 mllion refund imt was in one of the versions.
9:47: 29 AM
Ms. WIson explained page 20, |line 28 section 24,

determ nation of production tax value of oil and gas. She
poi nted out that the Gas Revenue Exclusion (GRE) was taken
out. Separate accounting would be required for Cook Inlet
oil net value and Cook Inlet gas net value. The section’s
purpose is to clarify accounting of the net val ue.

9:48:22 AM

Ms. WIson noted changes on page 22. Subsection (c), lines
6 — 14, changes word order and clarifies “ordinary” and
“necessary”. It does not change neaning or intent. M. Mntz

poi nted out a drafting error on lines 12 — 14, which can be
addressed in the form of an anendnent that substitutes
“l ease expenditures” after “in determ ning whether costs
are”. M. Mntz further clarified intent by noting “other
than itens listed in (d) of this section” was added on |ine
31. Subsection (d) is a list itens that are not allowed as
deductions of |ease expenditures.

9:51: 03 AM

Ms. Wlson referred to page 23, and noted that there should
be a comm after oil and gas line 17. The |list of
nondeductible itens is on page 24. Abandonnent is addressed
on lines 28 — 31 and again on page 25. It is substantially
the same | anguage except for lines 11 and 12, which is a

clarification of what and when abandonment woul d be all owed
as a deduction. The original intent was to disallow the
abandonment costs but not to preclude the expenses for the

pur poses of inprovenent. Subsection (17) on page 25, lines
13 - 19 contains oil spill |anguage that disallows expenses
regarding unpermtted oil discharge. The new | anguage is on
line 14: *"is not confined to a gravel pad”. She explained

that the accounting would outweigh the benefit of
di sal | owi ng expenses associated with small pad spills. She
went on to say that any significant spill is expected to
exceed the gravel pad.

9: 53:43 AM

Representative Kerttula asked if there is a definition of
“gravel pad”. M. Dickinson responded that it is not
defined in statute, but would be defined through regul ation.
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Representative Kerttula expressed concern regarding the
anount of barrels that could go into a gravel pad. She asked
if the Departnent of Environnental Conservation had been
consulted. Dickinson explained that within a gravel pad
there is a normal contai nnent system set up and referenced
on line 15 of the bill.

9: 55: 07 AM

Ms. WIson discussed page 28, AS 43.55.170, which contains
t he base all owance. Lines 10 - 19 has the added production
[imt.

9: 56: 00 AM

Ms. WIson addressed the transitional provisions on page 35,
line 6 and 14. The |anguage does not change anything, it
just clarifies the 10 nonth rule; 300 days is the equival ent
of 10 nont hs.

M. Mntz explained that the intent is to have a 10 nonth
period for the producer to pay under the old system and then
true up under the new system There would be 270 days under
the old system and then the new system true up would start
at the 300th day.

9:59:42 AM

Representative Joule noted that previous deliberations were
wi thout the benefit of a gas contract. He questioned if the
current legislation could be put into context of a gas
[ pi peline] contract. He observed that testinony from the
needed authorities can only take place during the conmttee
process. M. Dickinson explained that the contract reflects
the bill the governor submtted in the special session. |If
the legislature changes the paraneters, the contract would
have to be adj usted.

10: 02: 14 AM

M. Dickinson reiterated that the changes and conparisons
woul d be avail able online. He also noted that those changes
coul d be updated based on the CS if necessary.

Representative Wyhrauch questioned if fiscal certainty
woul d be achieved by enacting PPT with a 3 - 5 year sunset
date, thereby circunmventing the 30 year contract.

M. Dickinson observed that the PPT could be changed anyti ne
the | egislature deens appropriate, while a contract woul d be
bi ndi ng.

10: 04: 05 AM
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Ms. WIlson returned to page 24 and pointed out the addition
of “gross” before “negligence” on line 9, which differs from
t he Senate version. There was another change on line 29 with
the addition of “pad” after “well”. M. D ckinson added
that operations continually reconfigure wells. The intent is
to pertain to the end of actual operations w thout inserting
into day to day operations.

10: 07: 12 AM

M. Dickinson discussed Cook Inlet. He provided nmenbers with
a spread sheet, Cook Inlet Exanples PPT wth various
adjustnments (copy on file). The chart conpares the effect of
three itenms that have been built into various versions of
the bill: The GRE at 2/3, the |ookback test, and the $12
mllion credit. He asserted that the CS, with the | ookback
provi sion, acconplishes what the other tools were attenpting
to wi thout overl appi ng.

The chart conpares the inpact of the aforenentioned tools,
with the different rate and volune scenari os. Under each
“tool” there are three columms illustrating the inpact of
scenari os created under volune and rate. He explained that
average rate was calculated at $2.50; $4.50 represents the
average for the last few years. The $6.50 and $8.50 rates
were added to project rising gas prices for Cook Inlet.

The scenarios were created for big volunme fields with high
ELF, big volune fields with low ELF, small volune fields
with low ELF, and small volune fields with high ELF. He
explained that under the 2/3 GRE, Cook Inlet gas prices
woul d need to be in the $8.50 range in order to see the sane
return as under the status quo.

10: 13: 06 AM

M. Dickinson explained that there is a break even at $8.50
for today' s prices using the 2/3 GRE

Under the | ookback [provision in the CS], the taxes stay
basically the sane. The difference would be the built in
credits to incent production. The producers would pay the
same tax, but they would have their tax lowered if they nake
i nvest ments.

10: 15: 00 AM

M. Dickinson noted that as prices increase the tax would
stay at $21 million due to the cap. In response to a
guestion by Representative Kelly, M. D ckinson explained
that there is no GRE under the current CS. The cap woul d not
kick in below $8.50, which is twice that of the current
price.
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10: 16: 39 AM

M. Dickinson noted that columm three outlines the rates
under the Senate version, which provides for a $12 million
credit for large volunme, high ELF producers. He observed
that at low prices the applications of credits would bring
all producers to zero. Taxes would rise as prices rise if
the credit is the only nechanisns controlling taxes. At
$8.50 price, taxes collected would be $180 mllion. They
woul d only be reduced with the anount of available credit,
which would be $12 nillion for the larger producers and $6
mllion for the smallest producers. He observed that the
$12 million credit would not maintain the current tax rates
within Cook Inlet, if that is the intent. Taxes would still
reflect price increase, although not as directly as w thout
the credit. The GRE also allows prices to rise with taxes,
but it would only occur at the highest prices.

10: 18: 37 AM

Representative Hol m questioned the difference between the
cap anmount and no cap anount with the $12 mllion credit.
M. Dickinson explained that the tax does not get added on
top of credit. The state would collect less tax with the
cap. Representative Holm questioned what rationale dictates
treating one area of the state differently from other areas
in the state.

10: 20: 11 AM

M. Dickinson summarized that the Cook Inlet life cycle is
nore mature than the North Slope. Investnents are smaller in
magni tude and nore conservative. The intent is to arrest the
decline. He added that the product is used for industry and
consunption in the state and is part of the econom c picture
of the state. Severance taxes are typically passed on to the
consunmers. He contrasted Cook Inlet gas with the North Sl ope
and concl uded that the North Sl ope product is shipped out of
state.

10: 22: 32 AM

Representati ve Hol m questioned if the sanme argunent coul d be
made for oil. He observed that nost of the state does not
use Cook Inlet gas. He questioned if it is okay to raise the
price on oil through the PPT process, which is consuned by
other parts of the state. M. Dickinson referred to
subsection (j). He observed that Cook Inlet oil has not paid
any production tax for years and the status quo would be
retained. He noted that the cost associated with North Sl ope
barrel and Cook Inlet barrel are approximtely the sane.
The difference is that for Cook Inlet, all the production
costs are upstream
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10: 24: 41 AM

Representative Holmreiterated his question and noted that,
for interior refineries, price is translated back to the
state as a fixed price. Cook Inlet oil is the only oil that
is tax capped, which would result in better prices in that
area. He concluded that if different |evels of taxation are
inplenmented it would inpact areas of the state differently.

M. Dckinson felt that oil <contracts do not have a
rei nbursenent severance tax anendnent whereas the gas
contracts do. The affect of changing the tax rate may not

fl ow t hrough what refineries do.

Co-Chair Chenault interjected that there is a simlar
problem with North Pole and N kiski and pointed out that
[the price difference] doesn’'t translate down to the
consuner.

10: 27: 30 AM

Representative Kelly observed that the original intent was
to “cap” the tax. He also noted that revenues to the state
woul d be higher in the GRE scenario. He noted under the
current CS, the tax return to the state would be l|less. He
questioned if there is an wunintended consequence. M.
Di cki nson explained that the tax credits are the difference.
A conpany has nore incentive to invest if they receive a
credit and hence a | ower tax.

10: 29: 33 AM

M. Dickinson acknow edged that the tax would be |ess when
investment is up and the tax would be higher wthout
investnment. Representative Kelly questioned what the result
woul d be of leaving the ELF in place and capping it in Cook

I nlet. M. Dickinson stated that there would be a slow
decline with credits for exploration. He mai ntai ned that
the 20 percent incentive should be applied. He further
pointed out that the state would still be receiving

royalties, property tax, etc.

10: 32: 15 AM

Representative Kelly enphasized his concern about providing
too nmuch incentive with the possibility of going into a
negative tax. M. Dickinson reiterated coments regarding
t he advantages of incenting conpanies. Representative Kelly
commented on the affect on the smaller producer. He thought
that the change would involve a discount of $16 nillion
dollars in addition to credits, providing a greater discount
t han anti ci pat ed.
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10: 35: 09 AM

M . Dickinson enphasi zed two points:

» The | ookback (current CS) only runs through 2020-21.

* Many rul es have been created to deal with a small piece
of the tax proposal. There are other changes on the
North Sl ope that have much greater effects.

M. D ckinson referenced sheet #1, focusing on the Cook
Inl et gas. He concluded that the only gross dollar increase
to occur would conme from increased volunes. This was based
on a one year period ending March 31, 2006, including the
ELF on property bases, with prevailing value (single value
applied to all leases) and a ceiling set on a per wunit
basis. Credits can be deducted once there is a decision to
use PPT or the 11(i) ceiling, however, Cook Inlet taxes can
only be taken to zero and can not be sold or transferred to
other parts of the state unless the credits would have been
avai |l abl e under PPT.

M. Dickinson stated that new gas production would be
subject to the sane test; it would be applied to any new
unit setting a cap. Credits generated would be creditable
on tax in Cook Inlet only.

M. Dickinson stated that Cook Inlet oil would use the sane
schene. There has not been a positive ELF for that oil for

over a decade. Credits would only be available if
previously under the PPT. The credits will adhere to the
gas concerns. Ol and gas wuld be applied against

oper at i ons.

10: 40 35 AM

M. D ckinson concluded his presentation by saying that if
t he mechani sm (provisions in the CS) is in place the GRE is
not necessary.

Representative Kelly asked what woul d happen by renpving the
cap. M. D ckinson responded that page 2, indicates what
the taxes would be in Cook Inlet if the credits apply. The
current tax is always less than the PPT, wthout the $12
mllion dollar credit current. He explained that with the
stand alone $12 mllion credit there may be |ess under PPT
than under the current system at low prices, if enough
producers apply the credit. He pointed out that based on
profitability, if costs stay the same, there would be higher
taxes. At $8.50 the gas taxes would be $200 mllion under
PPT; and $70 million under the current system
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M. Dickinson pointed out that it does not include any
“Kkick”™ fromprogressivity.

10: 43: 16 AM

Representative Kerttula sunmari zed that the tax could not go
down to zero, but credits could be rolled forward.

M. Mntz agreed with Representative Kerttula s conclusion
to the extend that the credits are otherwise allowed to be
carried forward, but pointed out that $12 million credit is
not allowed to be carried forward. Representative Kerttula
asked if there was any tine limt on rolling forward
credits. M. Mntz affirmed that there is no time imt in
general and the Cook Inlet provisions do not add a tine
[imt.

10:44: 31 AM

Representative Kerttula inquired if there had been an
anal ysis of the scenario at Pt. Thonpson. M. Dickinson ob
that it would be a mjor devel opnent costing dollars in the
upst r eam per cent ages.

Representative Kerttula asked if the level of investnent
stays the sane as last year, what would it would cost the
state under the |ook-back. M. Dickinson replied that over
that time period, roughly a billion dollars.

Representative Hawker asked if the cost to the state,
credits related to expenditures of developnent wth
significant increase of taxes paid on existing production
M. Dickinson affirmed it woul d be through the higher tax.

Represent ati ve Hawker enphasized that it would be a massive
increases in taxes with the proposed | egislation.

10:47: 35 AM

Representati ve Kerttula  asked i f t here have been
calculations to see exactly what the gain to the state woul d
be after considering all the credits and deduction. M.
D ckinson offered to recap previous discussions. He
enphasi zed that at current prices, the gain will be massive;
as prices fall there could be a tax decrease.

In answer to a previous question by Representative Myer,
Ms. WIson addressed total taxes regarding progressivity.
She referenced a handout: Source ADOR-Draft, Severance Tax
per Barrel with Variations in Tax and Progressive Surcharge
Rate (Copy on File). She noted that the nunbers on the

chart are in a draft. The CS is the yellow line; the red
line represents the Senate bill; and the blue |Iine matches
the old House bill for progressivity, with a slightly | ower
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tax rate. At $70.00 oil the current CS would bring in
approximately $11.00 per barrel total tax; the Senate CS
woul d bring in approxinmately $12.00; and the last scenario
woul d bring in $12.50, which is slightly |l ess than the House
ver si on.

M. Dickinson suggested that with the current data, under
the status quo, the tax would be $4.90 at $70 per barrel.

10: 52: 42 AM

Co-Chair Chenault stated that the conmttee would recess to
addr ess anendments.

RECESS: 10: 53: 59 AM
RECONVENE: 5:27:48 PM

Co-Chair Chenault said his intention for the neeting was to
di scuss Cook Inlet and take up anendnents.

Ms. WIson provided nmenbers wth a handout: Cook Inlet Gas
Credit Usage Exanples (copy on file). She item zed exanpl es
illustrating use of the base credit. The first exanple was
based on production in the Cook Inlet, wth a PPT tax before
credits of $100. The base credit is applied first, is not
transferable and cannot be carried forward. From the $100
tax a base credit tax of $12 would be renoved. The capex tax
is assuned at $110, which is nobre than the tentative tax,
that is why the usable capex credits would be $88, which
brings the tax down to zero. Under exanple B, the ELF tax
before credit would be $95. The |lower of the two would be
taken. The tax benefit enjoyed would be $5. The actual tax
calculation would be the lower of, which would be $95 in
this exanple; apply a base credit of $12; and then the
usabl e capex credits would be $83. Tax credits of $83 would
be used, but there would still be a tax credit of $5. The $5
is deemed to be used by the credits. The total capex credit
used would be the $83 actually used, plus the $5 deened to
be used; for a total of $88. The effect would be a zero net
t ax. When calculating capex credit wusable outside Cook
Infet it would be the $83 capex credits used plus the
difference of $5 (PPT tax of $100 and ELF of $95) would
| eave $22 as a carry forward outside Cook Inlet.

5:33: 07 PM

Ms. Wlson referred to exanple A2, which is an exanple of a
producer who has 50% production in Cook Inlet and 50
% on the North Sl ope. The PPT is the same, but the base
credit of $6 is allocated on the production, which is found
on page 5 of the CS, 011 (k). The result would be a capex
credit available for use outside of Cook Inlet or as a carry
forward of $16.
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Ms. Wlson referred to exanple Bl when ELF is |ower than
base credit. The PPT tax before credits is $38. The ELF tax
before credits is $8. The resulting base credit would be $6,
but only $5 would be utilized. Capex credit used woul d be $2
under exanple Bl. The difference would be the tentative base
credit used and the actual credit wused. Under these
vari abl es and cal cul ati ons there would be an $8 capex credit
avai l abl e for use outside Cook Inlet.

5:38:46 PM

Ms. WIson provided nenbers with a revised chart 3, which
added HCS CS SB 2001 (FIN)(copy on file). The Senate version
is the blue Iine. HCS CSSB 2001 (FIN would be yellow The
versi on passed by the House woul d be red.

M. Dickinson provided nenbers with a spreadsheet conparing
the Current CS with the versions previously passed by the
House and Senate (copy on file). He concluded that the
current CS woul d have an effective tax rate of $21.75, which
is the | owest of the three versions.

5:42: 46 PM

Co-Chair Meyer referred to statenents made on the Senate
Floor that indicated that the House version would have
brought |ess revenue into the state, but observed that the
House version (that passed out) would have brought nore
revenue than the previous Senate version.

M. Dickenson said he was aware of those statenents and
further noted that he would not be able to back that
statenment up if asked.

Co- Chair Meyer asked if perhaps that statenent were based on
a scenario where the price of oil was nmuch | ess than current
prices. M. Dickenson noted that the Senate version does
have the higher credit rate, which inpacts rate. He further
commented that ECONONE reported that over a broad price
range there was conparability with both bills.

5:44:57 PM

Co- Chair Chenault MOVED to ADOPT Amendment 1. Co-Chair Meyer
OBJECTED for the purpose of discussion.

M. Mntz explained anendnent 1. He observed that the first
two pages restore a provision in the bill, which would
determne the amount of production for the base of the
progressivity tax. It would establish value based on btu

content rather cubic feet neasurenent. To avoid confusion
with “barrel of oil equivalent”, the term “btu equival ent
barrel” is used.
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5:48:36 PM

M. Mntz discussed anendnents to pages 5 and 6, which
addresses provision regarding the handling of credits and
the relationship between tax credits and the tax cap for

Cook Inlet oil and gas. The first change is to delete
“carry forward to a later period” and insert “use for a
different nonth”. In sone cases a credit that can not be

used in a calendar year my be used for previous nonths
hence the change in wording.

Page 6 Iine 5 wrding is changed to accommbdate granmmati cal
correction.

Page 6, lines 5, 7, 8 and 9 are also technical/gramuatica
changes.

Page 6, line 10, following “levied”, “under” is deleted and
“by” is inserted. This provides consistency of |anguage
use. Page 6, line 15 deletes “the” for consistency.

Page 6, line 19, makes wording changes deleting “carried

forward to a later period” and insert “used for a different
nonth” to be consistent with earlier changes.

5:51: 01 PM
M. Mntz discussed the changes to page 6, line 19; “and” is
deleted and “or” is inserted. The purpose is to clarify

that a credit could be transferred, carried forward or used
on a different |ease of property. A given tax credit can
only be used for one thing.

The reference to regulations was del et ed. The sentence on

page 6, line 23 followng “departnent” deletes “and be
consistent with the regul ations adopted”. The sentence was
confusing and unnecessary; page 6, line 24 del etes “under AS

43.55.160 © (4)” for the sane purpose.

Page 6, line 31 through pages 7, line 1, deletes al
mat eri al because over tinme the concept of barrel of oil
equi val ent has been expanded to nore than one place in the
bill ; it was noved to the general definition section of the
bill. Page 14, lines 9 - 10 and line 11 deletes all
material for the sanme reasons.

5:53: 36 PM

M. Mntz observed that the drafting errors discussed
earlier regarding “ordinary” and “necessary” would be
addressed on page 22, lines 12 - 14.
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Page 23, line 17: this change put a comma back in to correct

an error in drafting. Paragraph 16 provides for the
departnment to adopt regulations that explain how costs are
all ocated between Cook Inlet and the state as well as

between oil and gas and |eases and properties within the
Cook Inlet.

On page 25, lines 2 and 5, “barrel of oil equivalent” is
inserted to be consistent with earlier proposed changes.
Furt her changes providing consistency regarding this are on
page 25, lines 8 and 9.

Page 25, line 14 is a general exclusion saying that, if
di scharge is confined to the gravel pad, it is an acceptable
excl usi on. A question was raise earlier in discussion

whet her “grave pad” was the correct concept to interpret
intent. The anendnent proposes to expand the concept to add
pad, platform or other structure. The concept is, if the
spill is confined to a manmade structure and does not get
out into the environnment, then it could be a deductible
cost .

5:57:59 PM

On page 31, line 29 added a new definition for “barrel of
oil equivalent” to the list of definitions at the back of
the statute.

The rest of the anendnent renunbers the definitions
currently in place until page 35, which addresses the 10
month transitions provisions issue. The true up woul d al ways
take place on the last day of the nonth after the provision
has taken pl ace.

[This clarifies that what is paid on the true up date is the
anount that is levied under the new tax regi ne that exceeded
t he ambunt that was paid under the transition provision.]

6: 00: 03 PM

Representative Kertula referred to the anendnent on page 25,
line 14. M. Mntz clarified that a pad would include a
gravel pad. Representative Kerttula questioned if an ice pad
woul d be included and how many barrels would be safe to
spill on an ice pad. Ms. WIlson clarified that the North
Sl ope generally uses a gravel pad but during exploration an
ice pad is used. (She noted that as far as Departnent of
Envi ronnental Conservation is concerned a spill is a spill).

Representative Kertula asked what 1is considered to be
routi ne costs. She observed that what is not allowed are the
| osses or danmamges that are not confined or exceed routine
costs. M. Mntz clarified that “routine costs” would only
be costs incurred as |ease expenditures, which are in the
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absence of an oil discharge. He further pointed out that the
reason for this language is to avoid the need of excess
adm ni strative work regardi ng enpl oyees cleaning up a spill
and using it as a deduction. It is an attenpt to clarify
what shoul d be considered a deductible cost. |If a producer
has enployees that are being paid to do a variety of
activities, a small spill would not add to the deductible
| ease expenditures.

6: 04:51 PM

Representative Kertula questioned why barrels would not be
used as a defining neasurenent for accounting. M. WIson
noted that the original |anguage pertained to catastrophic
oil spills. There was a concern expressed regardi ng vol une.
As a result of discussion regarding that |[|anguage, the
decision to use the current |anguage was reached.

Representative Kertul a questi oned how nuch contingency pl ans
cost to develop and nmaintain. M. D ckinson said that there
are mllions of dollars involved. Representative Kerttula
asked if they are tax deductible. M. D ckinson observed
they would be allowed for corporate incone tax. For
production tax, those that are upstream would not be
deducti ble. Representative Kertul a naintai ned concerns.

Co-Chair Chenault clarified that the costs discussed are
associated wth «current costs of doing business. M.
Di cki nson agreed t hat t hey wer e associ at ed with
transportation costs.

6: 09: 05 PM

There being NO OBJECTI ON, Anendnent 1 was adopt ed.
Representative Kelly MOVED to ADOPT Anendnent 2:

Page 4, line 9:
Del ete “.175 percent”
| nsert: “.25 percent”

Page 4, line 16:
Del ete “45”
| nsert “35”

Co-Chair Meyer OBJECTED. Representative Kelly explained the
amendnent woul d change both the progressivity rate and the
trigger point.

6:12: 53 PM

Representative Hol m  asked for further di scussi on
specifically in regards to M. Van Meurs’ testinony. M.
D ckinson said M. Van Miers’ testinony stressed the
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insertion point, where progressivity starts. He further
noted concerns of the costs of getting heavy oil out of the
ground. Gven the fact that the anount of heavy oil wll
increase and with that costs will increase. He felt that $50
may be misleading and noted that estimations of $15 to get
the oil out of the ground and then added transportation

costs. He stressed that there nust be room for costs to
grow in relations to market value. “If oil from the North
Slope is going to be nore costly then it is inportant that
progressivity not kick in to soon”. Dr. van Miers’ neno
suggested a progressivity insertion point of $45.

6:15:31 PM

Co- Chair Meyer spoke in support of the amendnent, but he
stressed the need to be conpetitive. He said he could
support the anmendnent if he could be assured the tax rate
woul d be 20 percent. If the tax rate is higher, then the

progressivity would have be lower. He felt it was nore
inmportant to focus on the tax rate.

Representative Hawker sunmarized that taxes would be raised
on the nost productive state industry. He was not convinced
that an industry can be taxed into productivity. He stressed
the legislation should be viewed individually. He felt that
the current bill nust be viewed on its own wi thout having it
hi nge on unknown vari abl es such as a gas line.

6:19: 07 PM

Representative Kertula noted that even with progressivity
factored in conpanies would be nmaking nore noney. M.
Di cki nson agr eed.

Representative Kerttula observed that Daniel Johnston,
Legi sl ative Consultant, Daniel Johnston & Co., Inc., said
that progressivity could start as high as .375 and conpani es
woul d still be maki ng noney.

Representative Kelly concluded by saying he wants the oil
conpanies to thrive, but maintained that though what passed
the House was timd it is well with in reasonabl e range.

6: 23: 32 PM

Co-Chair Meyer did not think what was passed on the House
floor was timd. He argued that due to the progressivity
pi ece, the anobunt coming back to the state would be greater
than that proposed in the Senate version. He went on to say,
he did not think the CS mrrored the Admnistration’s

because the CS has the progressivity piece. 1In conclusion
he noted that the PPT tax is not the only revenue received
from the industry. He observed that the state receives
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property tax, corporate incone tax, production tax and
royal ties.

Representative Hol m stressed the inportance of not hindering
the extraction of heavy oil. He noted that the costs for
heavy oil are not certain. It is known that as there is a
decline the state needs to nmake sure there are nore barrels
pr oduced.

6:27:12 PM

Representative Hawker referred to the comrents from Pedro
Van Meurs (copy on file) and noted that industry has never
been taxed into productivity.

Representative Kelly pointed out that the tax would be on
the net. He maintained that the heavy oil situation would
not be affected. He spoke in support of the anmendnent.

6:29: 56 PM

Representative Kerttula pointed out that Dr. Van Meurs’ neno
recogni zes that at high prices the state will not be getting
a fair share

Aroll call vote was taken on the notion.

IN FAVOR: Holm Joule, Kelly, Kerttula, Stoltze
OPPCSED:  Foster, Hawker, Wehyrauch, Meyer, Chenault

Representati ve Moses was absent fromthe vote.

6:31: 56 PM

Representative Kelly MOVED to ADOPT Anmendnent 3. Co-Chair
Chenault OBJECTED. Representative Kelly explained that the
amendnent would allow, but not require the Departnent of
Revenue to issue a cash refund for a transferable tax credit
certification held by the Al aska Retirenent Managenent (ARM
Board He noted that |egislation enabling the ARM Board to
purchase transferable tax credits would be introduced next
sessi on.

Representative Hawker observed that there currently 1is
| anguage in the bill providing for cash refunds at 100%
(rather than the 92% outlined in the anmendnent) for the
first $25 mllion. Representative Kelly explained that
credits may exceed that anount.

6: 34: 56 PM

Representati ve Hawker did not agree with the conclusion that
all could be put into the package. Representative Kelly
noted that the purchase and exchange is only permtted by
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the state and the oil conpanies. The amendnent woul d add
the ARM Board. The intent is to be perm ssible.

Co- Chair Meyer comrented on the amendnent saying he agreed
with the concept, but did not think the anendnent was the
ri ght approach. He further noted that whatever PPT was, the
state would see a large return and he expected sone of that
woul d go towards unfunded liability. He said he would vote
agai nst the anmendnent.

Aroll call vote was taken on the anendnent.

IN FAVOR Holm Kelly, Joule, Kertula
AGAI NST: Hawker, Stolze, Weyhrauch, Foster, Chenault, Meyer

Representati ve Moses was absent fromthe vote.

The MOTI ON FAI LED (4-6).

6: 38: 07 PM

Representative Kerttula MOED to ADOPT Anendnment 4. She
explained that it would limt the carry forward on tax
credits, simlar to what is being done wth the
nontransferable tax credits for small tax conpanies. She

poi nted out that the amendnent sets a ten year limt, but
she is open to changing that if a nore reasonable tinmeframe
is thought to be appropriate. She said it is an effort to
put a reasonable tinme |imt on how |ong conpanies have to
use credits.

Ms. WIlson explained that the non-transferable credit
sunsets in two years. She questioned if the anmendnent woul d
limt the carry forward “period” and pointed out that the
intent of the credit is to encourage investnent. M.
D ckinson said that a sustained period of low prices could
result in the need to prolong the carry forward, and that it
woul d be reasonable to do so.

Representative Kerttula observed that there is no limt on
the tinmefranme of the carry forward. She observed that it
could be difficult to determne what the credit is for or
where it cane from M. D ckinson said that if there is
still oil in 50 years, the bill would be successful. There
will be a point in time when shut dowmn will occur. He noted
that he was not concerned about conpanies taking advantage
of the credit carry forward.

6:43: 00 PM

Representative Kerttula spoke in support of the anmendnent.

Aroll call vote was taken on the notion.
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I N FAVOR: Joul e, Kerttula
OPPCSED: Holm Kelly, Stoltze, Wyhrauch, Foster, Hawker
Meyer, Chenaul t

Representati ve Moses was absent fromthe vote.
The MOTI ON FAI LED (2-8).
Representative Joule MOVED to ADOPT Anendnent 5.

Representative Joul e expl ained that the amendnent deals with
how the net profits are determned. It allows the state to
require the departnment to establish regulations for
determ ning the taxable net profit.

LI SA VEI SSLER, STAFF, REPRESENTATIVE BERKOW TZ, expl ained
that there are certain things that need to be addressed
under the net profits tax: allowable costs that can be
deducted, the auditing of those costs and enforcenent. The
amendnent deals with the allowable costs. Since 2001, the
departnment is required to give “substantial weight” to
i ndustry standards to determ ne what costs the operators can
bill the producers. She el aborated that the term
“substantial weight” is not defined and that the regulatory
authority for the departnent appears to be perm ssive rather
than mandatory. The anendnent would require the departnent
to adopt regulations to establish a list of allowable costs
to determ ne net profits. It would still use the industry
st andards and operating agreenents for gui dance.

She stressed the inportance of having a list of allowable
costs in regulations. She noted that currently in the
contract anything can be an allowable cost that was witten
into the operating agreenents and it is not at the purview
of the departnent.

6:48: 39 PM

M. Dickinson stated that, under the contract, costs are
divided into three categories. Under a joint venture, if the
standards of the state are net, then the state would audit
to make sure that any itens are disallowed. The state wll
audit to nake sure the costs are correct.

6:51:19 PM

In response to a question from Representative Kertula, M.
Wlson said that the wording, “give substantial weight”
provi des adequate direction to the departnent as to
| egislative intent.

M. Mntz responded that it is a policy call. He noted

concern with the anmendnent with two different and parall el
concepts of what | ease expenditures are.
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Representative Kerttula said that wunder the anendnent,
i ndustry practices can be used but the state is not bound by
t hem

6: 54: 39 PM

Ms. Weissler explained that it is inportant to make clear i
the legislation that the departnment will be in charge o
establishing regulations. She noted that it was not clear i
the contract. She further pointed out that the wording i
the contract seens to say that the operating agreenents
between the producers and the operators wll determ ne
al | owabl e costs.

n
f

n
n

M. Dickinson stressed that under a joint venture they rely
on tension between the parties. The presunption is that a
joint venture is organized for the purposes of exploring

produci ng and devel oping oil. He further noted that there
is much the departnent can do if the decisions step outside
of that purpose. Things can be renoved from the joint

venture category.

M. Dickinson pointed out that the Departnent passed
statutes defining the obligation; developing the regulation
woul d appear in the contract. The rules would be set forth
t here.

Ms. Weissler pointed to | anguage in the current gas contract
and asked if there was anticipation that it wuld be
different. M. D ckinson agreed and noted that it reflects
the bill presented by the Governor.

7: 00: 02 PM

Co- Chair Chenault asked what would happen if the gas line
did not pass. M. WIlson stated that they were “interested”
in getting a good bill that could be adm nistered with or
wi thout a contract. She highlighted the rule for allowable
costs needing to be “ordinary, necessary or direct” it also
addresses a list of things that mght be confusing. There
is also a list of things that are absolutely not deducti bl e.
She maintained that that the format allows for the tinme when
there are unknown expenses, the departnment nust determne if

they fall under the description outlined in the bill:
“ordinary, necessary or direct”. She felt this was clear
enough.

She encouraged the committee to retain current |anguage.
M. Dickinson stated that without a contract, current |aw

stands. The current proposed |law is not dependent in anyway
on the contract. The legislation will stand al one.
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7: 03: 15PM

Representative Joule recollected runors regarding the gas
contract, which was intended to “stand al one”.

Representative Kerttula reiterated coments in support of
t he anendnent. Ms. WIlson reiterated that “substanti al
weight” is wused in witing regulations and provides
direction. She reiterated the difficulties of attenpting to
establish a list wthin regulations of all the allowable
costs.

Representative Kerttula stressed that the entire |ist does
not need to be included regarding substantial weight. MVs.
Weissler pointed out that there are lists, which include
many allowable costs in state and federal |law and did not
feel it would be an unusual task to take on.

7:06: 22 PM

Aroll call vote was taken on the notion.

IN FAVOR: Joul e, Kerttula, Stoltze

OPPCSED: Kelly, Wyhrauch, Foster, Hawker, Holm Meyer,
Chenaul t

Representati ve Moses was absent fromthe vote.

The MOTI ON FAI LED (3-7).

Co-Chair Chenault noted that the neeting would reconvene
6/ 02/ 06 to further address the bill and anmendnents.

Co- Chair Meyer asked about Dr. van Meurs participation
7:09: 03 PM

#
ADJ OURNVENT

The neeting was adjourned at 7:08 P. M
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